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F 
Federal Deoosit Insurance Comoration 
550 17th Street, NW, Washington, DC 20429-9990 

June 11, 2013 

FDIC FOIA Log Number 13-0450 

Legal Division 

This will respond to your email correspondence dated April 20, 2013, submitted pursuant to the 
provisions of the Freedom oflnformation Act, 5 U.S.C. § 552 ("FOIA") requesting "a copy of 
each written response or letter from the Federal Deposit Insurance Corporation (FDIC) to a 
Congressional Committee (not a congressional office) (or Committee Chair) in calendar years 
2012 and 2013 to date. By this, I mean one-time type responses to Committee inquiries. You may 
exclude from the scope of this request regular periodic reports. You may exclude from the scope 
of this request constituent responses to a congressional office. " 

Enclosed please find copies of the records located by the FDIC (consisting of a total of 419 
pages) which are responsive to your request. However, certain information in these records has 
been redacted pursuant to the following FOIA Exemption: 

Exemption 6 of the FOIA protects information about individuals in "personnel and medical files 
and similar files" when the disclosure of such information "would constitute a clearly 
unwarranted invasion of personal privacy." 5 U.S.C § 552 (b)(6). 

Should you consider the redaction of information in the records provided to you to be a denial of your 
request, you may appeal the denial to the FDIC's General Counsel within 30 business days following 
receipt of this letter. If you decide to appeal, please submit your appeal in writing to the Legal 
Division, FOIA/Privacy Act Group, at the above address. Please refer to the FDIC log number and 
include any additional information that you would like the General Counsel to consider. 



This completes the processing of your request. Fees, if any, will be addressed under separate 
correspondence. 

Enclosure( s) 

Sincerely, 

/Signed/ 

Gina Williams, Sr. FOIA Specialist 
FOIA/Privacy Act Group 
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FEDERAL DEPOSIT INSURANCE CORPORATION, Washington, DC20429 

OH:CE O~ THE CHAiRMAN 

Honorable Spencer Bachus 
Chairman 
Committee on Financial Services 
House of Representatives 
Washington, D.C. 20515 

Dear Mr. Chairman: 

February 7, 2012 

Thank you for your letter concerning the staffing of the Consumer Financial 
Protection Bureau (CFPB), The Federal Deposit Insurance Corporation transferred 41 
employees to the CFPB in accordance with the transfer provisions of the Dodd-Frank 
Act Of those transferring, 20 were pennancnt FDIC employees (mostly within the 
compliance and consumer protection supervision function) and 21 were non-permanent 
FDIC employees (mostly employees with customer skills in our resolutions and 
receivership management function that were sought by the CFPB to pertbrm its new call 
center responsibilities), Consequently, none of the transferred employees exclusively 
performed work which transferred to the CFPB. The FDIC and the CFPB used a 
voluntary process to identify employees for transfer, so that individual employees would 
not be subject to involuntary transfer. 

The work transferred to the CFPB consisted primarily of supervisory 
responsibility for 17 specific consumer protection laws and regulations for institutions 
with over $10 billion in assets and their affiliates. Supervision with regard to aU other 
laws and regulations remains with the FDIC. As of November 30, 20 l l, the FDIC 
supervised 4 ,615 financial institutions. Of these, the CFPB assumed partial supervisory 
responsibility for 41 institutions (23 institutions ·w:ith over$ l 0 billion in assets and l 8 
other institutions that were affiliated with these larger institutions). The FDIC estimates, 
based on the actual hours devoted to these 41 institutions in 2010 and 2011, that we 
utilized approximately l 0-15 full time equivalents (FTEs) annually to supervise t.'riese 
institutions {the actual workload has varied in the past from year-to-year). In addition, 
we estimate that up to five FTEs are currently devoted to caH center and complaint 
processing activities for which the CFPB is assuming responsibility on a phased 
schedule. In summary, workload that transferred to the CFPB has been fully reflected in 
the FDJC's updated staffing authorizations. 

The FDIC no longer has authorized positions to perform any of the transterred 
work; thus the FTEs noted above are no longer included in the budget In the compliance 
and consumer protection supervision function, the FDIC utilizes an independently tested 
staffing model that establishes annual workforce requirements based on updated 
benchmarks and workload projections. The transferred institutions were not included in 
that workload for 2012. With respect rn additional reductions in FTEs, in the comp!aint 
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processing/call center function, the FDIC has intentionally filled many positions on a 
non"permanent basis and will gradually eliminate those positions as the volume of calls 
declines. In the resolutions and receivership function (from which half of the transferred 
staff were drawn), the FDIC Board approved a 2012 budget on December 7, 2011, that 
eliminated 565 previously authorized positions, approximately 6.1 percent ofits 
authorized workforce, due to declining workload. 

Thank you for your letter. If you or your colleagues have additional comments or 
questions regarding this matter, please feel free to contact me at (202) 898-38&8 or Paul 
Nash, Deputy for External Affairs, at (202) 898-6962. 

Sin.;;erely, 

............................... ,'----_ _______. 

Martin l Gruenberg 
Acting Chairman 
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FDlct 
Federal Deoosit Insurance Corooration 
5$017th Street NW, Washingtcn, DC 20429 

Honorable Tom Harkin 
Chairman 
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January 9, 2012 

Committee on Health Education, Labor, and Pensions 
United States Senate 
Washington, D, C. 20510 

Dear Senator Harkin: 

Office o! Legislative Affair;; 

Thank you for fonvarding the American Bankers Association (ABA) white paper titled, The 
Impact of the Federal Banking Agencies' Treatment of Downgraded Debt Securities under the 
Regulatory Capital Rules (\Vhite Paper), The Federal Deposit Insurance Corporation carefuUy 
reviewed the \V'hite Paper upon its release in June 2009, However, given continued concerns by 
the banking conununity regarding this critical matter. we appreciate the opportunity to 
communicate our response again, recognizing that not all stakeholders are familiar '\Vith the 
FDIC's position and ongoing interagency initiatives. The enclosed discussion of the White 
Paper was prepared by the FDIC's Division of Risk Management Supervision. 

Thank you again for sharing the ABA \V'hite Paper. lfyou have furtl1Cr questions, the Office of 
Legislative Affairs can be reached at (202) 898-7055. 

------------------ - - --- (b )(6) 
..........-=...., --------------------------- :Il:>IC§"I 

----------------------------------------------------------------------------------------------- ------------------- -

Paul Nash 
Deputy to the Chamnan for External Affairs 

Enclosure 
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Response to an Inquiry by 
The Honorable Tt>m Harkin 

Chairman, Committee on Health Education, Labor and Pensions 
United States Senate 

The following information is provided by the Federal Deposit Insurance Corporation's 
Division of Risk Management Supervisfon 

The \1/hite Paper suggests that existing capital and asset classification rules do not consider the 
underlying economic fundamentals and perfonnance of the downgraded debt securities and 
" .. ,may cause serious unnecessary capital impairment to many banks" and recommends that the 
" ... application of these rules should be reexamined and updated by the regulators on an 
expedited basis." Specifically, the \\t11ite Paper discusses two areas where problems arise, 
capital and asset classification, and provides analysis in support of such a reexamination. 

The White Paper notes that the current regulatory capital rules can cause an investment 
dov.ngraded by the ratings agencies to below investment grade to incur a significantly higher 
capital charge. The White Paper argues the dov.ngrade of debt securities have been based 
primarily on market liquidity factors of the instruments and not the actual underlying 
performance and does not consider subordinate positions available to absorb losses. In addition, 
the authors indicate the reliance on ratings downgrades as a basis for capital charges is 
inconsistent with interagency pronouncements to limit the use of credit ratings for the purchasing 
and valuing of securities. 

Although the FDlC acknowledges the limitations of the use of external ratings, we believe that, 
in general practice, do¥tngrades implemented for securities are based on weak collateral 
performance and future prospects. Ongoing dovmgrades in the secu.'ities market since 2009 have 
been driven largely by rating agencies' methodological adjustments and increased estimates. of 
potential credit losses, particularly on structured credit products, resulting in increased capital 
requirements, The agencies are reviewing measures to temper procyclicality and continue to 
review the capital treatment of securitization exposures to ensure capital requirements are 
commensurate v..ith the inherent risk of the assets in question. 

The \Vhite Paper also addresses the current application by the banking agencies of the Uniform 
Agreement on the Classij1cation of Assets and Appraisal of Securities (Unifonn Agreement}. 
The White Paper argues that only the portion of the securHy that reflects potential ioss, not the 
entire face amount of a debt security with some degree of impairment, shouid be classified as 
this reflects the investment's underlying economic fundamentals, Further, the authors claim that 
bankers have reported to the ABA that examiners continue to rely almost exclusively on credit 
ratings and have required classification of the entire security as soon as the securities are 
dov.ngraded. 

Regarding the adverse classifications of distressed debt securities, the FDIC applies the Unifonn 
Agreement, as noted by the authors, which uses external credit ratings as a general proxy for 
adverse classification definitions. The recent Financial Accounting Standards Board accounting 
rule adjustments for impairment calculations also referenced in the White Paper do not change 
the analysis perfonned to assign asset classifications. In practice, exruniners continue to review 
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the reasonableness of impairment calculations, which are reflected as "Loss" if taken in the 
current period. "Substandard" assets by definition contain well-defined weaknesses and poge 
risk of loss if not addressed. Many downgraded asset-backed securities since 2009 clearly 
exhibit credit risk and deteriorating collateral performance. and supervisors would be remiss to 
disregard such asset quality concerns, 

The FDIC encourages its examiners to review the facts and circumstances of each situation and 
avoid over-reliance on external credit ratings. The Uniform Agreement affords flexibility to pass 
a sub-investment grnde debt security or classify an investment grade debt security, as 
appropriate, ln either case, examiners review pertinent information, such as trnst.ee reports. 
credit enhancements, valuation, and other factors. To facilitate this review, bank management 
should provide examiners with well-documented and reasonable supporting analysis. Examiners 
also may consider whether the invesL'llent was purchased at a discount to par. However. the fact 
that a security was purchased at a discount does not remove potential credit risks. Bank 
management is expected to maintain a robust credit risk management process commensurate 
with the complexity and risk profile of the institution's assets. 

Bifurcating classification based on performing and nonperforming collateral is not appropriate 
for structured credit products. In structured credit products; the investor has a claim on cash 
flows from the underlying loans, and payments are distributed to investors according to 
governing securitization documents. Pool collateral perfonnance affects bond classes 
differently. The cash flow waterfall and deal-specific payment rules outlined in the governing 
documents can create varying degrees of risk, and therefore the suggested approach for 
classifications is not appropriate. 

The FDIC understands that the numerous downgrades in ratings of securitization exposures since 
the financial crisis have focused renewed attention on associated capital treatment. We also are 
aware that regulatory capital requirements for banking organizations that hold these securities 
have increased significantly as have classified asset levels. The FDIC, in et)njunction with the 
federal banking agencies, is taking steps to ensure capital levels remain commensurate to risk. ln 
addition, the federal banking agencies are continuing to examine a1k"'rnative standards of 
creditworthiness that may be used in place of credit ratings in the risk-based capital guidelines. 
Any decision to amend our risk~based capital standards would be made only after public notice 
and comment 

### 
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FEDERAL DEPOSIT INSURANCE CORPORATION, Wa!IDington, oc 20429 

OH'ICE OP THE CHAIRMAN 

Honorable Randy Neugebauer 
Chairman 
Subcommittee on Oversight and Investigations 
Committee on Financial Services 
House of Representatives 
Washington, D,C 20515 

Dear ML Chairman: 

February 7, 2012 

Thank you for your letter c-0nceming 1he staffing of the Consumer Financial 
Protection Bureau (CFPB). The Federal Deposit Insurance Corporation transferred 4 i 
employees to the CFPB in accordance with the transfer provisions of the Dodd-Frank 
Act Of those transferring, 20 were permanent FDIC employees {mostly within the 
compliance and consumer protection supervision function) and 2 l were nun-permanent 
FDIC employees (mostly employees with customer skills in our resolutions and 
receivership management function that were sought by the CFPB to perform its new call 
center responsibilities). Consequently, none of the transferred employees exclusively 
performed work which transferred to the CFPB. The FDIC and the CFPB used a 
voluntary process to identify employees for transfer, so that individual employees would 
not be subject to involuntary transfer. 

The work transferred to the CFPB consisted primarily of supervisory 
responsibility for l 7 specific consumer protection laws and regulations for institutions 
with over $10 biHion in assets and their affiliates. Supervision with regard to all other 
laws and regulations remains with the FDIC As of November 30, 2011, the FDIC 
supervised 4,615 financial institutions, Of these, the CFPB assumed partial supervisory 
responsibility for 41 institutions (23 institutions with over S 10 billion in assets and l & 
other instiiutions that were affiliated with these larger institutions). The FDIC estimates, 
based on the actual hours devoted to these 4 l institutions in 20 l 0 and 201 l, that we 
utilized approximately IO~ 15 full time equivalents (FTEs) annually to supervise these 
institutions (the actual workload has varied in the past from yeaNo.:ycar). Jn addition, 
we estimate that up to five FTEs are currently devoted to call center and complaint 
processing activities for which the CFPB is assuming responsibility on a phased 
schedule. In summary, workload that transferred to the CFPB has been fully reflected in 
the FDIC's updated staffing authorizations. 

The FDIC no longer has authorized positions to perform any of the transferred 
work; thus the FTEs noted above are no longer inch1ded in the budget In the compliance 
and consumer protection supervision function, the FDlC utilizes an independently tested 
staffing model that establishes annual workforce requirements based on updated 
benchmarks and workload projections. The transferred institutions were not included in 
that workload for 2012. With respect to addiiional reductions in FTEs, in the complaint 
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processingfcall center function, the FDIC has imcntiona1Iy filled many positions rm a 
non-permanent basis and will gradually eliminate those positions as the volume of calls 
declines. In the resolutions and receivership function (from which half of the transferred 
staff were drawn), the FDIC Board approved a 2012 budget on December 7, 2011, that 
eliminated 565 previously authorized positions, approximately 6.1 percent of its 
authorized workforce, due lo declining workload. 

Thank you for your leiter. If you or your colleagues have additional comments or 
questions regarding this matter, please feel free to contact me at (202) 898-3&88 or PauJ 
Nash, Deputy for External Affairs, at (202) 898-6962. 

Sincerely, 

Martin l Gruenberg 
Acting Chairman 

(b)(6) 
···--·····--··········· ··- .. 
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Response to questions from the Honorable Richard Shelby 
by Martin .l. Gruenberg. Acting Chairman, 

Federal Deposit Insurance Corporation 

Ql: Chairman Gruenberg, in your testimony you discuss the FDIC1s 
implementation of Title II of the Dodd~l''rank Act and how the FDIC is pre11aring to 
resolve, if necessary, systemically significant institutions with its new orderly 
liquidation authority. 

Had MF Global been deemed systemically significant before its collapse, WQuJd the 
FDIC have been able to resolve MF Global under Title IJ? 

Al: Yes, the FDIC could have resolved MF Global had it been necessary. 

The FDIC has the legal authority. technical expertise, and operational capability to 
resolve a systemically significant financial institution with its new orderly liquidation 
authority" Since the Dodd~Frank Act was enacted on Juiy 21, 2010, the FDIC has 
established a new Office of Complex Financial Institutions. This new office is 
monitoring risk, conducting resolution planning, and coordinating with reguiators 
overseas. We also have completed a series ofrulemakings that implement our orderly 
liquidation authority under Title II of the Dodd-Frank Act and have finalized the joint 
rulemaking with the Federal Reserve Board to implement the resolution requirements 
("living wills"} 

Q2: The agencies have submitted a proposed Vok:ker rule with over l,300 
questions, making it more of a concept release than a proposed rule. Additionally, 
the CFTC has not yet proposed its version of the Vokker Rule and might offer a 
competing version. 

• Given the complexity of the issues involved and that tbe CFTC has not signed 
on, do you anticipate extending the comment period? 

• Do you anticipate doing a re-proposal? 

A2: On January 3, 2012, the agencies announced a 30~day extension of the comment 
period to February 13, 2012. On January 11, 2012, the CFTC approved its notice of 
proposed rulemaking to implement the Volckcr Rule, with substantially identical 
proposed rule text as in the interagency notice of proposed rukmaking. The comment 
period extension was intended to facilitate public conunent on the provisions of the rule 
and the questions posed by the agencies, as well us coordination ufthe ruiemaking among 
the responsible agencies. The agencies will carefully consider the comments received 
on the proposed Volcker Rule in the development of the final rule and, as part ofthis 
review, will consider whether a re-proposal is necessary. 
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Q3: The agencies missed the October 18th statutory deadline for adopting a final 
Volcker rule, and despite agency delays, the rule is still scheduled to go into effect in 
July 2012. The Dodd-Frank Aet had contemplated at least a nine month timeframe 
of advance preparation for compliance. 

• Do you believe there will be sufficient time for banking entities to adjust to 
all of the changes imposed by the rule? 

• Would it make sense to phase in the implementaiion of the rule, so as to 
identify potential market disruptions caused by any single element of the 
rule'! 

• There is ample precedent for a phase~in, such as implement~tion of 
Regulation NMS. Do you believe the Volcker Rule cans for a similar phased
in approach? 

A3: The FDIC and tne other agencies recognize the complexities associated with Section 
619 of the Dodd-Frank Act and the care and attention required for implementing and 
complying with the new rules. Perhaps because of these complexities, the statute 
specifically provides affected companies with a minimum of two years to come into 
comp! iance with Section 619, which can be extended by rule or order by the F ederai 
Reserve Board. Further, it is our understanding that many of the institutions affected by 
these proposed rules have begun preparing for their promulgation, However, although 
alternative approaches are not explicitly under consideration, the agencies continuously 
gauge the reasonableness of tb.e implementation of rules and their impact on stakeholders. 
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Response to questions from the Honorable Mike Crapo 
by Martin .l. Gruenberg, Acting Chairman, 

Federal Deposit Insurance Corporation 

Ql; Last week the House Financial Services Committee passed unanimously a bill 
that exempts end-users from margin requirements. Proposed margin rules ignore 
the clear intent of Congress that margin should not he imposed on end-user 
transactions. 

Do you all agree that end~user hedging docs not meaningfully contribute t<> systemic 
risk, that the economy benefits from their risk management activity and that they 
should be exempt from margin requirements, and are you working together to 
provide consistent rules to provide end-users with a clear exemption from margin 
requirements? 

Al: Nonfinancial end users appeat to pose minimal risks to the safety and soundness of 
swap dealers and to U.S. financial stability when they hedge commcn:fa1 risks with 
derivatives and the related unsecured exposure remains below an appropriate credit 
exposure threshold. Accordingly, the proposed rule does not specify a minimum margin 
requirement fur transactions with mmfinancial end users. Rather, the proposed rule, 
consistent with long~standing supervisory guidance, would permit a swap dealer to adopt, 
where appropriate, its O'-"T! thresholds below which the swap dealer is not required to 
collect margin from counterparties that are nonfinancial end users. ln addition, Jow~risk 
financial end users, including most community banks, would not be required to post 
collateral for initial margin unless their activity exceeds either substantial thresholds or 
the risk limits set by the swap dealer with which they are doing business. Such 
thresholds are usually explicitly set forth in a credit support agreement or other 
agreement and are approved and monitored by the swap dealer as part of its own credit 
approval process. 

As noted in the proposal, this approach is consistent \vi th current market practices "'~th 
respect to nonfinancial end users and low risk financial end users, in which swap dealers 
view the question of whether, and to what extent, to require margin from their 
counterparties as a part of the prudent credit decision process and consistent v.itiii safo and 
sound banking practices. Accordingly, the prudential regulators would expect that the 
direct costs and benefits of hedging with nonwcleared derivatives by nonfinancial end 
users and low risk financial end users, including with respect to opportunity costs and 
earnings volatility, would remain unchanged relative to current market prru::tices under 
the tenns of the proposed rule. 

ln issuing the proposal, the prudential regulators requested comment on a variety of 
issues related to the effect of the proposed margin requirements on nonfinandal end 
users, including whether alternative approachcs--such as an exemption similar to the 
mandatory clearing ex.emption·'1tre preferable, We have received a variety of comments 
from members of the public, including commercial firms thal use swaps to hedge their 
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risk. The prndential regulators wiU carefully consider all comments as we evaluate the 
proposal in light of comments received and fonnulate a final rule. 
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Response to questions f:rom the Honorable Pat Toomey 
by Martin ,J. Gruenherg1 Acting Chairman~ 

Federal Deposit Insurance Corporation 

QI: As written~ the proposed interagency rule to implement the so~callcd "Vokker 
Rule11 would impose new and very substantial and costly compliance burdens on 
many banks that do not have a standalone proprietary trading desk or substantial 
fund invcsiments, and never have. Specifically, the proposed rule would require 
these institutions to establish, at a minimum, policies and proecdures designed to 
prevent the occurrence of activities in which the institution is not engaged -- in other 
words, the regulatory equivalent of proving a negative. It sounds to me like that 
couJd be a very costly undertaking for an institution that was never the intended 
target of the Volcker Rule. But more importantly, this makes even less sense given 
the economic challenges we face and the need t<J direct resources toward capital 
planning and lending. 

Can you comment on why this is necessary? Is there a less onerous way fo 
implement the permitted activities? 

Al: We agree that banking organizations that are not engaged in activities or 
investments prohibited by the Volcker Rule should not face an onerous compliance 
burden. In fact, the proposed regulations specifically provide that such a banking 
organization will have been deemed to satisfy compliance requirements if its existing 
comp! iance policies and procedures include provisions designed to prevent the institution 
from becoming engaged in statutorily prohibited activities or making statutorily restricted 
investments. Further, for those banks that do engage in trading activities covered by the 
statute, the regulations provide an asset size threshold for the reporting and recordkeeping 
requirements, which provide smaller institutions wilh significantly less burdensome 
requirements. We nx:ognizc the importance of this issue and will carefully consider 
comments concerning implementation burden. 
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FDll 
Federal Oecosit Insurance Corooration 
550 17'.h S!reei NW, Wastingtoo. DC 2042& Office of Leg~slatve Affairs 

(b )(6) ..... 

Honorable Lynn A. Westmoreland 
House of Representatives 
Washington, D.C. 20515 

Dear Congressman Westmoreland: 

April 5, 2012 

Thank you for the opportunity to respond to your questions submitted subsequent to testimony 
by Sandra Thompson, the Federal Deposit Insurance Corporation's Director of Risk 
Management Supervision, at the hearing on "RR. 3461: the Financial institutions Examination 
Fairness and Reform Act" before the House Subcommittee on Financial Institutions and 
Consumer Credit on February l, 2012. 

Enclosed are our responses. A copy was provided to Commjttee staff for the hearing record. If 
you have further questions, the Office of Legislative Affairs can be reached at (202) 898-7055. 

(b)(f:)J 

Paul Nash ······················ ........ LR)(~) 
Deputy to the. Chairman for External Affairs 

Enclosure 
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Response to questions 
from the Honorable Lynn Westmoreland 

By the Federal Deposit Insurance Corporation 

Ql. How many examiners have been disciplined since 2008'! How many were disciplined 
for not fully utilizing standard agency guidance for examination procedures? 

Al: The FDIC makes great efforts to ensure that our examiners understand and abide by 
applicable policies and procedures for examinations of financial institutions, Examiners train for 
three years or more to become commissioned examiners and cannot lead an examination until 
they are commissioned. As a result, we have very few instances of examiners being disciplined 
for perfonn.ance or behavior related to their examination work at a financial institution. Since 
2008 the FDIC has disciplined four examiners for inappropriate behavior during an examination 
and there were no instances of an examiner being disciplined for not utilizing standard agency 
guidance for examination procedures. 

Q2: How many examiners have had employment terminaied since 2008 as a result of poor 
performance? 

A2: Nineteen examiners have been terminated due to poor performance since 2008, the majority 
of which were related to their inability to meet the benchmarks and testing requirements to reach 
commissioned status. 
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March 30. 2012 

Committee on Banking, Housing, and Urban Affairs 
United States Senate 
Washington, DC 20510 

Dear Senator Shelby: 

Thank you for your recent Jetter requesting information regarding the Dodd-Frank Wall Street 
Reform and Consumer Protection Act (the Act). Congress passed the Act in response to the 
worst financial crisis this country has experienced since the Great Depression, We are firmly 
committed to implementing those reforms in a careful, resp<>nsible, and effective manner. 

Over the past two years, we and our respective agencies have been working diligently to 
implement the Act. Collectively and individually, we have sought input and fe.edback from the 
general public, private industry, public interest groups, and a broad range <>f stakeholders. We 
have also held numerous meetings with our international and state counterparts. In response to 
these efforts, members of the Financial Stability Oversight Council (Council) and other agencies 
have received many thousands of comments on our regulatory proposals. We and our respective 
agencies have carefully reviewed - and are continuing to review - these comments in the course 
of rulemakings and studies. 

We agree with you that Council member and interagency coordination and cooperati<m is critical 
to this effort. We are committed to implementing the Act through close coordination and 
consultation between and among Council members and our respective agencies and staffs.1 The 
members of the Council and other agencies such as the Department of Housing and Urban 
Development and the Federal Trade Commission are consulting extensively with each other both 
on a bilateral basis and through the Council itself There has been an unprecedented level of 
interagency cooperation, which has helped us to implement reforms in a careful and effective 
manner. The interagency consultation process has included staff discussions during the iniual 
policy development stage as well as during the rulemaking process itself. We have shared 
proposed and final rule text prior to issuance as well as draft studies. The level Qf consultation 
and coordination has gone well beyond the fonnal consultation requirements of the Act 
Consultation is taking place at multiple staff and senior poJicy official levels with the intention of 
improving the consistency of regulation across the financial industry and of reducing the 

i The Federal Trade Commission has very little ru!emaking responsibility under the Act. The Federal Trade 
Commission and the Consumer Financial Protection Bureau are coordinating and fully c-0operating on 
responsibil lties either preserved or created in the Act The two agencies entere-0 into a Memorandum of 
Understanding, as required by the Act, on January 20, 20 I 2 setting forth, among other things, how the agencies will 
coordinate and consult on law enforcement, rulemaking, and other activities. 
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potential for overlapping or inconsistent regulatory requirements. These consultations help 
highlight ihe interaction among different rules under development by agencies, as weH as the 
interplay between proposed policy alternatives and existing regulations. 

As you know, the various rulemakings required by the Act raise a number of important and 
complex issues. Moreover, the work on many of the implementing rules is not yet complete. 
We are working diligently to address these issues and to improve the various proposed 
implementing rules in light of the comments we have received and are receiving :from the public. 
As you note in your letter, the Act - like all pieces of legislation - is not perfect. While some 
provisions could be clarified or improved, we have identified none that would impact the core 
areas of reform that are essential to strengthening the global financial system, Accordingly, we 
have thus far been able to work to appropriately implement the Act without legislative 
adjustments. Once the rulemaking process has concluded and we have had an opportunity to 
work through the implementation issues, we will be in a better position to address whether to 
recommend changes that might make the core statutory framework more effective. 

Thank you for your interest in this important issue. We look forward to working with you in the 
future, 

Sincerely, 

(b)(6) ~ I I 
( b) ( 6) m m'""")'t.-}ll_()..,.mtjj' ....... ,.,.mF-...... '.-31-..... t:-Jt .... h-rier-........ - .. -..... ----

I I TI Ben S, Bernanke ·.~ Chairman of the Board of Governors of the Secretary of the Treasury 

(~)(§) ·.·.·.·.·.·.·.·.·.·.·.·.·.·.·.·.·.·.·.·.·.·.·.·.·.··1······· -1 - - ········-··-·············-··-··············--··············-··-------

(~)(@) ........... . 

Richard corch:_ay 
Director of the\fonsumer Financial Protection 
Bureau 

(b)(6) ··- ... M<1cryL. chap1ro 
Chairman of the U.S. Securities and Exchange 
Commission 

(b)(6)~~T - I 
Edward DeMarco 
Acting Director of the Federal Housing 
Finance Agency 

raJ Rese t ______________________________________ {l:J)(f:i) 

e 
C ainnan of the Commodity Futures Trading 
Co ·ssion 

aun onovan 
Secretary for Housing and Urban Development 

Martin Gruenberg 
Acting Chairman of the Federal Deposit 
Insurance Corporation 

--------- ___________ (l:J)(f:i) 



tB~t§~---_-_-_--_--------

(b )(6) _ 

(~)(§) ' ' ___ ......... ""'=··········=····· =--------!.--' 
t8)t8) ••••····-----
(b )(6) --····· 

Walsh 
Acting Comptroller of the Currency 
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Debbie Matz I l {l:J )(6) 
Chairman of the National Credit Union 
Administration 

S. Roy Woodall 
Independent Member with Insurance Expertise 
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Federal Oeooslt Insurance Corooration 
550 17th Street NW, Wash:ngton, DC 20429 

Honorable Carolyn McCarthy 
House of Representatives 
Washington, D.C. 20515 

Deat Congresswoman McCarthy: 
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April 5, 2012 

Thank you for the opportunity to respond to your question submitted subsequent t(} testimony by 
Sandra Thompson, the Federal Deposit Insurance Corporation's Director of Risk Management 
Supervision, at the hearing on "H.K 3461: the Financial Institutions Examination Fairness and 
Reform Act" before the House Subcommittee on Financial Institutions and Consumer Credit on 
February i, 2012. 

(b )(6) _ 

Enclosed are our responses. A copy was provided to Commit1ee staff for the hearing record. If 
you have further questions, the Office of Legislative Affairs can be reached at (202) 898-7055. 

( b )( 6) ···························-·-········-···········-··············-··········-·-·················-···-- -···----····-------·····-··········-·······-······--------------····-········-·-····------·····-----------
·····-·· 1---------------.............. ·············------------- ........ . 

au;_ a'1 

Deputy to the Chairman for External Affans 

Enclosure 
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Response to questions 
from the Honorable Carolyn McCarthy 

By the Federal Deposit Insurance Corporation 

Ql. The legislation requires regulatory agencies to develop and apply uniform definitions 
and reporting requirements for non-performing Joans. Ensuring that standnrds work for 
both small and large financial institutions, while also giving the agencies flexibility to 
continue to address unique situations of smaller institutions is vital. 

Do you feel uniform standards for non-performing loans are achievable, or are there 
alternative ways to provide for eonsistency of the loan elassification process? 

Al: All insured banks must currently apply a uniform definition of nonaccrual loans' contained 
in the FFlEC's Consolidated Reports of Condition and Income when they report quarterly 
financial information to the Federal Banking Agencies (Agem.:ics), The instructions indicate .. , in 
part~ that: 

Banks shall not accrue interest, amortize deferred net l<mnfces or costs, or accrete 
discount on any asset (1) which is maintained on a cash basis because qfdeterioration in 
the financial condition of the borrower, (2) for which payment infi1ll qf principal or 
interest is not expected, or (3) upon which principal or interest has bt'en in d~fault fitr a 
period of90 days or more unless the asset is both well secun;?d and in the process of 
collection. 

In addition, the instructions provide additional details on related topics such as exceptions to the 
general rule, criteria of when a loan can be restored to accrual status, etc. Vlhite the definition 
does require the use of some judgment, we should note that most banks - both large and smaH -
have been able to appropriately apply this definition for many years and across economic cycles. 

Similarly, the federal banking agencies follow uniform definitions related to the classification of 
problem assets. In this case, the Unifimn Agreement on the Class[/ication qfAssets and 
Appraisal of Securities Held hy Banks and Thrifts. Loan classification standards are consistently 
applied at FDIC examinations, and we ensure our conclusions are balanced and equitable 
through discussions with bank management and a rigorous secondary review of examiners' 
findings. in most cases, our experience shows that our loan classifications validate the banks' 
own internal credit risk ratings. 

We believe that the Call Report definition for nonaccrual loans, and the Un~{iJrm Agreement on 
the Classification of Assets and Appraisal of Securities Held by Banks and Thrifts, provide 
significant consistency in the loan classification process. \Ve are concerned that the 
modifications proposed to these supervisory lenets could result in regulatory reporting that is less 
stringent than generally accepted accounting principles. This may impede the effective 
identification of credit deficiencies and proper accrual of interest income and, ultimately, the 
issuance of corrective action by the banking supervisors, 

1 The proposed legislation requires that the Federal financial institutions regulatory agencies shall develop and apply 
identical definitions and reporting requirements for non.accrual loans. 
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FEDERAL DEPOSIT INSURANCE CORPORATION, Wash;11gton, oc 20429 

OFFICE OF THE CHP.-!i?MAN 

Honorable Tim Johnson 
Chairman 
United States Senate 

April 30, 2012 

Committee on Banking. Housing, and Urban Affairs 
Washington, D.C. 20510 

Dear Mr. Chairman: 

Thank you for the opportunity to tcstif y before the Committee at the March 22, 
2012 hearing International Harmonization of Wall Street Reform: Orderly Liquidalion, 
Derivatives, and the Volcker Rule. 

Enclosed are my responses to the follow up questions from Senator Toomey to 
complete the hearing record. If you have further questions or comments, please do not 
hesitate to contact me at (202) 898~3888 or Paul Nash, Deputy for External Affairs, at 
(202) 898..()962. 

Sincerely, 

I 
'""""lrJ\:1~fil't:;;:r,1~n•J-.Gr:;;irumc~-nrnoeC'r.'ltgr----------------------J 

Acting Chairman 
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Response to Questions from the Honorable Pat Toomey 
by Martin ,J. Gruenberg, Acting Chairman, 

Federal Deposit Insurance Corporation 

QI. The proposed Volcker Rule applies to all companies that own an insured 
depository, and an subsidiaries and affiliates. Jn addition to traditional hanks and 
bank holding companies, the rule seems to fully cover commercial ('.ompanies that 
own a thrift or an industrial loan company, as well as all of the companies in which 
these covered entities may have a significant investment that makes the recipient of 
the invtstment an "affiliate." (Under the Bank HoJding Company Aett investments 
as low as 5-01o can trigger affiliate status.) The so-called goal or the Vofoker rule \\"as 
designed to limit risks at insured depositories so that banks wouldn't be using 
government-insured deposi1 funds to "gamble" through proprietary trading or fund 
investing. But it seems that in reality, the rule will cover all sorts of industrial and 
commerdal companies just because they are in some way Haffiliate4'' with a 
depository. Similarly, the rule would cover a company that makes a large 
investment in another company that controls a depository, dissuading these types uf 
strategic investments for fear of the investor becoming "infected" with the Vokker 
Rule, 

Does it make any sense to apply the full restrictions and regulatory requirements to 
non-fmancial companies? 

What can your agencies do in the regulations, particularly regarding your 
standards for determining what is an "affiliated'' company, to make sure that the 
Vokker Rule does not burden non ... financial companies in a way that was completely 
unintended by Congress? 

Al. The definition of "banking entity" in the proposed rules implementing the Vokker 
Rule1 as issued by the federal banking agencies and the Securities Exchange Commission 
{collectively, the Agencies) is substantively similar to the definition of that tenn in 
section B(h)(l) of the Bank Holding Company Act (BHCA) as added in tl1e Volcker 
Rule. The definition covers: (1) any insured depository institution; (2) any company that 
controls an insured depository institution or is treated as a bank holding company for 
purposes of section 8 of the International Banking Act of 197:s2; and (3) any affiliate or 
subsidiary of any such entity, 3 

In the preamble of the notice of proposed rulemaking: implementing the Vokker Rule 
(NPR), the Agencies provided a clarification of the definition of"banking entity" with 

i See 76 Fed. Reg_ 68846 {November 7, 2011 ). For the separate notice of proposed rulemaking of the 
Commodity Futures Trading C(}mmission, see 77 Fed. Reg. S332 (February i4, 2012}. 

; 12 u.s.c. 3106 

1 12 u.s.c. l85!(hXO. 
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respect to affiliates or subsidiaries of insured depository institutions and bank holding 
companies. This clarification provided that the definition of••affiliate" and "subsidiary" 
under the BHCA is broad. The clarification aiso provided a limited exception that 
clarified how the term "banking entity" would not apply to certain covered funds under 
the Volcker Rule.4 However, neither the Volcker Rule nor the proposed rules provide for 
an exception to exclude affiliates or subsidiaries of insured depository institutions or bank 
holding companies that are non-financial, commercial companies. 

To address issues involving the definition of "banking entity" in the proposed rules, the 
Agencies provided the following questions that generally cover your questions regarding 
that definition: 

Question 5. ls the proposed rule's definition of banking entity effective? What 
alternative definitions might be more effective tn light of the language and 
purpose of the statute? 

Question 6. Arc there any entities that should not be included 'Within the 
definition of banking entity since their inclusion would not be consistent with the 
language or purpose of the statute or could otherwise produce unintended results? 
Should a registered investment company be expressly excluded from the 
definition of hanking entity? Why or why not?5 

The Agencies, including the FDIC, will seriously consider the various specific comments 
that have been received in response to the NPR in the development of the final rule. 

• See 76 Fed. Reg, 68855 ~ 68856 
~See i6 Fed, Reg. 68856 (November 7, 201 l). 



(b )(6) .... 

Page 23 

FEDERAL DEPOSIT INSURANCE CORPORATION, Washington. oc 204211 

Off!CE OF THE CHA!RMAN 

Honorable Edward J. t>.1arkey 
Ranking Minority Member 
Committee on Natural Resources 
House of Representatives 
Washington, D.C. 20515 

Dear Congressman Markey: 

April 27, 2012 

Thank you for your letter concerning lhe recent Gulf of Maine cod stock 
assessment that could significantly reduce the annual catch limit and severely afte~t the 
New England fishing industry, In anticipation of the hardships this may cause smaU New 
England fishing businesses, you request that the US. Departrnent of Commerce's 
Economic Development Administration (EDA) and National Fisheries Management 
Service (NMFS), the Small Business Administration (SBA), and the Federal Deposit 
Insurance Corporaiion work together to explore ways to connect lenders and their 
products with the fishing industry in this area. 

The FDIC encourages banks to work with troubled borrowers to develop prudent 
loan workout strategies that assist these borrowers and, at the same time, minimize the 
risk of loss to the bank. The FDIC is prepared to assist the EDA, the N}..fFS, and the 
SBA in efforts to sustain fishermen and the coastal fishing communities in New England 
through these difficult times. We understand the severity of the situation and agree that 
effective cooperative solutions are important and necessary. We currently are working 
with these agencies assisting in the development and evaluation of alternative financial 
products and services to address the financial needs of these communities. 

Thank you again for sharing your views. If you have other questions, please feel 
free to contact me at (202) 898~3888 or Paul Nash, Deputy for External Affairs, at (202) 
898-6962. 

I 
Sincerely, 

Martm J. uruenberg 
Acting Chairman 
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FEDERAL DEPOSIT INSURANCE CORPORATION, Wash'ngton, DC 20429 

0;;;::1cE OF THE CHAnMAN 

ffonorable Spencer Bachus 
Chairman 
Committee on Financial Services 
House of Representatives 
Washington, D.C. 20515 

Dear Mr. Chairman: 

May 22, 20i2 

Thank you for your letter requesting information on Federal Deposit Insurance 
Corporation conference activity covering the period July l, 2010 through May 3, 2012. 
The dialogue with your staff has been helpful in clarifying certain portions of your 
request, and we believe our response reflects the complete package of infom1ation 

requested. 

If you have forthcr questions, please do not hesitate to contact me m (202) 898-
3888 or Alice Goodman, Acting Director, Office of Legislative Affairs, at (202) 898-
8730. 

Enclosure 

Sincerely, 

.___ __________ ····__.fl 
Martin J. Gruenberg 
Acting Chairman 
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FEDERAL DEPOSIT INSURANCE CORPORATION, Wash<ngton, DC 20429 

OFFICE OF THE CHAIRMAN 

Honorable Randy Neugebauer 
Cbairman 
Subcommittee on Oversight and Investigations 
Committee on Financial Services 
House of Representatives 
Washington, D.C, 20515 

Dear Mr. Chairman: 

May 22, 2012 

Thank you for your letter requesting information on Federal Deposit Insurance 
Corporation conference activity covering the period July 1, 2010 through May 3. 2012. 
The dialogue with your staff has been helpful in clarifying certain portions of your 
request, and we believe our response reflects the complete package of information 
requested. 

If you have further questions, please do not hesitate to contact me at (202) 898-
3888 or Alice Goodman, Acting Director, Office of Legislative Affairs, at (202} 898-
8730. 

Sincerely, 

( b ) ( 6 ) _ ____________ __ ____________ __ ___________ ____ __________ _ _ _ _ _ _ _ _ _ _ _ _ I 
·-·······-·····-·······-·····-···· -···· ····-· 

. - . 
--~~~~~~~~~~~~~~~~~--I 

Enclosure 

Martin J. Gruenberg 
Acting Chairman 
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FEDERAL DEPOSIT INSURANCE 
CORPORATION'S RESPONSE TO , 

COMMITTEE ON FINANCIAL 
SERVICES INQUIRY ON 

CONFERENCES 

-z 
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1. FDIC internal written policies for planning and conducting conferences. 

Circular 1010. 2, "Conference, Meeting, and Symposium Planning Policies, 
Procedures, and Approval Requirements for Using FDIC Funds for These Activities," 
effective March 22, 2012 is enclosed. 



I 
I 

Page 28 

TYPE AND NUMBER 

Circular 1010.2 
FDlt 

FEDERAL DEPOSIT INSURANCE CORPORATION 
CONTACT I TELEPHONE NUMSER 
Elaine M Stankiewicz 202-898-6672 

DIRECTIVE 

TO: 

FROM: 

SUBJECT: 

1. Purpose 

SYSTEM DATE 
March 22. 2012 
DATE OF CANCELLATION [Bulie!ir;s Only) 

All Division and Office Directors 

Steven 0. App 
Deputy to the Chairman and Chief Financial Officer 

Conference, Meeting, and Symposium Planning Policies, 
Procedures, and Approval Requirements for Using FDIC 
Funds for These Activities 

The purpose of this circular is to establish policies, procedures, 
and approval requirements for planning and conducting 
conferences, meetings, symposiums. or similar events (herein 
referred to collectively as "conferences .. ), and to establish 
methods to both minimize total cost to the FDlC and optimize the 
business benefit to participants. This circular atso combines and 
includes revised policy guidance on the use of FDIC funds to 
purchase food and beverages. 

2. Revision/Cancellation a. FDIC Circular 1010.2, Conference, Meeting and Symposium 
Planning Policy and Procedures, dated October 31, 2007, is 
hereby revised and superseded. 

3. Scope 

4. Exceptions 

FDIC 1 212i03 1$-99) 

b. FDIC Circular 2410.9, Policies Governing the Purchase of 
Food and Alcoholic Beverages Using Corporate Funds; and the 
Consumption of Alcoholic Beverages in FrnC Buildings, dated 
December 22, 2003, is hereby cancelled. 

The provisions of this circular apply to au FDIC employees 
nationwide, and apply to all conferences regardless of the level of 
approval required. 

All exception requests to the provisions of this circular require 
written justification and must receive approval by the Chairman or 
his designee prior to the conference, including exceptions to 
conferences approved by division and office directors under 
delegated authority thresholds outlined in Section 7, Approval 
Requirements. 



Page 29 

5. Background The FDIC holds conferences for business, training or strategic 
planning purposes. The FDIC also permits the expenditure of 
funds for food and beverages at these events, under certain 
limited circumstances. This circular has been prepared to 
consolidate the applicable policy guidance into a single 
authoritative source. 

6. Policy FDIC policy requires that divisions and offices adhere to the 
provisions of this circular when planning to hold, conduct, or 
sponsor a conference. 

7. Approval 
Requirements 

Circular 1010. 2 

Conferences are for business, training, or strategic planning 
purposes and shall have a direct correlation to an employee's job. 
All conferences for FDIC employees and/or joint FDIC 
conferences with other agencies shall have limited, business· 
based agendas. Conference plans are subject to change or 
cancellation at any time, as dictated by changes in the FDIC's 
business priorities or workload. 

Conferences are intended for FDIC employees and other eligible 
conference participants (as defined in Section 19 of this Circular) 
and all conference expense reimbursements will be limited to 
these participants. 

a. Approval requirements. All conference requests, with 
estimated total costs greater than or equal to $25,000 must be 
initially submitted to and reviewed by the Chief Financial Officer 
(CFO) before being presented to the Chairman or his designee 
for approval. Such requests must be presented for approval no 
less than 30 days in advance of the conference and within 
sufficient time to avoid/mitigate any possible cancellation fees. 

b. Total casts must be shown on the Conference Request form 
(FDIC 2600122) to include all travel, lodging, facilities, meals 
(food and beverages), speakers, mementos, executive dinners/ 
receptions, conference planning expenses, expenses of non
FDIC participants, portions of expenses (by different FDIC 
divisions}, expenses for which the FOIC is alt/partially 
reimbursed, and/or any other expenses related to that particular 
conference {herein referred to as "tot.al cosf'). All conference 
requests must contain compfete information on the total cost 
breakdown, location, agenda, and number of attendees. 

c. Division and office directors {or their designees) are delegated 
the responsibility to approve conference proposals submitted on 
the same Conference Request form {FDIC 2600122), only when 

2 March 22, 2012 



Approval 
Requirements 
(cont'd) 

8. Conference 
Requests 

Circular 1010.2 
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the estimated conference expenses are less than $25,000. AU 
such conference requests approved under delegated authority 
must also contain complete information on the total cost 
breakdown, location, agenda, and number of attendees, and 
must comply with all aspects of this circulaL 

d. Division and office directors may delegate to other senior 
management officials the authority to approve conferences with 
estimated expenses of $500 or less. Conferences at or below 
this threshold must comply with aU aspects of this circular; 
however, Conference Request forms (FDIC 2600/22) are not 
required for such events. 

e. Those division and officer directors who are responsible for 
Corporate Employee Program {CEP) and/or other recruiting 
events, Corporate University-sponsored training, or other FDIC 
official information technology systems-related training, must 
follow these guidelines for their events. If events such as these 
have estimated expenses greater than or equal to $25,000 or 
may exceed the conference duration limits defined in this circular, 
they will not have to be presented to the Chairman or his 
designee for approvat 

Copies of Conference Request forms approved by division and 
office directors (for conferences with expenses greater than $500, 
but less than $25,000} must be provided to the CFO for post
approval review processes. On a quarterly basis, no later than 
one month after each quarter-end, division and office directors 
must submit to the CFO's Office a summary of ail conferences 
approved under delegated authority, Including the number of 
attendees, actual total costs, venue, and indication that the 
conference was in compliance with this circular. 

Reviews of conference request forms wilt be performed to ensure 
compliance with the policies contained in this circular. Failure to 
abide by the policies contained In this circular may result in 
sanctions against the approving official, including the elimination 
of the delegated authority to approve future conferences. 

Employees serving as conference organizers shall submit a 
justification memo and agenda along with form FDIC 2600122. 
Conference Reguest to provide documented total cost estimates 
to approving officials for all conferences. 

The memo accompanying the Conference Request form, and 
submitted to the approving official, must have the signature(s) of 
the sponsoring division or office director(s}. 

3 March 22, 2012 
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Requests 
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9. Conference Cost 
Controls and Other 
Requirements 

Circular 1010.2 
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Division of Administration (DOA) Acquisition Services Branch 
(ASB) staff shall be included in the pre-planning stages of an 
conferences when estimated expenses are greater than or equal 
to $25,000, ASB staff shall provide conference organizers 
guidance on the solicitation process, execution of contracts. and 
the appropriate use of the procurement card {P-card} for the 
conference. When ASS staff ls involved in planning for a 
particular conference, the documentation accompanying the 
Conference Request form must also include the signature of the 
Deputy Director of ASB. Conference organizers and ASB staff 
may not commit to using any facHities or services until the 
conference request has been approved according to the 
requirements outlined in Section 7 of this circular. 

Conference Request forms must include the total cost for the 
conference regardless of the source of funding (i.e., division and 
office budgets, DOA budget, P-card, etc.). 

Total conference costs shall be minimized through a combination 
of the following factors: 

a, Adhere to a 125 percent limit of the U.S. General Services 
Administration {GSA) per-diem rates for lodging and meats & 
incidental expenses for all conferences. 

b. Limit conferences to no more than three days, excluding 
travel, based on business needs. For instance, conferences may 
begin or end mid-day to accommodate travel requirements, as 
long as the conferences run no rnore than 3 days dur;ng the 
consecutive time between the traveL 

c. Utilize FDIC facilities {such as the Seidman Center or regional 
office facilities), other Federal Government buildings, andfor 
public facilities whenever possible and to minimize costs. In the 
event that FDIC or other government/public facilities are not 
available, any regional-based conferences should be held m 
close proximity to the regional offices, or in another centralized 
location for conference attendees. 

d. Contact the Special Services Unit {SSU} in DOA at the outset 
of conference planning for all off-site events where total costs are 
estimated to be $25,000 or greater. DOAwiH coordinate market 
research and provide acquisition support for site selection. 

e. FDIC funds are not permitted to be used to purchase alcohol. 

f. Entertainment expenses are not allowed with FDIC funds, 

4 March 22. 2012 
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10. Best Value 
Verification 

11. Division and Office 
Director 
Responsibility 

12. Reserving FDIC 
Facilities 

C!rc ular 1010. 2 
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g. Use technology (video conferencing, teleconferencing, web 
conferencing, etc.). whenever possible to reduce travel and 
lodging costs. 

h. Limit meals, receptions, outside speakers, and mementos to 
meet business needs. 

For all conferences not taking place at an FDIC facility, division 
and office conference organizers are responsible for working with 
ASB to obtain and present the three best proposals (at a 
minimum). 

ASS shall verify, prior to forwarding the proposal to the approving 
official for consideration, that the three proposals are a valid 
representation of the conference market and that the 
recommended proposal represents the best value to the FDIC. 
Upon approval, ASB shall work with the conference organizer to 
coordinate responsibility for final negotiations and contract 
execution. 

Division and office directors are responsible for the effective 
implementation of this Policy. After a conference has been 
approved, division and office directors should monitor expenses 
during the planning process and notify the CFO if there are 
potential cost changes, conflicts with workload, or public 
perception issues. 

Between the time a conference has been approved and the 
actual time of the conference, division and office directors are 
responsible for submitting an interim memo/form to the CFO 
updating the conference estimates whenever there are material 
changes. Whenever possible, such updatestchanges shoufd be 
submitted to the CFO 30 days prior to the conference. Any 
material changes to the original conference request must be 
approved in accordance with the Approval Requirements defined 
in Section 7 of this circular. 

FDIC facilities must always be given first consideration 
when planning conferences. Unless an exception is 
approved, an FDIC conference will be held at the Seidman 
Center or at another FDIC facility, if the number of conference 
participants can be accommodated (seated) in one of those 
facilities. The Seidman Center Auditorium can seat up to 500 
conference participants, depending upon the configuration 
used. 

5 March 22, 201 2 
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Ob.A and the Division of Finance (DOF) willjointly admfo:lster 
an annual conference planning process to schedule 
conferences. This planning will ordinarily be conducted in 
conjunction with the FDIC's annual planning and budget 
process. DOA will manage its scheduling for the Seidman 
Center to ensure that major division and office conferences are 
given appropriate priority in the use of that facility. FDIC 
divisions and offices shall be flexible in the timing of such 
conferences in order to facilitate DOA scheduling of that 
facility. 

If it is determined that the FDIC facilities do not represent a 
feasible option, based on availability, capacity, or minimal cost, a 
written explanation must be completed and included in the 
conference request memo, alternative dates shalt be examined, 
and cost comparisons shall be completed on the Conference 
Request form (FDIC 2600122). 

For all conferences planned at off-site facilities, no binding 
commitment shall be made to an off-site facility for conference 
services prior to securing approval as defined in Section 7 of this 
circular. 

When planning a conference that will not make use of FDIC 
facilities, preference should then be given to utilizing other 
Federal Government buildings and/or public facilities before 
considering other facilities. The following factors must be 
taken into consideration when selecting sites and contracting 
with off-site locations: 

a. Total Costs and Accessibility. Conferences shall be held 
in locations that minimize total costs and time required outside 
the office for attendees. The required total cost comparisons 
shall be comprehensive and include all costs that wm vary 
based on which site is chosen. including facility costs, travel, 
per diem, etc. 

Conferences shall ordinarily be conducted in close proximity to 
the geographic location from which the iargest concentration of 
attendees will be drawn to minimize cost. 

b. Publie Perception. Conference organizers shall carefuliy 
consider geographic locations, as well as specific site and 
conference facilities, in order to ensure the selection wm not 
adversely affect the reputaUon of the FDIC. 

c. Security and Safety. The facility chosen must be safe and 
maintain on-site security personnel. Additionally, it must comply 
with the Americans with Disabilities Act and applicabie 

6 March 22, 2012 
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DOA, Security and Emergency Preparedness Section (SEPS) 
must conduct a security assessment of any conference facility 
where over 100 FDIC employees will attend or in situations 
where increased security may be necessary. Notification to 
SEPS shall occur as soon as the facility has been verified by 
ASB as the best value (see Section 10, Best Value Verification, 
above). 

d. Adequacy of Rooms and Conference Facilities, The 
facilities must maintain functionality consistent with the purpose 
and requirements of the conference. Considerations for 
conference needs include the availability of necessary 
audio/visual equipment, registration space, and a sufficient 
number of adequate meeting rooms, 

e, Budget and Reporting. Divisions and offices utilizing specific 
accounting codes associated with a conference must ensure that 
approving supervisors verify that FDIC conference attendees use 
the appropriate codes to be charged in the Corporate Human 
Resources Information System Time and Attendance system 
(CHRIS T&A) and the automated travel system to ensure that the 
FDIC maintains complete and accurate cost information. 

f. Use of FDIC Resources, In an effort to contain costs 
associated with the conference, divisions and offices must use 
FDIC resources whenever possible. FD!C's printing. graphics, 
audiovisual, computer and telephone support units shan be 
involved in the conference implementation process. to avoid the 
reliance on non-FDIC personnel to deliver these services at a 
premium rate. 

Divisions and offices planning an FDIC-sponsored conference 
may elect to use professional conference planning services 
provided by the FDIC contracted travel agency, However, 
conference planners must work with the SSU whenever the 
circumstances dictate according to this circular 

Conference organizers must adhere to limits on per diem rates of 
125°/o of the GSA lodging and meal & incidental expenses rates 
for all conferences. The appropriate per diem reductions for 
meals shall be clarified in advance, and the attendees shaH be 
provided with clear instructions on aUowable per diem amounts 
for each day of the conference or event Consideration must also 
be given to the variable nature of GSA lodging and meal & 
incidental expenses rates, based on geographic location and 
season, 

7 March 22, 2012 
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a. Lodging. Conference organizers must assess the availability 
of and utilize lodging facilities at or in close proximity to where the 
conference is being held, that are within 125% of the allowable 
GSA per diem rates for lodging at that loc.ation (inclusive of 
taxes). Lodging facilities that offer either a Government rate 
and/or a negotiated rate within these timits must be utilized. 

b. Meals. Conference organizers must assess the availabifity of 
service at the selected location to stay within 125% of the 
allowable GSA per diem rates, for all food provided (breakiast, 
lunch, dinner, breaks, receptions, etc.). The cost of individual 
meals that the FDIC provides at a conference must also stay 
within 125% of the GSA meals and incidental expenses 
breakdown amounts (for breakfast, lunch, or dinner). tf there are 
sufficient, reasonably priced options within close proximity to the 
site (food courts, etc.), conference organizers may want to 
provide a limited number of meals and allow the participants to 
purchase certain meals on their own. Conference organizers 
should consider special menu needs of participants and provide a 
variety of menu items to address those requirements. The GSA 
meals & incidental expenses per diem rates do include taxes and 
gratuities (service charges). 

15. Alcohol The use of FDIC funds to purchase alcoholic beverages is 
prohibited. 

16. Entertainment The use of FDIC funds to pay for entertainment expenses {e.g., 
musicians, performing artists, entertainers, etc.) is prohibited. 

17, Outside Speakers 

18. Conference 
Mementos 

Circular 1010.2 

Outside Speakers. Conference planners should ensure that any 
proposed speakers are subject matter experts that can address 
topics relevant to FDIC duties and responsibilities, and that 
speaker expenses are limited to reimbursernent for travel. 
lodging, meals, and limited/reasonable honoraria, speaker fees, 
or mementos. 

Generally, conference mementos should not be provided. If 
provided, mementos shall be useful and appropriate for the work 
environment, and be profess•onal in content and theme. The cost 
of such mementos shall not exceed $10 per attendee, These 
charges must be clearly identified on form FDIC 2600/22. 

8 March 22. 2012 
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Participants 

20. Closeout and 
Follow-up 

Circular 1010.2 
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It may be appropriate to include certain individuals in addition to 
the defined FDIC participation group, in some activities of the 
conference. 

a. Other FDIC Employees. Jt may be appropriate to invite 
representatives from other divisions and offices to attend, 
participate in, or facilitate learning sessions for the defined FDIC 
group. Such FDIC employees involved in the conference should 
be included in the total conference costs and subject to ail the 
provisions in this circular. 

b. Other Agency EmpJoyees/Outside Participants. It may 
be appropriate to also invite other Federal or State agency 
representatives and/or other outside participants to an FDIC~ 
sponsored conference. Such participants shall be included in 
the total conference costs, with appropriate sharing and/or 
reimbursement of selected costs for attending the conference. 

a. Form FDIC 2600/23, Conferencte Closeout This form is 
provided as an aid to evaluate actual conference costs. 

b. Form FDfC 2600124, Conference Evaluation This form is 
provided as a guide for evaluating the quality and effectiveness of 
conferences. Feedback from participants may also be obtained 
using alternative forms. 

c. Post-conference closeouts and evaluations are required for 
conferences approved by the Chairman or his designee. Data 
shall be compiled and analyzed by the sponsoring division or 
office and summarized in a memo to the CFO within 60 calendar 
days after conference completion. The memo shall be 
accompanied by a copy of form FDIC 2600123, a comparison of 
actual and estimated costs, a summary of feedback from 
participants, and any recommendations associated with the 
conference. Total conference-related costs (as defined in section 
7b of this Circular) must be included on the Conference Closeout 
form. 

d. Reviews of conference closeout reports will be performed to 
ensure compliance with the policies contained in this circular. 
The reviews can extend to the automated travel and Chris T&A 
systems to ensure that employees properly coded their travel 
vouchers and timesheets while on conference travel. 

e. Failure to abide by the policies contained in this circular may 
result in sanctions against the approving official. including the 
elimination of the delegated authority to approve future 
conferences. 

9 March 22, 2012 
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Documentation requirements are identified at each stage of the 
process to include: 

a. Approval. For all approved conferences, documentation of 
approval, conference request memo, agenda. and estimated 
costs (on form FDIC 2600/22) shall be maintained by the 
sponsoring Division or Office and the CFO for three years. 

b. Best Value Verification. For conferences not heid at an 
FDIC facility, the approved proposal including form FD1C 2600122 
must be maintained by the divisions and offices for three years. 

c. Contract Oocumentation. Any contractual agreements or 
insurance arrangements required by an operator or owner of a 
lodging and/or meeting facility related to the conference must be 
submitted to ASB for review at least 30 days in advance of the 
date that these documents must be signed by an appropriate 
official of the FDIC. Contracting and procurement delegations 
shall be followed in executing these documents. ASB shall 
promptly review the documents to ensure consistency with FDlC 
policies. 

d, Follow-up. Form FDIC 2600123 must be completed for alt 
events approved by the Chairman or his designee. This review 
shaU include actual numbers of attendees, all related costs, and 
feedback from attendees. Documentation to support au 
expenditures is required and must be maintained by the Divisions 
and Offices for three years. 

Note: Records shall be retained in accordance with the 
provisions in FDIC Circular 1210.1, FDIC Records Retention and 
Disposition Schedule. 

All forms referenced in this circular are located on the FDICnet 
under Standardized Forms. 

23. Questions Questions or comments may be directed to the Office of the CFO. 

24. Effective Date The provisions outlined in this directive are effective immediately. 

Note: For those conferences that were previously approved, 
division and office directors shall review their pians to ensure that 
the conference complies with this circular to every extent 
possible. 

10 March 22, 2012 
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2. A list of all conferences held by/on behalf of FDIC since July l, 2010. For each 
conference, provide the following information: 

a, The date, site, and topic; 
b. The number of participants; 
c. The complete and total budget, including, but not limited to, the cust of food, 

beverage, themed breaks, fa\•ors, program~ event space, rentals, lodging, 
hotel service fees, and transportation; 

d. The complete and total budget for any event planning services utilized; 
e. All documentation related to the solicitation of bid; 
f. An itemized list of indirect costs charged to FDIC by any event planning 

services; 
g. The complete and total budget for any cooperative agreement recipients; 
h. An itemized list of indirect costs \'.harged to FDIC by any cooperative 

agreement recipients; 
i. The complete and total budget for any pre-conference planning travel; and 
j. Documentation of any senior level approval fo:r conference spending that 

exceeded the per diem rate for the chosen locality. 

a, - c. 
Enclosed 1s a listing of 35 conferences held by/on behalf of the FDIC from July 1, 
2010 to May 3, 2012. Ofthesc 35 conferences, 29 took place at the FDIC's own 
facility, the Seidman Center in Arlington, Virginia. 

d. -- f. 
The FDIC does not generally contract with external event planning serviccrs. During 
this reporting period, the FDlC utilized event planning services one time, as noted on 
the enclosed listing. 

g.-h. 
The FDIC does not participate with any cooperative agreement recipients. 

l, 

For the six conferences that took place at locations away from the FDICs Seidman 
Center, pre-conference planning travel budgets arc shown on the enclosed listing. 
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2. Continued 

J. 
The FDIC's revised conference circular now 11mits expenses to a uniform 125% of 
GSA per diem rates for both lodging and mea1s, and any exceptions must now also be 
approved by the Chainmm 's Office. This per diem rate was recommended by our 
OIG in their report on conforence~related expenses and activities. 

Prior FD[C conference guidance allowed a combined per diem rate of 150% for ali 
lodging, meal, and incidental expenses for events with 100 or fewer attendees, at 
locations with direct facility costs below $5,000, and approval at the Division or 
Office Director level. Conferences that did not meet these criteria required a 
competitive bidding process with a minimum of three sites. These bids were required 
to be independently reviewed by the Acquisition Services Branch of the Division of 
Administration for a "Best Value" detennination, before being routed for approval 
through the respective Division/Office Director, and then to the Chief Operating 
Officer (COO), and after the COO's departure from the FDIC in May 2009, the Chief 
Financial Officer (CFO) for final approval. 

For the 35 conferences held since July 2010, the six that were not held at FDIC 
facilities required this competitive, "Best Value" analysis. Of those six conforences, 
four had per diem expenditures that exceeded 150%, Enclosed are the approval 
memorandums, consistent with FDIC policies at that time, for those four conferences. 
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list of All Conferences Held By/On Behalf of FDIC 
Since July 1, 2010 

Site To le 

FDIC Seidm;m Center, 
101712010 Min !on, VA Communi ReifwestmentAct Forum 

i FDIC Seidman Center. Division of Administration Labor and 
101612010 Adi tort VA Emplo e Re!atio:<s Conference 

FDIC Seidman Center, DMs\cn of Frnance Accoun!lt19 & 
1011212010 Arlin ton VA Audilin Conference 

Div>s:on of Svperviskln and 
FDIC Seidman Center, Comp:tance Nalional Assislard 

10/1512010! Ariln ton. VA Re ional Directors Conference 
FD!C -Seidman Center, Mcrtgages and the Futuro of 

1012612010, Arlin ton. VA Hm.:sin Finance S m osium 
: FD1C Seidman Center. Oiv:sior of lnsuratice Research Bank 

1012912010 Arlin ton. VA Research Conference 
FD!C Seidman Center Systernl~ Risk Supervision; 

11/8/2010 11i812010 Ari! VA Re 

111312011. 1113/2011 

! FDIC Seidman Center. 
212412011 i Arlin ton, VA 

FDIC Seidman Center 
3111i2011 Arin 1on. VA 

Marrloit Hotel. 
311712011 Anaheim, CA 

FDIC Seidman Center, 
3!2612011 Arin 1on, VA 

FDIC Seidman Cer!ter 
313012011 Arlin ton VA 

FDlC Seidman Center, 
4i5i2011 41712011 Arlin tori, VA 

!nterageru::y Accounting Conferenoo 
fFDIC, OCC OTS, FRB. NCIJA 
OiVision of Insurance Rei>earch 
Annual Deriva!ivss Conference 

Legal Dlvisicn Litigation ami 
Resolution» Branch Conference 

!ADI Deposit insurance 
A»essments and Fund 

Mana ernent 

' 
i2C t $ 17,354 $ 

175 6.112 $ 

305 $ 37.035 $ 

1CO $ l'tOOO $ 

150 $ 9.316 $ 

350 s 

200 $ 

, 74 s 273J371 $ 

so s e.e2a s 
1 

250 $ 27.198 i $ 

70 $ 9,486 

' ' I 

FDIC Seidman Center, 3rd Arnual Global Ftna.nc<al Services, , 
5/912011 5!912011 Arli ton, VA Risk Ma nee I :no i $ 17,36.2 $ 

Hilton Hoiel. San =~~-1----..:;...;~-"'--..........;;..;..:.;;~+-"'------tll£ 

8/1/2011 

511912011 Die o, CA 

512012011 

6!1612011 

Division of ResoM'ons and 
Receiversh\ps Risk Sharing Asset 

FDIC Seidman Carter, Managerr.enl Compliance Monifonng 
Arlin ton, VA Best Practices Con!ererme 

Sheratori HoteL New Na!iorial Minority Deposilory 
York, NY lnstittJtiom1 Conferer,ce 

Marriott Hotel Copley 
815!2C1i Place, Bosto:'I. MA 

Division c/Risk Mariagemenl 
Supervision ar,d the Division of 

Depositor and COMl!m1u Prmectior 
New York Regional Trainlng 

Cor1ference 

8!1612011 
FDIC Seidman Center 

Arlin tori, VA 
FDIC Seidman Center, 

9115/201 ( Arlin ton, VA 

Division of lnformahon Tectlnology 
ITS mposium 

Consumer Reserarch S m osium 
FDIC Seidman en 

Ar!: ton. VA 
r, Division of Insurance Researcil Bank, 

911712011 Research Conference [ 

348 $ 644.053 $ 16,354 

110 s 7,5i5 $ 

275 $ 200.097 $ 

598 $ 1,255,ggS ! $ 1.400 

400 $ 2,426 $ 

·wu $ 2.859 s 
i(J!) $ !l,430 $ 
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List of All Conferences Held By/On Behalf of FDIC 
Since July 1, 2010 

Date Site 

Gaylord Hole!. 
912312011 Nashvili~\ TN 

1 FDIC Seidman Cen 
10/1812011 i Arlin tOl'I VA 

' FDIC Seidman Cen 
111712011 ArH ton, VA 

FDlC Seidman Center. 
1111012011 Arlin ton, VA 

lnterCont!rmntal Ho!et 
11/1812011 i San Francisco. CA 

FDIC Seidman Cenler, 

To le 
Division o R~sk Management 

Supervision and the Divlslori of 
Depositor and Consumer Pro!ecfam 

Chicago Regional Trein~ng 

Conference 1 

Divisior1 of Finance Accountr 
Auditin Conference 

MIA 3rd Annual Policy and Risk 
Sm osium 

Divlsio1 of Risk Managem&nt 
Su eNision Thretitsca e 201 't 

Association of SuperviStlfs of Sanks 
of the Americas Annual Assembly 

and Conference 

121112011 ArUn ton, VA ---- ... lnteragency .. Cris:s Managenwnl 
1/1812012 i 1 /2012012 Grou Conference 

Olvision of tnforma1ion Tectmo:ogy 
Alf.Hands Conference 

nvatives Secn.itiies and 
Risk Mar.a ernent Conference 

re
Confe!'(<fl~ 

Travel 

642 $ 1 .260,{i89 $ 43,527 

224 s 2'!.389 $ 

' 210' $ 4.000 $ 

100 $ 6,500 $ 

162,746 $ ~6.300 

$ $ 

s 19.094 i $ 

$ 24,066 

$ 22.421 $ 

$ Hl69 $ 

100 $ 11534 $ 

~75 $ lt,283 $ 

eo $ 16,220 $ JArn Le al Frameworks Seminar--"-~-...;..;:'-'-'°"-_..;.,==-i....;:.-----

Tl'ie FDIC does not generally contract with external event pfanning servicern. For thiS;. reporting penod. the FDIC onty contracted 
once with an event planning service, at the Division of Risk Management Su~rvisron and me Divisior; of Depositor and Consumer 
Protection Chtcago Regional Training Con1erence. The FDlC hired Desrnations Nastwme. inc. to arrange for a d<riMr at the 
.conference and paid them $17. ;33 for their service$ 
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August 11, 201 O 

(b)(e)o~+ s;oTie~icom 
(b)(S)_ FROM: ~~rg~v:I'--..... -. ----------

--~~~-:-~~~~~~....J 

SUBJECT: Request for Approval - Chicago Region 
2011 DSC Chicago Regional Office Tr<!_ining Confer~rice 

Summary: We recommend Chicago Region's 2011 Training Conference be held 
at the Gaylord Opryland Hotel, Nashville, Tennessee - September 19-23, 2011. 

Site Section Process 

A search began in January 2010 aided by the FDIC Speciat Services Unit We 
significantly relied on information gathered during our search for a 2009 conference site 
that was subsequentty cancelled. The following criteria were used as part of the site 
selection process to identify. facilities that: 

• Have a minimum of 600 sleeping rooms (must have 2,500 sleep nights avat!ab!e 
with the majority of the attendees staying four nights} 

• Offer government per diem rate for sfeeping rooms 
• Have a general session meeting room of 9,000 square feet to accommodate 600 

seated classroom style 
• Provide 16 break~out rooms to accommodate between 45 and 60 seated 

classroom style 
• Have a banquet room to accommodate a minimum of 560 people 
• Have. availability between June 2011 and August 2011 
• Have proven track records of above average maintenance and "Cleanliness of the 

facility 
• Are within 30 rnl!es of a major airport 
• Are within walking distance of a variety of restaurants, shopping and 

entertaf nment 
• Maintain a public image that is consistent with the public image of the FDIC, and 

are not overly resort or gambling oriented 
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• Were not facilities that hosted the last five Chicago Regional Training 
Conferences 

Page 2 

Our initial search focused primarily on potential conference sites wfthin regional 
boundaries. We extended the search to include states contiguous to the Chicago 
regional borders, including Minnesota, Tennessee, Pennsylvania and Missouri. The 
ten-state search yielded three sites of particular interest that met the aforementioned 
criteria. These three facilities submitted competitive bids that met the warranted 
contracting ·requirements. These bids aliowed us to horizontally compare costs outside 
of the Per Diem (for example, Audio~Visual, Meeting Room Rental, -Shipping and 
Receiving Charges, Food & Beverage) as well as concessions offered by each facility, 
We also conducted site visits of the final three conference sites. 

Recommended Site - Gaylord Opryland Hotel, 2802 Opryland Drive, NashviUe 
T~nnessee. Conference Dates -September 19~23, 2011 

Th¢ Gaylord Opryland Hotel is located approximately 11 miles northeast of downtown 
NashvH!e and 10 miles from the Nashville lntamational Airport This facility has 2,881 
sleeping rooms and has offered the prevailing government rate, which is currently 
$119. 00 per night. The hctel is offering a number of concessions for our event to 
include one complimentary room for every 40 paid room nights, disccunted round trip 
airport shuttle transportation for our participants, 25% off self parking rates, i5% 
discount on 2010 banquet menu pricing if the total is above $300,000, 30% discount on 
2010 audio visual pricing, complimentary receiving/storing of boxes shipped to the hotel 
for our event, and no charge to re-key specific meeting space for security purposes, In 
addition. FDlC employees would be tax exempt from all occupancy, safes and clty 
taxes. 

The Gaylord has accommodated many large, and high-profile, celebrity events in the 
past and should fully satisfy our needs in a professional manner. The general session 
meeting space is of ample size, and located adjacent to a large ballroom that will be 
utilized for lunch. Although the size and number of breakout meeting morns are 
sufficient, they are not all centrally located. To alleviate this concern, we will use ample 
signage, strategically positioned staff, and floor plan maps to ensure that attendees can 
easily locate the break-out sessions. · 

The Gaylord is overall best suited to meet our security needs and offers the most 
amenities to enhance the training conference experience. . Although it is the second 
highest cost of our three options, the concessions and accommodations offered deariy 
make this facility the overall best value. The hotel provides its own in-house, low cost 
shuttle service to and from the Nashville Airport, to alt of the historical attractions, and to 
downtown Nashville. Jn addition, tne conference facility is within walking distance to 
family friendly activities in the sprawling Opryiand Complex, such as a shopping mall, I
MAX Theater, and a number of restaurants. 
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The hotel is currently dosed and undergoing a large~:;cale re-construction due to a 
devastating flood that occurred in the Nashville metropolitan area in May 201 O, The re
construction of the hotel will be completed in Novemt?e-r 20,10, and the Gaylord will . 
operate effectively as an a!I new conference facility at the time of our conference in 
2011. In addition, the nearby mall is closed as are the Gaylord's golf course and 
clubhouse that would have facilitated a private executive dinner. Ail of these facilities 
are either on or ahead of schedule for a re-opening December 2010 or earlier. 

The region~s conference planning-committee will address the challenges resulting from 
the flood through close coordination with the Gaylord's event coordination staf[ We wm 
also rely on "hard har tours of the facility and graphic and engineering dep~ctions of the 
space, whi!e plac!ng initial planning emphasis on offsite reception and dinner event 
planning and coordination. We will also expend efforts between the contract signing 
date and the November 2010 completion of the re-construction. with planning for break
out session topics, estab!lsping web-based survey and slgn-up links, and developing 
strategies to communicate plans for the conference to our staff. With these strategic 
adjustments, we anticipate no materiaUmpact on the success of our conference as a 
result crf the 2010 flood. 

This facility is considered the most suitable for the conference, and Is our first choice for 
the following reasons: 

• Nashville International Airport has flights available to over 89 markets, with non..-· 
stop service to 42 cities including Cleveland-, Chicago, Cincinnati, Columbus, 
Detroit Milwaukee, ~md Washington DC. Nashville is also tocated within a five
hour drive of 35% of the region's personnel attending the conference. 

• The hotel provides an in-house !ow cost fulf shuttle service between the airport 
and conference site. The Gaylord owns a fleet of chartered buses to 
accommodate the number of conference attendees that are expected to ffy to the 
conference. This shuttle service will eliminate the need for a separate contract 
with an outside vendor. 

• The parent company, Gaylord Entertainment, has separate affiliated facilities for 
a reception or dinner away from hotel grounds, while offering the convenience of 
a slng!e bill and· purchase order (Grand 01' Opry, as well as Gaylord-owned 
faci!itles in downtown Nashville). 

• The hotel offers complimentary and professional car service (2011 Chevy 
Suburban} pick-up and delivery to and from airport for Executives and VIPs, as · 
well as a private check-in arrange·ment For the Chairman and Division Director, 
no front desk check-in will be required, and pre~anival coordination with specfal 
assistants, to plan for any personal needs er accommodations, wm be facilitated 
by the hoteL 
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• The Gaylord is best equipped for expedited large group check-in procedures, 
with 30 checkwin locations. Additional staff will be on-duty for our check-in and 
check-out convenience. The Gaylord's checkwin capabiti.ties would significantly 
reduce waiting times and provide the best opportunity for an on-time conference 
start Monday afternoon that incJudes all attendees. 

Estimated cost of our regional training conference at this site is $2,061.40 per full-week 
equivalent (FEW) attendee, or $412.28 per FWE attendee per day. However. costs 
could change should the per diem rate change in 2011. 

Comparison Site 2 - Minneapolis Hilton Hotel, Minneapolis, Minnesota. 
Conference Oates-August 15--August 19, 2011 (Second Choice} 

The Hilton Minneapolis is in downtown Minneapolis and 13 miles north of the 
Minneapolis/St Paul International Airport This facility has 821 sleeping rooms and has 
offered the prevailing government rate, whlch ls $i37.00 per nig~t- The selection of this 
site would virtually assure that the FDIC would have the hotel staffs undivided attention, 
.as we would reseNe 80°/o of the sleep rooms and almost an of the meeting space. The 
hotel is offering a number of concessions for our event, to include one complimentary 
room for every 40 paid room nights, the lowest food and beverage costs when 
compared to the other sites, 10% discount on the 2010 banquet menu pricing, 35°/c 
discount on 2010 audio visual pricing, complimentary receMngfstoring of boxes shipped 
to the hotel for the event, and no charge to re-key specific meeting space for security 
purposes. In addition, the FDIC would be tax exempt from all occupancy, sales and city 
taxes as a result of direct billing. 

The Hilton Minneapolis hotel offers over 77 ,000 sq_uare feet_ of flexlb!e meeting and 
banquet space, featuring the 24,780 square foot Minneapolis Ballroom. Accompanied 
by 35 additional meetlng rooms, the hotel offers flexib!lity for events ranging in size from 
10 to 2,800 people. The FDIC would be occupying al! of the meeting space on the third 
floor of the hotel, as well as two ballrooms located on the seco_nd floor. · 

This facility could meet our needs; however, it was not selected and is our second 
choice for the following reasons: 

• This venue, including travel and transportation cos1s, would be the most cost!yto 
the Corporation by almost $40,000. Travel expenses to Minneapolis are $53,000 
higher than the second most expensive site. These higher travel costs afso 
represent generally more travel time and inconvenience for the conference 
attendees. · 

• Minneapolis ls located within a five~hour drive for only 25% of the FDIC 
personnel attending the conference, MinneapolisfSt Paul lntematiana! Alrport 
(MSP) handles over 1, 100 daily flights and its nine (9) major a!rtines and seven 
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{7) regional carriers offer daily non~stop service-to 119 U.S. cities including 
Cleveland, Chicago, Cincinnati, Columbus, Detroit, Kansas City, Milwaukee and 
Washington DC. Not all major airports that would be used to fly to Minneapolis 
for the conference offer non-stop flights. 

• The transportation to and from the airport was the most expensive of the three 
facilities and would require expensive individual taxi rides, or the chartering of 
buses. 

• The lobby size and llmlted number of check-in stations (six stations) would make 
the large group check~in process, during the concentrated arrival times, 
inefficient and relatively chaotic. This issue could impact a timely starttime for 
the Monday afternoon conference session, 

• Minneapolis offered a !imffed setection of offsite venues for a dinner and/or 
reception. 

The Hilton Minneapolis only has the week of August 156 dates available for 2011, which 
confHcts wlth the planned Regional Training Conference for the New York Region that is 
also scheduled for August 2011. 

Estimated cost of this conference site is $2, 120.51 per F\NE attendee, or $424.10 per 
FWE attendee per day. However, costs could change should the government hotel and 
per dlem rates change in 2011. 

Comp.arisen Site 3 -Renaissance St Louis Grand & Suites Hotei, 800 
-Washington Avenue, St. Louis, Missouri. Conferehce Dates- June 13 -17J 2011 
(Third Choice} 

The Renaissance is located in downtown SL Louis, Missouri, approximately 15 miles 
from the St. Louls Lambert International Airport.(STL), This historic hotef re·opened in 
2003 after undergofng a complete renovation and ls considered a 4-Star facility. The 
hotel is offering approximately 40,000 square feet of meeting room space that is 
available on two floors including a 20,000 square foot ballroom. There are a total of 
1,083 guest rooms ln the hotel, of which we would be offered 609 rooms during the 
peak nights of the event at the prevailing government rate (currently $118.00 per night 
inclusive of7.25°/o occupancy tax (non.exempt)), The hotel is offering complimentary 
self parking for all attendees during the event, and valet parking is $27 per night The 
hotel ls offering one complimentary room for every 40 paid sleeping room nights_ The 
hotel is offering 20°/o discount on 2010 food and beverage menu pricing and a 20% 
discount on 2010 audio visual pricing. 

It ls noted t'lat STL offers several non-stop flights daily from most cities \'lithin the 
Region and Washington, DC. Also, St Louis is located within a five-hour drive, of 55% 
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of the region's personnel attending the conference. However, the Renaissance is our 
third choice and was not selected for the following reasons: 

• The hotel meeting space is in a separate building from fhe sleeping room facility. 
Individuals would access the meeting space by walking through a tunnel in the 
basement or outside. The outside doors to the meeting space are unlocked 
while the conference !sin session and open to the public. This set-up creates a 
concern for excessive foot traffic unrelaled to our conference activities and would 
create a.security concern. 

• Offsite venues for a reception or formal dinner were the most Hmited in St Louis, 
within a reasonable distance from the hotel, for the size of our conference . 

• - The completion of the revitalization of downtown St Louis by the proposed 2011 
regional conference dates appears unlikely. In 2008, the state and local 
governments embarked on a major City of St Louis revitalization program. 
These munfcipa!lties had planned for over $4 bilHon in developmental projects in 
the city's downtown district funded by federat and state grants as wen as private 
funds. The revitalization was scheduled for completion by July 2009. However, 
the revita!izatlon is significantly behind schedule, and several projects that would 
µdd to our conference experience remain either incomplete or unfunded. The 
delays have bee-n impacted by the slgnificant economic distress that the loc.al 
government and me1ropo!itan area has recently faced:- The revitalization projects 
would have provided additional restaurants, downtown entertainment, and 
security. 

• There are several vacant bu'ldf ngs in the immediate vicinity of the Renaissance 
Hotel. 

• The hotel sales staff working with the FDIC has changed three times, which may 
be reflective of personnel turnover and may impact the desired levet of customer 
service needed during the cof)tracting, .Planning, and execution of the 
-conference, 

Estimated cost of our regional training conf~rence at thrs site was the lowest of all three 
conference sites at $1,837 .84 per FWE attendee, or $367 .57 per Flt'VE attendee per 
day. However, costs could change should the per diem rate change ln 2011. 

G:_onf eren;;:e Organizer 

In accordance with FDIC Circular 1010.2, Conference, Meeting and Symposium 
Planning Policy and Procedures, Assistant Regional Director Kirk L Holt has been 
named as the Conference Organizer. He will serve as advisor to the Conference 
Planning Committee that has yet to be named. 
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Memo To: Director Thompson Page 8 
Re: Request for Approval - Z011 Regional Conference 

Summary: 

Gaylord Opryland Hilton Minneapolis Renaissance St 
Nashville, TN Minneapolis, MN Louis Grand ~ St. 

Louis, MO 
Lodging $315,875.00 $365,040.00 $314,340.00 

-~· 
,..,.,._,_.,..,._ 

Meals $448,024. 10 I $389,126.60_ $365,389.40 -
Per Diem $94,923.00 $100,893.00 I $88,356.oo 

""= ~~ ~."~"'"""""'~""'~"--'-

Transportatio $287,300.85 $334,545.48 $245,534.40 
n --· - $107,463.56-~- ~~···~ Other $110,329.00 $103,906.63 

Tota! $1,257,451.95 $1,293,511.71 $1.121,083.36 
-"'"'~"""~-...--. 

Based on the information presented above, we request permission to enter into an 
agreement with the Gaylord Opryland Hotel for the 2011 DSC Chicago Regional 
Training Conference. 

· The request for approval and supporting documents have been reviewed by ASB; 
therefore, this matter is ready for your consideration. 

APPROVED: 

(b )(6) I 
(b )(6) ''''' ''''' ' ,,,,,,,,, ... --s+-.. E_V_E_N_O-···· ;_A_p_p-....... -..... - .......... mm, ............ -...... __ __._ __ Date 

Deputy to 'the Chairman and Chief flnancial Officer 
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August 10, 2010 

BEST VA.LUE DETER.i.'1.INATION 

Dh1ision rf Admlnislrniion 

2011 CIDCAGO REGIONAL OF'FlCE TRAINING CONFERENCE 

After reviewing the proposals submitted by three majot hotels in St. Louis, Missouri; Nashville, 
Tennessee; and Minneapolis, M.innesota., to provide lodging, catering, audfoivisual and business 
center senr.ices, and conference space for the 2011 Chicago Regional Office Training 
Conference, it is determined that the Gaylord Opryland Hotel, Nashville, Tennessee, offers the 
best value. The estimated total cost to hold the Conference at this hotel is $1,257 ,452.00, 
including estimated travel and training costs. The estimated total costs to hold the Conference at 
the Hilton Minneapolis or the SL Louis Renaissance Grand Hotel and Suites are $1,293,512.00 
or $1,121,083.00, respectively. While Nashville is not the least costly overall, it provides the , 
best value and an added value to the 2011 conference experience base-A on the availability of 
meeting space, high quality offsite venues for a reception and a dinner, and anticipated 
exceptional customer service. 

(b)(6) I m 

---~=""""',,,_ ______ ~~~~~...J 
Ronnie Vinson 
Contracting Officer 
Corporate Contracting Section 
Acquisition Services Branch 
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FDll 
Federal Daoosit Insurance Comoratlon 
l501 Fairfax Or, A:lingloo VA, 22225 

TO: 

FROM: 

DATE: August 2, 2010 

SUBJECT: 

Page 50 

This is to advise you that the Seidman Center cannot accommodate the 201 l DSC Chicago 
Regional Office Training Conference, which is being planned for 600 attendees. The largest 
meeting room at the Seidman Center can seat up to 220 persons, classroom style. Most brcak"°ut 
rooms are limited to seating 20-25 people. There is no space at the Seidman Center that can 
accommodate such a large group. . 

Should you have any questions or require any additional information. please contru;t me 
at x22232. 

-......... (b)(6) 
·······-···········-··········· 
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FDtct 
G--·· __ (b}® 

Federal Deposit Insurance Corporation 
_sso_n_!l'l_S_tretrt_,_N_w_, Wash_· _lr!9!M __ • n_.c_. W4_29-99 __ Bc __ ~ ______ 01_·m_· -_'°'-i_m_Su_. ;........~.!~-~ oo:.1 i::ons;irnef ~on 

June 15, 2010 

TO: Steven 0. App 
Deputy to the Chairman and Chief Financial Officer 

(b)(
6

) - FROM: SaiidiiLTiiompso~Dliector-f 
Division of Supervision and Con.sum~~er.,,....,Pro=tee~b""'"on..,...... _ __. 

SUBJECT: 2011 New York Regiq_nal Training Conference 

In accordance with the October 31, 2007 Conference,. Meeting and Symposium Planning Policy 
Circular 1012.2, approval is requested fort.he 2011 New York Regfonal Training Conference to 
be held August 1~5, 2011. The purpose oftbe conference is to provide a forum to educate and 
update the staff on new regulations, policies, and procedures. 

Proposed Site: Boston Marriott Copley Place, Boston, lviassachusetts 

Based on the Circular 1012.2 sever& hotels -W'ere contacted and considered. Based on cost 
comparisons, ava.llability and acoommod.arions, three hotels were considered as the best potential 
sites, The focus was placed on cities that could provide the best value to the Corporation.. 
Included are cost comparisons made for two other locations; ho\¥ever, one site wa..<> eliminated 
due to meeting room space locations and high travel costs. The wsts for the second site are very 
close to the Region's first chcice; however, they have attended past conferences in this city 
several times. DOA 's Acquisition Services Branch has given concurrence that the Boston 
Marriott Copfey represents the best value for the FDIC. 

Although New York City i.s the Rcgi~nal Office city, the estimated cost of holding a Conference 
in New York City is prohibitive and iherefore it was removed from consideration, 

Based on our review of the information contained in the proposal, the reporting reqmements 
a:pperu: to have been ~tisfied. and I request your approval to move forward with this oonference. 

Arta.chments 

Concur: 

(b)(6)---t L 
(b)(6) _ . _SteveaD,App-- EJ 

Deputy to the Chairman and 
Chief Financial Officer 
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June 15. 2010 

BEST VALUE DETERMINATION 

2011 NEW YORK REGIONAL DSC EXAMINER TRA11'1NG CONFERENCE 

After reviewing the proposrus submitted by three major hotels in Boston, Massaehuset'.s, 
Baltimore, Maryland and Philadelphia. Pennsylvania, to provide training, lodging, catering, 
audio/visual and business center services, and conference space for the 20 l l New Y orlc Regi:omtl 
DSC Examiner Training Conference. it is determined that the Boston Marriott Copley Place, 
Massachusetts offers the be$1 value. The estimated total cost to hold the Conference at the 
Boston Marriott Copley Place is SI ,329,584, including estimated travel expenses. The estimated 
total cosls to hold the conference at the Baltimo're Marriott Waterfront, Maryland or the 
Philadelphia Marriott Downtown, Pennsylvania are $1,371, 776 or $1 , 442,302, respectively. The 
venue thal offm the lowest total cost la the Boston Marriott Copley Piace. · While me Baltimore 
Marriott Waterfront is a dose second, the New York group has attended past conferences in this 
city three times, and Boston would be considered a new venue for the:m. The Philadelphia 
Marriott Downtown is substantially higher by $112,718 primarily due to the high co~t oftravd, 

(b)(6) _ . -I 
'---========~------~ Ronnie L. Vinson 

Contracting Officer 
Acquisition Services Branch 
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MEMORANDUM TO: Sandra L. Thompson 
Director 

TIIROUGH: Thomas E. Peddicord 
Deputy Director 
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. . . FROM: - -~~-

.June 15, 2010 

(b )(6) l 
Request for Approval'-:--:-2~0:":'"1 ::'"'I n=-s~c===--------...1 
New York Regional Jtaining Conference 

SUBJECT: 

Qverview: 

In April 2010 we began to conduct researc~ obtain information, and perform a cost comparison 
of potential 20 I l DSC New York Regional Training Conference (Conference) host sites in New 
York City and alternative locations wiLftin the New York Region. There are no FDIC-owned 
faciliues large enough to accommodate the Conference. 

Utilizing the October, 2007 Conference Training Event Policy and Proce.dures roenmrandum as 
our guide, we focused on locating a Conference site which offers the best value for FDlC. Based 
upon the parameters provided, we explored options during the month of August 20 l l time 
period. We requested information rega."'Cling the availability of space for our training conference 
from seven different hotels in Boston, Baltimore, New York City, and Philadelphia and all hotels 
provided proposal information. We conducted site visits to four. We eliminated two sites due to 
tlle high cost. 

Although New York City is the Regional Office city, which is also the geographic location 
having the largest concentration of attendees, the estimated cost of holding a Conference in New 
York City is prohibitive and therefore was removed from consideration. 

Evaluation Process: Following is a narrative summation of the cost c-Omparison of the three best 
proposals, with details contained in t.'le attached comprehensive cost analysis forms. 
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Summary Qf Potential Sites: 

Boston Marriott Copley Place, Boston, MA 

Tiris property, wifa l, 147 guest rooms, is located in Copley Place Mall, in the Back Bay area of 
Boston, Massachusetts. The ho1el is approximately 3 miles, or 15 minutes, from Boston Logs..< 
Airport, and has direct access to the Back Bay subway station, connecting to Amtrak and the 
airport. The hotel also has convenient access to the Massachusetts Turnpike (I-90) and the 
Southeast Expressway (l-93). 'The hotel was built in 19&4, and has undergone several 
renovations, the most teGent being completed in 2009 upgrading the meeting space which 
included adding 4 breakout rooms. The hotel is offering the current discounted rate of$185Jl0 
for the preferred week of August l, 2011, This is $20 less than the current g.ovemment rate of 
$205. The hotel has 74,000 square feet of meeting space and can accommodate our entire group 
for both sleeping and meeting room space. Audio-visual equipment and support is available on
site. There is ample registration space, a large ballroom for general session meetings and meals, 
and a sufficient number of breakout meeting rooms. The general session and breakout meeting 
room space and meals would he on two floors, the 3m and 4lh floors, with easy access between 
floors via escalators, elevators and st.airs, Further, this hotel has agreed to waive daily fees for 
breakout session meeting rooms as well as giving a 2% rebate to the Master Account, The 
overall cost of holding the conference at 1hc Boston Marriott Copley Place represents the best 
value to the FDIC; ref er to attached Projected Expenses~Recommended Site. 

Baltimore Marriott Waterfront, Baltimore, MD 

This property, wit\i 728 guest rooms, is located on the waterfront of the inner harbor of 
Baltimore, approximately 11 miles from Baltimore Washington Airport. TI1e hotel ls offering a 
di.scmmted rate of S151 which is $10 off the government rate for ihe week of August 21, 201 l 
(not our preferred date). The hotel has ova 77,000 square feet of meeting space and can 
accommodate our entire group for both sleeping and meeting room space. Audie-Visual 
equipment and suppert is available on-site. There is ample regis'!ration space. a large batiroom 
for general session meetings and meals, and a sufficient number of breakout meeting rooms, This 
location would be our second choice. The costs are very close to Rost.on's, however, the New 
York group has attended pnst conferences in this city three times and Boston would be a new 
venue; refer to attached Projected Expenses-Recommended Site I. 

Philadelphia Marriott Downto-wn. Philadelphia, PA 

This property, with l ,408 guest rooms, is located in. downtown Philadelphia, Pennsylvania, and 
is connected to the Pennsylvania Convention Center, The hotel is approximately 3 miles from 
Philade1phia International Airport, and one mile from the 30111 Street Amtrak Station. 1ne hotel 
was built in 1995 and is undergoing several renovations with a March 2011 expected completion 
date. The hotel is offering the current government rate of $153 .00 for the week of August l 5, 

2 
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2011 (not our first choice), The hotel has 92,000 square feet of meeting space and can 
accommodate our entire group for both sleeping and meeting room space. Audio· visual 
equipment and support is available on~site. There is ample registration space, and a large 
ballroom and exhibition hallfmecting room space, for general session meetings and meals. There 
appears to be a marginally sufficient number of breakout meeting rooms. 'The general session 
and breakout meeting room space and meals would be on multiple floors. The overall cost of 
holding the conference at this hotel would be higher; primarily due to the travel, t.1an the overall 
cost of holding the Conference at the Boston Marriott Coptey F1ace~ refer to attached Projected 
Expenses-Comparison Site II. 

~mmendation: 

We recmn."tlend that the 2011 New York Regional Training Conference be held at the Boston 
f\1.arriott Copley Place, Boston, MA As the attached comparative schedules indicate, the Boston 
Marriott Copley Place provides the best value to the FDIC. Ronnie L Vinson, Contr2Cting 
Officer, Acquisition Services Branch, DOA Contracting, has verified that the re.commended 
proposal represents the best value for the FDIC. The recommended site meets all of the basic 
criteria of comj;etitive room rates, availability, sufficient number of meeting and sleeping rooms, 
and convenient and accessible transportation, 

Securitv Assessment 

In accordance with current guidelines, once the Conference proposal has been approved, a 
security assessment will be conducted to verify full compliance \Vith the FDIC's security and 
safety standa..-tls; a preliminary security assessment indicated there are no major security issues 
or concerns with the hotel 

Conference Orgmrizfil:: 

In accordance with current guidelines, a conference organizer will be selected th.rough a regional 
expression of interest to serve as the primary point of contact an<l assist ·with the planning and 
closeout of the Conference. Helshe will work under the supervision of Assistant Regional 
Director Mary Barry, together v.ith Regiunal Administrative Specialist Margaret Zemotel and a 
planning committee comprised of Regional Office, Area Office and field office staff, with 
support .from other divii;ions and offices including DOA end DlT. 

3 
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FDll 
Federal Oeoosit Insurance Cornoration 
550 17\h SL NW Washhgtoo DC, 20429 

TO: :Mr. Steven 0. App 
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October 15, 2010 

Deputy to the Chairman and Chief Fi ' · Officer 

················································································································································································································ I 

1----=i (b )(6) 

L=f 

(b)(6)....... FROM: RohertF:Storchf .... ······-·· ___, 
Chief Accountant 

SUBJECT: 2011 InteragenCJ-: Accounting Conferen~ 

Your concurrence is requested for the Division of Supervision and Conswuer Protectjon to 
participate with the other four federal financial institution regulatory agencies (FRB, OCC, OTS, 
and NCUA) in holding the annual Interagency Accounting Conference on March 15 - 17, 2011, in 
Anaheim, California, at the Anaheim Marriott Hotel. The.Interagency Accounting Conference was 
held in the Washington, D.C., area duri...ng the 1990s and m 2000. Beginr..ing with 2001, the 
agencies agreed to hold the Conference outside of the Washington area when it would be more cost 
effective. 

This Interagency Conference is an annual uvo and one~half day training conference primarily for 
FDIC, OCC, OTS, FRB, and NCUA examination staff with a special :interest in financial 
institutions accounting and auditing issues. It also serves as a mea.1.s of providing continuing 
professional education (CPE) credit required for the FDIC's and other agencies' staff with Certified 
Public Accountant (CPA) certificates er licenses. In addition, several participants from foreign 
bank supervisory authorities on the Basel Committee are expected to attend. The Conference's first 
two days consist ofinteragency general sessions on current accounting and auditing developments, 
with the remaining time devoted to individual agency training and/or meetings. The Conference 
directly contributes to DSC's ongoing efforts to maintain the knowledge and skills of the Division's 
accounting specialists, provide C"PE credit to the Division's employees with professional 
certifications, and foster interaction and communication with supervisors from other Basel 
Committee countries. Virtually all ofDSC's conference participants are CPAs and/or are 
designated accounting subject matter experts in regional or field offices. 

Approximately 395 participa.'lts from all five agencies and foreign &1lpervisory authorities are 
expected to attend the 2011 Conference. 1 Including external speakers, a total of approximately 410 
is expected to attend. As a result, the Conference cannot be held at the Seidman Center. A 
statement by DOA that the Seidman Center cannot accommodate the Conference is attached. 

1 FDIC participation in tb£ Conference is expected to be limited to l 4 7 persons, consisting of 140 DSC profession.al 
>.taff and 7 DIR professional staff Up to 9 additional FDIC support/IT staff will be present Thi& 1eve1 of FDIC 
participation is con.<;istent with the 2008 lntcrngency Accounting Conference, 2009 and 20 l 0 participation by DSC stnft' 
was reduced by DSC senior management ss a result of examinntion hmm; constraints; however, DSC fa plaru:rlng to 
resume its previous level of participation in 2011. Other agency participation in 2011 is estimated at 65 -10 for the 
FRB, 90- 100 for the OCC, 40 for fue OTS, and 20 for the NCUA. In addition, 5 ~ 10 participants are expected fr-0m 
foreign bank supervisors. 
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At the request of DOA, a hotcl~search firm contacted approximaieiy 45 hotels in various cities 
around the United States and requested proposals covering five weeks in ~,,farch and April 2011. b 
addition, DOA contacted four other hotels directly, All but nine of the hotels contacted either 
refused to honor rates within 125% of government maximum lodging rates, were not available 
during the potential conference dates, did not meet the agencies' space requirements, or did not 
respond to the search firm's inquiries. DOA reviewed the initial proposal information submitted by 
all nine hotels and recommended that site visits be conducted at six. Others were ruled out because 
the meeting space offered in their initial proposals was not adequate. Site visits •vere conducted at 
the six hotels recommended by DOA. Only three appeared to effectively meet the agencies' needs. 
Of the remaining hotels, two were in poor physical condition, and the other did not have sufficient 
meeting space available to meet the agencies' needs. 

The three that were determined to meet L'1e agencies' needs have been included in the cost 
comparison on the Conference Request Form (Form 2600/22). From these three hotels, the 
interagency planning corrunittee elected to hold the Conference at the Anaheim Marriott Hotel in 
Anaheim, California, which is the lowest cost alternative for the FDIC. It accommodates the 
agencies' space needs, would honor the government maximum lodging rates, agreed to provide a 
30% discount on audio/visual equipment rental charges and a 25% discount on IT related charges, 
offered a $20,000 credit toward the receptlon and a $5,000 credit toward U1e total master bill, 

-offered complimentary shjpping and receiving, and will provide one complimentary room night for 
every forty paid room nights. 

The FDIC's DOA handles the logistical arrangements for the Conference on behalf of all five 
agencies; therefore, the FDIC will be billed for all hotel costs (hotel rooms, facilities, audio/visual, 
1T, catering, and business center) associated with the Conference. Total hotel costs for all five 
agencies are estimated to be no more than $375,000. The other agencies win be responsible for 
reimbursing the FDIC for their pro-rat.a share of catering, room, audio/visual, IT and business center 
costs based on their actual number of participants. The other agencies will also be responsible for 
reimbursing the FDIC for any hotel-related costs associated with their agency~only activities held 
during the Conference. As with past Conferences, the other agencies would not agree to provide 
full breakfast for the participants; therefore, only continental breakfast with no hot food items will 
be provided. As a result, there will be no per diem deduction for breakfast for FDIC participants. 
The FDIC's share of hotel-related costs is not expected to exceed 401

1/0 of the total hotel-related 
costs and will most likely range between $135,000 to $145.000, As indicated on the attached 
Conference Request Fonn, the FDIC's total estimated cost for the 201 l Conference, including 
travel~related costs, is estimated to be $265,603.89, with an estimated cost per attendee of 
$1,702.59. 

CONCUR: ~:: .... lm _____ ....--__ _. 
mm-Steven.0-;Appm- mmEJ 

Deputy to the Chairman and Chief Financial Officer 

Attachments: Conference Request Form (Form 2600122) 
DOA detenrunation that the Seidman Center cannot accommodate the Conference 
DOA Best V aluc Determination 
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October 15, 2010 

BEST VALUE DETERMINATION 

2011 INTERAGENCY ACCOUNTING CONFERENCE 

After reviewing the proposals submitted by three major hotels in Anaheim. California; 
Minneapolis, Minnesota; and Denver, Colorado, to provide lodging, catering, audio/visual, IT 
and business center services, and conference meeting space for the 2011 Interagency Accounting 
Conference, it is determined that the Anaheim Marriott Hotel, Anaheim, Californi~ offers the 
best value. The estimated total cost to bold the Conference at the Anahehn Maniott Hotel is 
$265,603 .89. The estimated total cost to hold the Conference at the Hilton Minneapolis or the 
Sheraton Denver Downtown is $303,386.50 or .$269,046,89, respectively. The Corporation 
would save approximately $37,782.61, by using the Anaheim Marriott Hotel for the 2011 
Conference. 

(b )(6) I 
-----===================~ 

Ronnie L. Vinson 
Contracting Officer 
Acquisition Services Branch 
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FDll 
Fe<leral Oeoosit Insurance Comoratlon 
3501 Fairla>: Dr. llh ing!on VA. 2Z226 

--------~-------------······---····-------~· 

TO~ 

SUBJECT; 

Christine M. Bouvier 
Senior Policy Analyst (Ba 
Accounting and Securities 
Divis· Su 

October 6, 2010 

£?_01 l fnteragency As:counting Conference 

This is to advise you that the Seidman Center cannot accommodate the 201 l lnteragency 
Accounting Conference, which is being planned for 410 attendees. The Seidman Center's New 
Auditorium only accoh1modates a maximum of240 attendees. 

Should you have any questions er require any additional information, please C<mtact me at 
extension X22232. 
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FDll 
Federal Depostt Insurance Corporation 
$0 i 7lh &;eel NW. Washington. 0. C. 2042~9990 

TO: Steven 0. App 
Deputy to the Chairman and Chief Financial Officer 

FROM: s~~~~L:thompso~.oireciOJ m I 
Division of Supervision and Consumer Protection 

SUBJECT: ~Ol l National Minority DenositQzy JnstitutioQS_(;onference 

G(b)(6} 

November I 0, 2010 

The Division of Supervision and Conrurner Protection requests your approval for the 2011 
National Minority Depository Institutions Conference to be held June 14-16, 2011. This 
conference highlights challenges facing minority-owned FDIC-insured institutions, identifies 
potential best practices for improvtng operations, and satisfies the FDIC's statutory mand:ne to 
promote and preserve the minority ownership of financial institutions. This i;; an interagency 
conference with representatives attending from the OCC, OTS, and the Federal Reserve as weH 
as bankers from minority-owned institutions. 

Originally, you approved the site selection of Houston, Texas for the 2011 Conference that 
would be held in May of 2011. Upon further discussion with the lnteragency Planning 
Committee and the FDIC's desire to provide a forum for attendees to meet with more than 60 
finns to discuss investment opportunities, the Committee decided to relocate the conference to 

New York City which will faciHtate a greater part:cipation of investors and bankers. 

The Sheraton Hotel, New York is the best-value hotel and location, offering the FDIC several 
concessions on lodging rates, catering expenses, and audio~visual services, This midtown site 
offers competitively priced menus of excellent quality, and the hotel is eager to host this event. 
The projected conference cost is $206,555, and Contracting Officer Ronnie Vinson cf DOA ·s 
Acquisition Services Branch has concurred that the Sheraton Hotel, New York represents the 
best value for the FDIC (see attached copy of the Best Value Detennination form). The costs 
associated witii a New York conference exceed the previously approved amount of $137 ,593 for 
the Houston location, We believe that accommodating the heightened investor interest will more 
tl:um offset the cost difference and benefit the Corporation over the long term. 

The L. William Seidman Center was considered, but neither the auditorium nor lodging facilities 
could accommodate the number of attendees. Attendees will pay for their lodging and 
miscellaneous expenses, an<l the FDIC will cover costs for catering, audio/visual services, and 
conference room meeting space, 

Based on our review of the information contained in the Sheraton's proposal and in accordance 
with Circular 1010.2 "Conference, Meeting, and Symposium Planning Policy," your approval is 
requested to move forward with this Conference, Please contact Assistant Director Na:."ln Wright 
at 202 898<n91 with any questions. 



Attachments: 
Best Value Detennination 
Conference Request foim 

Approved: 

) . j 
Stev .... ,e .... n .... O""' ..... A-p"""p.,....... ........ ....,..,_ ......... 
Deputy to the Chairman and 
Chief Financial Officer 

Date 
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November 2, 20 l 0 

BEST VALUE DETERMINATION 

2011 Nntionrtl Minority Depository Institutions Conference 

After reviewing the proposals submitted by twc hotels to provide lodging, catering, audio/visual, 
business center services, and conference space for the 201 ! National Minority Depository 
Institutions Conference, it is detem11ned that t11c Sheraton Hotel, Ne\v York, NY, offers the best 
value. The estimated total cost to hold the Conference at this hotel is $206,555 including 
estimated travel and training costs. The estimated tctal costs to hold the Conference at the next 
desirable ~ite, The Waldorf Astoria, New York, NV are $217,32.L We solicited bids from 22 
hotels in the New Yort; City area and received only two acceptnblc bids fort.tie requested dates 
agreed upon by the ln!crngency MDI Planning Committee. 

(b)(6) . I 
--~~~~~~~~~~~~-' 

Ronnie Vinson 
Contracting Officer 
Corporate Contracting Sectico 
AcquisiHon Services Br?.nch 



Page 63 

3. FDlC's internal guidelines for soliciting bids for event planning services. 

The FDJC has guidelines that cover the procurement of all contracting services, not 
just event planning services. Enclosed is a summary of the procurement proce:.s 
including the competitive bid process. 
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Conference Event Planning & the FDIC's Procurement Process 

Procurements for all conference-related activities, including event planning, follow the 
FDIC's standard procurement process. Contracting policies ensure a competitive 
procurement process to provide the best value to the FDIC There are two primary means 
for procurement: 

I) Awarding contracts through the Division of Administration's (DOA) Acquisition 
Services Branch (ASB), whereby FDIC contracting professionals in ASB issue 
formal solicitations and oversee the award and contract administration process, 
and 

2) The use of a procurement card (P-card), which allows Program Office officials 
(those requiring contracting services) to make purchases for generally less t}1an or 
equal to $5,000 (this program is overseen by ASB). 

The FDIC's acquisition policies were developed by ASB in cooperation with the Legal 
Division, These policies were designed to help the FDlC accomplish four main goals: 

l) Establish reasonable competition os the preferred method of source selection 
2) Enable innovative and creative tailoring of the procurement process to meet 

Program Office requirements 
3) Provide minority and women-owned businesses, as well as small disadvantaged 

businesses, with attainable and reasonable opportunities to participate as 
contractors and subcontractors, and 

4) To provide the best value to the FDIC, 

Contracting Competition 
The FDIC utilizes competition in acquisitions to the maximum extent possible, 
competing contracts for goods and services valued over $5,000. The FDIC solicits a 
minimum of three bids for each contract competition. 'l1ie competition allows the FDIC 
to compare the value of technical and price proposals in order to select the proposal(s) 
which provide the best value to the FDIC Any procurements greater than $5,000 which 
are not competed must be justified by a Justification for Non-Competitive Procurement 
(JNCP), JNCPs are rare, and require the approval ofbotb the Program Office and ASB, 
Contracts less than $5,000 may be awarded without competition, 

The contract award process is handled by a diverse acquisition team: ASB officials (a 
Contracting Officer and staff from the Policy and Systems Section), oft1cia!s from the 
Program Office, the Legal Division's Contracting Law Unlt, and, as appropriate, staff 
from the Office of Minority and Women Inclusion (OMWl). For each acquisition, the 
FDIC actively solicits Minority or Women~Owned Businesses (MWOBs). Contracting 
Officers have exclusive authority to enter into, modify, administer, and terminate 
contracts1 and are responsible for ensuring that the terms and performance of the contract 
are being mcL Program Offices provide Oversight Managers (OMs) and Technical 
Monitors (TMs) to oversee the performance of contractors, accept work products, tuid 
review invoices. 
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4. FDJC's internal guidelines for overseeing and approving indirect costs incurred 
by event planning services, including whether FDIC requires event planning 
services to solicit bids from external vendors for specialized support. 

As indicated in previous questions, the FDIC does not generally utilize event 
planning services. 
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5. FDIC's internal guidelines for overseeing and approving indirect costs ineurred 
by cooperative agreement recipients, including whether FDIC requires said 
recipients to solicit bids from external vendors for specialized support. 

The FDlC does not participate with any cooperative agree-ment recipients. 
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6. A list of all conferences, not sponsored by FDIC, attended by FDIC personnel, 
including name of conference/sponsor, number of personnel who attended and 
aggregate cost. 

Between July 2010 and March 2012, FDIC employees attended 1, I 56 individual 
conferences that were not sponsored by the FDIC. These conferences were attended 
by 2,427 employees and cosi (including tuition and travel) approximately $3.5 
million. 

Enclosed is a report providing the details of those conferences; it is sorted in 
descending order by the number ofFDTC personnel who attended each conference. 

Employees attended the majority of these conferences using their professional 
learning accounts (PLA), a specified annual amount of money and/m hours that an 
employee manages -- in partnership with hisiher supervisor -- for use toward learning 
goals, Each year, employees have the opportun1ty to develop a career development 
plan, which outlines professional development goals. Once approved by his/her 
supervisor, permanent employees can then use their PLA to train within lheir current 
occupat1on, as well as in other areas related to the FDIC mission, to develop skills 
and knowledge in areas of individual interest and of value 10 the FDIC 
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FEDERAL DEPOSIT INSURANCE CORPORATION, Washington. oc 20429 

OFFICE OF THE CHAIRMAN 

Honorable Spencer Bachus 
Chairman 
Committee on Financial Services 
House of Representatives 
Washington, D.C. 20515 

Dear Mr. Chairman: 

May 15, 2012 

Thank you for the letter regarding the December 2011 notice of proposed 
rulemaking for the market risk capital rules (the Proposed Rule)\ which was issued 
jointly by the Federal Deposit Insurance Corporation, Board of Governors of the Federal 
Reserve System, and Office of the Comptroller of the Currency (together, the agencies). 
The Proposed Rule is part of the agencies' implementation of certain revisions to the 
Basel market risk capital framework and section 939A of the Dodd~Frank Act (section 
939A)2

, Section 939A generally requires the agencies to remove from their regulations 
any reference to or requirement of reliance on credit ratings in assessing the credit 
worthiness of a security or money market instrument and to substitute such standard of 
credit worthiness as each agency dctennines what is appropriate for such regulations. 

The Proposed Rule incorporated certain methodologies for calculating the specific 
risk of debt and sccuritiwtion positions that do not rely on credit ratings. In your letter, 
you expressed several concerns regarding the proposed methodology for securitization 
positions, i.e., the "simplified supervisor:y fonnula approach" or the "SSFA." We 
appreciate your comments and will take them into consideration, along with other public 
comments that we received during the comment period, as we move to finalize the rules. 

You expressed in your letter a general desire for greater consistency between the 
methodologies adopted for purposes of any final market risk capital rules and Congress' 
intent in enacting section 939A Accordingly, you encouraged the agencies to adopt a 
methodology for securitization positions that appropriately reflects any variances in the 
risk profile of different types of securitization structures. In addition, you indicated that 
the SSFA would not adequately al1gn capital requirements with the specific risk of 
sccuritization positions. You also expressed concern that certain well-functioning 
securitization markets, such as the auto finance industry, would be negatively impacted 

1 Risk-Based Capita! Guidelines; Market Risk; Alternatives to Credit Ratings ihr Debt and Sccuritization 
Positions, 76 Fed. Reg. 79380 (Dec, 21, 20l1 ), 
"Section 939A of the Dodd-Frank Wal! Street Reform and Consumer Protection Ac!:, 15 U.S,C § 78o,7 
(note)_ 
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by the implementation of the proposed SSF A, as it would result in reduced uvaiiability 
and a higher price of credit 

The FDIC believes that any alternative creditworthiness standards should, to the 
extent possible, appropriately distinguish the credit risk associated with a panicu1ar 
exposure within an asset class. In the Proposed Rule, the agencies requested comments 
on the accuracy of the SSF A, particularly with respect ro its ability to measure specific 
risk. In addition, the Proposed Rule sought comment on whether the SSF A was 
appropriately calibrated, and whether other adjustments should be considered to better 
recognize credit enhancements, asset class, loss experience, prudential requirements, and 
other criteria. 

We welcome your comments regarding the Proposed Rule and, specifically, the 
SSF A for sccurilization positions. We also are reviewing other comments that provided 
additional insights and information in response to specific questions in the Proposed 
Rule, We expect that comments responsive to these questions wiH assist the agencies in 
addressing the issues that you raise in a final market risk capital mie. 

Thank you again for sharing your views. The concerns you expressed wiU be 
given careful consideration. if you have other questions, please feel free to contact me at 
(202) 898-3888 or Paul Nash, Deputy for External Affairs, at (202) 898-6962. 

Sincerely, 

Martm J, Gruenberg 
Acting Chairman 
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Honorable Tim Johnson 
Chamnan 
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l3 April 2012 

Committee on Banking. Housing and Urban Affairs 
United States Senate 
Washingi:on, D,C. 2051 O 

Dear t\4r. Chairman: 

Thank you for your letter requesting the assistance of the Federal Deposit Insurance 

(b)(6) mm ~~~~:~~o;~:~~~n~~~t~;~;,mm fls a detailee to the Senate Banking Committee from 

(b )(6) 

(b )(6) 

(b )(6) 

mmThisistoconfirmthatf ~ill begin her detail to the Committee on Monday, 
April 23 and will complete her detail by December 31, 2012. 

We agree thadmm m ~vill be a valuable asset to the Committee. If you or your staff 
have any questions, please contact me at 202-898-8730 orl m m 1- "mm•mm- •mm_m(l::l1(§1 

Sincerely, 

Alice C. Goodman 
Deputy Director 
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Tiris Rept;;~ Should Be Filed With Bat!; Offices: · ... 
l•lil©QMI mD 

Committee on Rules and Administration Select Cornmmee on Ethics 
United Stales SeMte Uniled Slates Sehale 
Room 305 RSOB Room 220 SHOB 
Washinglor .. DC 20510 Washington. DC 20510 

SELECT COMMITTEE ON ETHICS 
AGREEMENT TO COMPLY WITH THE SENATE CODE OF OFFtClAL CONDUCT 

Who should complete and file thfs form: PmsJa.nt to paragraph 4 of Rute 27 or as authorized by Senale 
Resolution, a committee can appoirn to lts staff any experts or o!her personnel de!aiied from any department or agency of 
the Federal Government witl'-, the written permission of the Committee on Rules and Adrninistraticn. Pvrsuan1 to statute, 
joint committees also are authorized to use detailees from the Federal Government 

When and where to file: Before !he detailed service will be approved, this agreemert m;.;st be filed With the 
Commi!tee on Rules and Administralion (original). and a copy must be submilted to the Se!ect Committee on Ethics. 

Senate Code of Official Conduct: hltpiletl1ics.senete,qovldown!9adslpdffifes!smof! bccks!CQdeOfConduc'..m;i.f 

Report pursuant io Rule 41. Paragraph 3, for Government employees detailed lo a United States Senate Committee. 

(b)(6) ,---------------------------. 

(1} lndividuars name, address and leiephOne no 

(2) Name of supervising senator 

Co""""'ttte.<. °"" ~~ ,t:.~ .... b..rio~ <AA'~
t;;e c. v: fi · r2 ~1 X n ;; .. i fZ u rH. e 1 1 '"i 1rni e s+rn e111-~. 
\3l Name of committee (and subcommittee, if any) 

which ls to uti!ize servlce 
fp J:C.-
;50 rrfhst.rJ W. 1wk11;P;Jfr>iJ !JC J.0429 mmmmmmmmmmmml (b'(6) ....... : ........................................................ / ............... . 

(4) Name and address of government employer (not 
Senate/ 

(5) Rate of your government fuli-Urne annual 
compensa:iion 

I have fami/iari1.ed myself with the Senate Code of Official Conduct (Senote Rules 34-42) and agree to comply with it in 
the same manner and to file same exten! as an employee of the Senate" 

(b )(6) m'-mm --~---,-----,....._.J---
( b )( 6)' ' . '' .. .Signature. cflndivldual mm mmEJ () 

RULE XLI 

Dale 
1 j 

Date ;:ipproved by Committee on Rules and 
AdmirlistraUort 

POLITICAL FUND ACTIVITY: OEFINlTIONS 

3 Before approving the utilization ty any committee o! the Senate cf the services of ar off;cer or employee of tt\e Government in 
accoroance With paragraph 4 of rule XXVll or wi!h ar auloorizat:on provkled by Senate resolut:on, me Committee on Rl:les and 
Adn1ini$\ration shall reoui:e such officer or employee to agree in wntng to comply v.'iln the Senat~ Code of Official Concuct n the 
same manner and ta the same extent as ar. employee of the Seria1e. Atrf svch officet or emp!oyee shall, fof purpDses of such Crxre, 
be !realed as an employee of the Senate receiving compen;.aton disbursed by the Secrntar; of the Senate in an amount equaf to the 
amount of compensation iw is rarei>'ing as an officer or &mp:oyce or the Gowmmeril. j 

Rev. 312011 (41.3} 
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FEDERAL DEPOSIT INSURANCE CORPORATION, Washington, oc 20429 

OFFICE OF THE CHAIRMAN 

Honorable Scott Garrett 
Chairman 

May 1, 2012 

Subcommittee on Capital Markets and Government Sponsored Enterprises 
Committee on Financial Services. 
House of Representatives 
Washington, D.C. 20515 

Dear Chairman Garrett: 

Thank you for your letter expressing concerns about the premium capture cash 
reserve account (PCCRA). 

We appreciate your comments and questions and will consider carefuliy the issues 
you have raised in developing a final rule to implement Section 941 of the Dodd-Frank 
Wall Street Refonn and Consumer Protection Act. Section 941 requires, subject to 
certain exceptions, that a securitizer retain a minimum 5 percent economic interest in a 
portion of the credit risk for any asset that the securitizer transfers to a third party through 
the issuance of an asset~backed security. The legislative history to Section 941 states that 
by requiring a sccuritizer to retain an economic interest in the securitized assets the 
securitizer has "skln-in~the game," thereby a1igillng the securitizer's economic interests 
with the perfonnance of the assets and the interests of the investors. 

In the Notice of Proposed Rulemaking, the PCCRA was proposed as a mechamsm 
to prevent the securitizer from reducing or negating its financial exposure to risk 
retention. Even though risk retention was a feature of securitizations historically, many 
commentators have noted that the ability to capture profit immediately upon sale had the 
effect of reducing the influence that risk retention had on underwriting standards and 
asset quality. As a result, the interagency group that developed the notice of proposed 
rulemaking proposed the PCCRA as a means to prevent the securitizer from reducing or 
negating the intended effeGts of risk retention by immediately monetizing excess spread, 
Nonetheless, we are very conscious of the potential impact that individual elements of the 
final rule could have on the availability of credit We take very seriously your concerns 
and will work to develop a final rule that accomplished the statutory goals, while 
preserving the availability of affordable credit. 

FDIC staff is participating in the Section 941 intcragency rulemaking, and 
discussions and analyses of the many comments received on the proposed risk retention 
rule, including the PCCR.A., are ongoing. At this stage of these interagency discussions, 
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no decisions have been made about whether the PCCRA should be included in a final 
rule. We continue to look carefully at this important issue and will continue to evaluate 
both the impact and the benefits of individual requirements in developing a final ru]e in 
concert 'With the other agencies. 

Thank you again for sharing your concerns, If you have other questions, please 
feel free to contact me at (202) 898-3888 or Paul Nash, Deputy for External Affairs, at 
(202) 898~6962, 

Sincerely, 

Martm J. Grlienbetg 
Acting Cbaim1an 



Page 92 

FEDERAL DEPOSIT INSURANCE CORPORATION, W.ashl~gto~. oc 20429 

OFFICE OF THE CHA'RMAN 

Honorable Spencer Bachus 
Chainnan 
Committee on Financial Services 
House of Representatives 
Washington, D,C. 205 l 5 

Dear Chairman Bachus: 

May 1, 2012 

Thank you for your letter expressing concerns about the premium capture cash 
reserve account (PCCRA). 

We appreciate your comments and questions and will consider carefully the issues 
you have raised in developing a final rule to implement Section 941 of the Dodd-Frank 
Wall Street Reform and Consumer Protection Act. Section 941 requires, subject to 
certain exceptions, that a securitizer retain a minimum 5 percent economic interest in a 
portion of the credit risk for any asset that the securitizer transfers to a third party through 
the issuance of an asset-backed security. The legislative history to Section 941 states that 
by requiring a securitizer to retain an economic interest in the securitized assets the 
securitizer has "skfo~in~the game," thereby aligning the securitizer's economic interests 
with the performance of the assets and the interests of the investors. 

In the Notice of Proposed Rulemaking, the PCCRA was proposed as a mechanism 
to prevent the securitizer from reducing or negating its financial exposure to risk 
retention. Even though risk retention was a feature of securitizatiom historically, many 
commentators have noted that the ability to capture profit immediately upon sale had the 
effect of reducing the influence that risk retention had on undernriting standards and 
asset quality, As a result, the interagency group that developed the notice of proposed 
rulemak:ing proposed the PCCRA as a means to prevent the securitizer from reducing or 
negating the intended effects of risk retention by immediately monetizing excess spread. 
Nonetheless, we are very conscious of the potential impact that individual elements of the 
final rule could have on the availability of credit We take very seriously your concerns 
and will work to develop a final rule that accomplished the statutory goals, while 
preserving the availability of affordable credit 

FDIC staff is participating in the Section 941 interagency rulemaking. and 
discussions and analyses of the many comments received on the proposed risk retention 
rule, including the PCCRA, are ongoing. At this stage of these interagency discussions, 
no decisions have been made about whether the PCCR.A should be included in a final 
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rule. We contmue to look carefully at this important issue and wiH continue to evaluate 
both the impact and the benefits of individual requirements in developing a final ruie in 
concert with the other agencies. 

Thank you again for sharing your concerns, If you have other questions, please 
feel free to contact me at (202} 898-3888 or Paul Nash, Deputy for External Affairs, at 
(202) 898-6962. 

Sincerely, 

Martm J. Gruenberg 
Acting Chainnan 

~- ~ ---~ (b)(6) I 
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FEDERAL DEPOSiT INSURANCE CORPORATION, Washington. PC 20429 

OFFICE OF THE CHAIRMA"'l 

Honorable Debbie Stabcnow 
Chairwoman 

May 25, 2012 

Senate Committee on Agriculture, Nutrition and Forestry 
United States Senate 
Washington, D.C. 20510 

Dear Senator Stabenow: 

Thank you for your letter in support of the many refonns in the Dodd-Frank Wall 
Street Reform and Consumer Protection Act, including important refonns of the 
derivatives market. 

Please be assured we will give careful consideration to your conunents on these 
issues as we work with the other regulators to adopt a final rule as expeditiously as 
possible, 

Thank you again for sharing your views. If you have other questions; please feel 
free to contact me at (202) 898~3888 or Alice Goodman, Acting Director, Office of 
Legislative Affairs, ai (202) 898-8730. 

Sincerely, 

Martin 1. Gruenberg 
Acting Chairman 
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FEDERAL DEPOSIT INSURANCE CORPORATION. Wo;snington. oc 20429 

OFFICE CF THE CHAIRMAN 

llonorable Spencer T. Bachus 
Chairman 
Committee on Financial Services 
House of Representatives 
Washington, D.C. 20515 

Dear ML Chairman: 

June4, 2012 

Thank you for your follow-up questions to the joint hearing of the Subcommittee on 
Capital Markets and Government Sponsored Entities and the Subcommittee on Financial 
Institutions and Consumer Credit of the House Financial Services Committee entitled 
'"Examining the lmpact of the Volckcr Rule on Markets, Businesses, Investors and Job 
Creation." I apologize for the delay in responding. 

As l testified during the hearing, the agencies' proposal for the implementation of section 
619 of the Dodd-Frank Wall Street Reform and Consumer Protection Act (Volcker Rule) is 
intended to allow banking entities to continue to engage in pcnnitted activities consistent with 
the statutory mandates and without undue impact on market liquidity. Such activities include 
bona fide market making and undcnvriting activities, risk-mitigating hedging, trading activities 
on behalf of customers, and investments in covered funds. 

Your questions concern the manner in which the FDIC plans to respond to various 
specific comments that have been received in conjW1ction with the agencies' joint notice of 
proposed rulemaking (NPR). The issues you raised were important enough that the ugendes 
posed questions and requested comment on each one in the NPR. I assure you that we will 
seriously consider all comments received as we move forward in the final ruiemaking. 

Regarding question 9, which recommended the agencies' development of a general cost
benefit analysis of the proposal, please note that for rulcmakings, the FDIC conducts various 
types of economic impact assessments for all proposed and finai rules, For final rules. under the 
Congressional Review Act, the FDIC determines, among other factors, whether a final rule is 
likely to result in a $ l 00 mill ion or more annual effect on the economy For proposed and final 
rules, under the Regulatory Flexibility Act, the FDlC determines if a proposed or final rule is 
likely to have a "significant economic impact on a substantial number of small entities." As 
noted in my testimony, the agencies have taken an initial look at the potential economic impact 
on small banking entities and concluded that the proposed rule wiH not result in a significant 
economic impact on small banks. The Agencies based thjs conclusion on two primary fuctors: 
(1) while ihe proposed rule, per siatutory requirements, covers all banking entities, significant 
reporting and recordkeeping requirements apply only to banking entities with consolidated 
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trading assets and liabilities and aggregate covered fund investments greater than $ l biiiion, 
respectively, or where trading assets are more than 10 percent of total assets; and {2) the 
compliance program requirements under the proposed rule are established in a manner that 
mainly impacts entities engaged in covered trading or fund activities,~activhies that are not 
typical of small banks. Jn addition, in this rulemaking the agencies have encouraged public 
comments on this issue and have asked commenters to include empirical data to iHustraH! and 
support the potential impact on small banks. 1 Also, sec questions 348 383 i~• t11e NPR, which 
concern the economic impact of various provisions in the joint proposed rule."' 

Enclosed arc responses to the questions from other Members of the Committee. 1 atso 
have sent responses to the Members direclly. 

If you have additional comments on the Volcker Rule NPR, please feel free to contai:.~t me 
at (202) 898·3888, or Alice C Goodman, Acting Director, Office of Legislai:ive Affairs, at (202) 
898~8730, 

Sincerely, 

Martm J, lJruenberg 
Acting Chairman 

-~(r 
Gm mmm{b)(§J 

Enclosures 

1 See 76 Fed Reg.68846, 68939 {November 7, 201 !). 
Jd. at 68933 -68936, 
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Response to Questions from the Honorable Judy Biggert 
by Martin ,J, Gruenberg, Acting Chairman, 

Federal Deposit Insurance Corporation 

Your questions concern the timing for the issuance of the interagency final rule to implement the 
Volcker Rule, the process for a phased-in implementation of the final rule's compliance regime, 
and the regulatory authority for the respective agencies in achieving regulatory compliance with 
lhc Volckcr Rule in a measured manner. 

While it remains our desire to finalize the regulations by July 21, 2012, we note that full 
conformance is not required by that date. The Federal Reserve Board on April 19, 2012, issued a 
Statement of Policy that clarified the implementation of the Volcker Rule during the 
confonnancc period for banldng entities engaged in prohibited proprietary trading or sponsored 
private equity fund or hedge fund activities.' In addition, the notice of proposed rulemaking on 
the Volcker Rule, which was issued by the federal banking agencies and the U.S. Securities and 
Exchange Commission on November 7, 2011, provides further clarification of those 
conformllncc regulations by the Federal Reserve Board.4 

1 See Board of Governors of the Federal Reserve System, S;atement of Policy Regording the Cm1fonrianL'c Period 
for Emitles Engaged in Prohibited Proprietary Trading or Private Equity Fund or Uedge Fund Activities, April 19, 
2012. 
• See 76 Fed. Reg. 68846, 68922 • 68923 {November 7, 20l l). 
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Response to Questions from the Honorable Gary Peters 
by Martin J. Gruenberg, Acting Chairman, 

Federal Deposit Insurance Corporation 

Your questions concern whether the agencies agree that covered entities under the Volek er Ruk 
might decrease market-making activity as a result of the Volcker Ruic. In such a financiai 
markets situation, you asked wheiher any such decreases in liquidity would result in other parties 
pn:ividing the requisite liquidity, Regarding such new market-making participants, you asked 
"what kinds of institutions do you expect will emerge to provide the liquidity necessary for weH 
functioning markets, and what kind of regulatory scrutiny are those institutions subject to?" 

You also h.ad questions which involve issues on the application of the Volcker Rule to affiliates 
of insured depository institutions, including commercial companies that ow11 a thrift or an 
industrial loan company, as well as all of the companies in which these covered ent1ties may 
have a significant investment that makes the recipient of the investment ar1 "a11iiiate." 

Since we currently arc reviewing the various issues presented in this rulcmaking for purposes of 
the final rule, we cannot provide a defin}tjve answer to your questions, which also were raised by 
certain commenters, Note that question 83 as provided in the preamble of the NPR asked simiJar 
questions involving the impact on the "liquidity, efficiency, and price transparency of capital 
markets, .. ~ 

\Ve agree d1at the issues you raise arc important, and the agencies posed questions and requested 
comment on them, I can assure you that we wH! carefully consider your concern.-: and all 
comments received as we move forward in the final rulcmaking, 

5 id at 68870 
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Response to Questions from the Honorable Bill Huizenga 
by Martin J. Gruenberg, Acting Chairman, 

FederaJ Deposit Insurance Corporation 

Your questions involve issues on the application of the Volckcr Rule to affiliates of insured 
depository institutions, including commercial companies that own a thrift or an industrial loan 
company, as weH as all of tbe companies in which these covered entities may have a significant 
investment that makes the recipfont of the investment an "affiliate," 

Since we are reviewing the options for the various issues presented in this miemaking to 
implement the Volckcr Ruk, we cannot provide a definitive answer to your questions, which 
also were raised by certain commenters. Please be assured that we will carcfally consider your 
questions in conjunction with our development of the finai rule. Question 6 of the preamble of 
the NPR asked for comments on entities that should not be covered in the definition of''covered 
entity" in the proposed rule.6 

The questions you raise present significant issues of law and policy that will be addressed in the 
final rule for the implemcntfttion of the Vok:ker Rule. 
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Response to Questions from the Honorable Michael Grimm 
by Martin ,J. Gruenbergt Acting Chairman, 

Federal Deposit Insurance Corporation 

Your questions involve the impact of the Notice of Proposed Rulemaking for the Volckcr Ruie 
on various proprietary trading activities conducted by "non-ES. based institutions'' with various 
categories of U.S, nnd foreign counterparties, Please note that the Voicker Rule applies to 

proprietary trading and covered fund activities by certain "covert.'-d entities" that generally are 
U.S. insured depository institutions and their affiliates and subsidiaries. 

Since we currently are reviewing the various issues presented in this rukmaking for purposes of 
the final rule, we cannot provide a definitive answer to your questions., which also were raised by 
certain commenters. Please be assured that we will carefully consider your questions in 
conjunction with our development of the final rule. 

The questions you raise present significant issues of law and policy that wiH be addressed in the 
final rule for the implementation of the Volcker Rule. 
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Response to Questions from the Honorable Carolyn McCarthy 
by Martin J. Gruenberg, Acting Chairman, 

Federal Deposit Insurance Corporation 

You ask what possible changes the regulators should be thinking about or are necessary as the 
rcsul t of stakeholder feedback on the Notice of Proposed Rulemaking (NPR) for the Vokker 
Rule. This section of ihe Dodd-Frank Act is designed to strengthen the financial system and 
constrain the level of risk undertaken by finns that benefit frorn lhe safety net provided by 
federal deposit insurance or access to the Federal Reserve's discount window. The challenge to 
regulators in implementing the Volcker Ruic is to prohibit the types ofproprietary trading and 
investment activity that Congress intended to limit, wbite allowing banking organizations to 
provide legitimate intermediation in the capital markets. 

In response to the NPR, the regulators have received a high volume of comments from 
stakeholders, suggesting many issues and changes that we should think about in drafting the final 
rule, We are carefully reviewing these commcni.s as they raise significant issues of law and 
policy. 
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FEDERAL DEPOSIT INSURANCE CORPORATION, wasninglon, oc 2\1429 

OFFICE OF THE CHAIRMAN 

Honorable Carolyn McCarrhy 
House of Representatives 
Washington, D.C. 20515 

Dear Congresswoman McCarthy: 

June 4, 2012 

Thank you for your follow~up questions to the joint hearing of the Subcommittee 
on Capital Markets and Govenunent Sponsored Entities and the Subcommittee on 
Financial Institutions and Consumer Credit of the House Financial Services Committee 
entitled "Examining the Impact of the Vokkcr Rule on Markets, Businesses, lnvestors 
and Job Creation." I apologize for the delay in responding, 

You ask what possible changes the regulators should be thinking about or are 
necessary as the result of stakeholder feedback on the Notice of Proposed Rulemaking 
(NPR) for the Vokker Ruk This section of the Dodd-Frank Act is designed to 
strengthen the financial system and constrain the level of risk undertaken by firms that 
benefit from the safety net provided by federal deposit insurance or access to the Federal 
Reserve's discount v.indow. The challenge to regulators in implementing the Vokker 
Ruk is to prohibit the types of proprietary trading and investment activity that Congress 
intended to limit, while allowing banking organizations to provide legitimate 
intermediation in the capital markets. 

[n response to the NPR, the regulators have received a high volume of comments 
from stakeholders, suggesting many issues and changes that w1.~ shuuld think about in 
drafting the final rule. We are carefully reviewing these comments as they raise 
significant issues of law and policy. 

Please let me know if you have further questions. You can contact me directly at 
202-898·388&, or Alice Goodman. Acting Director, Office of Legislative Affairs at 202-
89&~8730. 

Sincerely, 

Martm J. Gruenberg 
Acting Chairman 
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FEDERAL DEPOSIT INSURANCE CORPORATION, Washington, oc 20429 

OFFICE OF THE CHAIRMAN 

Honorable Michael Grimm 
House of Representatives 
Washington, D.C. 20515 

Dear Congressman C'rrimm; 

June 4, 2012 

Thank you for your follow-up questions to the joint hearing of the Subcommittee 
on Capital Market"i and Government Sponsored Entities and the Subc-0mmittee on 
Financial Institutions and Consumer Credit of the Hou.<;e Financial Services Corrunittee 
entitled "Examining the Impact of the Volcker Rule on Markets, Businesses. Investors 
and Job Creation." I apologize for the delay in responding. 

Your questions involve the impact of the Noiice of Proposed Rulemaking for the 
Volcker Rule on various proprietary trading activities conducted by "non-U.S. based 
institutions" with various categories of U.S. and foreign counterpanies. Please note that 
ihe Volckcr Rule applies to proprietary trading and covered fund activities by certain 
''covered entities" that generally arc U.S. insured depository institutions and their 
affiliates and subsidiaries. 

Since we currently are rcvie\>iing the various issues presented in 1his rulemaking 
for purposes of the final rule, we cannot provide a definitive answer to your questions, 
which also were raised by certain commenters. Please be assured that we will carefully 
consider your questions in conjunction with our development of the final rule. 

The questions you raise present significa""lt issues of law and poJky that will be 
addressed in the final rule for the implemenration of the Volcker Rule. Please let me 
know if you have further questions. You can contact me directly at 202-898-3&88, or 
Alice Goodman, Acting Director, Office of Legislative Affairs al 202-898-8730. 

Sinccrelv, 
(b)(6 

.. ·-···········--·
-······-··· ···································· 

~fartin l Gruenberg 
Acting Chairman 
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FEDERAL DEPOSIT INSURANCE CORPORATION, Washington, oc 204.29 

OFFICE OF THE CHAIRMAN 

Honorable Bill Huizenga 
House of Representatives 
Washington, D.C. 20515 

Dear Congressmen Huizenga 

June 4, 2012 

Thank you for your follow-up questions to tile joint hearing of the Subcommittee 
on Capital Markets and Government Sponsored Entities and the Subcommittee on 
Financial Institutions and Consumer Credit of the House Financial Services Committee 
entitled ''Examining the Impact of the Volcker Rule on Markets, Businesses, Investors 
and Job Creation_" 1 apologize for the delay in responding. 

Your questions involve issues on the application of the Volcker Rule to a11iliates 
of insured depository institutions, including commercial companies that own a thrift or an 
industrial loan company, as weU as all of me companies in which these covered entities 
may have a significant investment that makes the recipient of the investment an 
"affiliate." 

Since we are reviewing the options for the various issues presented in this 
rulemaking to implement the Volcker Rule, we cannot provide a definitive answer to 
your questions, which also were raised by certain commenters. Please be assured that we 
will carefully consider your questions in conjunction with our development of the final 
rule. Question 6 of the preamble of the NPR asked for comments on entities that should 
not be covered in the definition of '"'covered entity" in the proposed rule. 1 

The questions you raise present significant issues oflaw and policy that will be 
addressed in the final rule for the implementation of the Volcker Rule. Please let me 
know if you have further questions. You can contact me directly at 202-898-3888, or 
Alice Goodman, Acting Director, Office of Legislative Affairs at 202-898¥&730. 

------·············-····---
1 Id. at.68856. 

Sincerely, 

Martin J_ Gruenberg 
Acting Chairman 
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FEDERAL DEPOSIT INSURANCE CORPORATION, Washington. oc 20429 

OFFICE OF THE CHAIRMAN 

Honorable Gary Peters 
House of Representatives 
Washington, D.C. 20515 

Dear Congressman Peters: 

June4, 2012 

Thank you for your follow-up questions to the joint hearing of the Subcommittee 
on Capital Markets amt Government Sponsored Entities and the Subcommittee on 
Financial lnsiitutions and Consumer Credit of the House Financial Services Committee 
entitled ''·Examining the Impact of the Volcker Rule on Markets, Businesses, investors 
and Job Creation.'' 1 apologize for the delay in responding. 

Your questions concern whether foe agencies agree thal covered entities under the 
Volcker Rule might decrease market-making activity as a result of the Vokker Rule. In 
such a financial markets situation, you asked whether any such de-creases in liquidity 
would result in other parties providjng the requisite liquidity. Regarding such new 
market~making participants, you asked "what kinds of institutions do you expect wiH 
emerge to provide the liquid1ty necessary for well functioning markets, and what kind of 
regulatory scrutiny are those institutions subject to?" 

You also had questions which involve issues on the application of t11e Vokker 
Rule to affiliates of insured depository institutions, including commercial companies that 
own a thrift or an industrial loan company, as well as all of the companies in which these 
covered entities may have a significant investment that makes the recipient of the 
investment an "affiliate." 

Since we currently are reviewing the various issues presented in this mlemaking 
for purposes of the final rule, we cannoi provide a definitive answer to your questions, 
v.nich also were ra1sed by certain commentcrs. Note that question 83 as provided in the 
preamble of the NPR asked similar questions involvin? the impact on the "liquidity, 
efficiency, and price transparency of capital markets."· 

We agree that the issues you raise are important., and the agencies posed questions 
and requested corrunent on them. 1 can assure you that we will carefully consider your 
concerns and all comments received as we move fonvard in the final ruJemaking. Please 

I U a168870. 



Page 106 

let me know if you have further questions. You can contact me directly at 202-89&-3888, 
or Alice Goodman, Acting Director, Office of Legislative Affairs at 202-898-8730. 

Sincerely, 

Martm J. Gruenberg 
Acting Chairman 



(b )(6) ..... 
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FDll 
Federal DePOSit Insurance Corooratlon 
550 17th Strefil NW, Wasll!ngton, DC 20429 

Honorable Michael R Capuano 
Ranking Minority Member 
Subcommittee on Oversight and investigations 
Conunittee on Financial Services 
House of Representatives 
Washington, D.C. 20515 

Dear Congressman Capuano: 

June 25, 2012 

This letter is :in response to your request for infonnation during the testimony of Bret Edwards, 
Director, Division of Resolutions and Receiverships, on May 16, 2012, at the hearing entitled 
"Oversi ghi of the Structured Transaction Program" before the Subcommittee on Oversight and 
Investigations of the House Financial Services Committee. 

At the hearing you asked for an explai.1ation of the price paid by Rialto for its 40 percent equity 
interest in the two structured transactions with the Federal Deposit Insurance Corporation. 
Enclosed is a report prepared by the Federal Deposit Insurance Corporation's Division of 
Resolutions and Receiverships of the economic structure of those transactions and the price paid 
by Rialto. 

We hope that this infonnation is helpfuL If you have further questions, please do not hesitate to 
contact me at 202~898~8730, or Ike Jones, Legislative Attorney and Advisor, at 202-898-3657. 

Enclosure 

cc: Honorable Randy Neugebauer 

Sjncerely, 

I.____······· -

Alice C. Goodman 
Acting Director 
Office of Legislative Affairs 

Chairman, Subcommittee on Oversight and Investigations 
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Response to questions from the Honorable Michael E. Capuano 
by Bret Edwards, Director, Division of Resolutions and Receiverships 

Federal Deposit Insurance Corporation 

During the hearing, there were a number of questions regarding the fi11andal aspects of the 
structured transactions entered into by the FDIC with Rialto Capital Management (Rialto) and 
per the Committee's request, below we attempt to provide a simple and clear explanation of the 
economics of structured transactions generally and that deal in particular. 

For those unfamiliar with the FDIC's structured transaction program, it may prove useful to walk 
through a simple example to explain the economics of these transactions. Assume the following 
facts: 

Example l: Unleveraged transaction 

• FDIC as receiver inherits one severely delinquent loan '.Vith an unpaid principal balance 
(UPB) of$l00. 

• FDIC's financial advisor estimates an immediate cash sale of the loan would bring $40. 
(In other words, the loan would only be worth 40 cents on the dollar if sold immediately 
for cash) 

• FDJC as receiver forms an LLC and contributes the loan to an LLC in exchange for a 
l 00 percent ownershjp interest in the LLC. 

• FDIC offers to sell a 40 percent equity interest in the LLC (while FDIC retains 60 
percent). 

• The winning bidder in a highly competitive sale offers to pay $25 for the 40 percent 
equity interest and FDIC closes the saie. 

• The "Implied Value" of the Joan in the structured sale is based on the highest bid and is 
calculated to be $62.50, That is, if someone pays you $25 for 40 percent of something, 
then the value they are placing on the entire thing-in this case, a defaulted loan-is 
simply $25/.40, or $62,50. Note the FDIC as receiver is retaining 60 percent of the 
equity of the LLC, so by definition, its share is valued at $3750 (or $6250 - $25). 

• Given the FDIC's financial advisor's estimate of the loan's value in an imme<l.iate cash 
sale of $40, the FDIC achieves a much better return by putting this loan in a structured 
sale. Specifically, the FDIC will receive $25 immediately and is expected to receive 
$37.50 over time as the asset is worked wiihin the LLTC structure. This total of$6250 
compares very favorably to the $40 it was expected to have received had it sold the loan 
immediately. Indeed, it may be argued that the FDIC is statutorily required to engage in 
these transactions because they achieve ihc least loss resolution of failed bank assets (in 
this case, $22.50 additional return) that the structured sale vehicle provides; 

• A comparison of what the winning bidder paid to the UPB of this severely delinquent 
loan is misleading, First, suggesting that the winning bidder paid "25 cents on the 
dollar" for this loan ignores ihe fact that the winning bidder is only purchasing 40 
percent of the equity in the LLC. So by that measure, it is more accurate to state it paid 
25 cents on 62. 5 cents for its 40 percent share of the LLC. Second, the inference that 
any discount amount or percentage off the UPB constitutes a "sweetheart" deal ignores 
the fact that this loan is severely delinquent and thus by definition, is worth substantially 
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less than the UPB. Indeed, we would argue the winning bidder paid market value for its 
equity share of the LLC in a competitive sale and therefore there was no "sweethe.att" 
deaL 

• It is important to note that the likely value of the loan is greater than $62.50. Remember 
that each dollar of recovery in the LLC is split 60 percent/40 percent \\~th the FDIC. 
Hence, the winning bidder does not achieve a return of its initial investment until 
collections on the loan reach the $62.50 level. The winning bidder is betting that it can 
collect more than that and thus achieve a return on its initial investment of $25. 

Example 2: Leveraged transaction 

• FDIC as receiver inherits one severely delinquent loan with an UPB of $100. 
• FDIC's financial advisor estimates an immediate cash sale of the loan wouid bring $40. 

(In other words, the loan would only be worth 40 cents on the dollar if sold imme-diately 
for cash) 

• FDIC as receiver forms an LLC and contributes the loan to an LLC in exchange for a 
I 00 percent ownership interest in the LLC. 

• The FDIC as receiver then offers to sell a 40 percent interest in the equity portion of the 
LLC (while FDIC retains a 60 percent interest). 

• In order to induce greater competition for the structured sale, the FDIC offers leverage 
in the transaction, It docs this by inducing the LLC to pay for 50 percent of the assets 
the FDIC as receiver contributed to the LLC by issuing a note payable to the receiver. 
This allO\VS the winning bidder to put in half as much initial cash as it would in the 
unleveraged example. Importantly, tills debt must be paid back in full from the cash 
flow generated by the LLC before any equity distributions are made to the LLC 
members. 

• The winning bidder in a highly competitive sale offers to pay $12.50 for the 40 percent 
equity interest and FDIC closes the sale. Although the bidder paid only half the cash it 
would have an unleveraged deal, the implied value of the assets remain $62.50. 

• As above, a comparison of what the winning bidder paid to the UPB of this severely 
delinquent loan is misleading. First, suggesting that the \:Vinning bidder paid "I 2.5 cents 
on the dollar" for this loan ignores the fact that the v.inning bidder is only purchasing 40 
percent of the equity portion of the LLC, and that the equity portion is only 50 percent 
of the total capital of the LLC given the issuance of the purchase money note. So by 
that measure, it is more accurate to state it paid the equivalent of 12.5 cents on 3 I .25 
cents for its 40 percent share of the equity portion of the LLC. And as above. the 
inference that any discount amount or percentage constitutes a "sweetheart" deal 
ignores the fact that this loan is severely delinquent and thus by definition, is worth 
substantially less than the UPB. Indeed, we would argue as we did in Example #1, that 
the winning bidder paid market value for its equity share of the LLC in a competitive 
sale and therefore there was no "sweetheart" deal. 

The Specifics of the Rialto Deal 

In February 2010, the FDIC closed two Structured Transactions {LLCs) with Rialto. The two 
transactions were composed of 5,5 l l distressed acquisition and development (ADC} loans 
representing approximately $3.1 billion in UPB. These loans were severely distressed---Over 80 
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percent of the asset portfolio was greater than 150 days delinquent at the time of the sale. Hence, 
the market value of these loans was significantly lower than the UPB at the time of sale just as 
we noted in the examples above, Rialto paid the FDIC as receiver approximately $243 million in 
cash for a 40 percent equity interest in the two leveraged LLCs. The FDIC retained the 
remaining 60 percent equity interest, which had an implied value of approximately $365 million. 
Additiona11y, the LLCs issued approximately $627 million in purchase money notes to the FDIC 
as receiver, The FDIC competitively bid the equity interests in the LLCs with the sale 
notification being sent to more than 960 prequaiified bidders, and bid packages sent to more than 
57 potential bidders, 

Using logic similar to that outlined in the examples above, Rialto did not pay "8 cents on the 
dollar" for $3.1 billion in assets. In fact, Rialto paid approximately $243 million for a 40 percent 
interest of the equity portion of the LLCs. While Rialto manages the day-to-day administration 
of the portfolio, it does not realize a recovery on its equity interest until the LLC fully repays the 
purchase money notes. Rialto's purchase price for its equity interest is the basis for establishing 
the implied value of the loan portfolio as a whole. 

Similar to the definition of implied value outlined above, it is the sum ofRialto's equity interest, 
the FDIC's equity interest and the UPB of the purchase money notes at issuance. The implied 
value is calculated by adding the combined equity interests to the debt issued {which includes a 
guaranty fee of approximately $18 million payable to the FDIC) and then dividing the total by 
the UPB of the portfolio, The implied value of the loan portfolio ovmed by the LLCs as 
illustrated and calculated below is approximately 40.5 percent. 

When applying the purchase price defin1tion and calcula6on to the Rialto structured sale the 
following purchase price is achieved based on the structure offered for this sale which was l: 1 
debt to equity, 60 percent and 40 percent equity split to the FDJC and Rialto, respectively: 

Unpaid Principal Balance of ADC Loan Portfolio 
Rialto Bid to Purchase 40 percent Equity Interest 
Divided by Rialto Equity percent 
Total Implied Value of Equity ($243MMJ0.40=$608.6MM) 

Purchase Money Notes before guaranty fee (l: 1 debt/equity) 
FDIC Corporate Guaranty Fee (3 percent) 
Total Purchase Money Note 

Total Loan Portfolio Value based on Sales Price 
Portfolio Unpaid Principal Balance Sold 

Calculated Implied Value ($1.235B divided by $3.052B) 

$3,052,645,902 
$243.458~812 

4Q percent 
$60&,647,030 

$608,647,030 
$18,259.41 l 

$626_,906,441 

$1,235,553,471 
$3. 052.645.902 

405 percent 

While the implied value is 40.5 percent, the FDIC received approximately (i) $243 mHlion in 
cash upfront from Rialto for Rialto's equity jnterest in the LLCs, and (ii) $627 million in 
purchase money notes. Recoveries after the LLCs fully repay the purchase money uotes are split 
60 percent for FDIC and 40 percent for Rialto, 
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In order for Rialto to receive a return on its equity investment, the LLCs must recover in excess 
of $1.2 billion. The $1.2 billion consists of the LLCs repayment of the $627 million in purchase 
money notes plus $608 million in equity disbursements. The $608 minkm is derived by adding 
the approximately $243 million for Rialto's 40 percent equity interest and approximately $365 
million for the FDIC's 60 percent equity investment. Rather than 8 cents on the dollar; it is more 
accurate io say that Rialto paid approximately 24.3 cents on 60.8 cents for its 40 percent share of 
the two LLCs. 

In summary, Rialto paid market value for its interest in these loans in a highly competitive sale 
that is expected to achieve returns well in excess of those the FDIC would have achieved from an 
immediate cash sale of the loans. While the transaction initially realized an implied value for the 
portfolio of 40.5 percent of the UPB, the ultimate recovery Vv·i!t be determined over time based 
on the LLCs recovery on the loans. 
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June 26, 2012 

This letter is in response to your request for information during the testimony of Bret Edwards, 
Director) Division of Resolutions and Receiverships, on May 16, 2012, at the hearing entitled 
"Oversight of the Structured Transaction Program" before the Subcommittee on Oversight and 
Investigations of the House Financial Services Committee. 

At the hearing you asked for information on the participation of minority- and WQmen-o\vned 
businesses in the structured transaction and related programs. Enclosed is a report prepared by 
the Federal Deposit Insurance Corporation's Division of Resolutions and Receiverships that 
provides the information you requested. 

We hope that this information is helpful. If you have further questions, please do not hesitate to 
contact me at 202~898-8730; or Ike Jones, Legislative Attorney and Advisor, at 202-898-3657. 

Enclosure 

cc: Honorable Randy Neugebauer 

Sincerely, 

,__________,, 
Alice C. Goodman 
Acting Director 
Office of Legislative Affairs 

Chairman, Subcommittee on Oversight and Investigations 

Honorable Michael E, Capuano 
Ranking Member, Subcommittee on Oversight and Investigations 
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Response to questions from the Honorable Maxine \Vaters 
by Bret Edwards, Director, Division of Resolutions and Receiverships 

Federal Deposit Insurance Corporation 

Particiuation of Minority- and Wome ... -Owned Businesses in the FDlC;s Structured 
Transaction Program 

Investor Pre-Oualificati<m: 

General Prospective Bidder Pre~Qualification 

The FDIC initiated the structured transaction sales program in May 2008 and has entered into 32 
LLC transactions io date. Structured sales transactions are marketed only to individuals and 
companies that can attest to a minimum net worth and institutional investors that meet the 
definition of bank, savings and loan association, or other institution as defined by the St'.CUrities 
Act of 1933, broker dealers under the Securities Exchange Act of l 934, and investment 
companies, business development companies or private business development companies as 
defined by the Investment Company Act of 1940 or the lnvestment Advisors Act of 1940, as 
applicable. In addition, prospective investors must attest, represent, and warrant to additional 
criteria including their ability to evaluate and bear the risk associated with such transactions and 
also sign the Purchaser Eligibility Certification, If an entity attests to these requirements, contact 
information for the entity is sent to the financial advisor retained by the FDIC to conduct the 
sale_ 

As of May 31, 2012, 713 prospective bidders have been prc-qualifie4 to receive infomlation on 
security sales, including structured sales transactions. One hundred twenty-two mino:rity- and 
women-owned (MWO) firms have been pre~qualified comprising 17 percent of the pre-qualified 
investors. 

Asian 

I Black or African American 
1 

Native Hawaiian or 
Other Pacific Islander; 

HisplluicJLatlno 

Subtotal 
M 
F 

Subtotal 
M 

,f 

; Subtotal 

M 
F 

Subtgtal 
M 
f 

Subtotal 
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Woman or Entity Woman Owned Y 
N 

Subtotal 
Claimed Minority 
No Desi nation Provided 

Total MWOB Firms 

Transaction Specific Qualification 

All prospective bidders wishing to bid on a specific transaction, after performing due diligence, 
must be approved by the FDIC to bid on the transaction. In order to be approved, the prospective 
bidder must demonstrate adequate capital to close the transaction and have the ability to manage 
and service the assets in the structure. In many cases, bidders form c-0nsortia or ventures 
comprised of several capital investors together with firms that have the necessary skill sets to 
manage and dispose of the assets in the transaction. The complexity of the transactions and need 
for multiple sources of capital and expertise create opportunities for firms to create ventures to 
bid on the transactions. 

Tracking MWO Participation in Structured Transactions- 2010: 

Early transactions did not ask prospective investors to provide information on their status as a 
minority- or woman-ovmed business (MWOB). Beginning in May 2010, the FDIC's Division of 
Resolutions and Receiverships (DRR) began reporting on the status ofMWOB partkipation for 
individual transactions at key decision points: bidder qualification, bid submissions, and 
successful bids. In Sepiember 2010, DRR also began to collect MWOB information from 
investors, asset managers, and servicers pre-qualifying with DRR to receive announcements 
about upcoming structured transactions. 

ln response to investor feedback on the prior transactions, in late 2010 the FDIC announced that 
it would offer structured sales transactions with loan pools that were more geographicaUy 
focused and had smaller aggregate values than prior transactions. In fulfillment of this 
announcement, the FDIC created tbe Small Investor Program (SIP) Pilot Sale with loans of equal 
or better quality than the loans previously included in the multibank structured loan sales to 
increase the opportunity for participation by diverse bidders or consortia of bidders. 

Structured 81,l;~~;frogrnm Awareness: 

During 2010 and early 201 l, FDIC conducted outreach workshops for minority- and women
owned businesses and investors to educate firms on how to do business with FDIC and explore 
available opportunities, FDIC held eight workshops throughout the country. The FDIC sent out 
5,300 invitations that resulted in 887 RSVPs and 615 attendees at the workshops. The programs 
were designed to accurately reflect opportunities for contracting and participation in asset sales 
at the FDlC, including the SIP Pilot Program. Prior to the SIP sale. DRR and the FDiC's Office 
of Minority and Women Inclusion (OMWI) included information about the SIP pilot program in 
the workshops to give prospective investors, asset managers, and servicers more time and 
information to form investor groups capable of bidding on the sales. 
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In addition to the workshops, DRR and OMWI follow-up regularly with MWOBs on an 
individual basis and attend conferences to help MWOBs, many of whom are smaHer investors, 
understand the FDICs programs. 

Investor Match Program - September 2011: 

As a result of foe<lback from the workshops, the FDIC launched the Invt.>:Stor t.·tatch Program 
(IMP) in September 2011 to encourage all firms interested in bidding on FDIC asset sales 
programs, especially minority and women~owned businesses, the ability to share information on 
their companies with other like~minded firms, The IMP is based on an automated platform that 
allows companies to network with each other so firms may form ventures to bid on FDIC asset 
sales programs. The FDIC benefits from use of the program by allowing investors, asset 
managers, and servicers the ability to communicate with each other in an effort t.o more 
effectively compete in structured sales transactions. As of May 31. 2011, 176 pre-qualified 
investors have registered to use IMP and 60 of the investors (34 percent of the users) are 
MWOBs. 

Minority and Women-Owned Participation in Structured Sales Transactions 
Transactional Overview-2010-20lh 

The follov,.fog information rcvie\\'S the participation of MWO entities in Structured Transactions 
in 2010 and 2011. Winning bidder teams that include a MWO component regardless of size are 
identified, along with the MWO category and the role in the investment team. It is important to 
note that the following information tracks marketing efforts for all structured sale transactions 
since April 2010. In certain cases, FDIC chose to award the sale on a cash basis when both cash 
and structured sales options were offered. In other cases, pools were allowed to be consolidated 
into one LLC when the same investor was the successful bidder on mulHple pools. 

2010 

• Of 13 structured sale auctions from April 2010 through December 20 l 0, minority and 
women-0wned businesses participated in 38of146 (26 percent) applications, 21 of?l {30 
percent) bids. and 7of131 (54 percent} \Vinning bids. 

• Of the 7 winning bids, 4 include minority investors, 2 include minority asset managers, and 1 
includes a combination of minority- and woman-owned businesses as both lead bidder and 
asset manager. 

146 11 n 
• Only counts an app\!c&tinn once even though a bidder may qualify and bid multipk iiw:s. 
n Represents 11 combination minority and womun--0wncd business participation. 

1 Structured Transaction Sales may have no winning bids or multiple winning bids. 
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Winning MWO Bidders: 

Investor , 

Mariner RE Partners American Indian or l-::t\·sset Mana~gr , 
Alaskan Native l 

,_2_0_1~0--RA--D~-C---1-----i.l-fv-fa-rin_e_r_RE_P_art_n_e_rs_.l .. -~-l:-~kan-ri-can-N-~-.~-~-. :1-o-r -, Asset Manager , 

201 O-CADC-1 

: Male ' I 
. Lead Bidder,-Asset·--' 

Mana er 
20 I O-CRE-2 (SE 
Pool 

Hudson Asian Female 

. 20 l O-CRE-2 (W Colony Capital Black or African 
i Pool I American Male 

Investor 

2010-CR.£.2 (N ' Colony Capital Black or AfrlH'C.cawn~Jlffi;{;eS!st-Oiorr-
Pool American Male 
r---~--~-~~-+---------+-

20 l O-C/RADC-2 Colony Capital Black or African 
American Male 

2011 

: Investor 
i 

DRR completed nine competitive marketing efforts for structured transactions which had bid 
dates in 201 l (201 l-SlP-2 closed in January 2012}. Statistics from these auctions follow: 

• Of9 structured sale auctions during 2011, minority and women-owned businesses 
participated in 33of102 (32 percent) applications, 25 of 66 (38 percent) bids, and 5of10 (50 
percent} winning bids. 

• Of the 5 winning bids, 3 include minority in vcstors, 1 includes a minority as both lead bidder 
and asset manager, and 1 includes a combination of minority- and woman-owned business as 
both lead bidder and asset manager. 

* Only counts an application nnce even though a bidder may qualify and bid multiple times. 
** Represents a combination minority illld woman-owned business partidpatlon. 
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American Indian or 
Alaskan Native 
Male 

i 2011-SIP-1 (RA.DC) Hudson Asian Female Lead Bidder, Asset 

,_i -------t-------------<-- ------l_J\i_1_an_a&~L ...... -~~·-. 
Acom (Oaktree) 

2011-ADC-2 

2011-SIP-2 Mariner 

American Indian or : Investor 
Alaskan Native I 
Male • 
American Indian or · Investor 
Alaskan Native 
Male 
American Indian or 
Alaskan Native 
Male 

Lead Bidder, Asset 
\Manager 
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June 26, 2012 

This letter is in response to your request for information during the testimony of Bret Edwards, 
Director, Division of Resolutions and Receiverships, on May 16, 2012, at tJ1e hearing entitled 
"Oversight of the Structured Transaction Program" before the Subcommittee on Oversight and 
Investigations of the House Financial Services Committee. 

You asked for examples of the Federal Deposit Jnsurance Corporation funding loan 
commitments on acquisition, development, and constructions loans since 2008. Since 2008, the 
FDIC as receiver has funded over 1, 100 commitments for approximately $396 million. Enclosed 
is a detailed report prepared by the Federal Deposit Insurance Corporation's Division of 
Resolutions and Receiverships for the hearing record, 

We hope tbat this information is hclpfuL If you have further questions, please do not hesitate to 
contact me at 202-898.8730, or Ike Jones, Legislative Attorney and Advisor, at 202-898-3657. 

Sincerely, 

Alice C Goodman 
Acting Director 

-t 
Office of Legislative Affairs 

Enclosure 

cc: Honorable Randy Neugebauer 
Chairman, Subcommittee on Oversight and Investigations 

Honorable Michael E. Capuano 
Ranking Member, Subcommittee on Oversight and Investigations 
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Response to questions from the Honorable Lynn A. Westmoreland 
by Bret Edwards, Director, Division of Resolutions and Receiverships 

Federal Deposit Insurance Corporation 

FDJC Receivership Funding and Repudiation of Unfunded Loan Commitments 

As receiver for a failed institution, the Federal Deposit Insurance Corporation has a legal 
responsibility to maximize recovery for the benefit of depositors and creditors who may have lost 
money when the institution failed. In accordance with this responsibiHiy, the FDIC must 
carefully analyze any requests for funding construction projects as weU as evaluate the risks 
associated with the proposed transaction, to determine whether the funding will provide the best 
opportunity to achieve the highest possible recovery for the failed institution's estate. The 
FDIC's Division of Resolutions and Receiverships staff review each funding request on a "case
by~case" basis. If the advancement of funds for construction purposes will result in a net 
increase in the l.U1derlying collateral value or such funds will protect, preserve, or allow for build
out so that marketing of the real estate project can immediately begin, the FDIC as receiver may 
advance such funds. Since 2008, the FDIC as receiver has funded over 1,100 commitments for 
approximately $396 million. Attached is a summary of the loan fimdings by state. 

At times, the statutory responsibilities of the FDIC have a necessary yet unintended consequence 
of delaying funding of construction draws for builders and developers as our receivership staff 
determine the value and viability of the construction project as well as the companies \\'ho have 
pledged to repay those loans. In some instances, following a detailed review of the project plans, 
appraisals, and current financial information from the company and/or guarantors, the receiver 
will make the decision that continued funding of a project will not minimize losses nor maximize 
recovery for the receivership estate and thus, the receivership v.ill terminate funding on 
construction projects. 

The overarching goal of the receiver is to wind up the affairs of the failed financial institution. 
In order to achieve that goal, the receiver jg given the right under 12 U.S.C. Section l 82 l(e) to 
repudiate undertakings entered into by the failed financial institution where it finds such 
undertakings to be burdensome and where such repudiation win promote the orderly 
administration of the failed financial institutions affairs. 

Accordingly, our receivership management personnel work to achieve a balance between making 
financial decisions that are in the best interests of the receivership estate while being cognizant 
of business decisions that may have an adverse financial impact upon construction companies, 
real estate developers, and small business enterprises--and to those they employ. Immediately 
following the failure, the FDIC contacts the loan customers of the failed bank to stress the 
importance of establishing a banking relationship with a local financial institution that will be 
able to provide on-going traditional lending and financing, We are aware that at many locations 
around the nation, the depreciating real estate environment has made it exceptfonaHy difficult for 
many failed bank customers and business O\ltners in the construction industry to successfully 
transition their banking relationships in an effort to obtain new lending sources. Nevertheless. 
we must base our decisions regarding continued funding ofloans from a failed bank on our 
statutory duty to minimize losses and maximize recoveries for the failed bank receiverships, 

Attachment 
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FDIC Receivershi 
.. · < Fii:iled Financial Institution mou c 

Failed .Fmanctal lmrtitUtlan c Stlate Fund 
1st Centennial Bank Rerllanos CA $3,635.453 
1st Heritage Bank Newport Beach CA $301,062 
1st National Bank of Nevada Reno NV $54. 723,452 
Alpha Bank & Trust Alpharette GA $2,189,522 
AmeriBank Weli;;h WV $349.455 
AmTrust Bank Cleveland OH $14,543,336 
ANB Financial Bentonville AR $2tl030.895 
Bank of Clark County Vancouver WA $1.681,439 
Bank of the Commonwealth Norfolk VA $491,253 
Bank of Wyoming Thermopolis Wf $50,000 
Barnes Banking Company Kaysvme UT $250,000 
Broadway Bank Chicago IL $2,080,535 
Centennial Bank Ogden UT $45 
Citizens Community Bank Ridgewood NJ $21,070 
Colonial Bank Montgomeiy AL $2,974.274 
Columbian Bank & Trust Topeka KS $2,316,995 
Community Bank of Nevada Las Vegas NV $147,568 
Community Bank of West Georgia Villa Rica GA $794,628 
Corn Be!! Bank & Trust Pittsfield IL $53.593 
Corus Bank Chicago IL $15,212,20~ 
First Bank of Beverty Hills Calabasas CA $16,404.157 
Fifst Bank of Idaho Ketchum ID $461,824 
First Georgia Community Bank JacJi;son GA $27.000 
First Integrity Bank Staples MN $28,691 
FtrstCity Bank Stockbridge GA $2,.0.43,255 
Florida Community Bank lmmokalee FL $205,427 
Franklin Bank SSB Housion TX $27,001,080 
Freedom Bank Bradenton FL $49,598 
Haven Trust Bank Duluth GA $14,981,926 
Home Savings of America Little Falls MN $21,2.81,615 
Independent Banker's Bank Springfield IL $2,668,111 
IndyMac Federal Bank FSB Pasadena CA $30,994 
Integrity Bank Alpharetta GA $402,201 
Irwin Un!On Bank & Trust Columbus IN $6,055 
La Jo!!a Bank FSB La Jolla CA $M$,950 
MagnetBank Salt Lake City UT $118,882 
Main Street Bank Northville Ml $676,008 
Miami Valley Bank Lakeview OH $24,005 
Netbank Alpharetta GA $154,000 
New Frontier Bank Greeley co $255,039 
Ocala National Bani<: Ocala FL $85,093 
Republie Federal Bank Miami FL .. $115,971 ' 
Riverside Bank of the Gu!f Coast Cape Coral FL 6 $366,043 
Rock8ridge Commercial Bank Atlanta GA 2. $591,194 
Sanderson State Bank Sanderson TX 1 $62,000 
Security Pacific Bank Los Angeles CA 3 $767,361 
Security Savings Bank Henderson NV 7 $9,930.143 
Si!Ver State Bank Henderson NV 32 $10,783, 105 
Silverton Bank Atlanta GA 15-1 $158,302.965 
Tennessee Commerce Bank FrankHn TN 2 $255.697 
The Bank of Bonifay Bonifay FL 3 $43.635 
The Community Bank Loganville GA 7 $1,174,131) 
Union Bank Gilbert AZ 2 $393,260 
Warren Bank Warren Ml a $1,916,013 
Westsound Bank Bremerton WA 16 $11767,822 

Grand Total 1011 $396, 140.184 
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Dear Mr. Chairman: 
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July i3, 2012 

Thank you for the opportunity to respond to the questions submitted by Congressman Bill Posey 
subsequent to testimony by Richard Osterman, the Federal Deposit Insurance Corporation's 
Acting General Counsel; at the hearing on "Examining the Settlement Practices of U.S. Financial 
Regulators" before the Committee on Financial Services on May 17, 2012. 

Enclosed arc Mr. Ostennan's responses. If you have further questions, the Office of Legislative 
Affairs can be reached at (202) 898-7055. 

Enclosure 

Sincerely, 

_ ____,+-
Eric l Spitler 
Director 
Office of Legislative Affairs 

(b)(f:i) 
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Response to questions from the Honorable BiU Posey 
by the Federal Deposit Insurance Corporation 

Please provide the following data on your agency's settlement practices. Should your 
agency lack the authority to pursue erimh1al prosecutions, please tell me what referrals 
related to the questions posed y<mr agency has given to the Department of Justice and the 
outcome of those referrals. 

Ql: Number of criminal prosecutions pursued 
Q2: Number of convictions arising from those prosecutions 

A1&2: As you are aware, banks and their institution·affiliated parties who violate federal or 
state criminal statutes can be prosecuted by the United States Department of Justice (DOJ) or 
criminal prosecutors in tile various states. The FDIC has no authority to pursue criminal 
prosecutions against banks and bankers, but it does play an important role in ensuring that 
information about suspected crimes is brought to the attention of criminal prosecutors, as do 
other federal and state regulators. 

The FDIC has promulgated a regulation, 12 C.F.K Part 353, that requires an insured state 
nonmember bank to file a Suspicious Activity Report (SAR) when the bank detects a known or 
suspected criminal violation of federal law or a suspicious transaction related to a money 
laundering activity or a violation of the Bank Secrecy Act. SARs are filed with the Financial 
Crimes Enforcement Network (FlnCEN) of the United States Department nf Treasury. When 
FDIC examiners discover suspicious activity and the bank has not file<l a SAR, the FDIC will 
file a SAR with FinCEN. The FDIC 2011 Annual Report indicates that for the years 2009, 2010, 
and 2011, a total of 128,973, 126,098, and 125,460 SARs, respectively, were filed regarding 
open and closed FDIC supervised insured depository institutions. Of this total of 380,53 l SARs 
filed, 301 were filed by the FDIC and the rest by banks the FDIC supervises. Law enforcement 
SAR review teams, made up of DOJ attorneys and agents from the Federal Bureau of 
Investigation, access and analyze the data collected by FinCEN for purposes of pursuing criminal 
investigations and possible criminal prosecutions and refer cases for prosecution to the 
appropriate United States Attorney. 

While SARs are a critical tool in detecting and prosecuting crimes against financial institutions, 
they are only reports of suspected criminal activity, not evidence of a crime, Prosecutors at DOJ 
must decide whether to prosecute based on the facts; seriousness of the alleged crime, and 
available resources. Thus, while many SARs result in criminal prosecutions and convictions, 
many do not. While prosecutors may communicate informally with the FDIC in individual 
cases, any comprehensive statistics regarding prosecutions and convictions would have to come 
directly from DOJ. 

The Office oflnvestigations of the FDIC's Office oflnspector General (OIG) works closely with 
the supervisory side of the FDIC to identify and investigate financial institution crime, especially 
various types of fraud. The 010 works cooperatively with U.S. Attorneys throughout the 
country and those efforts have resulted in the prosecution of numerous individuals for financial 
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institution fraud and mortgage fraud schemes. Highlights of the cases pursued by tl1e OIG are 
detailed in its semiannual reports to Congress, which can be found on its website 
\VwwSdicig.gov under the ''Publications" tab, In addition, the folJowing is a summary of the 
volume and outcome of Office of Investigations• cases during and following the most recent 
banking crisis. 

Office of Investigations OpenJClosed Cases Statistics 
Fiscaf Year ending 9130 

2008 2009 2010 2011 2012" 
T ota1 Cases Opened 79 83 79 75 36 

Open Banks 41 33 23 36 25 
Closed Banks 26 36 43 30 10 

Tota! Cases Closed 53 48 38 52 34 

Judicial Actions 
lndictmentsilnformations 

Bank Officers/Directors 
Convictions 

Bank Officers/Directors 
Arrests 

123 
11 

103 
14 
44 

*First half of FY 2012, ending 3/31/12 

137 
17 

100 
14 
84 

169 
17 

109 
8 

98 

184 
23 
168 
25 
112 

53 
5 

46 
5 

27 

Additional infonnation regarding these investigative activities can be obtained from the FDIC 
Inspector General at (703) 562w2166. 

Q3: Number and amount of stipulated settlements (and the total amount of damages to 
which the settlement pertains 

A3: As FDIC witness, Richard Osterman noted in his May 17 testimony, with regard to open 
banks, most enforcement orders are issued based upon a stipulation with the respondent. From 
2007 through 2011, the FDIC issued approximately 1,000 Cease~and-Desist Orders, 3 77 
Prohibition Orders and 753 Civil Money Penalties (CMPs). To provide more detail on the Ctv1Ps 
assessed following the banking crisis of2008, we reviewed all CMPs issued from 2009 through 
2011. Excluding the CMPs assessed for inaccurate Home Mortgage Disclosure Act reporting 
and for Flood Disaster Protection Act violations, in 2009 the FDIC issued 33 CMPs with 
assessments totaling $1,371,500. In 2010, the FDIC issued 59 CMPs with assessments totallng 
$3,970,900. Finally, in 2011 the J:'DIC issued 49 CMPs with assessments totaling $14,566,500. 
With respect to consumer enforcement cases where there is evidence of significant consumer 
harm, the FDIC typically seeks restitution for the benefit of aggricve-0 consumers. During the 
period 2009 through 201 l, the FDIC issued 14 restitution orders against banks. Collectively, 
those orders resulted in $65 million of restitution for consumers. 

Q4; Number of compensation ('.Ommittees examined for impropriety 
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A4: \Vhlle the FDIC incorporates review of executive compensation as a matter of course in 
every safety and soundness examination, most of the financial institutions supervised by the 
FDIC are smaller community banks that do not have dedicated compensation committees. For 
these smaller institutions, executive compensation generally is addressed by the bank's board of 
directors or perhaps by an executive committee of the board. In examining for executive 
compensation, where the level of compensation does not match the duties and responsibilities of 
the office or is inconsistent with peer group comparison, FDIC examiners will further investigate 
the situation. Jn most cases where compensation irregularities are discovered, the institution will 
voluntarily address and correct the situation. In rare cases, the FDIC has been forced to pursue 
formal enforcement actions such as Cease-and-Desist Orders requiring correction and 
reimbursement of excessive compensation previously paid. 
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Honorable Spencer Bachus 
Chairman 
Committee on Financial Services 
House of Representatives 
Washington, D.C. 20515 

Dear Mr. Chairman: 
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July 16, 2012 

Thank you for your letter requesting the Federal Deposit Insurance Corporation review H,K 
4002, Improving Security for Investors and Providing Closure Act of 2011. 

Your letter asks that the FDIC address the impact of the proposed legislation on the Deposit 
Insurance Fund (DIF), the preferred treatment that certificates of deposit could receive from non
FDJC insured institutions, and the effect on depository institutions given that preferred treatment 
and Securities Investor Protection Corporation's more generous coverage than that afforded by 
the DiF. Enclosed are technical comments prepared by FDIC staff that identify a number of 
significant issues raised by the bill. 

Your interest in this matter is appreciated, If you have further questions, I can be reached at 
(202) 898-7140. 

Endosure 

Sincerely, 

Eric J. Spitler 
Director 
Office of Legislative Affairs 
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Technical Comments on H.R. 4002 
Provided by the Federal Deposit Insurance Corporation's 
Legal Division and the Division of Insurance and Research 

Chairman Bachus' letter requests information on the potential impact of H.R 4002 on the 
Deposit Jnsurance Fund (DIF), the preferred treatment that certificates of deposit (CD) could 
receive from non-FDIC insured institutions, and the effect on depository institutions given that 
preferred treatment and Securities Investor Protection Corporation's (SIPC) more generous 
coverage than that afforded by the DfF. 

Under current law and the FDIC's deposit insurance regulations, a broker-dealer, acting as an 
agent or fidl1ciary for iis customers, may place customer funds ln a deposit account in an FDIC
insured bank in the form of CDs. In the event of a failure of that FDIC~ insured bank, those 
customers would be entitled to "pass-through" deposit insurance coverage of up to $250,000 per 
beneficial O\vner if the account is set up correctly. If the broker-dealer does not satisfy the 
requirements for pass-through coverage, the account would he deemed a corporate account with 
a maximum of$250,000 in deposit insurance coverage. 1 

Under current law. funds of customers of a broker-dealer deposited in an agency or fiduciary 
account in insured depository institutions in the form of a CD are funds ov.med by customers of 
the broker-dealers placing them at these banks, The failure of the broker~dealer would have no 
direct impact on the status of these funds. They would still belong to the beneficial O\:\'llers of 
ihe account, i.e,, the customers of the broker-dealer. In the event of the failure of the insured 
depository institution, the provisions of the Federal Deposit Insurance Act and its implementing 
regulations would govern the amount distributed from the failed institution on the CD, again for 
the benefit of the beneficial O\'tner, regardless of whether the broker-dealer isa going concern or 
has failed. 

The language of H.R. 4002 relating to certificates of deposit, a term that is not defined, is 
ambiguous, so it is difficult to identify with any confidence the bill's possible impact on the DlF 
or insured depository institutions. A stated objective of the bill is to afford customers "vi th 
claims against a failed broker-dealer the opportunity to apply for a one-time payment from SlPC. 
(In a recent decision issued by the District Court for the District of Colwnbia, the court denied 
the SEC's petition to compel SIPC to commence a liquidation proceeding in conne<:tion v.'ith a 
"Ponzi scheme" perpetrated by Alan Stanford, involving "certificates of deposits" issued by his 
uninsured Antiguan bank. Essentially, the court concluded that the victims were not customers 
of Stanford's broker~dealer for purposes of Securities Investor Protection Act) Some nfthe 
questions that would need to be resolved include: 

1 In the event of the faJ !ure of an insured depository institution (!DI}, if the broker·dealcr presents the FDIC with 
records sufficient to detennlne the interests of the individual customers, deposit insurance is ptrid to the broker for 
distribution to Its customers whose fund;; were deposi1ed in the CD. To the extent there are uninsured funds in the 
account, the broker-dealer would receive funds from the liquidation ofthe failed lD!'s estate fur distribution to its 
customers, if such funds are available. 
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• Is it the intention of the bili to include certificates of deposit issued by insured depository 
institutions in the proposed SIPC claims scheme, notwithstanding their insured Status 
under the FD! Act? 

• Does the bill intend to extend deposit insurance to "certificatL~ of deposit" issued by 
financial institutions not insured by the FDIC,~. foreign banks and broker-dealers 
themselves? 

• Does the bill intend to alter SJPC's liquidation functions when a broker-dealer fails? It is 
our understanding that SIPC works to return customers' ca<>h, stock, and other securities, 
and other customer property to the customer when those customer assets are missing. 
1bus, if a customer's CD were missing, that is, not deposited in an FDIC-insured bank, 
the missing funds might be the subject of claim to be filed with SiPC and, under H.R. 
4002, an immediate, one-time only claim. 

In light of the ambiguity in the text and the concomitant questions .noted above, it is difficult to 
articulate the possible implications of extending SIPC insurance to foreign, non-FDIC insured 
bank CDs or to CDs issued by broker-dealers. 

Similarly, without further clarification, we cannot determine the impact, including any 
competitive impact, on the DIF, on insured institutions and, importantly, on the customers that 
purchase a CD from a broker-dealer. For example, it is not clear in what name or capacity the 
CD would be issued, such as whether it would be the broker~dcaler in an agency capacity or 
simply the broker-dealer. 
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FDICi 
Federal Oeoosit Insurance Corooration 
550 17th Street NW, Wash'ng!Cl'l, DC 20429 

Honorable Randy Neugebauer 
Chainnan 
Subcommittee on Oversight and Investigations 
Committee on Financial Services 
House of Representatives 
\Vashington, D.C. 20515 

Dear Mc Chairman: 

August 7, 2012 

Thank you for the opportunity to respond to the questions submitted by you and Congressman 
Westmoreland subsequent to testimony by Bret Edwards, the Federal Deposit Insurance 
Corporation's Director of Resolutions and Receiverships, at the hearing nu "Oversight of the 
FDIC's Structured Transaction Program" before the House Subcommittee on Oversight and 
Investigations on May 16, 2012. 

Enclosed are our responses. A copy was provided to Committee staff for the hearing record. If 
you have further questions, the Office of Legislative Affairs can be reached at (202) 898-7055. 

Enclosure 

Sincerely, 

Eric J. Spitler 
Director 

-t 
Office of Legislative Affairs 
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Response to questions from the Honorable Randy Neugebauer 
by Bret D. Edwards, Director, Division of Resolutions and Receiverships, 

Federal Deposit Insurance Corporation 

Qt: How can the FDIC verify that pursuing structured transaction sales wm maximize the 
return to the Deposit Insurance Fund? 

A 1: The verification is comprised of several components: analysis of perfonnance. evaluation of 
structured sale results compared to the estimated cash sale vaiue, and monitoring for compliance. 

During the structuring process for each LLC, the FDJC's financial advisor prepares an estimated 
cash flow projection for the pool of loans being conveyed to the LLC, including how the cash 
flows \\ill flow through the deal structure for distribution to the equity holders. These 
projections become the FDIC's baseline for subsequent monitoring of transaction performance. 
In the aggregate, for the 29 LLC transactions closed through September 2011, total projected 
equity distributions to the FDIC, as of March 31, 2012, are substantially in line with the FDJC's 
initial projections, with an approximate 0, l percent difference, 

Another mea"ure is the comparison of selling the loans in a structured sale versus a cash sale. 
The present value of the cash flows to the FDIC on the LLC transactions as of the respective 
closing dates is compared to the cash sale value to determine the dollar amount of the benefit to 
the FDfC from having entered into the LLC transaction. As of December 31, 2011, the 
aggregate present value of actual and projected LLC cash flows to the FDIC, as of the closing 
dates for each LLC transaction, was approximately $11 .7 bi1lion (or 472 percent of the initial 
unpaid principal balance (UPB)), compared to the cash sale values of approximately $7A billion 
(or 29.8 percent of the initial UPB). By this measure, the benefit to the FDIC of having entered 
into the LLC transactions instead of selling assets for cash is approximately $4.3 biHion (or 17.4 
percent of initial UPB). 

The managing members are reqllired by the LLC agreements to maximize return to the LLC. 
The FDIC monitors management of the portfolio and compliance with the agreements by 
reviewing monthly reports, reviewing actual pertotmance against consolidated business plans, 
and conducting site visitations on at least an annual basis. In addition, the FDIC utilizes an 
accounting contractor to perform closing and interim management reports and review and 
process monthly cash flow and account statements. 

Q2: 'Vhat discounts and financing does the FDJC provide to its private sector partners to 
facilitate structured transaction sales? 

A2: \\'hen the FDJC as receiver conveys assets to an LLC it receives as payment an of the 
equity interest in the LLC, as well as, in some cases, purchase money notes, The FDIC then sells 
a portion of the equity {typically 40 percent) to private sector partners. The LLC repays the 
purchase money notes over time from cash flow generated by the LLC, and the repayment of the 
purchase money notes is made prior to the members of the LLC receiving any equity 
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distributions. The FDIC does not offer any discounts, but rather conveys the assets to the LLC 
based on the market value of the assets. 

It is important to note that the managing member pays cash to the FDIC for its winning bid 
amount. The FDIC docs not finance the managing member's equity interest. 

Q3: Can FDIC managing partners use TARP funds to pur4.'.hase their equity interest in 
LLCs? 

A3: No buyers to date had received TARP funds. 

Q4: How many complaints has the FDIC recdved from borrowers whose loans have been 
transferred into structured transaction sales? 

A4: Of the more than 42,300 assets that the FDIC transforred into structured transactions, the 
FDIC has received a total of 181 inquiries from borrowers from June 2010 to the present 

QS: How does the FDIC manage complaints received from borrowers whose loans have 
been transferred into strueturcd transaction sales? 

A5: When the FDIC receives a borrower's inquiry, the foHowing steps are perfonned: 
• We determine if the inquiry is associated with a structured transaction; 
• We contact the borrower, usually via email; 
• The inquiry is assigned to an FDIC specialist, who contacts the acquirer of the loan to 

obtain and review the information that will address the borrovver's specific cnncems; 
• Following review and approval, a response is mailed to the inquiring party. 

Q6: How many complaints has the FDIC received from Members of Congress advocating 
on the borrowers' behalf! 

A6: From June 2010 to the present; the FDIC has received 80 inquiries from Members of 
Congress relating to borrowers whose loans were sold in structured transactions. 

Q7: How does the FDIC manage complaints received from Members of Congress 
advocating on the borrowers' behalf! 

A 7: A Congressional inquiry is handled similarly to a direct inquiry from a burrower described 
above. Inquiries are carefully tracked to assure a prompt response, The inquiry is assigned to an 
FDIC specialist, who contacts the acquirer of the loan to obtain and review the information that 
will address the borrower's specific concerns, Following confinnation that we have a signed 
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Privacy Act release from the constituent, a response is then prepared for the Member of Congress 
so they can provide a response to their constituent 

Q8: How many more structured transaction sales are in the pipeline? 

AS: There are currently several structured transaction sales in the pipeline, The first to be 
offered will be a Small Investor Program (SIP) sale from a single receivership, A multi
receivership offering is in the initial planning and development stages. The portfolio has not 
been finalized, but the sale is expected to include commercial real estate, acquisition 
development and construction and single family residential loans from 70 receiverships, It is 
expected that additional loans will be included from new receiverships, The sales are projected 
to bid in the fourth quarter and close before year~end. 

Q9: Is there an end date for the structured transaetion sales program? 

A9: No, there is no anticipated end date at this time, but frequency and volume is likely to 
diminish going forward, Nationally) through August 6. 2012 there have been 454 bank failures 
since the beginning of 2008, While still high, the current pace of failures is slowing. As of 
August 6, 2012, there have been 40 financial institution failures in 2012 compared to 63 failures 
at this same point last year. Additionally, a contributing factor that affects the structured 
transaction sales program is the type of resolution and the number of loans the FDIC retains. 

QlO: On what criteria will the FDIC judge the ultimate success of the structured 
transaction sales program? 

AlO: The transaction agreement term is generally seven years for commercial real estate and 
acquisition, development and construction loan sales, and ten years for single family residential 
loan sales. A.s such, the success of the structured transaction sales program cannot be c-0mpleteiy 
measured until termination of the agreements. An analysis of the overall recovery considering 
the costs of marketing and monitoring as compared to selling the loans in a cash sale will be the 
most meaningful way to judge the success of the program. The FDIC gathers substantial data 
throughout the course of these transactions so we '"viU have the ability to evaluate costs, 
recovery, and many other factors. 

QI l: Does the FDIC direct its private sector partners' approach to collecting outstanding 
debt on loans transferred into structured transactions LLCs? 

All: The transaction documents provide that the managing member service u.nd liquidate the 
assets in the way in which a prudent servicer would do, While the FDIC does not direct the 
collection efforts of the managing member, the FDIC has a monitoring process in place to ensure 
that the managing member and its servicer compJy with the terms of the Servicing Agreement 
and other transaction documents, If a servicer fails to comply ;,vith the servicing standard, the 
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FDIC has the right to put the managing member in default and, arnong other remedies, remove 
the servicec 

An example of servicing standards for loans secured by single-family properties is tJ1e 
requirement that the managing member implement a loan modification program consisting of 
either: (i) HAMP, (ii) the FDIC's mortgage loan modification program, or (iii) a managing 
member proprietary program that is approved by the FDIC 

Ql2; Why does Rialto seem to have a much higher number of Congressional inquiries 
regarding its practices than other managing members in the structured transaetfon sales 
program? 

A12: Of all structured transactions sold to date, Rialto is the managing member with the highest 
number of loans. ln addition, at the time of the sale, 89 percent were non-performing 
acquisition, development, and constrw;tion (ADC) loans, with many of the remaining loans 
expected to default prior to their maturity date due to collateral characteristics and type. Over 80 
percent of the loans were more than 150 days delinquent Many of the ADC loans have 
undeveloped land or vacant land as collateral, and it is difficult to restructure a loan with 
collateral that does not have a paymen\ stream. The large munber of ADC loans combined ·with 
the high percentage of delinquencies is a significant contributor to the number of congressional 
inquiries received by the FDIC. Since the structured transaciion sale, the number ofinquiries 
and the percent of these inquiries to total assets transferred to the LLCs is less than l percent. 
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Response to questions from the Honorable Lvnn \Vestmorcland 
by Bret D. Edwards, Director, Division of Resolutions and Receiverships, 

Federal Deposit Insurance Corporation 

Ql: Has the FDIC established a taskforce of independent experts to evaluate and submit 
recommendations on the high number of bank failures? 

Al: Certain internal and external groups are reviewing aspects of the re-eent banking crisis and 
have made or will make recommendations to the FDJC regarding changes to policies, programs, 
and deposit insurance. 

As of the end of June 2012, the FDIC's Office oflnspector General (OlG) had completed 96 
Material Loss Reviews (MLR), l l inwdepth reviews, and 141 failed bank reviews as required by 
statute. ln addition to those efforts, in May 2009, the 010 issued an internal memorandum that 
outlined the major causes, trends, and common characteristics of FDIC-supervised fimmc.ial 
institution failures that had resulted in a material loss to the DlF. That memorandum, in part, 
prompted the FDIC to make a number of process changes to its supervision program in order to 
more quickly identify potential issues in banks at risk of deterioration. In December 2010, the 
OIG published the results of an audit that identified (l) the aciions that the FDIC had taken to 
enhance its supervision program since the May 2009 memorandum, and {2) trends and issues 
that had emerged from subsequent MLRs. The OIG's report stated that the FDIC had either 
implemented or planned actions that substantially addressed its pre"iously reported MLR-related 
trends and issues and that would enhance the FDIC's supervision program. The report included 
additional recommendations, which the FDIC's Division of Risk Management Supervision 
agreed to implement. 

The OIG also has embarked on a comprehensive study of bank failures in accordance with Pub. 
L No. 112~88, which requires the study of bank failures and the effec1s of shared-loss 
agreements; examination policies associated with troubled loan.'>, appraisals, capital, and 
enforcement orders; and capital investment policies, The legislation also requires the 
Government Accountability Office to study the causes of bank failures since 2008, as well as 
similar topics that the OlG is addressing. 

Pursuant to the recommendations of a study of Prompt Corrective Action (PCA) by the banking 
agencies' Inspectors General, FDIC staff is e:xploring the feasibility of incorporating non~capitaJ 
triggers into the PCA framework. We also are studying how various risk factors should affect 
deposit insurance premiums. The FDIC's large insured depository institution assessment system 
was revised in April 2011 to better differentiate for risk and to better take into account losses the 
FDIC may incur should a large institution fail Similarly, staff is evaluating the smaU bank 
deposit insurance assessment system to determine if changes are needed to account for risk 
taking observed in the majority of smaller institutions that have failed in re\X."'Tlt years. 

In a related area, the FDIC is conducting a comprehensive study oft.he future of community 
banking, The study will review the last 25 years and address a variety of issues related to 
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community banks, including their evolution, characteristics, performance, challenges, and role in 
supporting local communities. More information on these studies will be available later this 
year. 

Finally, the FDIC established the Advisory Committee on Community Banking in May 2009 to 
provide the FDIC with advice and guidance on a broad range of critical policy i<>'Sues impacting 
small community banks, as well as the local communities they serve. The Advisory Committee, 
which is composed of a cross~section of community bankers fron:l across the country, has 
discussed issues related to the financial crisis, the bank resolution process, and the impact of the 
Oodd~Frank Act on community banks. 
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TRANSl\lfTTED VIA ELECTRONIC MA[L 

August 27, 2012 

Honorable Darrell Issa 
Chairman 
Commitice on Oversight and Government Refonn 
U.S. House of Representatives 
Washington, DC 20515~6143 

Dear Mr. Chairman: 

Thank you for your in1ercst in the federal Inspector General (ICJ) community. This lett~r 
responds to your Augm;t 3, 2011 lel1er. which highlighted the need tbr an JG' s prompt and 
frequent communication with the Congress and asked questions related to the specitk 
communication mechanisms of my oftice. Provided below are the answers to your questions. 

1. Since .January 1, 2009; have you issued any scven~day letters? If yes. please describe 
tile matters involved. 

The FDlC Office of Inspector General (01G) has rot issued any sevcH-day letters since 
January 1, 2009. 

2. Since January 1, 2009, have there been any serious or flagrant problems at your 
agency that were not reported to Congress? If yes, please describe the matters and 
explain why Congress 'vas not informed. 

Then: have not been any serious or .tlagrant problems at the FDIC that were nDt reported 
lo the Congress by the FDIC 010. 

3. Please explain what you and your staff understand section 4{a)(5) of the IG Act to 
require. 

l viev .. maintaining an active dialogue with the Congress to b:: on;; of my bask 
responsibilities as an Inspector General. The IG Act mandates that I keep the FDIC 
Chairman and the Congress fully a1~d currently infonned concerning fraud and other 
serious problems, abuses, and deficiencies relating to the administration of FDIC 
programs and operations: recommend co1Teclive action concerning such problems, 
abuses, and defo.:iencics: and report on the progress made in implementing such 
corrective action. This dual reporting responsibility is the framework under which IGs 
perform their functions. and serves as a legislmcd safety net tha1 prntects the Oiff s 
independence and objectivity and provides an avenue fur open and direct communication_ 

My office places a high priority on communicating with the Congress in a timely, 
complete, and high-quality manner. We have at our disposal and employ, as 
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circumstances warrant, a variety of tools to ensure effective, fall, und cmren! 
communications with the Congress. As discussed below. some of these tnols are 
specifically required by la'>V while other n:echanisms ha\e been cultivuicd over time to 

d;evdop and fosler these comrmm!cations. 

First, Section 5 of the IG Act sets forth very spt.'dfic rcquirerncnrn for each 10 10 foHow 
related to semiannual reporting. For each semiannual period ending March JI and 
September 30, n:y office produces reports that describe our audit, cvahmtioR ar:d 
investigation work related to FDIC programs and opcrniions, detail the status of the 
FDIC· s implemcnratmn of recommendati<ms for ccrrectrvc action, and highlight the 
statistical accotnplishmcnts of this work. My office lakes this reporting rt.'sponsihi1ily 
very seriously an<l spends the appropriatt' resources needed to deliver a ccrnprehensive, 
high-quality, and informative rcport every 6 momLs. 

Section 5 also provides for immediate reporting to the Congress. in the form of a "sevcn
day letter." As previously no1ed, I have not. to date, becorac awure of any partk:uk1r!y 
ser:ons or flagrant problems, abuses, or ddicit'Ttcies relating to tht adrninistration of 
FDlC programs aLd operations that would warrant :1y irnmediatc reporting to the FD1C 
Chairrna1;. and the Chairman's transmission of n "seven-day letter'' w the Congress 

AdditionaI!y, over time. my office has dc•:elopcd a set of congressional .:omrnunicaoon 
prQtocols io guide and foster its relationship with 1ht Congn:ss. i believe H1ese protocols 
set forth the type of rdationship that was c-n\isioncd by the requirements speHed out in 
section 4(a)(5) of the IG Act. Specifically. my office routinely communicates with both 
majority and minority 1caders1np and staff of the ccmmiHces and subcommittees 
overseeing FDIC and OJG programs and operations on matters of imponance. anJ us 
requested, wtll offer briefings or :esti(v on issues of interest to the commiHee <:md 
subcomn:ittcc leadership, 

Jn that n:gan.L l consider ihe mandated reviews, per Section 38(k} of the h:deral Deposit 
Insurance AcL thut my ofikc conducts on failed FDIC-supervised banks that caused a 
material loss to the Deposit Insurance Fund to be a 1n1trer ofimportance. A inateria1 toss 
review {tv1LR) asecri<lins why the bank failed and revk'ws the FDIC's supervision. Over 
the last 4 years, my office has completed 96 MLRs, As a matter of policy, my office sent 
the completed MLR reports to :be House and Senate Jeade1ship of the Financial Services 
and Banking, Housing, and lJrhan Atfairs Committees, respedively: the- Scnamrs 
representing the state where the failed institution's main ofiict' is located; and the 
Member oJ the Congress rcpres(;nting the dis1r:c1 of the foile>.i iJstitution' s main office. 
Jn additiQn. we shared with committee leadership u report, entitled Follow-up .-ludit o;· 
FDIC Superrfsion Program Enhance me ms {December 2010), in which we reported on 
the actions that the FDlC took iH re:;ponse to our f,,-1LR-related work and identified trends 
and issues that emerged from this comprehensive body of \VOtk. 

flLally, as ::ippropriak, we 1mcrnct directly with congressional staff to commuricate the 
results of audi1s and evaluations and, as needed, non-public information related to 
investigations; offor comments on legislation and regulations: and <li;,Ktiss areas of 
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interest \\·hereby the committee or subcommittee leadership could request a review of an 
FDIC progmm and operation. Should a committee nr subcommittee leader reque~t that 
:he OIG conduct a rcvicv.: <rn a particular issue, we \Vork with the stuff to 1,.,·nsurc 
undcrsianding of the request and generally brief the sraff m11hc h:&ults of work lx.~!hre 
that wmk is rnadc pubhc. We also respond to 1cquests from committee or subcommittee 
leadership for reports that have not )Ct been made publlcly available and respond directly 
to inquiries from Menihcrs nfthe Congress in a timely, thorough, and high-qualrty 
manm:r. Fin.ally, we routindy provide materials related to O!G fonding lo our 
appropriators and provide briefings and s1atcmcr:s for th;.' record. ns rcquesu.~d, 

Prior 10 1he financial crisis. m) office would routinely reach out to those committees and 
subcommittees overseeing FDIC program:> and operations and brief stafL on a bi-partisan 
basis, on our busim:ss plan for future audits and cvrt!uations, and our focus for 
irvestigativc work. A pr)mary purpose of :hest• briefings was to highlight recently 
completed \\\)rk and obtain feedback from tLe staff on the committees· areas of interests. 
These meetings: were extremely useful in focusrng d1c OIG's pnorities going forward. 
With the mandated tcviews noted ubcve by Sectinn 38(k) and a yem-lorg. 
co1nprcbcnsivc study on 1hc irnpacl of the failun: of :nsutcd depository institutions 
required by P.L. 112~88 (to be issued no later than January 3, 2012), we have had little 
opportunity over :he last 3 yca:is to condw.:! \vork outside of \vhat was required by htv,;, 
As the crisis~driven demand !ix our \vork has begun to decline. we arc currently 
undertaking a business planning eHbrl and plan to ubtain input from interested committee 
and subcornm1 ttee staff regarding areas of interest 'When the 113iti Congress convenes. 

Complementing the more i:>pccific mechanisms for corrnnunk:nling 'Nith 1he Congress discus:sed 
above, my office maintains a public website, :yy_w\.v.frli£Jg,gqy, \Vherc audit and evaluation 
reports, press releases related to criminal investigations. ;ind other imponam informatkn related 
to ihe 010 arc posted. We offer a subscription service on our website whereby congressional 
slaff and mctnbcrs of the public can subscribe to be notified when we post a J;xument 

l appreciate the opportunity w share my views on the importance of open, prompt und frequent 
communication with the Congress, and the professional, responsible m&nner in \vhich my office 
puts tbc mechanisms detailed in this letter into µrnctice 1o serve the needs of the Congress, We 
are also providing a copy of our response to th;,; Committee's Ran.king fvfowriry Member. n you 
need additional information, please foel free to Lontact me at (703} 562~2166 or 

(b)(6) lm rr Leslee Bollea. Congressional Relations Director, at (703} 562-631 ! 0r 

Sincrrelv 

(b)(6) ············ ..... ! _______ ___, 
Jon T Rymer 
inspector General 

j 
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Office of the Comptroll~r of the Currency 
Board of Governors of the Federal Reserve System 

Federal Deposit Insurance Corporation 
~~~~~~~~~~~~~~~~~~~~~~~~· 

September 11, 2012 

The Honorable Barney Frank 
United States House of Representatives 
Washington, DC 20515 

Dear Representative Frank: 

Thank you for your letter dated July 30, 2012, regarding the rulemaking by the Office of the Comptroller 
of the Currency, the Board of Governors of the Federal Reserve, and the Federal Deposit Insurance 
Corporation (collectively, the "Federal banking agencies") to revise their respective risk-based capital 
requirements. 

In your letter, you suggest that the Federal banking agencies coordinate the final risk-based capital 
requirements applicable to residential mortgage loans with the standards outlined in the final versions of 
the Qualified Mortgage (QM) and Qualified Residential Mortgage (QRM) rulemakings. You state that 
loans that meet these standards should be classified as "category l residential mortgage exposures" for 
purposes of the risk-based capital rules and should receive preferential risk weighting. 

In crafting the defmition of "category 1 residential mortgage exposures," the Federal banking agencies 
were mindful of the proposed standards for the QM and QRM and have requested comment from the 
public on all aspects of the proposed risk-based capital rules. Moreover, in Question 5 of the notice of 
proposed rulemak:ing titled "Regulatory Capital Rules: Standardized Approach for Risk .. weighted Assets; 
Market Discipline and Disclosure Requirements/' the Federal banking agencies specifically requested 
comment on whether mortgages that meet the QM definition (which has not yet been finalized) should be 
included in category I residential mortgage exposures. 

The Federal banking agencies will carefully consider all comments and suggestions on the proposals, 
· · · w to move forward with the rulemaking. 

SinJ!v ---l=- _(Ill@ 

( b )( 6) Thomas . urry Ben if!. Bemanke 
Chairman com ttei 

0 of the Com ol er of the Currency 
(b )(6) ··············· .......... - ·- -···· ---··· -

(b )(6) ..... . 

(b)(6)...... Martin J. Gruenber 
Acting Chairman 
Federal Deposit Insurance Corporation 

Board of Governors of the 
Federal Reserve System 
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Honorable Tim Johnson 
Chairman 
United States Senate 
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FEDERAL DEPOSIT fNSUAANCE CORPORATION, Washington. oc 20429 

September l 7, 2012 

Committee on Banking. Housing, and Urban Affairs 
Washington, D.C. 205 l 0 

Dear Mr, Chairman; 

Thank you for the opportunity to testify before the Committee at the June 6, 2012 hearing 
Implementing Wall Street Reform.· .Enhancing Bank Supervision and Reducing Systemic Risk 

Enclosed are my responses to the follow up questions you provided to complete the 
hearing record. Jf you have further questions or comments, please do not hesitate to contact me 
at (202) 898~3888 or Eric Spitler, Director of the Office of Legislative Affairs at (202) 898-7140. 

Enclosure 

Sincerely, 

Martin J. Gruenberg 
Acting Chairman 
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Response to questions from the Honorable Roger Wicker 
by Martin J. Gruenberg, Acting Chairman 

Federal Deposit Insurance Corpuratiun 

Section 165 of the Dodd-Frank Act requires certain nonbank financial companies and each 
bank holding company with total consolidated assets of $50 billion ur murc to periodically 
file a Resolution Plan, or ''living will/' for the cempany's resolution in the event of material 
financial distress or failure, and to report on the nature and extent of each company's 
eredit exposure$, In implementing this requirement, please explain: 

QI: Whether and to what extent the FDIC will compare Resolution Plans submitted by 
each institution to assess how many have identified the same issues in their plans and 
whether that might have systemic risk implications. 

Al: The FDIC's plan review process is designed to include a 'horizontal review· of certain 
identified topics expected to be addressed by each institution. This horizontal review includes an 
analysis of the strategies of each institution put forward for its material entities, as weH as the 
various resolution regimes (such as bankruptcy for holding companies. receiverships for insured 
depository institutions and administrations for foreign entities) under which the material entities 
will be required to be resolved, identified obstacles, related mitigants to those identified 
obstacles, and the assumptions upon which the institution relies to support the reasibility of those 
strategies. 

This comparative review will help to focus on key systemic issues that llave been raised in the 
industry domestically as well as globally, The review will include; 

• interconnections and interdependencies such as cross company bonowing, 
lending. or shared services; 

• the treatment and booking of derivatives, domestically and cross~border 
• the impact of qualifie<l financial contracts; 
• the ability to separate and substitute core business lines and critkal operations; 

and 
• the reliance on common global payment systems and financial market utiHties and 

infrastrnctures. 

Additionally, the comparative review and assessment wHl help to identify gaps and areas that 
may require further regulatory consideration and guidance in order to strengthen the oversight of 
systemically important financial institutions. 

Q2: To what extent regulators have ascertained the costs to the private sector of preparing 
Resolution Plans. (Has the FDIC considered asking each company to compile a cost uf 
assembling such a plan?) 
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Al: Each of the companies that were required to submit plans by July 1, 2012, expended 
significant resources in developing their resolution plans, representative of the seriousness placed 
on these plans and the challenges associated with a first time reporting requirement. In addition 
to the dedication of internal staff resources, many of these initial companies, which included the 
largest and most complex financial institutions. also hired external legal, acc-0unting, and general 
consulting firms to support their efforts. The FDIC has not asked each company to compile the 
total cost of assembling such plan. In conjunction with the 165(d) rulemaking, the FDIC 
developed some preliminary estimates of the hours that would likely be required to complete the 
initial plan submissions, which assumed an internal preliminary estimate of9,200 hours for an 
initial full report by the largest institutions and approximately half that amount for others. Once 
baseline plans are established, we would anticipate the burden to be substantially less in future 
years. These estimates did not include the cost of systems upgrades and other investments that 
firms may make in order both to comply \Vith the ongoing requirements and to better manage 
resolution risk 

Q3: \Vhether the FDIC intends to report to Congress or otherwise release any information 
about what the FDIC has learned as a rcs~lt of receiving such information. 

A3: Please see response to Question 2. 

Q4: \Vhether the FDIC expects that its review of the initial Resolution Plans will form the 
basis of revising the requirement for the institutions required to fife by .July 1, 2013. 

A4: Yes, we expect that the FDIC and the Federal Reserve Board {FRB) vim provide further 
guidance to those institutions that are required to submit initial plans by July 1, 2013, that will be 
informed by our review of the first submissions. These initial plans will inform the FD[C and 
FRB as to wbeiher the guidance provided to the firms needs further clarification, and which 
assumptions provided to the firms should be modified, Through a comparative review of the 
plans, we expect to identify the approaches which best address the intent of the resolution plan 
requirement and facilitate FDIC and FRB review. 

We also anticipate that guidance for those institutions required to file by July 1, 2013, may be 
modified beginning in the fourth quarter of20l 2 because of the nature of those firms relative to 
the initial filers, which included some of the largest and most complex financial institutions. 

Q5~ With respect to the FDIC's stated intention to resolve a failing financial institution by 
placing the top-tier holding company into the orderly liquidation authority and continuing 
to operate an of the subsidiaries, how, if at all, this approach should affect the content or 
direction of a Resolution Plan. 

A5: The "Living Wills" are the firms' plans to resolve themselves under the US Bankruptcy 
Code and therefore the plans should not be affected hy the FDIC's strategies for resolving the 
firms under Title II of the Do<ld~Frank A<:t 
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Q6: Whether the FDIC intends to report to Congress or otherwise release any information 
about what the FDIC has learned as a result of reviewing Resolution Plans. 

A6: 'The public portion of the plans are currently available to the public on our website and 
have been the subject of considt-'l'ablc analyst comment. 

Q7: Whether Resolution Plans will be used in enforcement actions. 

A7: The Resolution Plans arc not being sought for the purpose of developing or supporting an 
enforcement action. If, however, a situation arises in which a Resolution Phm (or a portion ofit) 
would constitute relevant evidence in an enforcement action, there is no prohibition on the FDIC 
or another appropriate federal regulator using it for that purpose. 

Q8: 'While the DoddMFrank Act does not appear to require that an institution make any 
part of its Resolution Plan public, federal regulations seem to permit an institution to 
prepare a public section (with the institution exercising its own judgment about what 
information is proprietary and should not be disclosed). Does the FDIC plan tu second
gucss those judgments? Docs it plan to issue any further guidance about the cuntent of the 
public section? 

A8: 12 CFR Part 38L8(c) sets forth the required elements of the public section of a resolution 
plan filed pursuant to section l 65(d) of the Dodd-Frank Act The FDIC intends to review the 
public section of each resolution plan for compliance with this subsection of the regulation. 
Based on this review, the FDIC's Office of Complex Financial Institutions may add to or amend 
one or more of the required elements. However, there are no specific plans to do so at this time. 

Q9: \Vith regard to the confidential portion of a Resolution Plan, wilJ the FDIC accord it 
the same degree of confidentiality that it accords reports of examination? If not, why not, 
and what degree of confidentiality would the FDIC extend to such information? How 
widely will the FDIC share a Resolution Plan with other banking regulators? 

A9: Yes, the FDIC \.Vill provide the Resolution Plans with the same level of confidentiality as 
accorded to reports of examination. Section 112( d)(5)( A) of the Dodd-Frank Act (I 8 U .S.C 
§5322(d)(5)(A)) requires the Federal Reserve Board and the FDIC to maintain the confidentiality 
of any data, information, and reports submitted under Title I (including the resolution plans 
prepared and submitted as required under section 16S(d) of the Dodd~Frank Act), and the FDIC 
fully intends to comply 1.vith that legal requirement. The FDIC has implemented security 
practices for the plans to ensure that we maintain their confidentiality consistent with applicable 
exemptions under the Freedom of Infonnation Act (5 U .S.C. 552(b)) and the FDIC's Disclosure 
oflnformation Rutes (12 CFR part 309). 

The FDIC will share the resolution plans with other banking regulators to the extent permitted by 
law. 
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Response to quc.stfons fn•m the Honorable Pat Toomey 
hy Martin J. Gruenberg, Acting Chairm•'tn 

'Federal Deposit Insurance Corporation 

When Congress passed the Volcker Rule provisions of the Dodd .. FrankAet, Congress 
intended to give regulators the authority to exclude venture capital funds from the 
definition of "covered funds." In a recent study, the FSOC recommended ''that Agencies 
carefully evaluate the range of funds and other legal vehicles that rely on the exclusions 
contained in section 3(c)(1) or 3(e)(7) and consider whether it is a1)propriate to narrow the 
statutory definition by rnle in some case..,." 

Qt. Do you agree that you have the authority and discretion to exclude venture 
capital funds from the definition of ''covered funds?" 

Q2. Do you agree that sound venture capital investments lead to jub creation and 
economic growth? 

Al & 2: Section 619(h)(2) of the Dodd-Frank Act defines the terms "hedge fund" and "private 
equity fund" as "an issuer that would be an investment company, as defined in the Investment 
Company Act of 1940 (15 U.S.C. 80a-l et seq.), but for section 3(c)(1) or 3(c)(7) of that Act, or 
such similar funds as the appropriate federal banking agencies, the Securities and Exchange 
Commission, and the Commodity Futures Trading Commission may, by ruJe1 as provided in 
subsection (b){2), determine." This definition, as written, would cover the majority of venture 
capital funds. 

As part of the Notice of Proposed Rulemaking (NPR), the agencies sought public comment on 
whether venture capital funds should be excluded from the definition of"hedge fund" and 
"'private equity fund" for purposes of the Volcker Ru1e. Jn Question :no in the NPR, the 
agencies ask: 

Should venture capital funds be excluded from the definition of "covered fund"? Why or 
why not? If so, should the definition contained in rule 203(1)-(l) under the [Investment} 
Advisers Act be used? Should any modifications to that definition of venture capital fund 
be made? How would permitting a banking entity to invest in slli'.h a fund meet the 
standards contained in section 13(d)(l)(J) of the [Bank Holding Company Act]? 

Sound venture capital investments, like other investment activities, can contribute to job creation 
and economic growth. ln conjunction with the development of the final rule, the agencies are 
reviewing public comments responding to the NPR, including comments on Question 310 related 
to venture capital funds. The agencies will take these and all comments into consideration in the 
development of the final rule. 
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Response to Questions from the Honorable David Vitter 
By Martin J. Gruenberg, Acting Chairman. 

Federal Deposit Insurance Corporation 

Ql: On December 31st, Section 343 of the Dodd-Frank Act, addressing unlimited FUIC
insurance coverage for non-interest bearing transaction accounts, is scheduled to sunset. 
As you know this section was based upon the FDIC ts Transaction Account Guarantee 
Program. Whether or not TAG is extended through the end of the year, ii is clear that this 
type of supernatural government involvement cannot be maintained indefinitely. Can you 
advise the Committee whether any alternatives exist, or which are under consideration by 
the FDIC, that would instill the confidence our small businesses and our foc:al governments 
need to avoid having to pull payrolJ or transaction accounts from their local community 
hanks since each Friday it seems that these folks read about some local bank being put on 
the FDIC's receiverships list? 

Q2: What precisely has the FDIC done to foster the development of private sector 
solutions to TAG? 

Al&2: From the FDIC's standpoint, the most effective action that bank regulatory agencies can 
take to maintain the confidence of small business and local govemment depositors in their 
community banks is to ensure that these banks strengthen their capital and liquidity positions. 
To the great credit of community banks, with the encouragement of hank examiners, they have 
significantly strengthened their capital and liquidity over the past several years. As of June 
2012, the average leverage capital ratio for banks with less than $1 billion in assets was 10.3 
percent, almost exactly what it was at the end of 2007, when it was 10.4 percent, and more than 
it was at the end of 2002, when it was 9.6 percent As of June 2012 the average ratio of short
tenn assets to shorHenn liabilities for commercial banks with less than $1 biHion in assets was 
105.7 percent, compared to 84.7 percent at the end of 2007 and 86.7 percent atthe end of2002. 
These actions by conununity banks to increase their capital and iiquidity are, in fact, a strong 
private sector response to the issue of maintaining confidence. 
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Response to questions from the Honorable SberrQd Brown 
by Martin .J. Gruenberg, Acting Chairman 

Federal Deposit Insurance Corporation 

During the June 6111 hearing, Mr. Gruenberg agreed that "historically, including to the present 
day, the biggest risk of banking is the lending activity that is inherent to the banking process." 

In testimony before the Subcommittee on Financial Institutions and Consumer Prott~tion on 
May 9111

, the former Chief Economist of the Senate Committee on Banking, Housing, and Urban 
Affairs stated: 

"In a rema1kably understated 2007 annual inspection report on Citfgroup, the Federal Reserve Bank of New 
York observed that '[m]anagement did not properly identify· and assess its subprime risk in me COO 
trading books, leading to significant losses. Serious deficiencies in risk management and controls. were 
identified in the management of Super Senior COO positions and other subprime-reiated traded credit 
products.' By the end of2008 Citigroup had \\Titten offS38.8 bHlion related to these positions and to ABS 
and CDO securities it held in anticipation of constructing additional CDOs." 

Testimony of Marc Jarsulic, Chief Economist, Better Markets, Inc., before the Senate Committee 
on Banking Housing and Urban Affairs Subcommittee on Financial Institutions and Consumer 
Protection, "Is Simpler Better? Limiting Federal Support for Financial Institutions" 9, May 9, 
2012, 

According to accounts of the hearings held by the Financial Crisis Inquiry Commission, two 
witnesses agreed that CDOs were responsible for Citigroup's financial difficulties: 

"{Former Citigroup chief executive Charles] Prince ultimately blamed much ofCiti's problems on CDOs, 
which he said were complex and entirely misunderstood, He said the company, its risk officers, regulators 
and credit rating agencies believed CDOs were low-risk activities. As it turned out, they resulted in $30 
billion worth oflosses ... 

"[Fonner Comptroller of the Currency Johnj Dugan, too, put much of the blame on CDOs, partly as a way 
of defending his own agency. He said the bank, which the Office of the Comptroller of the Currency 
oversaw, did not damage 1he holding company, while Citi's securities broker-dealers, which managed the 
COO.s and were overseen by the Seairities and Exchange Commission, were at fault 

'The overwhelming majority ofCiti's mortgage problems did not arise frnm mortgages originated hy 
Citibank,' Dugan said. 'Instead, the huge mortgage losses arose primarily from the co!Jateralized debt 
obligations structured by C!tigroup's securities broker-dealer with mortgages purchased from third 
parties,"' 

Cheyenne Hopkins, No One Was Sleeping as Citi Slipped, AM.BANKER, Apr. 8, 2010. 

Ql: DQ you agree with the New York Fed, the former Comptroller of the Currency, the 
former Chief Economist of the Senate Banking Committee, and the former CEO of 
Citigroup that CDOs were a substantial cause of Citigroup's financial difficulties in 2008, 
resulting in significant support from the federal governmentt including capital injections 
from the Treasury Department, debt guarantees from the FDIC, and loans from the 
Federal Reserve? 
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Al: Without getting into the specifics with respect to Citigroup, 1 agree that CDOs and otht.'f 
model*driven, structured products played a substantial role in the most recent crisis. Many banks 
viewed the creation of these products as a means to fund lending activities and shift credit risk 
off balance sheet Unfortunately, as these products continued to develop, they resulted in 
untenable concentrations of systemic risk and leverage in products that, by their very nature, 
lacked transparency. The popularity of these instruments as investment vehicles .increased 
dramatically as the senior-most tranches received the highest investment-grade ratings, and their 
coupon rates dramatically exceeded the steadily declining Federal Funds and U.S. Treast1ry rates. 
The high investor demand for CDOs placed considerable stress on banks and non~bank mortgage 
brokers to underwrite the significant volume of mortgages that ultimately backed the CDOs. 
This resulted in t.he wcakt.'11ing of undeJV.triting standards and the issilance of poorer quality 
CDOs. 
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Response to questions from the Honorable Richard Shelby 
by Martin J. Gruenberg, Acting Chairman 

Federal Deposit Insurance Corporation 

Q1: You testified today that small bankers have told the FDIC that compliance with the 
escrow account requirement in Dodd-Frank could be so costly as fo be prohibitive, and tliat 
they would cease originating mortgage loans for their customers. \Vhat specific 
recommendations have you given the Bureau as it develops the final rule implementing the 
Dodd~Frank escrow requirements? 

Al: As you know, the FDIC is the primary federa1 regulator for the nation's small community 
banks. My staff engages frequently with community banks in roundtables around the country to 
be certain that we understand how regulatory changes affect them and to listen to their concerns. 
We know that in many rural and underserved areas, community banks are the primary source to 
meet the financial services needs in tlmse communities. 

We understand that the Dodd-Frank Act's mandatory escrow accounts do not apply to all 
mortgage lending. The requirement does not apply to market-rate loans that are not insured by a 
government agency, unless state or federal law provides otherwise. 1 Additionally, the Dodd
Frank Act allows the Bureau to exempt banks and other lenders operating in rural or undcrserved 
areas from the escrow requirements. 

Prior to the implementation of the CFPA (Consumer Financial Protection Act of 2010) and the 
Consumer Financial Protection Bureau's start-up date, the Federal Reserve Board issued a notice 
of proposed rulemaking that would amend the existing escrow rule to reflect the Dodd-Frank Act 
changes.2 As of July 2 !, 2011, this proposal became a CFPB proposed rule. 

The proposed rule contemplated an exemption for creditors in rural and underserved areas. We 
have shared with the CFPB the feedback we have received from community banks, particularly 
those in rural areas, regarding the banks' concerns about the impact of the proposed escrow rule, 
and we have suggested that the Bureau exempt from the escrow requirement all banks that 
operate predominantly in rural areas. 

We will continue to explore options to improve the examination process for community banks 
while preserving the benefits of appropriate regulation that ultimately will serve the interest of 
lenders, consumers, and the economy as a whole, We will continue to ofter to the Bureau the 
perspective we bring as a result of our commitment both to the health and continued vibrancy of 
small community banks and to the needs of the customers they serve, 

Q2: Mr. Gruenberg, in a recent speech you said that the failure of a systemically 
important financial institution will likely have significant international operations and that 

l 15 u.s.c. !639d(b) 
1 76 Fed. Reg. 11598 (March 2, 2011), proposjng amendments to Regulation Z, l1 C.F.R. l026.35(b)(3). 
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this will create a number of challenges. What specific steps have been taken to improve the 
cross-border resolution of a SIFI? 

A2: The following specific steps have been taken to improve the cross-border resolut.ion of a 
SIFI: 

• Identifiyation of Priority Jurisdictions: The FDIC has conducted a series of"heat map" 
exercises -;.vith respect to the global footprint of U.S. SIFis to identify the priority 
jurisdictions and regulators for cross-border coordination in connection with crisis 
management, recovery and resolution planning, and implementation. Based on the on
balance sheet and off-balance sheet infonnation reported by each of the top eight U.S. 
SIFJs, the FDIC has identified 12 priority jurisdictions that are host to over 97 percent of 
the total reported foreign activities of the top U.S. SIF!s. Of these 12jurisdktions, over 
90 percent of the SIFis' total reported foreign activities are in two jurisdictions, the 
United Kingdom and Ireland. The FDIC is conducting robust outreach in these priority 
jurisdictions, 

Jurisdictional Survey: In addition to these heat mapping exercises, the FDJC is 
conducting a survey on the legal and regulatory regimes in the priority jurisdictions. The 
survey assists us in identifying the obstacles to effective cross-border resolution and 
cooperation and the coordination measures we may take with follow regulatory and 
resolution authorities to mitigate such obstacles. 

• Panicipation in Crisis Management Group Meetings: Under the auspices of the Financial 
Stability Board, the FDIC and its U.S. and non-U.S. banking regulatory authority 
colleagues are working in Crisis Management Groups on recovery and resolution 
strategies for each of the global systemically important financial institutions identified by 
the G-20 at their November 4, 20 l l meeting. The work of these Crisis Management 
Groups, consisting of both home and host authorities, is intended to enhance cross-border 
institution-specific planning and cooperation for a possible resolution, should it become 
necessary. The work also allows regulators to identify impe-diments to a more effective 
resolution based on the unique characteristics of a particular financial company and the 
jurisdictions in which it operates. 

Q3: In your view, what additional steps must be taken with respect to the crnss-hordcr 
resolution of a SIFI? 

A3: Jn our view, the following additional steps must be taken with respect to the cross-border 
resolution of a SIFL 

• Dialogues with foreign resolution counterparties must continue. Many jurisdictions are 
in the process of amending their resolution regimes and we are following these 
developments with great interest 
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• As jurisdictions develop resolution strategies for their respective SIFis, we must 
understand their impact on the U.S. operations. 

• The FDIC is in the process of understanding the usage of financial market utHities hy 
each SIFI and the impact of a SIFT's entry into Title II receivership on its membership 
and processjng ammgements with financial market utilities. 

• Through the review of the Title l resolution plans or "living wills" and enhanced heat 
mapping exercises, the FDfC will gain transparency on the location and usage of each 
SIFI's data and profit centers. as well as location where liquidity is concentrated. 

• The FDIC is working with fellow regulators in detennining the extent of infonnation 
\vith respect to each SIFI that may be shared on a confidential basis v.'1th other resolution 
authorities in connection \vi th our cross-border coordination efforts on crisis 
management, recovery and resolution planning, and implementation. 
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Response to questions from the Honorable Tim .Johnson 
by Martin J. Gruenberg, Acting Chairman 

Federal Deposit Insurance Corporation 

Ql: In recent testimony on the trading loss by JP Morgan Chase & Co. (JPMorgan), you 
stated that the FDIC's "discussions have also focused on the quality and ronsistency of the 
models used in the CIO as well as the .approval .and validation processes surrounding 
them.'' What have you learned about the quality and consistency of the models and tbc 
.approval and validation processes at JPMorgan? 

Al: The FDIC continues to work with both OCC and Federal Reserve staff to review the models 
used in JPMorgan Chase's CIO unit for the assessment of risk associated with that unit's credit 
hybrid's business. This review has focused on an assessment of the JPMorgan Chase's VaR 
methodology and the identification of any weaknesses in the fmn 's processes and procedures for 
model governance, validation, and controls. This evaluation is ongoing and the FDIC does not 
publicly disclose regulators• findings. 

Q2; You have stated that your agency is in the process of internally reviewing the 
transactions, including identifying any "potential gaps within the firm's overall risk 
management." Mr. Curry has additionally stated that the Office of the Comptroller of the 
Currency (OCC) will be assessing how it can improve supervisory processes at the OCC. 
What gaps have you identified at the bank and as supervisors? 

A2: Along with the OCC and the Federal Reserve, the FDIC continues its evaluation of the CIO 
portfolio, its governance structure, and the results of the work perlbrmed by JPMorgan Chase's 
internal investigation, The finn has identified major gaps in several areas within the ClO 
business line that contributed to the losses incurred. The primary areas of focus for the firm 
include the CIO trading strategy, VaR methodology and model govemance, strength of risk 
management, and the CiO limit structure/escalation process. 

Q3: You also siated in ~ent testimony, that the FDIC has added tem1mrary staff to assist 
in its review. How many staff members have been hired, and do you have any updates on 
the FDlC's review? 

A3: The FDIC has a permanent staff of four professionals onsite at JPMorgan Chase. Three 
additional FDIC staff members have been engaged to focus on the analysis ofClO related issues 
in addition to the analytical support of other FDIC examiners on an ad hoc basis, 

Q4: At the Committee's hearing where Jamie Dimon, Chairman of the Boa:rd, President 
and Chief Executive Officer of JPMorgan testified, Mr. Dimon indicated that while the 
company has a compensation dawback policy in place, that authority has not been 
exercised. For the largest banks that benefit from the S2SOtOOU deposit insurance 
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guarantee, are you aware of any baDk exercising a clawback or compensation when major 
mistakes are made? Is it important for Boards of Directors of a large bank to utilize their 
clawback authority to deter other employees from making the same mistakes,, and (orrcct 
some of the misaligned pay incentives we saw leading up to the recent financial crisis? 

A4: JPMorgan Chase announced during its second quarter earnings release that the firm 
intended to claw back compensation from ClO managers in London responsible for the CTO 
Synthetic Credit Portfolio. These employees were terminated without a severance or 2012 
incentive compensation and the firm imposed the maximum claw back amount ofnvo years of 
annual compensation. In one instance, an employee volunteered the claw back; and aH claw 
back decisions were reviewed by JPMorgan Chase's Board of Directors. A finn's board of 
directors should be involved in the application of claw back provisions; and in the JPMorgan 
Chase situation, it appears that senior management took action without prompting from the 
Board. 
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FEDERAL DEPOSlT INSURANCE CORPORATION. Was<:tngton, DCZ0429 

OFFJCE OF THE CHAIRMAN 

Honorable Spencer Baucus 
Chairman 
Committee on Financial Services 
House of Representatives 
Washinr,,'l:on, D.C. 20515 

Dear Mr. Chairman: 

October l, 2012 

Thank you for the opportunity to testify before the Committee at the June 19, 2012 
hearing "Examining Bank Supervision and Risk Management in Light of JPMorgan Chase's 
Trading Luss." 

Enclosed are my responses to the follow up questions from you and Congressman 
Leutkemeyer to complete the hearing record. 

If you have additional comments, please feel free to contact me at (202) &98-3888, or 
Eric Spitler, Director, Office of Legislative Affairs, at (202) 898~ 7140. 

Sincerely, 

(b)(6) - - 1 ..... -__________ ___.I 
LJ, mmmm(b)(91 

Enclosures 

Martin J, Gruenberg 
Acting Chairman 
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Response to questions from the Honorable Spencer Buucus 
by Martin J. Gruenberg, Acting Chairman, 

Federal Deposit Insurance Corporation 

Qt: Does the Dodd-Frank Act end "Too Big to Fail"? If so, why could former Kansas City 
Federal Reserve President and current FDJC Acting Vice Chairman Thomas Hoenig say in 
December 2010 that "the five largest financial institutions arc 20 percent larger than they 
were before the crisis. They control $8.6 trillion in financial assets - the equivalent of 
nearly 60 percent of gross domestic product. Like it or not, these firms remain too big to 
fail?" 

Al: The absence of effective alternatives to merging large, failing firms \vith other large 
financial organizations during a financial crisis created a system with more asset concentration 
and larger banking and other financial companies. In March 2007, the 10 largest insured 
depository institutions (ID Is) and their affiliates had about 49 percent of totai IDI assets - this 
has grown to 52 percent today, Further, the four largest ID[s and their affiliates had about 38 
percent of industry assets in 2007, as compared with 45 percent h1day. 

The Dodd~Frank Wall Streel Reform and Consumer Protection Act (Dodd-Frank Act) provides 
tools and powers that were not available during the crisis to end too~big-to-foiL Specifically. the 
Dodd~Frank Act: 

• Requires large bank holding companies to prepare resolution plans or living wms that 
would allow for the orderly resolution of the company under the bankruptcy code; and 

• Provides the FDIC new authority to place a bank, its holding company, and affiliates into 
an orderly resolution process if it is determined that the company cannot be resolved 
under the bankruptcy code without severe disruption to the financial system. 

The FDIC will use these newly~available tools as necessary to ensure that the largest financial 
companies can successfully be resolved without significant adverse effects on the financial 
stability of the U.S. 

Q2: Some have used JPMorgan's trading loss to argue that we should not permit insured 
depository institutions to engage in the kinds of activities that produced that loss, such as 
the purchase and sale of credit derivativest on the grounds that such activity is "too risky." 
Yet there is also general consensus that the recent financial crisis was largely caused by 
poor underwriting of residential and commercial real estate loans - banks' "bread~and~ 
butter" business - which suggests that focusing banks on their traditional lines of activity 
would not necessarily make them safer. Don't we need banks to take risks if we are going 
to have a dynamic market economy in which job creators can access the capital they need 
to establish and grow their businesses? In light of that, what do you make of calls to "de
risk" the banking system? 
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A2: As financial intermediaries, banks need to effectively manage risk to operate successfully 
and serve the needs of businesses and consumers. Banks support our economy with credit and 
depository services and play a critical role in the expansion of commercial enterprises that create 
jobs. Financial institutions facilitate economic growth and commerce by lending to creditworthy 
borrowers, providing payment systems and deposit services, and properly managing on- and off
balance sheet positions, 

The federal banking supervisors have long supported strong risk management processes that 
enable financial institutions to better manage their organizations and mitigate unexpected losses. 
As you point out, myriad causes were behind the recent financial crisis. A central theme was the 
lack of effective risk management at many insured institutions and unregulated non-bank 
entities, Poor credit unden\Titing and outsized concentrations of real estate loans precipitated 
nwnerous bank failures and a rapid weakening of the economy and financial system generally. 
Furthermore, losses related to trading and hedging positions reinforced the need for carefi.u risk 
taking. implementation of effective policies and exposure limits, strong controls and 
management infonnation systems, and appropriate capital support Since the crisis began, the 
FDIC has worked closely with banks to improve risk selection and management processes, 
address concentrations of risk., and strengthen earnings, capital, and liquidity. 

In response to your question about "de~risking" the banking system, we believe that prudently 
controlled risk taking is an integral part of financial intermediation, Financial institutions, which 
are vital to our economy, should fully understand and control various exposures wllBe 
minimizing undue concentrations that can cause significant losses. Regardless of an institution's 
size or business strategy, risk taking must be well managed v.ithin a robust policy and risk 
management framework that promotes safe-and~sound operation. 

Q3: There is general agreement that our financial system was far too complex in the years 
leading up to the financial crisis, which led to risks being hidden from the view of the 
regulators and even from the boards of directors and management of the firms taking the 
risks. Yet the policy response to the crisis- the l,300wpage Dodd*Frank Act with its 400 
new Federal regulations - has only made the system more complex and providt;d more 
opportunities for clever industry lawyers to game the system. \:Vasn•t flodd~Frank a 
missed opportunity to simplify our system and rationalize our financial regulatory 
structure? How would you recommend wt go about creating a system that is less complex? 

A3: The Dodd-Frank Act enacted reforms intended to address the causes of the recent financial 
crisis, Foremost among these reforms were measures to curb excessive risk taking at large, 
complex banks and non-bank financial companies where the crisis began. Title f of the Dodd
Frank Act includes new provisions that enhance prudentia1 supervision and capital requirements 
fur systemically important financial institutions (SIFis), while Title H authorizes a new orderly 
liquidation authority that significantly enhances the ability to resolve a failed SIFT without 
contributing to additional financial market distress. 

The FDIC is aware of concerns that the complexity of banking statutes and associated oversight 
processes are having an unintended effect on financial institutions. 
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The FDIC is committed to an effective regulatory process that is not needlessly complex arid wiU 
support efforts to address the appropriateness of current requirements. As part of our 
implementation of the Dodd~Frank Act, we are updating, streamlining, or rescinding certain rules 
to comply \\'1th the statute. We also are sponsoring a Community Bank Initiative during 2012 to 
further our understanding of the challenges and opportunities for community banks and to review 
our examination and rulcmaking process to ensure any unnecessary processes or requirements 
are eliminated. Tiris will include an evaluation of our own risk~management and compliance 
supervision practices to determine if there are ways to make the process more efficient without 
sacrificing supervisory standards. We have engaged in a dialog ·with community bankers by 
holding a series of regional roundtables to solicit their input on these and other matters. 

Further, we have taken steps to reduce complexity and increase transparency in rulemaking. In 
response to input from members of the FDIC's Advisory Committee un Community Banking on 
ways to streamline the regulatory process, we conducted a review of the materials that banks file 
vvith us and made changes to improve the process through greater use of technology and 
automation, Also, to make it easier for smaller institutions to understand the impact of new 
regulatory changes or guidance, we are now including a statement in our Financial Institution 
Letters (the communication that alerts banks to any regulatory changes or new guidance) as to 
whether the change applies to lnstitutions with assets less than $1 billion. 

Finally, the FDIC will perfonn a comprehensive review of its regulations to identify any 
outdated, unnecessary, or unduly burdensome regulations pursuant to the Economic Grov.th and 
Regulatory Paperwork Reduction Act (EGRPRA). This well-established process requires the 
FDIC to conduct a complete review of our regulations at least once every ten years. To prepare 
for the upcoming EGRPRA review, the FDIC published for public comment~ earlier this year, a 
plan outlining this process. 

Q4: It is my understanding that the FDIC bas been working with JPMorgao}s primary 
federal regulators, the OCC and the Fed, as wen as the institution itself, to investigate both 
the circumstances that led to the losses and the institution's ongoing efforts to manage tlte 
risks at the firm. What have you discovered so far? 

A4: Along \.Vith the Comptroller of the Currency and the Federal Reserve Board, the FDIC 
continues its evaluation of the CIO portfolio, its governance structure and the results of the work 
performed as part of JPMorga.t"J's internal investigation. Further, the FDIC continues to work 
v.ith both OCC and Federal Reserve staff to review the models used in JPMorgan's CIO unit for 
the assessment of risk associated with that unit's credit hybrid business. This review has focused 
on an assessment of JPMorgan's value at risk {VaR) methodology and the identification of any 
weaknesses in the firm's processes and procedures for model governance, validation, and 
controls. 

The firm has identified major gaps in several areas within the CIO business line that contributed 
to the losses incurred. The primary areas of focus for the firm include the CIO trading strategy, 
VaR methodology and model governance, strength of risk management, and the ClO limit 
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structure/escalation process. While the FDIC has been focused on a variety of issues and risk 
areas, we cannot publicly disclose supervisory findings. 

QS: Basel Ill's new capital requirements will make banks Jess profitablet and we have 
discovered - thanks to the Jaw of unintended consequences - that any time government 
tries to thwart profitable enterprises, profitable enterprises find new ways to make money. 
Does Basel III encourage banks to make up lost profits by chasing riskier, more speculative 
activities? By encouraging them to raise the fees they charge individual consumers'? SmaU 
business? Large firms? 'Vho ultimately pays the price for Hase) IIJ- the big banks, or the 
American consumer? 

AS: The new capital requirements reflect lessons learned during the recent financial crisis and 
improve and strengthen the overall quality and quantity of capital. This builds addltional 
capacity into the banking system to absorb losses in times of economic and financial stress. 

We do not believe that Basel III would encourage banks to engage in excessive risk taking. The 
core of the agencies' Notice of Proposed Rulemaking lo implement Basel III is to increase the 
overall minimum requirements for the quality and quantity of bank capital. Over 90 percent of 
banks already meet the proposed standards even if they were put in place immediately (the NPR 
proposes a multi-year phase-in of the standards). 

With respect to the costs of Basel III, the Financial Stability Board and the Basel Committee on 
Banking Supervision undertook studies of the potential economic impact of transitioning to the 
proposed new capital requirements. 'The studies concluded there would be considerable 
economic benefits from stronger capital requirements. The reason for this conclusion is that 
banking and financial crises have had significant negative effects on economic grov.th. By 
reducing the frequency and severity of banking crises, the new capital standards should make 
economic growth higher and more sustainable over time. 

Q6: Can you explain how higher capital requirements would have guarded against some of 
the spectacularly bad decisions that led to the financial crisis? \Vould higllcr capital 
requirements have mitigated or blunted g<>vernment housing goals, which JlUt people in 
houses they couldn't afford? Would higher capital requirements have prevented Lehman 
from doubling down on a housing market that was about to collapse'! In other words, are 
higher capital requirements a cure for bad business decisions? 

A6: Capital requirements, by themselves, are not a sufficient safeguard against speculative 
behavior and poor decision making. Capital js, however, the shock absarber that allows banks to 
absorb losses and continue to act as financial intermediaries during periods of financial stress. 
Adequate bank capita! promotes a stronger and more resilient financial system and protects the 
FDIC Deposit Insurance Fund from loss, minimizing the likelihood that the banking industry's 
premiums will need to be raised and, ultimately, the federal full faith and credit guarantee of 
insured deposits would need to be exercised. 
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Resp<>nse to questions from the Honorable Blaine Leutkemeyer 
by Martin J. Gruenberg, Acting Chairman, 

Federal Deposit Insurance Corporation 

Ql: Are you making any recommendations on investing in European goYernment bonds? 

Al: Tue federal bank regulatory agencies do not make investment recommendations. However, 
the agencies have issued investment permissibility regulations and guidance articulating the 
expectation that appropriate due diligence should be perfom1ed on the suitability of individual 
investments before purchase. Under the investment permissibility regulations, foreign sovereign 
debt must meet certain requirements before a bank is permitred to invest. For example, the debt 
instruments should be marketable obligations that are not predominantly speculative in nature, 
Furthermore, as a result of statutory lending limits, banks are subject to limitations on tl1e 
investment that they can make in the securities of any one foreign government. Fur example, a 
National Bank must limit the investment in the securities of any one foreign government to no 
more than IO percent of that National Bank's capital and surplus. The laws of most states 
contain similar limits. 

Q2: Are you classifying investments in European government bonds? 

A2: Overall, U.S. banks are not large buyers of European government bonds, Additionally, 
European government bonds held for trading are marked-to-market daily and, as such, are not 
classified. To the extent U.S. banks hold European government bonds for investment purposes, 
classification decisions are made on a case-by-case basis. If a particular European country 
misses payments or defaults, the bonds would be classified based on our classification standards. 
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Board of Governors of the Federal Reserve System 
Office of the Comptroller of the Currency 

Federal Deposit Insurance Corporation 

November 13t 2012 

Thank you for your letter to the federal banking agencies ("agencies") dated October 15, 
2012, expressing support for strong capital requirements as necessary for the safety and 
soundness of banking organ1zations, the need for the careful consideration of the costs and 
benefits ofregulatory capital requirements, and the importance of transparency in the federal 
rulemaking process. The agencies agree that robust capital requirements are vital to safety and 
soundness and the resiliency of the finandal system. The agencies are also aware of the 
potential costs of such requirements, which may aflect banking organizations' lending and other 
activities. Accordingly, the agencies sought public comment on the potential impact of the 
proposals, and are now carefully considering all of the comments received. 

In your letter, you refer to analyses undertaken with respect to the agencies' recently 
issued notices of proposed rulemaking (the NPRs) to revise U.S. capital standards. You 
specifically request that the agencies provide: (i) an analys1s underlying the determination that 
implementation of the NPRs would leave our banking system adequately capitalized; (ii} a 
quantitative analysis of how these proposed rules would affect the capitalization levels of U.S. 
banking organizations by size and asset class; and (iii) a cost-benefit analysis of the impact that 
these proposed rules would have on the operation of the US. banking system and the overall 
economy. Each request is addressed below. 

The analysis provided in response to each of your questions is a preliminary analysis 
ba<ied on the capital proposals published for comment. The agencies have invited tlie public to 
comment on the proposals and will consider those comments and any infonnation provided 
during the comment period. 

I. Analysis underlying the determination that implementatiou of the NPRs would leave our 
banking system adequately capitalized 

Your Jetter first inquires whether Basel III is correctly calibrated for U.S. institutions and 
requests analysis underlying the agencies' belief that the implementation of the NPRs would 
leave our banking system adequately capitalized. 

The agencies believe that all banking organizations need a strong capital base to enable 
them to withstand periods of economic adversity yet continue to fulfill their role as a source of 
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credit to the economy. The proposals in the three NPRs each address identified weaknesses in 
the current U.S. regulatory capital regime. Generally, the proposals can be characterized as 
strengthening the definition of capita) to a1low banking organizations to better absorb losses and 
increasing required levels of capital so that banking organizations can better withstand periods of 
economic adversity. They would also change risk weights to better reflect risks inherent in 
specific assets. Each NPR contains extensive discussion of the specific proposed changes and 
v.rhy the agencies view these proposed changes as appropriate for U.S. banking organizations. 

Prior to developing the NPRs, the agencies participated in the international efforts 
conducted by the Basel Committee on Banking Supervision (BCBS) to study the losses 
experienced in past banking crises in various countries. The results of this study were made 
publicly available in October, 20 I 0, and are attached as Attachment A (BCBS analysis}. 1 As 
indicated in the BCBS analysis, there is no s1ngle correct approach for determining adequate 
capital ratio levels; rather, the analysis provides a variety of different perspectives on banking 
organizations' loss experiences to help inform what is ultimately a regulatory judgment 
regarding appropriate levels of minimum capital ratios and other me-asures of capital adequacy. 

As described in the BCBS analysis, a conceptual framework was established as the 
starting point for the calibration of the capita] standards. Under this framework, a minimum 
requirement for loss~absorbing capital is vie;.ved as the amount of capital a banking organization 
would need to hold so that investors, creditors. and counterparties would view it as a viable 
going concern. Moreover, a buffer to be held in excess of minimum requirements is viewed as 
an amount sufficient for a banking organization to withstand s1gnificant dcrwntum events while 
continuing to meet its minimum capital requirement. 2 

The BCBS calibration analysis focused on information submitted by member countries . 
regarding losses relative to risk~weighted assets incurred over long historical periods in order to 
identify an appropriate range for minimum capital requirements. The minimum ratio levels 
agreed to by the BCBS, which were those proposed in the NPRs, fall within the ranges suggested 
by the analysis. The agencies believe that the ratios proposed in the NPRs are an appropriate 
ba"Jis for U.S. minimum capital requirements based upon the losses experienced by U.S. banking 
organizations, including both during and after the financial crisis. 

II. Quantitative analysis of how these proposed rules would affect the capitalization levels 
of U.S. banks by size and asset class 

You further requested a quantitative analysis of how the proposed rules would affoct the 
capitalization levels of U.S. banking organizations by size and asset class. The agencies 
considered the potential impact of the proposed requirements on banking organizations using 
regulatory reporting data, supplemented by certain assumptions where data needed to calculate 

1 See "Calibrating regulatory minimum capital requirements and buffers: a top-down approach" (Attachment A) and 
available at: http:i/www.bis.org/publ/bcbs 180,pdf. 
2 See BCBS analysis para. LA 
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the capital requirements was not reported (these analyses, related assumptions, and descriptions 
of methodologies used for the analyses are included as Attachment B). While the agencies 
conducted analyses that incorporated a range of assumptions, the general conclusion of each 
agency was that the vast majority of banking organizations, including c-0rnmunity banks, already 
would meet the proposed minimum requirements on a fully phased· in basis and would also have 
capital sufficient to exceed the proposed capital buffer threshold for restriction.<:> on capital 
distributions and certain discretionary payments to executive officers. 

The agencies recognize that the attached tab]es are estimates and that banking 
organizations may have additional data to assess the impact of specific aspects of these 
proposals. The agencies developed a capital estimation tool, available on each of our websites, 
to help banking organizations gain a better sense of the possible capital impact of these 
proposals. The agencies anticipate that the review of the comments submitt~i '\\ill likely shed 
additional light on the capital implications of a number of specific provisions of the NPRs. 

III. Cost~benefit analysis of the impact these proposed rules would have on the operation 
of the U.S. banking system and the overall economy 

You requested a cost-benefit analysis of the impact that the proposals would have on the 
U.S. banking system and the overall economy. As i-\ith all rulemakings, the agencies conducted 
those cost and burden analyses required by the Regulatory Flexibility Act., the Paperwork 
Reduction Act, and the Unfunded Mandates Reform Act of 1995, among others, all of which are 
further detailed in the NPRs. The relevant excerpts from the NPRs are attached as Attachment 
C. The agencies have invited public comment on these analyses and \Vill revise them in light of 
the coruments received, The Unfunded Mandates analyses conducted by the Office of the 
Comptroller of the Currency are also attached as Attachment D. 

The agencies also participated in the development of a number of studies to assess the 
potential impact of the revised capital requirements, including participating in the BCBS's 
Macroeconomic Assessment Group (MAG) as well as its Quantitative Impact 
Study, the results of which were made publicly available by the BCBS upon their completion.3 
BCBS analysis has suggested that stronger capital requirements oould help reduce the likelihood 
of banking crises while yielding positive net economic benefits.4 Moreover, the MAG analysis 
found that the requirements would only have a modest negative impact on the gross domestic 
product of member countries, and that any such negative impact could be significantly mitigated 
by phasing 1n the proposed requirements over time. 5 

1 See "Assessing the macroeconomic impact of the transition to stronger capital and liquidity requirements" (MAG 
Analysis), Attachment E, also available at: http;f/\vww.bis.org!publ/othpl2.pdf; see aJso "Results of the 
comprehensive quantitative impact study," Attachment F, also available at: http:i!wv,r\\\bis.orgfpubI/bi.~bsl86.pdt: 
4 

See "An assessment of the long"term economic impact of stronger capital and liquid icy requirements." Executive 
Summary, pg. l, Attachment G. 
5 See MAG Analysis, Conclusions and open issues, pg. 9·!0. 
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The agencies also sought public comment on the proposed requirements in the NPRs to 
better understand their potential costs and benefits. The agencies asked several specific 
questions in the NPRs about potential costs related to the proposals, and are considering aH 
comments carefully. During the comment period, the agencies also participated in various 
outreach efforts, such as engaging community banklng organiz.ations and trade associations, 
among others, to better understand industry participants' concerns about the NP Rs and to gather 
information on their potential effects. These efforts have provided valuable additional 
infonnation to assist the agencies as we determine how to proceed with the proposed 
rulemakings. 

The agencies believe that an appropriately structured, robust and comprehensive 
regulatory capital framework will be essential to increasing the resiliency of U.S. hanking 
organizations and the financial system. As the agencies work toward this goal, we ·will carefully 
consider all the conunents received on the proposed changes to the U.S. regulatory framework. 

We hope this information is he]pful to you. Please let us know if we may be of further 
assistance. 

Sincerely, 

(b)(6) = -
Be;ls:. Benfanke 
Chairman 

Martin J. Gruenber · 
Acting Chainnan 

(b )(
6

) ~~;~~r~f ~~;e~e?~;~~~~ F edera I Deposit Insurance Corporation 

(b )(6) ..... 

Enclosures 
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Calibrating regulatory minimum capital requirements 
and capital buffers: a top~down approach 

r. Overview and executive summary 

As part of its work to strengthen global capital requirements, the Basel Committee on 
Banking Supervision established a working group to conduct a •top-down" assessment of the 
overall level of capital requirements that should be held within the banking system. The 
working group was tasked with undertaking empirical analysis to inform the calibration of the 
common equity and Tier 1 risk-based ratios and the Tier 1 leverage ratio, as well as the 
regulatory buffers above the common equity and Tier 1 risk-based ratios. This analysis 
represented one of the inputs to the Committee's calibration of the new capital framework, 
and complements the cost-benefit analysis conducted by the Long-Term Economic Impact 
(LEI) group and the detailed "bottom up' Quantitative Impact Study (QIS) of the effects of the 
proposed regulatory reforms on individual banks. 

This note summarises the findings of the top-down callbration work. In particular, it provides 
a conceptual framework for the callbration work, describes the various empirical exercises 
that were performed, and summarises the results. 

It is important to highlight that there is not a single correct approach to determine the 
calibration, nor is there a single model that can be used to provide the "right" answer. The 
approach adopted in this paper, therefore, is to generate information from a range of sources 
and from a variety of perspectives. In the face of uncertainty, the combination of many 
estimates will produce better outcomes than reliance on a stngle estimate or approach. Also, 
as explained in the paper, a number of caveats need to be carefully kept in mind when 
interpreting the results, pdrnarily relating to the use of historical data generated under a 
regulatory regime different from that which will prevail in the future. 

I.A. Conceptual framework 

An appropriate starting point for calibration is to first establish a conceptual framework 
outlinlng the role of minimum capital and buffer requirements, along wlth strategies and 
methOds for putting these concepts into practice. The following high-level concepts are 
adopted in this paper: the regulatory minimum requirement is the amount of capita! needed 
for a bank to be regarded as a vtable going concern by creditors and counterparties, while a 
buffer can be seen as an amount sufficient for the bank to withstand a significant downturn 
period and still remain above minimum regulatory levels. t An overview of the strategies and 
empirical work undertaken to Inform the high-level concepts is provided in the remainder of 
this section. Further details are contained in the third section of the paper, which also 
presents the results. 

The definition of the buffer draws directly from the December 2009 ConsultaUve Document. which stated that 
the capital conservation buffer " ... should be capable of being drawn down through losses and large enough to 
enable banks to maintain capital levels above the minimum requiremenl throughout a significant sector-wide 
downturn." {Base! Committee on Banking Supervislon, "StrenglMnmg the Resilience of the Banking Sector', 
December 2009) 
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l.B. Regulatory minimum requirements 

It is not possible to directly observe the minimum amount of capital needed for a bank to be 
viewed as viable and solvent by investors and creditors, including short-term funding 
providers. Presumably, market participants make some assessment of the likelihood and 
size of shocks that they expect a bank to be able to withstand, and transact only with those 
banks that they believe have a high probability of remaining solvent in the future, consistent 
with their risk tolerance. Unfortunately, we cannot observe these market assessments 
directly, Further, the assessments will vary across institutions and over time given 
differences in business models and as macroeconomic and banking industry environments 
change. An additional complication is that the level of capital demanded by market 
participants may be influenced by historical regulatory requirements and the perceived c.osts 
of falling below those ratios. This introduces a certain circularity into the relationship between 
historical ratios, regulatory ratios and assessments of potential losses. 

In the face of these factors, one operatfonal approach is to examine the distribution of 
historical earnings in the banking industry under the assumption that a high percentile net 
loss realisation for a typicat bank is a good approximation of the market's ex ante, 
unconditional view of going~ccncern capital sufficiency. This seems an appropriate 
benchmark for a risk-based regulatory capital standard that applies across all banks for all 
points in time, In th1s regard, it is important to note that risk-weighted assets are intended to 
capture differences in risk across institutions, so that the task in calibrating a minimum 
regulatory requirement is to find a minimum amount of capital relative to each firm's risk that 
seems consistent with a bank being viewed as a viable going concern. 

To put this approach into practice, analysis of the "Return on Risk-Weighted Assets" 
(RORWA) was undertaken, using data on net income for a large set of bank!ng companies in 
seven member countries over relatively long time periods. 2 Each country looked at the ratio 
of net income to risk-weighted assets (RWA) for each bank in every period that company 
was ln the sample, and then examined the left-hand (negative net income) "tali" of the 
distribution. High percentiles of this distribution might be a reasonable proxy value for the 
degree ot "shock" that market participants would expect banks to be able to withstand. 

The RORWA analysis focused on the volatiHty of realised net income as a measure of 
potential loss and capital needs for a bank. Since negative net income feeds directly to 
common equity via declines in retained earnings, it has comparable effects on both Tier 1 
and the common equity component of Tier 1 (holding other deductions constant). One 
question, therefore, is whether the analysis of net income is most directly applicable to 
calibration of the Tier 1 capitat or common equrty~risk based ratio. 

There are reasonable arguments on both sides. One argument is that losses via negative net 
income feed directly into common equity, and thus the RORWA analysis is most relevant for 
calibration of the regulatory minimum level of the common equity risk~based ratio. An 
alternative view is that other Tier 1 capital components are also loss~absorbing and can 
protect creditors, and thus the RORWA work is best applied to the Tier 1 ratio. To some 
extent, the balance of the argument depends on the extent to whrch the non-common 
elements of Tier 1 capltal are viewed as contributing to a banking company's viabiUfy. The 
experience of the recent crisis suggests that in many cases market participants viewed the 

2 This approach is derived from Andrew Kur1tzkes and T<I Schuermann, "What We Know, Don't Know and Can't 
Know about Bank Risk: A View from !he Trenches: In The Known, the Unknown and the Unknowable in 
Financial Risk Management. ed. F.X. Diebold, N. Doherty, and R.J, Hemng, Princeton University Prass. 
(March 2008), 

2 
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non~common components of Tier 1 as less useful as a loss absorber or less relevant as a 
determinant of viability in periods of acute stress. This implies that a reasonable baseline for 
the RORWA analysis around potential stressed losses would be the amount of common 
equity needed for the minimum regulatory requirement, and this is the approach followed in 
this analysls.1 

l.C. Capital buffers 

To help determine the size of a buffer large enough for a bank: to withstand a significant 
downturn period and remain above regulatory minimum capital levels, analysis of actual 
historical experience and the results of recent stress tests, both singly and in combination, 
was undertaken. Both realised loss experience during the current and past crises and 
projections of losses (negative net income or impact on Tier 1 capital or common equity) 
made during the recent crisis are relevant metrics for assessing the possible impact of 
severe stress and thus for sizing the capital buffer. 

• Current and Historical Crisis Losses - this examines cumulative losses (negative net 
income, es a proxy for the impact on Tier 1 capital and the common equity 
component of Tier 1 capital} that banking companies sustained during the recent 
global financial crisis and peak losses during past financial crises ln Individual 
jurisdictions or regions. 

• Stress tests - the projected decreases in capital from stress tests conducted by 
eight member countries during the recent financial crisis are examined. In addition, 
results for individual banking companies for one country are also examined, to 
provide a sense of the dispersion underlying aggregate or average countrywide 
numbers. An important challenge in interpreting the results of this work is to address 
the lack of comparability in the stress tests conducted by different countries. 

• The RORWA analysis was also used to help calibrate the supervisory buffer, as that 
analys!s provides information about large, negative shocks to income and capital. 

These exercises reveal considerable diversity across banks in the size of current and past 
crisis-related losses. rn thinking about calibration. one important question is how to interpret 
this diversity of experience. Should the buffer be set relative to the average or typical 
experience across banks {that is, as the weighted average or median) or should the buffer be 
set as a higher percentile of the cross~sectional experience (for instance, the 751

tt percentile 
outcome, the 95tti percentile outcome, or the maximum)? In generar, all available information 
is considered, so that calibration of the buffers could be determined in fight of the full range of 
experience across banks and countries, acknowledging that the analysis does not identify 
the sources of historical losses that may differentiate between business modeis and the 
source and incidence of the next banking crisis cannot be known. 

~ As an additional benchmark, a range of reg1.1lalory and other capital ratios from me perk}d immediatefy before 
and in the earty phases of the financial crisis were examined. The idea was to see if there was a "oiticat 
value" of each ratio such that banks that eventually became severely stressed during the crisis tended to have 
capital ratios below this level, white less stressed banks tended to have ratios above it The analysis, which is 
described in greater detail in the discussion of the lever;,;ge raoo, was used as a supplement to the analysis 
based on historical earnings, primarily as a means of benchmarking me resu!!s cf the RORWA analysis 
against recent hlMorica! experience. This type of analysis, almosl by definition, will imply critical values gr~ater 
than the regulatory minim1.1m stipulated lo the pre-crisis regulation given that the minimum is typically the point 
of resolution and funding markets are likely too close to an instilution before it reaches this point. In .actamo1t 
the results are highly sensitive to the critical value limit used, This may •educe me rellabi!i!y of using these 
critical va!ues as a guide to the op!imal level of the minimum capital requirement 

3 
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l.D. Leverage ratio 

The calibration of a backstop Tier 1 leverage ratio is not addressed in the same way as the 
risk-based ratios. The longer testing and transition period associated with the leverage ratio 
as compared to the new rlsk-based ratio standards is intended to provide a period to 
examine the performance and calibration of the leverage ratio in "parallel run· mode. That 
said, information was collected on historical trends in leverage in the banking systems of ten 
member countries. This data includes information on trends in traditional leverage - capita! 
relative to balance sheet assets - as well as information on trends in different elements of 
Tier 1 capital, in risk-weighted to total assets and in the impact of off-balance sheet positions 
on overall leverage. As noted, these measures provide a sense of recent historical trends 
that is useful background for calibration, but do not lead directly to suggested regulatory 
requirements, 

An analysis was also undertaken of the differences in leverage ratios between banks that 
eventually became severely stressed during the crisls and less stressed banks. The pre
crisis and early crisis leverage ratios were defined as Tier 1 capital to total assets, common 
equity to total assets, common equity minus Tier 1 deductions to total assets. or tangible 
common equity to tangible assets. This analysis provides a very general sense of the levels 
of these ratios that discriminated between severely stressed and other banks prior to the 
crisis, and thus provides valuable context to the possible calibration of a new leverage ratio. 

I.E. Risk~weighted assets 

Much of the calibration work described above uses historical levels of risk-weighted assets 
as the denominator - that is, most of the analysis scales results by risk-weighted assets, but 
by necessity, the risk-weighted assets use historical values, either on a Basel I or Basel n 
basis. Of course, the Basel Committee reforms will result in significant changes to the level of 
risk-weighted assets that would apply to a given activity or set of positions_ 

l.F. Caveats 

As noted, there are some significant caveats that must be considered in weighing the results 
of the work presented in this report Much of the work relies on analysis of histork-.al data, 
either from the recent crisis or from past crises, The beneflt of using such data is that they 
reflect actual realised outcomes for large banks across multiple jurisdictions, thus grounding 
the work !n real history and events" The shortcoming of using cross country historical data is 
that they are not perfectly consistent across jurisdictions. It is not possible, for example, to 
isolate the impact of Basel 11 versus Basel I in the computations, or differences in the 
definition of capital. Moreover, the historical data reflect outcomes under different regulatory 
capital regimes than will prevail under the revised Basel standards. This means that the data 
reflect regulatory restrictions, a range of banking sector and macroeconomic environments, 
and bank behaviour that will almost certainly differ from those prevailing in the future, The 
losses that banks would have experienced had the new, more risk~sensitive Base! capital 
and liquidity requirements been in place might have been smaller than the tosses actually 
sustained. In addition, improvements in the quality of the capital base should make banks 
more resilient to shocks in the future. 

Conversely, data from the recent and previous financial crises are also affected by officiaf 
sector actions - capital injections, liquidity facilities, liability guarantees - that may have 
significantly altered realised losses and revenues, probably improving them relative to what 
they would have been in the absence of official intervention, In addition, the analysis 
conducted In this report is subject to survivorship bias, as losses from banks that failed are 
not always fully captured in the analyses. This biases down the estimates. Further, some 
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numbers exclude mark-to-market variation of "available for sale~ assets that Is not included in 
accounting income (but which is deducted dfrectly from capital). More generally, most of the 
analysis focuses on losses incurred by banks and does not reflect how much additional 
capital would have been needed to maintain a reasonable level of lending during the crisis to 
help avert adverse "credit crunch" effects. In gauging the results, these caveats need to be 
kept firmly in mind. 

l.G. Summary of calibration findings 

The table below provides a high-level summary of the calibration results for the regulatory 
minimum capital requirement for the common equity-based ratio and for the buffer above that 
ratio, and some indicative findings for the leverage ratio. These are all based on historical 
definitions of risk-weighted assets (in the case of the minimum requirement and the buffer) 
and of Tier 1 capital and Tier 1 deductions (in the case of the leverage ratio findings). The 
table reports the mean and median results across countries of the various empirical 
exercises, as wel! as minimum and maximum values, to provide a sense of the range of 
results. In many cases, the country-level results are themselves averages of individual bank 
data, so there is further diversity of findings not captured in the table. This diversity of 
experience seems particularly important to recall when considering average results for 
calibration purposes, which is geared towards identifying the tails of loss distributions. More 
detailed explanations and discussion of the findings, importantly including discussion of 
caveats of the analysis, are contained in the remainder of this paper. 

In determining the level of the new prudential requirements, judgements need to be made 
about the appropriate benchmarks for the severity of crises and the performance of individual 
banks during different crises. At one extreme, there are the largest losses experienced by 
banks during the most severe crises, while at another extreme one could consider average 
bank losses experienced during more frequent but less severe crises. This report does not in 
and of itself provide an answer as to the right choice, and should be read as informing, and 
not prejudging, such judgements. 
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High-level summary table: 
Range of calibration results 

-------------~l Minimu_:l Max. 
Calibration of the minimum 

RORWA (large bank. results) 
99m percent!lea 

991r. percentile, excluding gains" 
Maximum a 

·--~-~~imum. excluding oulliers and gains~ 
Calibration of the regulatory buffers 

Historicaf losses" 
Peak losses I RWA 
Peak losses I RWA - systemic crises 

Losses during the recent crisis4 

Pre-tax net income I RWA 
Stress tests'1 

.... !~er 1 capital I RWA 

Calibration of the leverage ratio 

Critical values" 
Tier 1 Capital I Assets 
Common Equity I Assets 

+0.89% 
-0.18% 
+0.89% 
-2.71% 

0.00% 
-0.09% 

-0.80% 

-1.2% 

Tangible Common Equity I Tangible Assets 
Common Equity mrnus Tier 1 Deductions I Assets 

-8.66% 
-8.66% 
-41.5% 

-6.83% 

-29.2% 
-29.2% 

-25.7"/o 

4.0% 

-3% 
-4% 

-10% 
-5% 

·3% 
-7% 

-5% 

-3% 
=~ ............ - '""~~'~ 

Range 
3.0%-5.0% 

3.0%-4.0% 
2.5%-4.0'-'k 
2.5%-4.5% 

I -4% 
-5% 

' ! -5% 
! ' -5% 

' 

' i 
' ' -1.0% 

-3.7% 

-3% 

·3% 
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Countries 
# 

7 
6 
6 
5 

7"' 
4" 

14 

6" 

19 
19 
19 
19 

~~~~--

a. The 99111 percentile or maximum is first dete1mined within each country. The data presented in each row 
summarises the data across countries. Because of insufficient dala, percentiles higher than the 99" percentile 
cannot be identified in some countries· samples. V\/hile 99"' percentile values are reporte\.I ln this table, nigher 
percentiles may be more reasonable measures for calibration purposes. 

b. This refers to the number of crisis episodes. The averages and ranges reported are based on individual bank 
figures. 

c. Individual bank stress lest result$ in a number of countries are significantly more severe than ·•l0%. 
d. Results for banks experiencing losses during the stress period. For the historical loss results. these are peak 

losses: for the recent crisis these are cumulative losses; for !he stress tests, these are aver<ige losses for 
banks subject to the stress test and do not include losses already incurred poor to the stress test period. 

e. Levels of the ratio at which at least 50% of banks lhat became severely stressed during the financial crisis anrl 
50% of banks !hat did not become severely stressed. 

II. Detailed discussion of the findings 

II.A. Regulatory minimum requirements 

Seven member countries catculated "return on risk-weighted assets" (RORWA) for banks in 
their jurisdictions over relatively tong historical periods. For each bank in each time period, 
RORWA is calculated as the ratio of net income to risk-weighted assets. The distribution of 
this ratio across al! observations in each country's data set. or for subsets of observations, is 
calculated. 

6 
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The analysis focused on the left-hand (negative net income) "tau· of the distribution, This part 
of the distribution contains the largest losses relative to RWA, and thus is most relevant for 
capital calibration purposes - t-0nceptually this is quite similar to a ~value-at-risk" measure. 
High percentiles of the income d1stnbution might be a reasonably proxy vafue for the degree 
of "shock~ that market participants would expect banks to be able to withstand. Of course, 
there are important differences across countries in the risk profiles of the banking sector that 
will affect the results produced for each country. 

There are significant caveats in making comparisons in the results from different countries. 
To begin, some countries calculated RORWA for both pre...tax and after-tax net income, while 
other countries reported on just one basis or the other. Further, while most countries 
calculated RORWA on a one-year basis (that is, using annual net income), at least one 
country used semi~annual data. Finally, there are differences across countries as to whether 
risk-weighted assets were computed on a Basel t or Basel U basis. Some countries' data 
reflects a mix of both, as banks transitioned from Basel t to Basel II over the historical period 
examined, at least one is entirely on a Basel I basis, and another presented data on both 
bases. 

There are also Important differences in sample size and in the length of the historical horizon 
used in the analysis. The historical sample period varied from 5 to 29 years (that is, the 
longest was from 1981 to 2009, while the shortest was from 2005 to 2009), Similarly, the 
number of banks included in the sample also varied, from as few as 4 to as many as 300 to 
400. However, some countries whose data covered larger numbers of banks also broke out a 
"large bank" subsample, and these are somewhat more comparable across countries. 
Focusing on just the large bank subsample for those countries that provided them, in 
combination with the full samples for those countries whose data covered fewer hanks, the 
number of banks included in the analysis ranges from 4 to 20. 

Overall, these differences meant that the sample sizes varied significantly across countries, 
as did the number of business cycles included In the data. The samples generally contained 
between 200 and 600 observations, which means the very high tails of the distribution could 
not truly be identified because there were not enough observations to populate this fine a 
decompositiOn of the distribution. (For example, the 99.9rn percentile of the distribution 
cannot be identified if there are fewer than 1000 observations in the sample.) In most cases, 
the countries reported these high percentiles by repeating the largest (most negative) 
observation in the sample, 

The maln results are itlustrated in Figures 1 and 2. The figures report results for large bank 
samples, for countries that provided this decomposition, and for full samples for countries 
that did not In general, the negative "tails" of the net income-to-RWA distribution are smafler 
for larger banks than for smaller ones. These smaller tail events could reflect differences in 
diversification and business focus, as well as the impact of official intervention when large 
banks are in distress. To avoid extreme outliers in the data owing to small bank size, the 
working group focused on the results for large banks, where those were provlde<t 

Turning to the rest of the results, one question is which percentile of the distribution to 
consider; there is certainly no single theoretically "correct" answer. At one end of the 
spectrum, we can consider the 991

n percentile, as nearly all the samples are large enough to 
identify this percentile. The 991

h percentile figures for farge banks range between 0.89% and 
-8J36% (see Figure 1 ). The mean value across all the large bank samples is approximately 
-3,20% and the median is about -4.0D/o, Excluding the observations reflecting positive net 
income in the tails, the mean value is about -4.0% and the median is about -4.9%. 
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While the 991n percentile results provide some consistency across the different country 
results, it is not an exceptionally high percentile to consider - much capital work considers 
percentiles of 99.9 and above. However, due to small sample sizes, these percentiles are not 
well identified in the data. The maximum value ranges between 0.89% and -41.47% (see 
Figure 2). For the full set of results, the median value is about-5.1%, and the mean is -10A%. 
Excluding the observations reflecting positive net income in the tails and two very large 
negative "outlier" observations, the mean is -4.8% and the median is -5.1%. 

a 
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One point to consider is the length of the net income horizon examined in this anafysis. tn 
particular, the analysis examines net income over one year. The focus on a one year horizon 
is in part for practicat reasons - annual data are in many cases more readily accessible than 
data over other horizons - and because one year is a somewhat standard horizon in capital 
analysis. However, there may be a downward bias in the figures by focusing on a calendar 
year since these capture negative net income "spells" only within a year. In addition, much 
recent supervisory work - for instance, the stress tests conducted in many jurisdictions in 
2009 and 2010- focused on longer horizons. Finally, we do not know with any certainty that 
market participants focus on solvency at a one-year horizon. For al! these reasons, 
considering other, longer horizons may provide valuable Insights. 

To this end, to examine longer horizons, quarterly RORWA data ls available from one 
country. The analysis examined "rolling" horizons of 4, 6 and 8 quarters - that is, cumufative 
net income over 4, 6 and 8 quarters, where the observations roll forward one quarter each 
time. This approach captured ~loss spells" that dld not fit within a single calendar year. 
captures banking companies up until the last quarter before they fail and allows for an 
examination of longer horizons without losing a significant number of observations (though 
the observations are now no longer independent}. The results suggest that as the length of 
the rolling window increases, the values also tend to increase, in the range of 20% to 35°/o for 
the 8-quarter horizon as compared to the 4-quarter horizon. Thus, the overall results suggest 
that the length of the horizon matters for the size of the estimates, and this ls a result that 
should be considered in the interpretation of these results for calibration purposes, 

11.S. Buffers 
Severa! empirical approaches have also been used to inform calibration of a buffer above the 
regulatory minimum, Recalling that the purpose of a buffer is to provide capital sufficient for a 
banking company to withstand downturn events and still remain above its regufatory 
minimum capital requirement, the analysis focuses on different ways of measuring the size of 
downturn events - particularly systemic stressful events - that a banking company might 
experience. In particular, losses experienced by banks during the recent global financial 
crisis and in past banking crises experienced by several countries are examined. The results 
of stress tests performed in 2009 by eight countries were also collected, as these represent 
estimates of the potential Impact of a stress event - an economic downturn - on the capital 
positions of the banks participating in the stress tests. Finally, the RORWA work discussed 
above is also useful for considering the size of the buffer, as it Identifies extremely negative 
net income outcomes actually experienced by banks in the seven countries that performed 
th!s analysis. 

None of these analyses is ideal in the sense that they each have shortcomings, primarily to 
do with the use of historical data and lack of consistency across countries. Some of the key 
issues are that there was a range of experience across countries in the severity of the recent 
crisis, so the stress felt by some banking systems was more severe than others, which were 
retative!y less affected; official intervention in some countries may have reduced the full 
extent of losses that might have been experienced in the absence of the intervention; 
differences in methodologies and the severity of the underlying economic scenario make it 
difficult to perform direct comparisons across stress test results from different jurisdictions; 
and differences in data availability and accounting treatments across countries reduce the 
direct comparabi!ity of the data. both for the recent and historical crises. In addition, the 
analyses are subject to survivorship bias, as only banks that survived crises are included in 
the sample, This biases down the estimates. 

9 
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Jl.B.1 Losses during the recent crisis 

This section provides an analysis of losses by large internationally active banks during the 
recent financial crisis_ The analysls is based on data collected for 73 banks in 14 countries. 
For each bank, cumulative net income over the financial crisis period (from Q3 2007 to Q4 
2009) is calculated as a share of year-end 2006 risk-weighted assets. Net income is a proxy 
for the impact of the financial crisis on the banks' Tier 1 capital and Tier 1 common equitJ in 
the absence of any actions by management to increase or adjust capital, such as new 
issuance. However, it excludes any impact on banks' capital that is not directly reported in 
the income statement (eg mark*to~market variations of "available for sale" assets, which are 
deducted directly from capital). The analysis covers both pre-tax and after-tax net income, as 
well as a measure of pre·tax net income adjusted for non-recurring revenues {though lt 
turned out that this adjustment had little effect on the results}. 

Figures 3 and 4 present the distribution of cumulative pre-tax and after-tax net Income from 
03 2007 to 04 2009 for the banks in the sample. The first result to note is that more than 
two-thirds of the banks had positive cumulative net income over the 10 quarters of the 
financial crisis (Q3 2007 to 04 2009). Fifty-three of the 73 banks (73"/e} had positive net 
income before taxes and distributions, and 44 of 70 (63°/o} had positive cumulative net 
income after taxes and distributions. This finding may reflect differences across jurisdictions 
in the severity of the losses experienced during the crisis - some banks may not have 
experienced cumulative negative net income because the financial crisis was not overly 
severe ln their primary areas of operation, or their business models positioned them to have 
more diversified earnings streams with fewer fat tail risks. It may also reflect that the loss (net 
income) measures are cumulative over 10 quarters. and thus the "peak" losses experienced 
may be masked by some profitable quarters. 

Since we are interested in understand!ng the size of potential losses during a crisis or very 
stressful period, the focus of this analysis is on the negative tali of the net income 
distribution. that is, on the banks with negative cumulative net income. As the figures 
illustrate, there were about 20 such institutions. Mean losses (negative net income) equalled 
4.56% of RWA for pre-tax, pre-distribution net income and -3.31% of RWA for after-tax, 
after-distribution net income across these institutions. The median figures are smaller, at 
-2.51% and -1.85% of RWA, reflecting the impact of one particularly large out!ier.

4 
Overall, 

losses range bel.vveen -0,60% and -25.69% of RWA for pre-tax net income and between 
-0.03% and -25.75% of RWA for after-tax net income. 

4 The mean values excluding !he outlier obsetvation are -3.44% tor pre-tax net income and -2A 1% for after-tax 
net income. 
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As noted above, these cumulative loss figures may understate ·peak" losses if they include 
profitable quarters either before or after the worst period of the financial crisis. "Peak" losses 
refer to losses over whatever sub-period of the financial crisis produced the largest 
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cumulative negative net income figure - this ls a relevant concept for calibration of the 
supervisory buffer because it represents the largest stress that the banks in question 
experienced, and would therefore have required capital to absorb such losses. 

To explore this idea, net income data over shorter horizons for 53 banks in ten countries is 
also examined. Table 1 shows the average and median values of "peak" and cumulative 
losses relative to RWA for banks in the ten-country sub-sample that experienced negative 
cumulative net income over the entire 10-quarter period. For comparison, the table also 
reports the average and median values of cumulative losses for the entire sample. 

Average and median peak losses are markedly larger than cumulative losses over the entire 
10-quarter period for these banks. Average "peak" losses on a pre-tax basis equaf ~5.40% of 
RWA, as compared to -4.36% over the entire period, and median "peak" pre-tax losses are 
nearly double median losses over the entire period (-3.22% of RWA, as compared to ~1,67°/c 
for the entire period). The differences on an after-tax, after-distribution basis are smaller, out 
still distinct. In total. 13 of the 17 ban ks with cumulative negative pre-tax net income and 11 
of the 23 banks with negative cumulative afteHax net income had "peak" losses that 
exceeded their cumulative losses over the full 10-quarter period. These findings suggest that 
data based on cumulative figures may understate realised "peak" losses for these banks. tf 
we take results from the ten-country sample as indicative, the differences in the ratio of 
negative net income to RWA are on the order of 50 to 150 basis points. 

Table 1 

Difference between cumufative and "peak" loss rates 
for banks experiencing negative cumulative net income Q3 2007 -Q4 2009 

..--.... TTTTTTTTTT 

Net income before 
distributio 

taxes and 
ns 

"Peak" 
"Peak" for all 

Banks 

Q3 2007- Q3 2007-
04 2:009 Q4 2008 ! 

~~~~'---~~~,,,,__~~~~---
Ten-country sample 

+ _T ....... T ..... TThTTTTTTTTTTTTT TTTT~TTTTT~T~ 

Average -4.36% -4,36% -5.40°/ti -3.22% 

Median -1.67% ·2.10% -3.22% -2.02% 

Whole sample (14 countries) 

Average -4.56% nla nf a n/a 

Median ~2.51% n/a nla n/a 

I 

I 
I 
I 
I 

---
Net income after taxes and distributions 

Q3 2007 - Q3 2007-
Q4 2009 Q4 2008 

.. 
... 

"Peak" 
Peak" for an 

Banks 

-3.08% -2.n;A:Tis9% -~'L30% 

-1,52% ·1.75% ! -2.31% -0.93% L 

' n/a ~1 nfa nia 
~---~ 

n!a nla nla 
; 

Figures are the awirage and median values ot the ratio of net income to risk-weigMed assets for those banks 
with cumulative negative net income from Q3 2007 tQ Q4 2009. The ten-country sarnp!e is for 53 banks. Of 
these, 17 had curnu!atlve negative net income before taxes and distrlbutfons and 23 had cumulat<ve negative 
net income after laxes and distributions. "Peak" values equal the largest value of cumulative negative net 
income over any period betv.leen 03 2007 and Q4 2009. Figures in the columns labelled ' •Peak" for all Banks" 
are the average and median values of "peak" losses for across all banks Witt; negative net income for some 
period during Q3 2007 to 04 2009, whether ct not cumulative net income was negative over this period. Jn 
totaL 32 banks had negative pre-tax net income for some period during 03 2007 to 04 2009 and 42 banks had 
negative net income after taxes and distributions mr some period during this tFme. 

The figures in the first set of columns in Table 1 are for banks with cumulative negative net 
income over the entire 03 2007 to Q4 2009 period. The final column (labelled ' "Peak" for all 
Banks') reports data for all banks in the sample that experrenced negative net income at 
some period during this time, Overall, 15 banks with positive pre-tax cumulative net income 
and 19 banks with poslttve cumulative after tax net income had periods of negative net 
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Income during the 10-quarter period, for a total of 32 and 42 banks that experienced negative 
preAax or after~tax net Income, respectively, for some period during the financial crisis. The 
mean and medlan values for this sample are smaller than those for the sample of banks that 
had cumutative negative net income over the full 10-quarter perlod. The additional banks 
tended to have short and generally mild periods of negative net income as compared to the 
sample of banks that experienced cumulative negative net income over the 10 quarters. 

11.B.2 Losses during past financial crises 

As a complement to the work on losses experienced during the recent giobal financial crisis, 
losses during past financial crises in individual countries were afso examined, Seven past 
crises were analysed: the Japanese crisis {2000~2002), the Korean FX (1997-1999) and 
credit card crises (2003), the Swedish crisis (1990-93), the Norwegian crisis (1988-93}5

• the 
Finnish crisis (1990-93), and the US commercial and real estate crisis in the 1980s and early 
1990s. For comparison, data of the peak losses incurred by banks in some countries during 
the recent crisis are also included in the analysis. 

The approach used in analyzing historical crisis data was to calculate "peak" crisis losses 
using a flexible horizon; this stands in contrast to the work on the current crisis, which as 
described above, primarily used a fixed, 10-quarter horizon. For the historical work, the start 
of the crisis is defined as the first year when each bank incurred a (net} toss and the end of 
the crisis as the last year when each bank incurred a loss. The loss variable chosen In this 
analysis is net income after taxes but before distributions. For each bank in the sample, the 
ratio of cumulative losses to risk-weighted assets (measured in the year before the crisis) is 
calculated. This provides an estimate of the losses lncurred by the bank during the crisis. 

The estimates, as shown in Figure 5, suggest that there is quite some variation among 
crises, partiy due to differences in the data used and the differing systemic nature of the 
crises. However, looking at the more systemic crises (ie Korea FX, recent crisis and the 
Nordics), the typical losses incurred by banks were about 4-5% of RWAse This compares 
with typical losses of 1~3% in the less systemic crises (le Korea credit card and the US, 
where the results also include banks that did not incur losses during the crisis and therefore 
may not accurately represent the "negative tat!" with regards to calibrating the size of the 
buffer) and the Japanese cnsis (to the extent that the estimate for this only captures. the 
second phase of the crisis). 

We combine the results of the Swedish and Norwegian crisis due to data lfrnitatio11s, 
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Figure 5 
Cumulative peak losses as a percentage of RWAs at the start of the crisis!a; 
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{a) Each shaded band shows 5 percentage points of the distribution across banks be!vve~n the 51ti and 95"' 
percentiles. Square snows median. Negative results suggest fua1 the bank made a profit during the pertol'.t Tue 
countries (and number of banks) included in the •recent crisis" sample are Australia (1), Canada (2), France (3}. 
Germany (4t Japan (4), Korea {3}, !he Netherlands (4} Swit.zerland {2), UK {2) and me US {10/. 

A second set of analysis asked the question of how much capital banks would have required 
to absorb losses and maintaln a reasonable level of lending to the real economy. Subject to 
important caveats, to withstand losses and maintain a reasonable feve! of lending growth, the 
capital needed increases to 7% to 12% of RWA These estimates are based on loan growth 
assumptions derived from historical growth rates of GDP. monetary aggregates, and bank 
!ending in each country, along with assumptions about the share of new lending funded by 
capital. It should be noted that there is considerable room for judgment in making 
assumptions about rending growth. While a partial reduction in lending growth after 
excessive growth periods may be necessary or desirable, ideally such reductions should be 
driven by a reduction in foan demand rather than a contractron in the supply of lending due to 
bank de-leveraging. 

11.B.3. Stress Tests 

This section summarises the results of recent stress tests conducted by eight member 
countries. While the various stress tests contain a range of outputs and projections, the 
analysis focuses on estimates of the impact of the stress scenarios on banks' Tier 1 capital 
ratio (Tier 1 capital to risk-weighted assets). For each of the participating countries, the 
results are averages across several large banks; the number of banks represented ranges 
from 2 to 19, though most figures are for 2 to 5 individual banking companies. 

These cross-country comparisons are subject to several important caveats, related primarify 
to differences in the structure of the stress tests and the way their outputs were reported. 
These include differences in the type of capital examined in the stress test (Tier 1 vs. "core• 
Tier 1 ); whether risk-weighted assets were held fixed or were allowed to vary over the stress 
test horizon; the length of the stress test horizon (2 years for most of the stress tests, but the 
range was from 9 months to the full lifetime of the assets}; whether the stress impact was 
cumulative over the entire stress test horizon or a "peak" loss estimate during the horizon, 
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the severity of the underlying stress scenario; and whether banks or supervisors made the 
estimates. 

Some of these differences undoubtedly have a large impact on the results, though it Is 
difficult in some cases to determine precisely the extent of the impact. In general, however, 
the impact on Tier 1 capital was more severe (more negative} when supervisors. as opposed 
to banks, made the estimates: when the impact is measured as "peak to trough" rather than 
cumulatively; and for longer horizons. 

Holding these caveats firmly in mind, Figure 6 presents the basic results. The flgure shows 
the average estimated change in the Tier 1 capital ratio for each of the eight stress tests. Six 
of the eight stress tests project a net decrease in the Tier 1 capital ratio and t\vo project an 
increase. The median result is a decrease in the Tier 1 capital ratio of nearly 2%. Focusing 
just on those results that project a decrease in the capital ratio, the median is just over 
2.85%, and the range is between 1.25% and 4%. 

Figure 6 
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Individual bank results can show considerable variation relative to the overall mean result. As 
an example, for one country, the weighted average impact on Tier 1 capital equals about 
2.5%" but the range was from an increase of 3.5°/u to a decrease of more than 7% of risk
weighted assets. More than one-quarter of the banks in this country's test had projected pro 
forma Tier 1 capital impacts greater than {negative) 4'% of RWA Results from a second 
country also suggest considerable varfation across firms, especially regarding the "talr, le 
banks for which results are more severe than is typical for most banks in the exercise. The 
mean impact on the "core" Tier 1 capital ratio changes by more than a full percentage point -
from (negative) 4% to nearly (negative) 5% - depending on whether one bank with 
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particularly severe results was included or excluded in the mean. Finally, for a third country, 
individual bank results range between 1.75>:!/., and more than 5.0% of RWA 

In interpreting all these results in the context of the supervisory capita! buffer, it is important 
to note that they do not incorporate any losses the banks may have sustained during the 
earty part of the financial crisis, before the "as or dates of the stress tests (which were 
generally year-end 2008}. This could be an important omission in thinking about the total 
impact of the financial crisis, as losses were substantial for some (though certainty not aH) 
institutions over this period. For instance, data from one country suggests that including pre
stress test losses increases the weighted average cumulative loss figure by 2 percentage 
points, from 2.5% to 4.5% of risk-weighted assets. Overall, more than a third of the banks 
have an implied decrease greater than 5"/o of RWA, when pre stress test realised results are 
included. Because these figures combined projected stress losses and realised actual 
losses, they should be viewed as peak estimates of the impact of the flnanc!al crisis on 
banks' capital positions. 

11.C. Leverage ratio 

11.C.1 Historical leverage ratios 

To provide background and reference for calibration of the leverage ratio, data was also 
collected from 10 member countries on capital and leverage for large banks, for a period 
generally covering the early to mid-1990s to present. Due to lack of data and data 
consistency issues, the analysis focused primarily on Tier 1 capital to assets as the measure 
of leverage. The findings indicate that large banks have been increasing financial leverage 
over the sample period, with the weighted average Tier 1 leverage ratio declining from 3.5% 
to 2.5%. over the past decade for countries that adopted lFRS in 2005, and from 7,7% to 
6.4% in non-IFRS countries, 

11,C,2 Discriminating between stressed and non~stressed banks 

Using data collected from national supervisors, and also a large commercia!!y avai!abfe 
database with international coverage, analysis was undertaken to examine which ratios 
discriminated between stressed and non-·stressed banks prior to the recent crisis, and the 
!eve! of the ratio that best discriminated between the stressed and non.stressed banks. 
Differences in mean leverage ratios before the crisis are not directly useful for calibration, but 
are presented as background information. 

To perform this analysls, information was collected on several types of leverage ratios for 88 
banks from 14 member countries {Working Group Sample). To augment these data, a 
second set of data was also collected on the capital ratios for 117 large banks from 19 
countries, drawing from a large commercial data base {Broader Sample). Among the banks 
in these samples, "stressed'" banks are those that failed, were acquired under stress, or that 
received firm-specific government assistance. 

The leverage ratios examined were the ratio of Tier 1 capital to assets, the ratio of common 
equity to assets, the ratio of tangible common equity (TCE) to tangible assets, and the ratio 
of common equity minus current Tier 1 deductions to assets.6 Of course, none of these ratios 

~ For the Working Group Sample, TCE is defined as total common equity {equal to paid in shams plus retained 
eamingsj minus goodwill and intangibles (where iniangib!es are defined according to national wles}. F<il' the 
Broader Sample, TCE is defined as !he sum of common stock. addi!lonal paid fn capital, and retained earmngs 
less the sum of treasury shares, lntangib!es and goodwill. 
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matches precisely the definitions ultimately adopted by the Basel Committee. as both the 
definition of capital and the definition of exposures differ (eg off-balanc-e sheet exposures are 
not included in the calculation of leverage ratios shOwn in Table 3) so these results are 
merely indicative. 

The results of the difference in means tests are presented in Table 2 for end 2006 data, In all 
cases, the mean leverage ratio of stressed banks were lower than the mean leverage ratio of 
non-stressed banks. In many cases, the differences in the means are stat;stically significant, 
particularly when the sample excludes banks domiciled in countries that had in place a 
minimum leverage ratio requirement prior to the financial crisis. Very similar results are 
obtained using data from 2007. 7 

Table 2 

Mean leverage-based capital ratios for groups of stressed and non-stressed banks 
(Data is calculated as at end 2006) 

Other 
Total Capital I Assets 11 6.33% 58 7.92% 19 5.50% 66 6.57% 
Tier 1 Cap\1al I Assets 11 4.38% 58 5.62% 20 3.89% 69 4.19% 
Common Equity I Assets 11 5A9% 58 5.76% 27 4.07% 79 5.12% 
Tangible Common Equity I Tangible 
Assets 11 3.08% 58 4.28% 27 2.65% 79 3.81% 

Excludin countries with 

Stressed Other 

Total Capital I Assel$ 6 4.32% 41 7.62%, "" 14 4.37% 51 6.28% 
Tier 1 Capital f A$sets 6 2.79% 41 5.27% '*" 15 3.02% 54 3.65% 
Common Equity I Assets 6 2.69% 41 5.08% '** 17 2.64% 63 4.48% 
Tangible Common Equity /Tangible 
Assets 6 1.93% ! 41 4.34% 

,,.. 
17 2.22% 63 3.62% 

* 

..... 

**"• 

" ,. ... 
*~* 

The symbols ... ~. "", * indicate that the difference m sta!JsticaHy significant al the 1%, 5% and 10% revels 
respectwe!y. The Working Group Sample comprises up to 88 banks supplied by nation.al superviSors from 14 
countries. The Broader Sample is drawn from the Bankscope database anct includes up to 117 banks from 19 
counlries. 

11.C.3 Critical values 

The maln aim of the analysis of severety stressed and other banks is to identify whether 
there exists a "critical value" of each ratio that distmguishes "severely stressed" from other 
banks. That is, for each ratio, the aim is to identify a level of the ratio such that most 
"severely stressed" banks had ratios below that level, and most other banks had ratios above 
that !eve!. If such a critical value can be identified, then 1t may provide a useful benchmark for 
the regulatory minimum requirement since banks with ratios below that level ultimately 
experienced significant stress, while banks with ratios above that level experienced less 

7 Using a similar analysis, !here is little evidence that risk-based cap~tal ratios were consistently higher for the 
group of non-stressed banks prior to lhe crisis. The ratio of tangible common equily tTCE) to RWA is the only 
risk-based ratio for..,'hich severely stressed banks had statistically slgnffican!!y lower values than non-stressed 
banks prior to the crisis (and only when using the Broader Sample). In this case, using end 2008 data, the 
mean TCEJRWA ratlo for the sample of 19 stressed banks ls 5.75% and 7.66% for the sample of 73 other 
banks. 

17 



Page 185 

ATTACHMENT A 

stress. While not as direct a calibration approach as the RORWA analysis performed for the 
risk-based minimum requirement, the critical value analysis provides at least a rough 
indication of the range of leverage ratios that appear to have separated severely distressed 
banks before and in the early stages of the financial crisis. 

Table 3 summarises cases in which a moderately accurate "critical value· was identified_ An 
ideal "critical value" of the ratio would be one that correctly classlfied 100% of both severely 
stressed and other banks. In p(actice, we do not observe this, so the goal is to find a value of 
the ratio that produces a relatively high share of correct classifications for both types of 
banks" The critical values identified are those that correctly classify at least 50% of both 
severely stressed and other banks. This is an admittedly arbitrary standard and not a 
particularly stringent one, though a stronger standard is not supported by the data, However, 
it may provide a helpful way of highlighting and focusing on potential critical values for the 
various leverage ratios. The critical values for the Tier 1 to total assets measure ranges from 
3fI/., to 5%. It should be noted that thrs range is not comparable to the 3% leverage ratio 
calibration announced by the Governors and Heads of Supervision on 26 July 2010, as that 
ratio includes off~balance sheet exposures and a new Tier 1 capital definition. Converting the 
historical leverage ratiOs used in this paper to the new definitions introduced by the Basel 
Committee would produce a lower range. 

Table 3 

Critical Values of Alternative Leverage Ratios 
------------------~·~~~~~~~~~~~~~~~~~----------,,.-------~-"~-~~~~~-'""""'" 

Working group , Broader sample 
sample 
------..-----·-~----------.---~-

Tier 1 Capita! I Assets 3.0% • 5.0% :to%~4.0% 

Common Equity I Assets 3.0%-4.0% 

Tangible Common Equity I Tangible Assets 2.5%. 3,0% 

Common Equity minus Tier 1 Deductions f Asse1s 25%-4.5% 

A critical value is a value of the ratio in question that correctly classifies at !east 50% of both $evere!y stressed 
and other banks. Blank: cells indicate that nc critical values were identified for that ratio in that sample. "n/a" 
indicates that the ratio was not calculated for lhis sample. The Working Group Sample comprises data on 88 
banks supplied by national supervisors from 14 countries. The Broader Sample is drawn from a large commercial 
database provider and includes 117 banks from 19 countries. 
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Impact Analysis Methodology for Basel 3 NPRs 

• Staff conducted an analysis to assess the impact of the proposed changes to ihe definition of capital (Basel HI NPR) and to 
risk-weighted assets (Standardized Approach NPR) for banks and top-tier bank holding companies using available data, as 
of March 31, 2012, from the commercial bank Call Reports and the holding company FR Y·9C reports. Because required 
data was not always available, staff made certain assumptions (listed below) to calculate the Basel HJ requirements. 

Definition of capital (numerator of risk-based £\!pita! ratios) 

• With respect to the regulatory deductions from capital, staff made assumptions regarding the amount of: 

o outstanding DTAs subject to full deduction and the amount subject to the threshold deductions; 

o investments in the capital of unconsolidated financial institutions subject to the threshold deductions; & 

o common equi.ty tier 1 and tier 1 minority interest based on outstanding Cla-;s A minority interest. 

Standnrnized approach risk·weighled assets (denominator ofrisk-based capital ratios} 

• To estimate Basel JU risk-weighted assets, staff used line items from the Call Report and Y-9C to estimate changes in the 
risk-weighted asset amount for residential mortgage exposures, high-volatility .:--0mmercia! real estate (HVCRE) exposures, 
past-due loans, and securitizations. 

• The risk weight for HVCRE exposures (defined as construction, land development, and other land loans for this analysis; 
available on the regulatory reports) was increased from a risk-weight of 100% to 150%, 

• Residential Mortgage Exposures 

o First-lien residential mortgage exposures as reported on the regulatory reports (currently risk weighted ai 50'}h) were 
assumed to be category i exposures, while junior lien exposures, including hvme equity lines of credit, {currendy risk· 
weighted at 100'5-'i>) were assumed to be category 2 exposures. 

o To distribute residential mortgages across the proposed risk weights, which are based on LTV, an LTV distribution for 
finns' first and seeond lien mortgage portfolios was estimated using loan LTV data from industry databases (McDash 
and Core!ogic) and then spread across the Category I risk weights (35% to 100'%) and Category 2 risk weights ( !00% 
to 200%), as appropriate. 

• Pa&t-due loans (loans past due 90 days or more and nonaccmal loans, excluding residential mortgages and sovereign 
exposures), which currently are risk-weighted at l OOo/,,, were assigned to the 150% risk ·weight. 

• For foreign sovereign exposures, used the public cross-border claims and the fore.ign-office claims on loca! residents in 
non-local currency from the FF IEC 009 report to find a distribution of foreign sovereign exposures by country, which was 
assumed to be representaiive across all institutions. Assigned risk weights by country: under Basel r, OECD countries 
received a zero percent risk weight, while all other countries received a l 00% risk weight; under Basel m, assigned 
countries risk weights: according to their CRC ratings. Applied country distribution, with associated risk weight, to foreign 
debt securities line items from the regulatory report. 

• Securitization exposures 

o An interagency analysis was conducted using the simplified supervisory formula approach to calculate risk '\\'eights on 
tranches within 60 securitization transactions downloaded from an industry database (Intex) !5 deals each were 
selected for credit cards, autos, residential mortgages, and commercial mortgages. 

o To calculate average risk weights under Base! I, each tranche of the selected transactions was assigned a risk weight 
according to the genera! risk-based capital rules with certain assumptions. As a result, certain exposures were 
assigned risk weights according to the ratings-based approach, most mezzanine and junior positions were assumed to 
receive a l ,250% under the gross-up approach, and low-rated senior positions were assigned a 100% risk weight To 
calculate average risk weights under Basel rn, the SSFA was applied to each tranche oftbe selected transactions. 

o Tue current balance of each transaction was used to calculate a weighted average risk weight across each transaction 
type. These risk weights were then applied to each bank's value of summed. items from the regulatory report for 
RMBS, CM.BS, auto, and cre<llt card. 

Prepared by the Federal Reserve Board staff and reflects consultation with staffs of the 
Federal Deposit Insurance Corporation and the Office of the Comptroller of the Currency at the time prepared. 
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I. Steps for estimating the numerator changes for the capital ratios under the Basel 3 proposal 

Staff from an inter~agency work group used both qualitative measures (such as discussions with banks), 
as well as quantitative measures (such as QIS data) to create the assumptions used to estimate capital as 
proposed in the Basel 3 NPRs. 

The assumptions include: 

• 40% of a bank's deferred iax assets {DI As) are used as a proxy for "carry-forward DTAs," 
which would be subject to full deduction 

• 60% of DT As are used as a proxy for "temporary differences. DTAs," which woui<l be subject to 
strict limits 

• 80% of qualifying non-controlling (minority) interests in consoHdated subsidiaries is used as a 
proxy for quaJifying "common equity tier l minority interest" 

• 20% of qualifying non-controlling (minority) interests in oonsnlidated subsidiaries is used as a 
proxy for qualifying "tier l minority interest'' 

• 40% of investments in unconsolidated subsidiaries and associated companies is used as a proxy 
for "significant investmenis in lmconsolidatcd financial institutions in the fonn nf common 
stock"' 

• Regarding tler 1 deductions resulting from the corresponding deduction approach, trust preferred 
securities issued by financial institutions are used as a proxy for investments in fhe capital of 
unconsolidated financlaJ institutions 

1. Basel 3 Common equity tier 1 (CETl) calculation 

The following items from the regulatory reports were used in tl1e Basel 3 CETJ numerator calculations: 

Item , Banks BHCs 

i-----------------------------------------------------~'~c=a=ll~R~e~rt::...::.£-~~)_'-_9C~,)'----~---1 
RCFD3230 BHCK3230 

~c.:...:.:::;:;.:;.:;.=.:...~~~~~~~~~~~~~~-1-~~,.,;,.,;,;,.~~~+.-~· .~-~-~ 

Other e uity capital co 

I Qualifying non-controlling (minority) 
consolidated subsidiaries 

I Goodwill 

RCFD3839 BHCK3240 
RCFD3632 BHCK3247 ___ _, 
RCFDb530 30 

CFDa130 
CFDb589 

RCFDb590 BHCKb590 
----------+------~---

Cumulative change in fair value of all financial 
liabilities accounted for under a fair value 
option that is included in retained earnings and is 
attributable to changes in the bank's own 
creditworthiness 
Purchased credit card relationships and 
nonmort e servicin assets 

; Net deferred tax assets 
Investments in unconsolidated subsidiaries and 

RCFDf264 BHCKf264 

RCFDb026 BHCKb026 

RCFD.2148 BHCK2148 
RCFD2130 BHCK2l30 

BHCK6438 

Prepared by the Federal Reserve Board staff and reflects consultation with staffs of the 
Federal Deposit Insurance Corporation and the Office of the Comptroller of the Currency at the time prepared. 
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The Basel 3 CEil base 

The Basel 3 CETI base used for the 10 and I 5% threshold limitations described below is calculated by 
adding common stock, surplus, retained earnings, AOCI. other equity capital components, and 80% of 
qualifying non~controlling (minority) interests in consolidated subsidiaries (CETJ minority inteJest). 
Subtracted from that value is goodwill, the cumulative change in fair value of financial Habi!ifo:s, the 
purchased credit card relationships and nonmortgage servicing assets, and the 40%, of DT As ("carry
forward DTAs"). 

The 10 and 15''/u threshold limitations Q!! J\'ISA~, DTAs, :ind significant investments in 
unconsolidated subsidiaries in the form of common stoek 

The 10% potential deduction for MSAs, "temporary differences DTAs'' and significant investments in 
unconsolidated financial institutions In the form of common stock is calculated using the CET I base 
described above. 

The l 5% limitation for MSAs, "'temporary differences DT As" and significant investments in 
unconsolidated financial institutions in the form of common stock is equal to 17.650,,'~ of the Basei 3 CET1 
base, less the sum of the 10% deductions described above. 

Basel 3 CETl capital calculation 

Basel 3 CETl is equal to the Basel 3 CETl base, less deductions resulting from the 10~1;; Hmitations, less 
deductions resulting from the l 5% limitation described above. 

2. Basel 3 Tier 1 capital calculation 

The following items from the regulatory reports were used in the Basel 3 tier I numerator calculations: 

Item 

Non- uali 'in e etual referred stock 
Qualifying non-controlling (minority) 
interests in consolidated subsidiaries 
Trust preferred securities issued by financial 
institutions 

Banks Call Report) 
RCFDJ838 
RCFDb588 
RCFDb589 

RCFDgJ49 

• BHCK3283 : 
i BHCKb58S ~ 

BHCKG214 I 
! BHCKg349 

(HTM fair value from HC.:!!L_·-·-···-···---+---------r---
Trust preferred securities issued by financial RCFDg351 BHCKg35l 
institutions 
AFS fair value from HC-B 

RCFDg299 BHCKg299 Trust preferred securities issued by financial 
institutions (consolidated from HC-0-

~~~~TT~-.....::.T~~~--------"-----'---------.<,.....-~~~~"""'"" 

Basel 3 tier 1 capital calculation 

Base! 3 tier l capital is estimated to be equal to the Basel 3 CETl base plus perperuai preferred stock and 
related surplus, plus tier l minority interest, Jess non-qualifying perpetual preferred stock and iess any 
amount of investments in the capital of unconsolidated financial institutions above the 10% threshold 
limitation. 

Prepared by the Federal Reserve Board staff and reflects consultation with staffs of the 
Federal Deposit Insurance Corporation and the Office of the Comptroller of the Currency at the time prepared. 
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2. Basel 3 Tier 2 and total capital calculation 

The following items from the regulatory reports were used in the Basel 3 tier 2 and total capital numerator 
calculations: 

~~~~~~---i~B~a~n_ks~-C~_ll_R__..e~o_rt_._~,.._B~H_C_s~'-'-9~C~,..._~----< 
bordinated debt and RCFD5306 BHCKg217 

siock 
umu!ative perpetual preferred RCFDb593 
ock includible in Tier 2 ca ital 

Allowance for loan and lease RCFD5310 
losses includible in Tier 2 ca ital 
Qualifying restricted core 
elements (other than cumulative 

e etual referred stock) 
Unrealized gains on AFS equity RCFD2221 
securities includable in Tier 2 

RCFDb594 

Basel 3 tier 2 capital cakplatlon 

BHCKg218 

BHCK5310 

BHCKg215 

BHCK222i 

BHCKb594 

Basel 3 tier 2 is calculated by adding qualifying subordinated debt and redeemable prefem.xl stock, 
cumulative perpetual preferred stock includible in tier 2 capital, allowance for loan and lease losses 
includible in tier 2 capital, unrealized gains on available-for-sale securities includable in tier 2 capital, 
other tier 2 capital components, and qualifying restricted core elements (other than cumulative perpetual 
preferred stock), which is the value of the trust-preferred securities that were removed from tier I capitaL 

Basel 3 total capital cakuladon 

Basel 3 total capita! is calculated by adding tier 1 and tier 2 capital as described above. 

II. Steps for estimating the denominator changes for the capital ratios under the Basel 3 proposal 
(standardized approach) 

Prepared by the Federal Reserve Board staff and reflects consuttatlon with staffs of the 
Federal Deposit Insurance Corporation and the Office of the Comptroller cf the Currency at the time prepared. 
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To determine the impact of the changes to risk-weighted assets under the standardized approach, staff 
used existing risk-weighted assets (less numerator deductions), and then added the Basel HI "impact" ftx 
the following categories: foreign sovereign exposures, foreign DI exposures, high volatility commercial 
real estate (HVCRE), past-due loans, residential mortgage exposures, and se-euritization exposures. 

1. "Base" risk-weighted assets and risk-weighted asset impact by category 

The "base" (reported) risk-weighted asset value for each bank was first adjusied to reflect any of the 
capital deductions described in part l (numerator changes). Staff then estimated a change in risk-weighted 
assets for each category (foreign sovereign exposures, foreign DI exposures, HVCRE. past-due loans, 
residential mortgage exposures, and securitization exposures) by pulling line items for each category, and 
comparing the risk-weighted exposure amount under Basel l versus under Basel IIL 

A. Foreign Sovereign Exposures. 

l) Sum line items RCFD 1742, RCFD 1744. and RCFD 2081 for each bank:, finding one value, 
"sovereign amount" per bank. 

2) Sum the exposure amounts from 009 Report line items FCEX C916 and C9l9 for each country. Find 
the% by country by dividing total for country over total exposures for all (.:ountries for FCEX C916 and 
C919. Will have one% for each country. This '·distribution" wiU be used for ail banks and bank holding 
companies. 

For this analysis: 
• Removed countries where there were no exposure values 
• Removed lines that were regions or sums of countries (ie only included individual country data) 

3) Find appropriate risk weight under Basel land Basel HJ per country as outlined below; 

Basel I {baseline) 
4) Exposures to OECD member countries receive a zero percent risk weight, while exposures to an other 
countries receive a risk weight of 100 percent. Multiply applicable risk weight (zero or ! 00) by exposure 
amount per country. Sum the amounts per country, per bank to find risk-weighted exposure amount by 
asset size group. 

Basel Ill 
CRC Ratinvs Risk Weivht 

0-1 0% 
2 20% 
3 50% 

4-6 100% 
-.. .. ~~~~~~~ 

7 150% 
NoCRC 100% --· 

4) Use CRC table to find appropriate risk weight per country. Multiply risk weight by the distribution 
percentage found in step 2; then multiply by exposure amount per bank. 

B. F()reign DJ Exposures. 

l) Pull line RCFD 8532 for eaeh bank as "foreign DI amount" 

Prepared by the Federal Reserve Board staff and reflects consultation with staffs of the 
Federal Deposit Insurance Corporation and the Office of the Comptroller of the Currency at the time prepared. 
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2) Sum the exposure amounts from 009 Report line items FCEX C9 l 5 and C9 i & for each country. Find 
the % by country by dividing total for country over total exposures for all countries for FCEX C915 and 
C9 l 8. Will have one % for each country. This ';distribution" wlll be used for aH banks and bank holding 
companies. 

3) Find appropriate risk weight under Basel l and Basel m per country as outlined below: 

Basel l (baseline1 
4) Foreign DI exposures to OECD member countries receive a 20 percent risk weight, while exposures to 
all other countries receive a risk wejght of too percent Multiply applicable risk weight (20 or 100) by 
exposure amount per country. 

Basel lll 

4) Use CRC table below to find appropriate risk weight per country, Multiply risk weight by the 
distribution percentage found in step 2; then multiply by exposure amount per bank. 

CRC of Sovereign 
Risk Weight(%) 

lncornoration 
0-1 20 
2 50 

3 100 
4-7 ISO 

NoCRC 100 

C. High Volatility Commercial Real Estate (HVCRE) 

Steps for analvsis: 

1} Pull line item RCONfl 59 by bank as "HVCRE." 

Bas~U 
2) HVCRE under Basel l is 100% risk-weighted. 

~~~Im 
2) HVCRE under Basel IIl is 150% risk~weighted. 

D. Past-due loans 

Steps for analysis: 

I) Sum line items: rcfdf171 rcfdf170 rcfd5461 rcfd5460 rcfd1256 rcfd1255 rct(H253 rcfdi 252 rconc229 
rconc237 rconc230 rconc239 rcfdfl 67 rcfd 1597 rcfd539 l rcfd5390 rcfi:t5382 rcfd5381 rcfd5379 rcfd5J7S 
rcon3495 rcon3494 rconfl83 rconfl81 rconf180 rconf182 rcfnb574 rcfnb573 rcon5400 rcon53~}9 
rcon350 I rcon3500 rcfdl 583 rcfdk2 l 5 rcfdk2 l4 rcfdk2l 7 rcfdk218 rdub577 rctab576 rcfd3506 rcfd.3507 
rconfl 77 rconfl 75 rcfdfl 68 rconfl 76 rconfl 74) as "Past Due Loans" per bank. 

Basel 1 
2) Past Due loans under Basel I are 100% risk-weighted. 
Basel m 

Prepared by the Federal Reserve Board staff and reflects consultation with staffs of the 
Federal Deposit Insurance Corporation and the Office of the Comptroller of the Currency at the time prepared, 



Page 195 

ATTACHMENT B 

2) Past Due loans under Basel Ill are 150% risk-weighted. 

E. Residential Mortgage Exposures. 

Steps for analysis: 

1) Pull line item RCON 5367 (first liens) per bank as "RCON 5367." Sum line items RCON 1797 and 
RCON 5368 (junior and revolving liens) for each bank as "RCON 1797+RCON 5368." 

Basel I 
2) Multiply "RCON 5367" by 50% (RVl); multiply" RCON 1797 +RCON 5368" by 100% (RW). Sum 
these values by bank to find the risk-weighted exposure amount for residential mortgages. 

Basel TH 
2) Distribute "RCON 5367" according to table and multiply that amount by appropriate risk weight, per 
the table. Sum the values by bank Note for this analysis, used the original LTV category (per ALH}. 
Distributions for Category 1 and Category 2 loans are based on ana!ysjs from Paul Calem (document 
titled "ltv distributlons.t:xf'). 

Original LTV 
80% of First Category 1 risk 20% ofFirst liens Category 2 risk 

liens are 
Cntegory Catet;!orv .I weight are Category 2 weight 

<cc60 32,73 35'% 4.02 100% 

> 60 and<= 80 60,81 50% HL04 )!){)'% 

>RO and <=90 2.89 75'% 26.44 100% 

>90 3.58 I OO'}o 5L5 200'";{, 

3) Distribute "RCON 1197 +RCON 5368'' according to table and multiply that amount by appropriate 
dsk weight, per the table. 

LTV Cate orv 

<=60 

> 60 and<"" 

>90 

Total 

F. Securitization Exposures. 

Pereent of principal balance by 
cat o 

22% 

40% 

24% 

!4% 

100% 

100% 

150% 

200% 

Approach: The New York RB and the Phlladelphia RB prov1ded a file of anonymiz.ed securitization dam 
from large banking organi?.a.tions across five product types (CLOs, non-agency RMBS, Credit Card, 
Auto, and CMBS) with the neces5ary data points including an external rating. attachment point and 
detachment points. and cumulative loss data, For each of these product types, risk weights were 

Prepared by the Federal Reserve Board staff and reflects consultation with staffs of the 
Federal Deposit Insurance Corporation and the Office of the Comptroller of the Currency at the time prepared. 
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calculated for 25 securlt !es under the Basel !ne and the SSFA. The average risk weights under the 
Baseline and the SSF A for these securities were used as a proxy to estimate the impact. 

L For each product type, provide the weighted average for the Baseline RW and the SSFA risk weight. 

Type • 
i ~~li11¥li'\vcR\V $SFA AveRW t 

TH ent) {Basel III treatinbnt) t 

Credii Cards l 09'1/o 170.4% l 

Autos 52% 67% l 

CMBS 164%1 2395% t 

RJ\rIBS* ! 365% 445°/!} l 

*to find Basel 1 risk weight for Rrv1BS, using interagency-suppJied securitizatfon data: 

1) Used "cruTent" cycle date data only 
2) anything with a detachment point of 100 (senior) got l 00% risk weight, all else got 1250% as 
"B 1 risk weight" 
3) used current bal to find a weight per transaction 
4) multiplied weight by Bl risk weight; summed risk weights to find one weighted average risk 
weight 

2. Baseline reporting line items: 

. . . : .· ..... ·.·.:.: ..... . . . ........... . . .. .. . ............. . 
.. ·· ·. .· :.:··::::::: :. 

· BaseHne!n1CLi~bitems 
·: .. ··. .. .·.=: ·-:· ··-:· 

·.··•Baseline Call Report Line [~fus > ·•· 

Credit Cards RCFD B838, RCFD 8841 BHCK BS38, BHCK B841 

Autos RCFD B846, RCFD 8849 BHCK B846, BHCK B849 

' ' RCFD KI46 RCFD KI49, RCFD Kl54, BHCK KJ46, BHCK KI49, BHCK f 

CMBS RCFD Kl57 Kl54,BHCK Kl57 · i--=~:..::::......----+...c.;_;;..;;:..::;:...c..::..::..::_:. _________ .-;-;;;.;;;..;;.;;~;;;;;..;;,,;;...;;...;;..;;...;;..;;;..:;.;:_:_ ______ ,~-l 

RCFD G30S, RC.FD G3 I J, RCFD G320, BHCK G308, BHCK 031 l, BHCK 
RMBS RCFD G323 G320, BHCK G323, 

3. For each product type, aggregate and average the Call Repon line items and apply the Baseline (Basel 
1) risk weights and SSFA risk weights (Basel 3), 

3. Calculate impact and Basel HI risk-weighted assets 

For each category (foreign sovereign exposures, f0reign DI exposures, HVCRE, past-due loans, 
residential mortgage exposures, and securitization exposures), multiplied the line items from the 
regulatory reports first by the risk weight for Basel I, which represented the risk-weighted assets under 
Basel I for that category. This step was replicated for Basel m by multiplying the line items .from the 
regulatory reports by the risk weight for Base! Ill, which represented the risk-weighted assets under Basel 
rn for that category. 

The "impact" of Basel m was the Basel m amoum per category less the Basel !amount per category, per 
bank, which represented the increase in risk-weighted assets for that category. The impact amount from 
each category was added to the '"base risk-weighted assets" calculated in step 1 per bank. The sum of the 

Prepared by the Federal Reserve Board staff and reflects consultation w!lh staffs of the 
Federal Deposit Insurance Corporation and the Office of the Comptroller of the Currency at the time prepared. 
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base risk-weighted assets plus the impacts of each category represented the Basel m risk-weighted asset 
amount. 

4. Additional Notes: 
• This analysis was replicated for banks and bank holding companies. 
• For the bank holding company analysis. used only top-tier BHCs with more than $500 miHion in 

total assets. 
• Instances where tier l , as reported in the Call Report or Y ·9C was negative was left in the 

analysis. assuming that the reported figures were accurate, 

Prepared by the Federal Reserve Board staff and reflects consultation with staffs of the 
Federal Deposit Insurance Corporation and the Office of the Comptroller of the Currency at 1he time prepared. 
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Bank Impact Analysis 
Impact of: Basel 3 with Standardized approach 

in thousands 

Bank Size 
greater than s2so 6 493, ,368 61 ,1 ' 89 1, 
$1008 • 250B 13 $ 1!"12,216, 148 $ 211,616,SOO 175,318,671 $ 175,318,746 $ 204,621,117 
$10 • 10QB 89 $ 269,843,538 $ 305, 163,612 262, 137,865 $ 264,856,372 s 300,202,812 
$1-iOB 555 $ 145,67•L 132 $ 157,527,571 143,362,961 $ 144,923.461 $ 156,700,358 
$250m to $18 1,900 $ $$,907,975 $ 9$,142,159 89,506,33$ $ 90,228,2$4 $ 97,385,922 
fess than $250m 4,767 $ 55,500,188 $ 59,404,342 56,5;;'&, 743 $ 56,960,126 $ 60,768,936 
Grand Tomi 7,330 $ 1,235,el!U49 $ 1,445, 027 ,273 1,210,554,569 $ 'l,216,5$6,9$(! $ 1,426,604.493 

Additional capital re uired to meet alternative ca 
in lhousands ca · alized · ··.·.·· .. ·.·.· .. ·.·.·.··.·.· .. ·.·.·:,,..: ................ -

Common Equity n Total RBC ratio 
Banf; Size RSC 4.5%' Tier 1 RBC (6.0%' (tLO%} 
greater than S2508 $ $ $ $ 43,426 
$100B • 250B $ $ $ $ 2s·1,t3s 768,12$ 
$10·1008 $ 2,407 $ 76,240 $ 230,110 314:11)4 $ i, 16.2,912 006,847 4'12,535 2,009,691 1,727,SZ7 
$1 - iOO $ 25,296 s 213,301 $ 54,113 56,659 $ 100,548 417,516 73,909 3Gt808 796.817 
$250m toS18 $ 90,1)87 $ 3S.575 $ 48,874 154,990 $ 113;225 236,187 179,015 i83,454 406,942 
le:is than S250rn s 42,629 s 37,550 $ 40,868 54,898 $ 50,490 00,776 62058 63,821 148719 

ml $ 160,419 $ 180,667 $ 383,965 580,$59 $ USO 915 1.651.326 ]Z"! 518 ~.313,330 ~.OSO, 105 

Count of banks that fail to meet following capital standards:" 
Minimum uatel cg italized ; 

Bonk Size ET1 RSC '4.5%) Tier 1 RSC HiO"h' 
greater than 1 
$1008" 2508 1 1 
$10-1008 1 1 2 2 5 5 2 1 12 
$1·10B 2 2 3 2 9 25 3 15 42 
S250m to$1B 7 5 7 ·12 23 52 t7 41 107 
less than $250rn 7 5 6 14 21 83 21 45 159 

rario Totel 17 13 1e 30 59 175 43 111 320 

Source: Call report data (3.31.12} and FDIC estimates 
" Count of banks that fail to meet the Basel nt and Standardized Approach capital standards do not include approximately 233 banks that do not meet 
the current RBC standards.. 

Abbrevsltions: 
RSC :::: Risk Based Capital 
CCB:::: Capita! conseNatlon buffer 
CET1 =Common Equity Tier 1 
8 =billions 
M =millions 
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FDIC Methodology for Estimating the Impact of the Basef IU and Standardized Approach NPRs on US Banks 

FDlC staff analyzed the impact of the proposed changes contained in the Basel III and Standardized Approach NPRs using Call 
Report data and the assumptions provided below, 

Basel Ul (Nwnerator ofrisk-based capital ratios) 
The chart below summarizes the approach and assumptions used to estimate conunon equity tier I, tier I and rota! capita!. 

Ca ital component 
+ •Common Sto<:k ............................................ 

+ : Surpl~.... , .... 
+ Retained Earnings 
+ AOCJ 
·'· ..• OtherEquityCapita.! 0>1npone~ts. 

j - . Qoo.(!wi!J.~.Qt?s:! Jntangiblr; .Ao~ 
~ .... ~ .. ,, ;_~~~---~~ . .f..Y.gLfJµ_~~~~ .. ~J®.Utty~~§ ..... 
t ..... ~?.GL~~-~-~.:~0~ .. ~~rt:zaze s~r.~~~(~z.As.~~~---· 
r. .. • Net deferred ta\ i'ISS~l<; 

+ •Minority lntere;;t 

Call Report 
Line 

'RC-Z4 

kC-3 

RC?<I• 

RG~t

:kC·ffic. 

;!\C-R-h 

:1tr-k-Jb 

:RG\h!b 

•R(\f-1 

Dedw;ti<)M for CO!!lI)QJJCQU excrnljng IQ'/!il 5% t!m;s!w!d limiti!liQ!rJ 
---- ---riercrred Ta\. A.s:W1s 001 pre\licusiy &:ducie<l -- iiic:1<:: --- --

In..estmen!s in financial iM!ltutiora 

_ perpe_t11<li Prcferre~ ~.''.".~.~ S_\lfpl~ 
• N01vQua1ifying Perpetua] Preferred -R<>M 
: lnwstmenl$ in unconsolidated fimmcial instiMions over J«:-ll 6_., cu< n 
threshold limits i<C-BM6 "- (\>t D 

RCcl>'.1.~ _ 

Qua! ifying minority imcrests in <:onsolidaled subs R('.R.f> 

Call Report 
Field 

)lO'D.3230 

RCHH1!'.J'f 

lllrrnt:'1 

RU' Dill JO 

J1;{'f0AJJ() 

ll.CfP!lSO 

RCFDF%4 

RCT-T>OO:<i 

RCFru;~s 

•RCHn,43 

•RtrD2ll'J 

RfTJ}JSJS 

RffDIJJS3 

RCf'JXi"µ) 

Rtftlill51 
RCfoa;y) 

RCfDil:W 

;)-~~:~JJ1s~-1-nm~'Jl!!m~1~~t,::1~;;r~il~-,J~m1'E1111~·rnil."i:i11~rr:,,i;i~ 
+ 

Qua! ifying sulxm.tina!<od debt and redeemable preferred Rr>R 12 RlTDil& 

stock 
+ Nun·Quali fying Perpetual Preferred KC~R·5 

Allowance for loan and lease !nsscs includible in 'fiet 2 Rc,R 14 
+ 

capita! 
RC-Rl6 

Standardized Approach (Denominator of risk-based capital ratios) 

........... - -··· 
RCfDIJ538 

RCTtmm 

Notes and a 

C:a.k:ulanen f t\~~vfrnJ ~4.Ml..t~i!d& ·~"fy 
f...1rw&fd' DT A~ 

(alcd•fo,, ! A.ooll>'.4 .:(% mofaoed m CH! 

""";w 
\.~kiJhlt~n/ Ag$urre4 ((~4of!JrA~ ~~e<l to 

(~"r"'"<I1~·""" 
C.kd..ti<>n f Ais.i<=l-<!0% tJfinves1m;ot> ;, fl> 

.:~~~~·~·~·~·~.~~.~~~(1~ ~~1:l ~.t.2~¥. 

To estimate the effects of the Standardized Approach, FDIC staff started with each bank's cum:nt risk·weighted assets (RW A), as 
reported on the Call Report, and adjusted RW As for asset categories where risk weights would change under the proposed rule. The 
chart below shows the asset categories and assumed change in risk-weights proposed under the Standardized Approach. FoHowing the 
chart is a description the assumptions used in the analysis. 

Asset category 

1-4 f"ami!y ResidentiaJ :tci:i:ans 
f{ig~ Yo latil ity C:C.rnrn~~~iaj Ilea!. Estate. (HVC:!:\F,}lp"11? .. 
Non~accruing & 90 ililY~.()r 1norepast djje loans 
Intangibles (MSA,, DTA..J10t deducted in defcap) 
Securitizations 

Deriwrtives 

Ft;d Funds ~old and ~t;~~ities Purchas~d to Resell 
Securities Lent 

Current: 
A endh:.ARW 

50'Y'., 
100'% 

100~'" 
100% 
50% 

• Projected: 
•Standardized RW 

75% 
150% 

150% 
2501% 

75% 
0'%! 4'%1 10% 

••••••••••••••••••••••••••••••••••••••••••••••••••••••••••vv•v 

{)'%/ 8%.f 40%1 
0%;/ 8%/ 20%,/ 40% 

Prepared by the Federal Deposit Insurance Corporation staff and reflects consultatfon with staffs of the 
Federal Reserve Board and the Office of the Comptroller of the Currency at the time prepared. 
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Assumptions: 
• J-4 Familv M9rtgager FDlC staff used data from Lender Processing Services (LPS) tC• estimate the risk-weight on the stock 

of residential mortgage loans in the banking industry, LPS collects data on mortgage originations, including some mortgage 
loan characteristics such as loan4o-va!ue ratios. 

• k:jjgh-V oJ~J:ilitcCrnIIJDJrrsj!!-L&gJl!Jilllil1.:;. {HVCRE> loans; HVCRE loans ate a sub-set of commercial and land development 
( C&D) Joans, which are reported on regulatory reports, FDIC staff estimated the amount of C&D loans classified as HVCRE 
by .:omparing Cal I Report and FFfEC I 0 l data. 

• Non-Accruing and 90 dav past due loans: FDIC staff used existing Call Report data on non-accruing and past due loans to 
assess the impact ofa 150% risk weight. 

• Intangibles: FDIC staff used existing Call Report data on intangible assets. 
• Securitizations: FDIC staff assumed a 50% increase in the risk weight of securitization exposures basc-0 on Call Report data 

and discussions with bank examiners. FDIC staff assumed that the average risk weight for securitizatiuns would increase 
because banks, particularly community banks, typically invest in senior tranches, whose risk-weight fa less affected by the 
SSFA. Jn addition, the Standardized Approach includes the gross-up treatment whith represents no change from current 
rules. 

• Derivatives and Repo style transactions: FDIC staff estimates there will be a significant reduction io risk-weights for certain 
exposure under the collateral haircut approach and from the expansion of assets that would be recognized as eligible 
collateral under the proposal. 

Prepared by the Federal Deposit Insurance Corporation staff and reflects consultation with staffs of the 
Federal Reserve Board and the Office of the Comptroller of the Currency at the time prepared. 
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AOC: Accumulated Other C'.umprehem;ivo 
lnconw 

BCBS BMel \,<;;mmittee on Banking 
Supervision 

BI!C Bank Holding: Company 
BIS Bank for Internati.onal Settlomems 
CAMELS C'.apital Adeqtllicy, Asset Quality, 

Management Eamlngs, Liquidity, and 
Sensitivitv to Market Risk 

CCF Credit ConvHsion Fadm 
CCP Ct!ntral Counterparty 
CD.C. Community D<:velopmont 

Corpon;tfon 
CDfl Community Devl'lopment Financial 

lnstitutinn 
COO Collaterallzed Debi Obligation 
CDS Credit Default Swap 
CDSiml l.ndex Credit Default Swap 
CE!O Credit:Enh1mcing !ntereM-Only Strip 
Cf' Converskm Factor 
CFR Code of Federal Regulation~ 
CFTC Commodity Futures Tradlng 

Commission 
CMBS Commerdal Mortgage Backed 

Sec1irity 
Cl'SS Committee on Pavment and 

Sutllcment Systems · 
CRC Countrv Rid C'Jassilicatiorni 
CRAM Country R~k Assossmen! Mode! 
CRM Crodit Risk Mitigation 
CUSW Committee on Uniform Securities 

Identification Procedures 
D.C.0 Derivatives Clearing Orguni?.atioc:s 
DFA Dodd·Fr..:nk Act 
DJ Depo&ltory Institution 
DPC Debts Previouslv Contrnctoo 
DTA Deferred Tax :\Sset 
DTL Deforrerl Tax Liability 
DVA Debit Valuation Adjllstrmmt 
DvP Delivery-versus-Payment 
E /vlmnure of Effectivoness 
EAO Exposure at Default 
ECL Expected \..:redit Lo!l!l 
EE Expe<;ted Expoi;nre 
E.O. Executive Order 
EPE Expectmi Positive Exposure 
F ASB Financial Accounting Standards 

Board 
FDIC Federal Deposit lnsurmce 

Corporation 
FflEC Fedt>ral Financial In8titutions 

Exumination Conm::il 
FHLMC Federal Hnme LoRn Mortgage 

Corporation 
FMU Fi.nencial Market Utility 
FNMA Federal National Mortgagr 

Aimociation 
FR Federal Register 
GAAP C,;,nerally Accepted Accounting 

P:rindplos 
GDP Gross Domestic Product 
GLUA Gremm.Leach-I!lilev Act 
CSE Govcmment·Sponsored Entity 
HAMP Home Affordable Mortgage Program 
HELOC Hurne Equity Line of Credit 
HOLA Home Ownarn' L\lan Act 
HVCRE High.Volatility Commercial Resl 

Estate 
IFRS International Reporting Standards 
!MM Internal Models Methodology 
UO lntrNr!·Only 
!OSCO lntcrnatioual Organization of 

Socuritics Commissions 
LTV Lnan-to-Value R11tie 
M Effective Maturity 
MDB Multilatehll n·evelcpment Banks 

MSA Mortgage Servicing Assets 
NCR Net-to.Gross Ratio 
NPR N otke of Proposed Rulemaking 
NRSRO Nationally Recognized Stali.!itkal 

Rating Organization 
OCC Offit:P of the f'.-0mplroller of the 

Cu:rrcncv 
OECD oiganiza!ion for Economic Co

operation and Developmtmt 
OIRA Office of Information a.'1.d Regu1atnry 

Affairs 
OMB Office of Managemoo.I and Budget 
OTC Ov1;r-lhe-Cou.n!B:t 
PCA Prompt Corrective • .\ction 
PGCR Purchased Credit Card Rece!vsblcs 
PFE Potential Future Exposure 
PMJ Private Mortgage Jnsurance 
PSE Public Sector Entities 
f'vP P;wment-;;;irswi·Pavment 
QCCP Qualifying Cenll'.~\ Counterparty 
RBA Ratings-Based Approach 
REIT Real Estate tnvestment Trntt 
RF A Regulatory FJcxibHity Ad 
RMBS Resid<mtial Mortgage lfackwl 

Security 
RTCRR1 Act Resolution Trust (',orpor.ition 

Refi.nenc.ing, Restructurl.ng, and 
Improvement Act uf 1991 

RVC Ratio of Value Change 
RWA Risk-Weighted Asset 
SEC Socw:itles and Exd.nmgu Commission 
SF A Supervisory F'unnuia Approach 
SFT Socw:itles Pimmcing Transactions 
SBLF Small Business Lending Fac\Jity 
SLHC Savings and Loan Holding Company 
SPE SpedEl Purpose Entity 
SPV Special Purpusu Vehicle 
SR Supervision and Regulation Letter 
SRWA Slmple Risk·Wmght Approach 
SSFA Simplified Supervisory Formula 

Approach 
lTMRA Unfunded Mandales Reform Act of 

l9fl5 
U.S. United Stales 
LS,C United States Code 
VaR Vnlue-at·Risk 

VIII. Regulatory Flexibility Act 
Thn Regulatory :Flexibility Act, 5 

U.S.C. 601 et seq, (RFAJ requires an 
agency to provide an initial regulatory 
flexibility analysis with a proposed rule 
or to certify that thr, rule will not have 
a significant economic impact on a 
substantial number of small entities 
{defined for purposes of the RF A to 
include banking entities with assets less 
than or eqnal to $175 milHonJ and 
publish its certification and a short, 
explanatory statement in the Federal 
Rt;ifister alo~g with the proposed nile, 

J he agm:lc1es are separately 
publishing initial regulatory flexibility 
analyses for the proposals as set forth in 
this NPR. 

Board 

A Statement of the Objective:; of tho 
Proposal; Legal Basis 

As discussed previously in the 
Supplementary Information, the Board 
is proposing in lliis NPR to revise its 
capital requirnmen!s to promote safe 

and sound banking practices. 
implement Basel UL and codify its 
capital raquirnments. The pmposals also 
satfafy certain requirements under the 
Dodd,Frank Act by imposing new or 
revised minimum capital requirements 
on certain depository institution 
holding companies.00 Under section 
38{ c){ 1) cf the Federal Deposit Insurance 
Ac!, lhe agoncies may prescribe capital 
iitandards for depository institutions 
that they regulate_;;1 In addition, among 
other authori!fos, the Board may 
establish capital requirements fo:r state 
member banks under the Federal 
Reserve Act, n for slate member banks 
and hank holding companies under the 
International Lending Supervision Act 
and Bank Holding Company .1\ct,"3 and 
for savings and loan holding companies 
under the Home (hvners Loan Act tl4 

B. Small Entitfos Potentially Affected by 
thePwposal 

Under regulations issued by the Small 
Business Adminlstratkm.ns a small 
entity includes a depository instilulion 
or bank holding company wHh total 
assets of $175 million er less (a small 
banking organlza! ion). l\s nf March 31, 
Z012 there were 373 smaH stale member 
banks. As of December 31, 2011. them 
were approximately 128 smaH savings 
and loan holding companies and Z,385 
small bank holding companfos."'" 

The proposal would not apply to 
small bank holding con:1panies that are 
not engaged in significant nonbanking 
activities, do not conduct significa.11t off· 
balance sheet activities, and do not have 
a mntedal amount of debt or equitv 
securities outstanding that am registered 
with the SEC. These smaH bank holdino 
compauies remain subject to Urn Board~ 
Small Bank Holding Company Policy 
Statement (Policy Statement):F 

Small state nwmher hanks nnd small 
savings and loan holding companies 
(covered small banking organizaUons} 
would be subject to the proposals in this 
NPR. 

""Sro H U.S.C S37L 
.. s,,,, u u.::Lc. li!J1n(t:i(1J. 

'" 5%' 1l CFR ?.tSA3. 
.o.;;s,w;:;: u.s.e. MI07; 12 USC. HN4. 
"' 5,,., iZ U.S.C H67oig)il). 
"'' Swt 1J CVR !l u:o1 
90 Ti.w Dei;;muher 31. :ma data are !he mo<1 rernnl 

iwililaM1t deta en e:flli!ll 3.'tdngs and lvan hnldlng 
compo.ni!!s aud sm.all trnik helding conrn"nks. 
'' Scm 12 CFR P'"' 225, appand!~ C. S~tlnn 171 

nfthe Dndd+nnk provides ~u. evnm>tion frnm its 
requ.imimml• fur hilnk holding c:ompW,im subjm:t tn 
!h\< Pelky Sti'!l»mlinl fas In l.iffw~t tin Mav 1 lt, 201 u!. 
S(';{~tkm .l i 1 doP~ not pt*.IVkt~ a ~i,niJhu· ~xemptinn 
for •m~H <8vingi; and k"m IH;ldiui; cm:tpm1les and 
lh"Y •rn thC'refrnce subjN:i w th;; pro:msab. 12 U.S.C. 
5371(::-;j(:>){CJ • 
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C. Impact on Covered Small Banking 
Organi<ntinns 

The proposals may impact covered 
small banking organizations in several 
ways. The proposals would affect 
covered small banking organizations' 
regulatory capital requirements. They 
would change the qualifying criteria for 
regulatory capital, including required 
deducti.ons and adjustments, and 
modify the risk weight treatment for 
some exposures. They also would 
require covered small banking 
organi1.ations to meet new minimum 
common equity tier 1 to risk-\veighted 
assets ratio of 4 5 pcrccnt and an 
increased minimum tier 1 capital to 
risk-weighted assets rishbased capital 
ratio of 6 percent, Under the proposals, 
all banking organi.zations would remain 
subject to a 4 percent minimum tier 1 
levernge ratio>'" 

In addition, as described above, the 
proposals would impose limitations on 
capital distributions and discreti~nary 
bonus payments for covered smal! 
banking organizations that do not hold 
a buffer of common equity tier 1 capital 
above the minimum ratios, As a result 
cf these new requirements, some 
covered small banking organizations 
mav have to alter their capital stmchrre 
(including by raising now capital or 
increasing retention of earnings) in 
order to achieve compliance. 

Moi;t. small state member banks 
already hold capital in excess of the 
proposed minimum risk-based 
rogulatory ratios, Therefore, the 
proposed requirements are not expected 
to significantly impact the capital 
structure of most covered small slate 
member banks. Comparing the capital 
requirements proposed in this NPR and 
tho Standardized Approach NPR on a 
fully phased-in basis lo minimum 
requirement:; of the current rn!os, the 
capital ratios of approximately 1-2 
percent of small state member banks 
would fall below at Ioast one of tho 
proposed minimum risk·based capital 
requirements. Thus, the Board believes 
that the proposals in this NPR and the 
Standardized NPR would affect an 
insubstantial number of Bma!! state 
member banks. 

Because the Board has not fully 
implemented reporting requirements for 
savings and loan holding companies, it 
is unable to determine the impact of the 

"' Uaul<:.ing vrgan\tat:ivns ~uhject iv t!w a<ham"'<l 
aypfl,ijChD" tnl<1~ alw wvu!il h~ <B<)iillw:I i\1 2Q18 ~" 
achi,;~~ a mlnlm,,;n ti~r l G~o\h;) t0 t<;lel levernge 
~xpMnre r4!io {\h., sllpplement&ry knrrage w.tir.i) cf 
J po:Ttml, Advanced i!ppttm.~he~ hankl~ 
orypllil,;;tions •hnuld refer to Mltllou 10 oI suhp"rl 
E d tlrn prnpo.rnd rnfo and ,<Vtion 1Ul of the 
prnamh!e for a mnru d•iaUod <lionwdon ,,f the 
app!ic:ilbfo minimum Glpi!a! ratk-.. 

proposed :requirements on small savings 
and loan holding companies. The Board 
seeks comment on tho polent1a1 impact 
of lbe proposed requirements on small 
snvings and loan holding companies. 

Covered small banking organizations 
that would have to raise additional 
capital to comply with the requirements 
of the proposals may incur certain costs, 
including costs associated with issuance 
of regulatory capital instruments. The 
Board has sought to minimize tho 
burden of raising additional capital by 
providing for transitional arrangements 
that phase-in the new Cilp:ita! 
requirements over several years, 
allowing banking organizations time to 
ai:cumulate additional capita! through 
retained earnings as well as raising 
capilal in the market. While the 
proposals would establish a narrower 
definition of capital. a minimum 
common equity tier 1 capital ratio and 
a minimum tier 1 capital ratio that is 
higher than under the genernl risk·based 
capital rules, tho majority of capital 
instruments currently held by small 
covercd banking organi7.ations under 
existing capital rules, such as common 
stock and noncumulative perpetual 
preferred stock, would remain eligible 
as regulatory capital instruments under 
the prnposad requirements. 

As discussed above, the p10posals 
would modify criteria for regulatory 
capital, deductions and adjus1mcnts to 
capital., and risk weights for exposures, 
as weU as calculation of the leverage 
ratio. Accordingly, covered small 
banking organizations would be 
required to change their internal 
reporting processes to comply with 
these changes. Tiiese changes may 
require some additional personnel 
training and expenses related to new 
systems (or modification of existing 
systems) for calculating regulatory 
capital ratios, 

For small savings and loan holding 
companies, the compliance burdens 
described ahove may be greater than for 
those of other covered small banking 
organizat:iom. Small savings and loan 
holding companies previously wore not 
subject to regulatory capital 
requirements and reporting 
requirements tied regulatory capital 
rcquiremen1s, SmaH savings and loan 
holding companies may therefore need 
to invest additional resources in 
establishing internal systems (including 
purchasing softivare or hiring 
personnel) or :raising capital to come 
into compliam:e with the proposed 
requimmenls. 

n Transitional Arranguments To Ease 
Compliance Burden 

For those covered small banking 
organizations that would not 
immediately meet the pr 
minimum requirements 
prov.ides transitional arrangements for 
banking organizations to make 
adjustments and to come into 
compliance, Small covered banking 
organizations would be required to meet 
the proposed minimum capital ratio 
requirements beginning on January 1, 
2013 thorough to D<;cemoor 31, 2014. 
On January i. 2015, small covered 
banking organizations would be 
required lo comply with the pmposed 
minimum capital ratio requirements, 

E, Identification of Duplicative, 
Overlapping, or Conflicting Federal 
Rules 

The Board is unaware of anv 
duplicative, overlapping, or confllcting 
federal :rules. As noted above, the Board 
anticipates issuing a separate proposal 
to implement reporting re(1uirements 
that are tied to (but do not overlap or 
duplicate) the proposed requirements. 
The Board seeks camments and 
information regarding any such rules 
!hat 10re duplicative, overlapping, or 
otherwise in conflict with the proposed 
requirements. 

F. Discussion of Significant A!toma:tives 

Tho Board has sought to incorporate 
flexibility and provide !!ltemative 
tf'-o:atmen1s in this NPR and the 
Standardized NPR to lessen burden and 
complexity for smaller banki 
organizaHom: wherever · , 
consislimt with safotv and soundness 
and applicable law, including the Dodd
Frank .AcL These alternatives and 
flexibility features include the 
followh1g; 

• Covered small hanking 
organizations would not be subject to 
t11e propwmd enhanced disclosure 
requirements, 

• Covered smaH banking 
organizations would not be subject to 
pOS!;ih!e increases in the capital 
conservation buffor through the 
countercydical buffer. 

• Covered small banking 
organi.-.alions would not b<C subject ta 
the lW\v supplementary leverage ratio. 

• Covered small institutions that have 
issued capital instruments to the U.S. 
Treasury through the Small Business 
Lending Fund (a program for banking 
organizations with Joss than 510 billion 
in consolidated assets} or under the 
Emergency Economic Stabilization Act 
of 2008 prior to October 4, 201{}, would 
be able to continue to include those 
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instruments in tier 1 or tier 2 capital (as 
applicable) even if not all criteria for 
inclusion under the proposed 
requirements are meL 

• Covered small banking 
organizations that issued capital 
iustrumen!s that could no longer be 
induded in tier 1 capital or tier 2 capital 
under the proposed requirements would 
have a longer transition period for 
removing the instrument<; from tier 1 or 
tier 2 capital (as appHcable). 

The Board welcomes comment on any 
significant alternatives to the proposed 
requirements applicable to cove:red 
small banking organizations that would 
minimize their impact on those entities, 
as well as on all other aspects of its 
analysis, A final regulatory flexibility 
analysis will he conducted after 
consideration of conuuents received 
during thn public comment period. 

occ 
Jn accordance with section 3(aJ of the 

Regulatory Flexibility Act (5 u_s.c. £01 
el seq.) {RF A), !he OCC is publishing 
this summary nf ila Initial Regulatory 
Flexibility Analysis (IR.FA) for this NPR. 
The RFA reqnlres an agency to publish 
in the Federal Register its JRFA or a 
summary of its lRF A at the time of the 
publication of its genaral notice of 
proposed mlemaking s 9 or to certify that 
the proposed rule wi!l not have a 
significant economic impact on a 
substantial number of small entities.wo 
For its IRFA, tho OCC analyzed tho 
poten1lal economic impact of this NPR 
on tho smn!I entities that it regulates. 

The OCC welcomes comment on all 
aspects of the summary of its JRFA. A 
final regulatory flexihlli!y analysis will 
he conducted after consideration of 
comments received during the public 
comment period. 

A. Reasons Why the Proposed Rule 1s 
Being Considered by the Agencies; 
Statement of the Objectives of the 
Proposed Rule; and Legal Basis 

As discussad in the Supplementary 
lnformati.on section above, the agencies 
are proposing to revise their capital 
requirements to promote safe and sound 
banking practices, implement Basel III, 
and harmonize capital requirements 
across charter type, Federal law 
authorizes each of the agencies to 
prescribe capital standards for the 
banking organizations that it 
regulatesYn 

"":. u.s_c_ seJlaJ. 
""' Z tJ.S.C S05fo) 
'°'Set', vg., H tJS.G 14f>7a!gl!t); 12 US.C 

11Ukicj(1); 11 t1SC Hl44; t2 USC:. 3007; and l:!: 
VSC.5371. 

B. Small Entities Affected bv the 
Proposal • 

Under regulations issued by the SmaH 
Business Adm in:istrution, 102 a small 
entity includes a depository :institution 
or bank holding company w:ith total 
assets of SI 7 5 million or less (a small 
banking organization). As of March 31. 
2012, there were approximately 599 
small nabonal banks and 284 small 
federally chartered savings associations. 

C. Prnjecled Reporting, Record keeping, 
<md Other Compliance Requirements 

This NPR includes changes to the 
genenl risk-based capital requirements 
that affect small banking organizations. 
Under this N-PR. the changes to 
minimum capital requirements that 
would impact small national banks and 
fuderal savings associations include a 
more conservative definition of 
regulatory capital, a new common 
e<:JUity lier 1 capital ratio, a higher 
minimum tier 1 capital ratio, new 
thresholds for prompt corrective action 
purposes, and a new capital 
conservation buffer. To estimate the 
impact of this NPR on national banks' 
and federal savings associations' capita.I 
needs, the OCC estimatod the amount of 
capital the banks will need to raise to 
meet the new minimum standards 
relative to the amount of capital they 
currently hold. To estimate new capital 
ratios and requiremenis, the OCC used 
currently available data from banks' 
quarterly Consolidated Report of 
Condition and Income (Call Reports} to 
approximate capital under the proposed 
rule, which shows that most banks have 
raised their capital levels well above the 
existing minimum requirements, After 
comparing existing levels witlt the 
proposed new requirements, the OCC 
has determined that 28 small 
institutions that it regulates would fall 
short of the proposed increased capital 
requirements. Together, those 
institutions would need to rnise 
approximately $82 million in regulatory 
capital to meet the proposed minimum 
requirement&. The OCC estimates that 
llm cost of lost tax benefits associated 
with increasing total capital by $82 
million will be approximately S0.5 
million per year. 1\verngcd across the 28 
affected institutions. the cost is 
approximately $18,000 per institution 
per year 

To determine if a proposed rule has 
a signifkant economic impact o.n small 
entities, \'Hi compared the estimated 
annual cost with annual noninterest 
expense and annual salaries and 
employee benefits for each smaJl entity. 

Based on this analysis, the OCC has 
concluded for purposes of this IRFA 
that the changes described in this NPR, 
when considered without regard to 
other changes to the capital 
requirnments that the agencies 
simultaneously are proposing, would 
not result in a significant economic 
impact on a subr>tantial number of sman 
entities. 

However, as discussed in the 
Supplemenlary Information section 
above, the changes proposed in this 
NPR also should he considered together
with changes proposed in the sepamte 
Standardized Approach NPR also 
published in today's Federal Register, 
The dmnges described in the 
Standardized NPR include: 

1. Changing the denominator of the 
dsk·based capital ratios by revising the 
asset risk weights; 

2. Revising the treatment of 
counterparty credit risk; 

3. Replacing reforem:es to credit 
ratings with alternative measures of 
creditworthiness; 

4. Providing moro comprehensive 
mcognition of coHatern] and guarantees; 
and 

5, Providing a more favorable capital 
treatment for transactions cleared 
through qualifying central 
counterpMtks. 

These changes are des~gned lo 
enhance the risk~sensillvitv of the 
calculation of risk-weighted assets. 
Therefore, capital requirnments may go 
down for sorne assets and up for others, 
For those assets with n higher risk 
weight under this NPR, however, that 
increase may be 1arge in some instances, 
e.g., requiring the equivalent of a doHar
for-do!Iar capital charge for some 
securit!ze.l ion exposures. 

The Basel Committee on Banking 
Supervision has been conducting 
periodic reviews uf the potential 
quantitative impact of the Base1 m 
framework. w 3 Although these vwiews 
monitor the impact of implementing the 
Basal III framework rather Urnn the 
proposed rule, the OCC is using 
estimates consistent with the Basel 
Committee's analysis, including a 
consen:ative estimate of a 20 pnrcent 
increase in risk-weighted asset:;, to 
gauge the impact of the Standardized 
Approach NPR on risk~weighted assets. 
Using thls a.s.sumption, the OCC 
estimates that a total of 56 small 
national hanks and fodernHv chartered 
savings associations w-ill nC'cd to raise 
additional capita1 to meet lhcir 
regulatory minimums, The OCC 

'" Sw, "Upda.te on B•ml m lmplemenuition 
M::mitorlng." Qmmti!ativ<> lmpac! Study Woikrng
Gn.up, Uammy :rn, zmz}, 
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estimates thut this total projected 
shortfall will be $143 million and thal 
the cost of lost tax benefits associated 
with increasing total capital by $143 
million will be approximately $0.3 
million per year. Averaged across the 56 
affected institutions, the cost ls 
approximately $14,000 pcr institution 
per year. 

To comply with the proposed rules in 
the Standardized Approach NPR, 
covered small banking organizations 
would be required to change their 
internal reporting processes. These 
changes would require some additional 
personnel training and expenses related 
to new systems (or modification of 
existing systems} for calculating 
regulatory capital ratios. 

Additionally, covered small banking 
organization;; that hold certain 
exposures would he required to obtain 
additional information under the 
proposed rules in ord1,"f to determine the 
applicable tisk weights. Covered small 
banking organizations thal hold 
exposures to sovereign entities other 
than the United States, foreign 
depository institutions, or foreign public 
sector entities would have to acquire 
Country Risk Classification ratings 
produced by the OECD to determine the 
applicable risk weights. Covered small 
banking organizations that hold 
residential mortgage exposures would 
need to have and maintain information 
about certain underWTiting features of 
the mortg;ige as well as tiie LTV ratio in 
order to determine the applicable risk 
weight Generally, covered small 
banking organiza!lons that hold 
sccuritization exposures would need to 
obtain sufficient information about lhe 
undt.'l'!ying exposures to saHsfy due 
diligence requirements and apply either 
the simplified supervisory formula or 
lhe gross-up approach described in 
section .43 of the Standardized 
Approach NPR lo calculate the 
appropriate risk weight, or be required 
to assign a 1,250 percent risk weight to 
the exposure. 

Covered small banking organizations 
typically do not hold significant 
exposures !o foreign entitias or 
securHizaHon exposures, and the 
agencies expect any additional burden 
related to calculating risk weigh1s for 
those exposures, or holding capital 
against these exposures, would be 
relatively modest The OCC estimates 
that. for small national ba.nks and 
federal savings associations, the cost of 
implementing the altermitive measures 
of ;:;reditivo11hiness wm lm 
approximately $36,125 per institution. 

Some covered small banking 
organizations may hold slgnificant 
residential mortgage expogurcs. 

However, if the small banking 
organization originated the exposu.re, it 
should have sufficient Information to 
determine tho applicable risk weight 
under the proposed rule. If the small 
banklng organization acquired the 
exposure from another institution, the 
information it would need to determine 
the applicable rhk weight is consistent 
with information that il should 
normally collect for portfolio 
monitoring purposes and internal risk 
management. 

Covered small banking organizations 
would not be subject to the disclosure 
requirements in subpart D of the 
proposed rule. However, the agencies 
expect to modify regulatory reporting 
requirements that apply to covered 
small banking organi1.atlons to reflect 
the changes made to the agencies' 
capital requirements in the proposed 
rules. The agencies expect to propose 
these changes to the relevant reporting 
forms in a separate notice. 

To determine if a proposed rule has 
a significant economic impact on small 
entities the OCC compared the 
estimated annual cost with annual 
nonlnterest expense and annual salaries 
and employee benefits for each small 
enlily, If tbo estimated annual cost was 
greater than or equal to 2.5 percent of 
total nonintorest expense or 5 percent of 
annual salaries and employee benefits 
the OCC classified the impact as 
significant. As noted above, the OCC has 
conduded for purposes of this IRF A 
that the proposed rules in this f...'PR, 
when considered vdthout regard to 
changes in the Standardized NPR, 
would not exceed these thresholds and 
therefore would not result in a 
significant economic impact on a 
substantial number of small entities, 
However, the OCC has concluded that 
the proposed rules Ju the Standardized 
Approach NPR would have a s!gniflcant 
impact on u substantial number of small 
entities. The OCC estimates lhat 
together, the changes proposed in this 
NPR and the Standardized Approac11 
NPR will exceed these thresholds for 
500 small national banks and 253 small 
federally chartered private savings 
instittilions. Accordingly, when 
considered togelhcr, this f\l'R and tho 
Standardized Approach NPR appear to 
have a significant economic impact on 
a substantial number of small entities, 

D. Identification of Duplicative, 
Overlapping, or Conflicting Federal 
Rules 

The OCC ls unaware of any 
duplicative, overlapping. or conflicting 
federal rules. As noted previously, the 
DCC anticipates issuing a separate 
proposal to implement reporting 

requirements that ate tied lo (but do not 
overlap or duplicate} the r;;quirm:nents 
of the proposed rnles, The {XX; seeks 
comments and information rngarding 
mv such federal mies that a.re 
dU'pHcative. overlapping, or otherwise 
in conflict with the prnposed rale. 

E, Discussion of Significant Alternatives 
to the Proposed Rule 

The agencies havf< sought to 
incorporat;~ flexibility into the proposed 
rule and 1essen bunfon and complexity 
for smaller banking organizations 
wherever possible, consistent with 
safety and soundness and applicable 
law, including tlie D<>tld;FrankAct. The 
agencies aro requesting comment on 
potential options fot simplHying the 
rule and reducing burden, including 
whether to permit certain smnH banking 
organizations to continue using portions 
of the cum:mt general risk~ba.s<1d capital 
rules to calculate risk-weighted assets, 
Additionally, the agencies pro the 
following alternatives and flex bility 
features: 

• Covered smaU banking 
organizations aro not subject to the 
enhanced disclosure requirements of the 
proposed rules. 

• Covered smaH hanking 
organizations would continue to apply a 
100 petcl!nt risk weight to corpm·-0te 
exposures (as described in section .32 
of the Standardized Approach NPRf 

• Covered small banking 
organizations may choose to apply the 
simpler gross-up methcd for 
securitization e:x"Posuxes rather than the 
Simplified Supervl!mty Formula 
Approach \SSF A} (as desc:ribt~d in 
section , 43 of the Standardi.-.cd 
Approach NPR). 

• The proposed mle offers covered 
smaU banking organizations a choice 
between a simph;r and more complex 
methods of risk weighting equity 
exposures to investmnnt funds {as 
(foscribed in section .53 of the 
Standardized Approach NPR}. 

The agencies vi1;lcome comment on 
any significant a!tenmtives to the 
proposed rules applicable to covered 
small banking organfaallons that would 
minimize their impacl on those entities. 

FDIC 

Regulatory Flexibility Acl 

Summary of the FDIC's Initial 
Regulatory Flexibility Analysis (fRF A) 

In accordance with secfom 3( a} of tho 
Regulatory Flexibillty Act (5 U.S.C. 601 
et seq.) (RFAJ, the FDlC is publis · 
this summary of the IRFA for 
The RF.A requires an agency lo publish 
in the Feder.al Rcgisutr an !RFA or a 
summary of its IR FA at the time of the 



Page 206 

ATTACHMENT C 

Federal Register/Vol. 77, No. 169/Tl:mrsday, August W, 2012/Proposed Rules 52837 

publication of its general notice of 
proposed rulemaking Hu or to certify 
that the proposed mlo will not have a 
significant economic impact on a 
substantial number of small entities.1\h 
For purposes of this IRFA, the FDIC 
analyzed the potential economic impact 
of this NPR on the small entities that it 
NPulatcs. 

°the FDIC welcomes comment on all 
aspects of the summary of its JRFA. A 
final regulatory flexibility analysis will 
be conducted after consideration of 
comments received during the public 
comment period. 

A. Reasons Why the Proposed Rule Is 
Being Considered by the Agencies; 
Statement of the Objt>.ctives of the 
Proposed Rule; and Lf.'gal Basis 

As discussed in the Supplementary 
lnformation section above, the agencies 
are proposing to revise their capital 
requirements to promote safe and sound 
banking practices, implement Basel Ill 
and certain aspecls of the Dodd-Frank 
Act, and harmonize capital 
requirements across charter type, 
Fedcrnl law authorizes each of the 
agencies to prescribe capital standards 
for the banking organizations that it 
rngulates. rnti 

R Small Entities Affe0"ted by the 
Proposal 

Under regulations issued by the Small 
Business Administration, 1m a small 
entity includes a depository ins.titulion 
or bank holding company with total 
assets of $1.75 million or less (a small 
banking organization). As of March 31, 
2012, there were approximately 2,433 
small state nonmember ban.ks, 115 small 
state savings banks, and 45 small state 
savings associations (collocthrely, small 
banks and savings associations). 

C. Projected Reporting, Ret:otdkeeping, 
and Other Compliance Requirements 

This NPR includes changes to the 
general risk·based capital requirements 
that affect small banking organizations. 
Under this NPR, the changes to 
minimum capital requirements that 
would impact small banks and savings 
associations include a more 
o:;onsorvative definition of regulatory 
capital. a new common eqmty tier 1 
oipital ratio, a higher minimum tier 1 
capital ratio, new thresholds for prompt 
corrective action purposes, and a new 
cap ital conservation buffer. To estimate 
the impact of this NPR on 1he capital 

to< 5 U.S C. Bfi3(a). 

'"'S U.S.C. BUS!b). 
'""Se&, "g., ti u.s.c. Hl>7a!gJ;t 1; n u.s.c. 

ll!Jlo'.cJ{lJ; 1;: u.s.c. H4i; ii V.oLC. 3007; aml 12 
u.sc. 5371 

lM s~e 13 CFR :12 j .1UL 

needs of small banks and savings 
associatlons, the FDIC estimated the 
amount of capital such institutions will 
need lo raise to meet the new minimum 
standards relative to the amount of 
capital they currently hold. To estimate 
new capital ratios and requirements, the 
FDIC used currently available data from 
the quarterly Consolidated Report of 
Condition and Income (Ca11 Reports) 
flied by small banks and savings 
associations to approximate capital 
under tho proposed rule, The Call 
Reports show that most small banks and 
savings associatfons have raised their 
capital to levels wdl above tho existing 
minimum requirements, After 
compering existing levels with the 
proposed new requirements, the FDiC 
has determined that 62 small banks and 
savings associations that it regulates 
would fa}) short of the proposed 
increased capita! requi.rernnnts. 
Together, thosr. institutions would need 
to raise appro:omately $164 million .in 
regulatory capital to meet the proposed 
minimum requirements. Thr. FDlC 
estimates that the cm;t of lost tax 
benefits associated with increasing total 
capital by $164 roillinn wiH be 
approximately $0.9 million per year, 
Aver-dged across the 62 affected 
inatitutlons, the cost is approximately 
$15,000 per institution per year. 

To determine if !:he proposed rule has 
a signH:icanl economic impact on small 
entities we compared tho estimated 
annual cost wilh annual noninterest 
expense and annual salaries and 
employee benefits for each smali entity. 
Based on this analvsis, the FDIC has 
conduded for purposes of this !RF A 
that the changes described in this NPR, 
when considered wl!:hout. regard to 
other changes ta the capital 
requirements that the agencies 
simultannously are proposing, would 
not result in a significant economic 
impact on a substantial number of small 
entities. 

However, as discussed in the 
Supplementary Information section 
above, lhe changes proposed !n this 
l\;t'R also should be considered together 
with changes proposed in the separate 
Standardized Approach NPR also 
published in loday's Federal Register. 
The changes described in the 
Standardized NPR indude: 

1. Changing the denominator of the 
risk~hased capi1al ratios by .revising the 
asset risk weights; 

2. Revising the treatment of 
countarpnrty credit risk; 

J. Replacing references to credit 
ratings with alternative measures of 
crcdltworthl ness; 

4. Providing more comprehensive 
recognition of collateral and guanmtees; 
and 

5. Providing a more favorable capital 
ttealment for transactions ckmrod 
through qualifying central 
counterparties. 

These changes are designed to 
enhance the risk-sensitivity of the 
cakulation of Jisk-welghlerl assets. 
Therefore, capital requirements may go 
duwn for some assets and up for others. 
For those assets \Vi th a higher risk 
weight under this NPR, however, that 
increase may bo large in some instances, 
for \;xample, the equivalent of a dollar
for-doilar capital charge for '1orne 
securitizatlon exyosures. 

In order to estimate the impact of the 
Standardized Approach NPR on sn1aU 
hanks and savings associatkms, the 
FDIC used currentlv available data from 
the quarterly ComoHdated Report of 
Condition and Income (Call Reports) 
filed by small banks and savings 
associations lo approximate the change 
in capital under the proposed ruk After 
comparing the existing risk-based 
capital rules with the proposed rule, Urn 
FDIC estimat>Js that risk-weighted assets 
may increase hy 10 ptm:en1 under the 
proposed rnle. is assumption, 
the FDIC estima a total of 75 
small natkna! banks and fodnrally 
chartered savings associations wiH need 
to raise additional capita! lo meet their 
regulatory minimums. The FDlC 
estimates that this total projected 
shortfall wiU be S34 million and !hat the 
cost of lost tax benefits associated with 
increasing total capital by $34 mHHon 
""ill. be approximately $0.2 mil Hon par 
year. /\ verngerl across the 76 affected 
institutions, the cost is approximately 
52,500 per institution per year. 

To comply with the proposed rules in 
the Standardized Approach NPR, 
covered smn11 banking organizations. 
would be required lo change their 
internal reporting processes. These 
changes would requin; some additional 
personnel training and expenses related 
to new systems (or modiflcation of 
existing systerns) for Gakulating 
regulatory capital ratios, 

Additionally, small banks and savings 
associations that hold certain exposures 
would he required to obtain additional 
infomiation under the proposed tulas in 
order to determine the applicable risk 
weights. For example, small banks and 
savings associations that hold exposures 
to sovereign entities other than thn 
United States, foreign depository 
institutions, or foreign public sector 
entities would htwe to acquire Country 
Risk Glassfficntion ratings produced by 
the OEL'D to de!erml!m the applicable 
risk weights. S1w1H banks and savings 
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associations that hold residential 
mortgage exposures would need to have 
and maintain information about certain 
underwriting features of the mortgage as 
well aa the LTV ratio to dekrmine the 
applicable risk weight. (',,enerally, small 
banks and savings associations that hold 
aocurilization exposures would noed to 
obtain sufficient information about the 
underlying exposures to satisfy due 
diligence requiTCrnents end apply either 
the simplified supervisory formula or 
the gross·up approach descdbed i.n 
section .43 of the Standardized 
Approach NPR to calculate the 
appropriate risk weight, or be required 
lo assign a 1,ZSO percent risk weight lo 
the exposure. 

Small hanks and savings associations 
typically do not hol.d significant 
exposures lo foreign entities or 
securitizalion exposures, and tlia 
agencies expect any additional burden 
related to cakulating risk weights for 
these exposures, or holding capital 
against these exposures, would be 
relatively modest. The FDIC estimates 
that, for small banks and savings 
associations, the cost of implementing 
the al!emative measures of 
creditworthiness will bo approximately 
$39.000 per institution. 

Small banks and savings associations 
may hold significant residential 
mortgage exposures. If the institution 
originated the exposure, it shm1ld have 
sufficient information to determine the 
applicable risk weight und;Jr tho 
proposed rule. However, if tho exposure 
is acquired from another instilution, the 
information that would be needed to 
determine the applicable risk weight is 
consistent with information that should 
normally be collected for portfolio 
monitoring purposes and internal risk 
manllgemen!. 

Small hanks and savings associations 
would not be subject to tbe disclosure 
rc(1uiroments in subpart D of the 
proposed rule. However, the agencies 
expect to modify regulatory reporting 
requirement'! that apply to such 
institutions to TCflect tho changes made 
to the agencies' capital requirements in 
the proposed rules. The agencies expect 
to propose these changes to the relevant 
reporting forms in a separate notice. 

To determine if a proposed rule has 
a significant economic impact on small 
entities the FDIC compared the 
estimated annual cost \Vitll annual 
noninterest expense and annual salaries 
and employee benefits for each small 
bnnk and savings association. If the 
estimated annual cost was greater than 
or equal to 2.5 percent of lolal 
non Interest expense or 5 percent of 
annual salaries and employee benefits 
tho FDIC classified the impact as 

significant. As noted above, the FDIC 
has concluded for purposes of this JRFA 
that !lw proposed .rules In this NPR, 
when consi.dercd without regard to 
dianges in tlie Standardized NPR, 
would not exceed these thresholds and 
therefore would not result in a 
significant economic impact 011 a 
substantial number of small banks and 
savings associations. However, the FDIC 
has concluded that the proposr.d rules 
in the Standardized Approach NPR 
would have a significant impact on a 
substantial number of small banks 11nd 
savings associations, The FDJC 
estimates that together, the changes 
proposed in this NPR and the 
Standardized Approach NPR will 
exceed these thresholds for 2,413 small 
slate nonmember banks, 114 small 
::.avings banks, and 45 small savings 
associatiom;, Accordingly, when 
considered together, this NPR and the 
Standardized Approach NPR appear to 
have a significant economic impact on 
a suhst:mtial number of small entities. 

D. Identification of Duplicative, 
Overlapping, or Conflicting Federal 
Rulas 

The FDIC is unaware of any 
duplicative. overlapping, or conflicting 
federal rules. As noted previously, the 
FDIC antit:ipates issuing a separate 
proposal to implement reporting 
requirements that are tied to (but do not 
overlap or duplicate) the requirements 
of the proposed rules. The FDIC seeks 
conunenls and information regarding 
anv such fodem} rule:> that are 
duplicative, overlapping, or othon•t:ise 
in conflict v.ith the proposed rule. 

R Discussion of Significant Alternatives 
to !he Proposed Rulo 

The agencies have sought to 
incorporate flexibility into tho proposud 
rule and lessen burden and complexily 
for small bank and savings associations 
wherever possible, con8hlent with 
safety and soundness and applicable 
law, including the Docld·Frank Act The 
agencies are roquestrng comment on 
poteotial options for simplifying tho 
rule and reducing burden, including 
whether to permit certain small banking 
organizations to continue using portions 
of the current genetal risk·based capital 
rules to calculate risk·woighlod assets, 
Additionally, the agenciei> proposed the 
following alternatives and flexibility 
features: 

• Small banks and savings 
associations are not subject lo tho 
enhanced disclosure requirements of the 
proposed rules. 

• Small banks and savings 
associations would continue to apply a 
mo percent risk weight to corporale 

exposures (as descrih<~d in section _.32 
of the Stnndardized Approach NPR}. 

• Small banks and savings 
associations may choose to apply the 
simpler gross-up method for 
secudtization exposures rnther than the 
SSFA. {as described in section .43 of 
the Standardized Api[roach r..'PR}. 

• Tlrn proposed :ru.,e offers smaH 
banks and savings associations a choice 
between a simpler and more complex 
methods of risk weighting equity 
exposures to invtistmenl funds {as 
described in section .53 of the 
Standardized Approach NPRJ. 

The agendes welcome comment on 
any significant alwrnatives to the 
proposed rules applicable to small 
banks and savings associations that 
would minimize their impact on those 
entities. 

IX. Paperwork Reduction Act 

Paperwork Reductiun Act 

A. Reqiwst for Comment on Proposed 
Inf om:wtion Collection 

hi aoconlance ""'ith the requirements 
of the Papf<rwork Reduction Act (PRA) 
of 1995, the agenc.ie~ may not conduct 
or sponsor, and the respondent is not 
requirt..><l to n;spond to, an infi:rrmation 
co!lecUon un1es3 it displays. a r:ummtly 
valid Office of Management and Budget 
(OMBJ wntrol number. Tho agencies are 
requesting cmmmmt on a proposed 
informntion coHcction, 

The informath:m. coHetlion 
requirements contained in this joint 
notice of pmposed mfomahng (NPR} 
have beeu submitted by tho OCX: and 
FDfC to OMB for review under lhc PRA. 
under OMB Control Nos. 1557·~·0234 
and 3064--0 l 5<'t In accordance with the 
PRA (44 ES.C. 3506; 5 CFR part 1320, 
Appendix A. 1}, the Beard hmi reviewed 
the NPR under the autlrnrity delegated 
by OMB. The Board's OMB Control No. is 7100--0313. The requirements are 
found in§§ .2. 

The agendas have published two 
other NPRs in thi;; issue of the Federal 
Register. Please see the NPRs entitled 
"Regulatory Capital Rules; Standardized 
Approach for Risk-Weig;.\ted Assets; 
Market Discipline and Disclosure 
Requirements" and "Regulatory Capital 
Rules: Advanced Approaches Rlsk
based C.apital Rules; MErket Risk Capital 
Rule," While the three N-PRs together 
comprise an integrated capital 
framework, the PR.A burden has been 
divided among tt\e three NPRs end a 
PRA statement has been provided in 
each, 

Comments are invited cm; 
\a} Whethm the collection of 

infom1atkm is 1wccss11ry Io:t the proper 
perfomumce ofthc Agencies' functions, 
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including whether tho information has 
practical utility; 

(bJ The accuracy of ihe estimates of 
the barden of the information 
collection, including the vaHdity of the 
methodology and assumptions used; 

{c) Ways to enhance the quality, 
utility, and clarity oftlte information to 
he collected; 

(d) Ways to minimize the burden of 
the information collection on 
respondents, including through the use 
of automated collection techniques or 
other forms ofinforrnatlon technology; 
and 

(e) Estimates of capital or start up 
costs and costs of operation, 
maintenance, and purchase of services 
lo provide information. 

AH romments will become a matter of 
public record. Comments should be 
addressed to: 

OCC: Conrmunications Division, 
Office of the Comptroller of the 
Currency, Public Jnformation Room, 
fv!ail Stop 1-5, Attention: 1557-0234, 
25D E Street ~'\V., Weshington, DC 
20219. In addition, comments may be 
sent hy fax to (202) 874--4448-, or by 
electronic mrtil to 
regs.comments@occ.treas.gov You can 
inspect and photocopy the comm1mts at 
the OCC's Public Information Room, 250 
E Strnttt SW .. Washington, DC 2021R 
You can make an appointment to 
inspect the comments by calling (2021 
874-5043. 

Board: You may submit comments, 
identified by R-1442, by any of the 
following methods: 

• Agency Web Site: ltttp;I! 
www.federalreserve.gov. Follow the 
instructions for submilting comments 
on the http:/lwv.w.federolreserve.gov! 
generolinfolfoia!ProposedRegs.cfm. 

• Fedeml eRulemaking Porlaf: lillp:I! 
1-1-1Vw.rogu!utions.gov. Follow the 
instructions for submitting comments. 

• Email: 
regs.comments@fedemfreserve.goiz. 
Include docket number in the subject 
line of the message. 

• Fax: 202---452-3819 or 202-452-
3102. 

• Mail: Jennifer J. iohnson, Soerctary, 
Hoard of Governors of lhc Fedora! 
Reserve System, 20th Street and 
Cons1i!ution Avenue NW., Washington, 
DC 20551. All puh!ic comments aro 
available from the Board's Web slie at 
http:/ !v:wwf edemlroscrve .gov I 
generalinfo/faia/ProposedRegs.cfm as 
submitled, unless modified for lechn:ical 
reasons. Accordingly, your comments 
will not be edited to ramove any 
identifying of contact information, 
Public comments mav also be viewed 
electronically or in paper in Room MP-
500 of the Board's Martin Building (20th 

and C Streets NW,} between 9 a.m. and 
5 p.m. on \vcekdays. 

FDIC: You may submit written 
comments, which should refer to RlN 
3064-AD95 Implementation of Basel III 
0153, hy any of the following methods: 

• Agency Web Site: http:/! 
www.fdlc.gov/regulotionsllaws!federoll 
propose.html. Follow !he instructions 
for suhmi!ting comments on the FDJC 
Website. 

• Federal eRulemaking Portal: http:!! 
www.regulations.gov. Follow !hn 
instructions for submitting comments. 

• Email: Comments@FDJGgov. 
• Mail: Robert E. Feldman, Executive 

Scc.retarv, Attention: Comments, FDIC. 
550 17th Street NW., Washington, DC 
20429, 

• Hand Delivery/Conricr: Guard 
station at the rear of t11e 550 17th Street 
Building (located on F Street) on 
huslness days between 7 a.m. and 5 p.m, 

Public Inspection: All comments 
received will be posted without change 
to http:! /l.vww,[dic.gmdregalalions!laws! 
federal/propose/html including any 
personal information provided. 
Comments may be inspected at the FDJC 
Public infonnalion Center, Room 100, 
80117th Street NW., Washington, DC. 
behveen 9 a.m, and 4;30 p.m, on 
business days. 

B. Proposed Information CollecUon 

Title of Inf ormotion CoJleclion: Basel 
Ill, 

Frequency of Response: On occasion. 
Affected Public: 
OCC: National banks and federally 

chartered savings associations. 
Boord: State member banks, bank 

holding companies, and savings and 
loan holding companies. 

FDIC: Insured state nonmember 
banks, state savings associations, and 
certain subsidiades of these entities. 

Abstract; Section ,2 allows the use 
of a conservative estimate of the amount 
of a bank's investment in the capital of 
unconsolidated financial institutions 
held through the index security with 
prior approval by the appropriate 
agencv. It also provides for termination 
and dose-0ut netting across umttlple 
types of transactions or agreements if 
the bank obtains a written legal opinion 
verifying the validity and enforceability 
of tha agreement under certain 
circumstances and maintains sufficient 
written documentation of this legal 
review. 

Estimated Burden: The burden 
estimates be!otv exclude any regulatory 
reporting burden associated 1.vith 
changes to the Consolidated Repo!'!& of 
Income and Condition for banks (FFIEC 
031 and Ff1EC 041; OMB Nos. 7100---
0036, 3064-0052, t557-0081}, lhe 

Financial Statements for Bank Holding 
Companies (FR Y~B; OMB No. 7100---
0128}. and the Capital Assessments and 
Stress Testing information coHection 
(FR Y-14A/Q/M; OMB No, 7100---0341). 
The agencies are still considering 
whether to revise thN:e information 
collections or tQ implement a n.ew 
information collection for- the regulatory 
reporting requirements. In either case, a 
separate JmtiC<) would be published for 
comment on tlw regulatory reporting 
requirements, 

occ 
Estimated Number of Respm;dents: 

independent national hanks, :1n; 
federally chartered s<;vings banks, 603. 

Estimated Bu.rden per Respondent: 16 
ho urn. 

Total Estimated Annual Burden: 
12,400 hours. 

Board 

'Bstimated Number of Rr:spondents: 
SMBs, K-H; BHCs. 933; SLHCs, 43$, 

Estimated Burden per Respondent: 16 
hours. 

Total Estimated i\nnuvl Burden: 
35,232 hours. 

FDIC 

Estimated Number of Respondents: 
4,571. 

Estima!ttd Burden per Respondenl: 16 
hours. 

Total Estimated Annual Burden: 
73,136 hours. 

X. Plain Language 

Section 722 oftheGmmm-Leach
BiHey Act requires the Federal banking 
agencies to use plain language In all 
proposed and final rules published after 
January l , 2.000, The agencies have 
sought to prosimt the proposed rule in 
a simple ;;nd straightforward mannet, 
and invite comment on the use of plain 
language. 

XI. OCC Unfunded Mandates Reform 
Act of 1995 Determinations 

Section 202 of the Unfondcd 
Mandates Reform Act t)f 1995 (UMRAJ 
(2 U.S.C. 1532 et seq.} requires that an 
agency prepare a written statement 
before pmmulgating a rule that includes 
a Federal mandate that may result in the 
expend!turo by Shit(<, local, and Tribal 
governments, in the aggregate, or by the 
priva!e sector of $100 miHion or more 
\adjusted tmmmHy for inflation} in any 
one year. lf a W1'iHtm statement is 
required, the UMRA !Z U.S.C, '1535) also 
requires an agency lo identify and 
consider a reasonable number of 
regulatory alternatives beforn 
promulgating a mle and from those 
alternatives, either select th'l least 
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cos!ly, most cosl·effective or least 
burdensome alt1,'tnative that achieves 
the obiectives of !he rule, or provide a 
statement with the rule oxp!aining \vhy 
such an option was not chosen. 

Under this 1'1'R, tho changes to 
minimum capital requfrements include 
a new common equi1y tier 1 capital 
ratio, a higher minimum tier 1 capital 
ratio, a supplementary leverage ratio for 
advanced approaches banks, new 
thresholds for prompt corrective action 
purposes, a now capital conservation 
buffer, and a new countercyclical 
capital buffer for advanced approaches 
banks. To estimate the impact of this 
NPR on bank capita.! needs, the OCC 
estimated the amount of capital banks 
will need to raise lo meet the new 
minimum standards relative to the 
amount of capital they currently hold. 
To estimate new capital ratios and 
requirements, the OCC used currently 
available data from banks' qwltterly 
Consolidated Report of Condition and 
Income (Call Reports} to approximate 
capital ru1de:r the proposed rule. Most 
hanks have raised their capital levels. 
•vell above the existing minimum 
requirements and, afl:er comparing 
existing levels with the proposed new 
requirements, the OCC has determined 
!hat its proposed rule will not result in 
expenditures by State. locaL and Tribal 
governments. or by tho private sector. of 
$100 million or more. Accordingly, the 
U!vfRA does not require that a written 
statement accompany this NPR. 

Addendum 1: Summary ofThis !\'PR for 
Community Banking Organizations 

Ov>Jrvi.,w 
The agencies are issuing a notice of 

11mpmmd rn.lemaking {NPR, prv1msal, or 
proposed rule) til rovise the genuHl risk
based capital rules to incorporate certain 
ro•islnns by ;he Basel Committee on Banking 
Supervision to tho Basel capita! frnrncwork 
(Basel IlfJ- Tho proposed rule would: 

" Revlt1t1 tht1 definition of regulatory 
capilvl components and related calcu!at!nns; 

• Adds new regulatory cupltal 
compomm1'. common oquity tier 1 capital; 

• Increase the minlm'1m tier l <.:apltal ratio 
requirement; 

" lmposo diffornnt limitations to qualiJying 
minority interel>t in regulatory c;apital. than 
thoi1t1 .;:unently applied: 

• Incorporate the new and revised 
regulatory capital requirements int(} the 
Prompt Co.rrm:tive Action (PCA) ciiplta! 
cafogories; 

" Implement a new capital conservation 
buffer ihmmwork that would limit payment 
of capital distribution;; and certain 
dim::ret!onary bonus payments to exernlive 
offi;:;ers aud key risk ta:kern if the banking 
urganfa:ation do;rn not hold cortain aumnnts 
of common equity tier 1 capital in addition 
to those needed to meel its minimum risk
based orp:ltal requirements; and 

" Provide for a transition period for >evcral 
aspects of ihe proposed rule, indiul:ing a 
phase-out period for certain non-qualifying 
capital instruments, the now minhnmn 
cepital ratio requirmnauts, the capilal 
cnnservatinn b-c1ffcr, and the regulatory 
capital adj11stme111s and deductions. 

Tl1ls addendum prm;ent~ a sumuwry nf the 
proposed rule tlmt is morn relevant for 
smallor. non-complex ban.king organiT.a!ions 
that are notsnbje<::t to lhe mark!'! risk rnle or 
the advanced approaches capUal rule. The 
agendrn; intend for thin mldendum to act as 
a guide for th<>Se bimklng organizations, 
helping them to navigate thv proposed rule 
and identify the chang% most relevant to 
them. The addendum does not, however. by 
itself provide a compltte understmding of 
the proposed rules and the agencies expeci 
aud em:m1m,ge all instittltions to review the 
proposed rule Jn its entirety. 

1. RevisiaID! to the Minimum Capital 
Requirements 

The NPR proposes definitions of commcn 
equity tier 1 capital, atlditional lier 1 capital, 
and tot1:!l capltaL These proposed definitions 
would alter the existing dr.finiiion of capital 
by lmpn&ing, among other requirements, 
additional constraints on induding minority 
intarcsts, mortg;;ge servidng asset~ (MS&). 
deferred tux assets (DTA11} and certa.iu 
investments Jn imconsolldotod financial 
institutions in regulatory capital. Ju atldiiion, 
tha NPR would require thal most regulatory 
capital dedut.iforrs be made from common 
equity tier 1 capitaL The NPR wouid also 
require that mus! of a bonklng organiiation's 
accumuJated other comprelvmsivc income 
(AOCIJ be indmh:d in regulatory c11pit11t 

Under tiw NPR, a hanking organization 
would :maintain the following rninimum 
cap.ital requirements: 

( 1 i A rntio nJ con:unon equHy tier I c-0pita[ 
to total rlsk·welghttn:! awwts of 4.5 percem. 

(2 J A rntio of tkt l cap.ital to total .risk~ 
weighted assets of 6 percent. 

{3} i\ ratio of total capital to total risk· 
waighte<l asseb nf a pmxx:nl 

( 4J A ratio of ti!rr 1 capital to ad.iuiitod 
average totai assets uf 4 percent. rn• 

The new minimum capital requirementt 
would be implemented over 11 trnnsitiun 
perim:l. as outlined in the propo,;ed rule. Fw 
a summary of the trnnsitiun period, wfe:r to 
wction 7 of thts .Addendum. As noted in the 
NPR, banking arganizations are genemUy 
expocted, 11;; a ptudmitial matter, to operate 
well ahovfr these minimum regnlatory ratios, 
with tapirul conimenliu.rale with the level 
and naturu of the .risks they hold. 

2. Capital Conse:rvatfon Uuffe:r 

!:n additio!l to these miulmnm capital 
tequlrnmeuls, the NPR woald establish a 
capital conw.rvatiou buffer. Spedfically, 
banking organizations WO\Jld mmd to hulrl. 
common equity tier 1 capital. ill excess uf 
thefr minimum risk-based capital ratios hv at 
hllist 2.~· pe:n;e:ut of rbk·weighted assets u1 
order to avnid limits on capital tlistrihutiou;; 
(iudm:ling dividend paymer;ts, discretfonarv 
payments on tier J instnimenti. and stmre -
buybacks) and c.-..rtain discretionary bonus 
payments to executive officers, including 
heads of ma}or busines!; line;; and similar 
employees 

Under tho NPR, a banking organization's 
capital conservation buffer would be the 
smallest of the follnwing ratins: a} iti; 
common equity tier 1 ca1>i!al ratio {in 
percent) mimm 4, 5 percent; h} its tier 1 
capita! ratio (i11 percent} minm1 6 purccnt;or 
c) its total capital rntiv Un percent} minus a 
percent. 

To the extent a banking organization's 
cap Hal conservatfon l:mffo; falls short of 2 .5 
percent of riiik·weighted ass;;rs, the lmnking 
organization's muxinrnm payout amount fur 
capita! distributions and dfscretionary bonus 
payments (cnkulated as thB maximum 
payout :rntio multiplied by the :mm of eligible 
rn!ained iucmne, as defined in the NPR} 
would dt.'l1lne. The following table shows the 
maximum payout ratio. depwdlug on the 
!Junking organ.izution's capita! conwtt'lllion 
buffer, 

TABLE i-CAPITAL CONSERVATION BUFFER 

Capita! Conservation Butter (as a percentage ol risk,weighted assets) 

Greater than 2.5 percent ................... , ... ., ..... ., .................. ,, ....................................................................... .,., ...... ,, 
Less thar or equal to 2.5 percent and greater than tS75 percent ................................................................... ,, .. 
Less than or equal to LS75 percent and greater than 125 perrenl ......... " ......... ""·· ... _ ., .. ···- .. , .............. rn .... .. 

less than or equal to 1.25 percent and greater than 0.625 percent ............................. ., ................................ .. 
Less than or equal la 0$25 percent """""'"'""'""'''"'""""'··"'""· .. ··" ....... " ..................... ., ........... "rn ........ ,,, ... , 

Maximum payoul ralio {as a 
percentage or eligible retained 

income) 

No payoo! !lm!tatlon applies. 
60 percent 
40 percent 
20 percent 
O percent. 

'"" flad.lng mgouill!tfon. sh<Julcf be aware !hJt by lh~ uew de!irri!frm oi ti<<r 1 "apilal und"r this 
thd r lflvurnge ruJfo rnqu.irmneu<s would \., affuct~d 

pruporn!. Sre sa<:!icn. 4 of thh addendum on Hm 
<fofinltba :if m•piial. 
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Cl'SS Commitlce on Paymtml and 
Settlemeni Systems 

CRC Country Risk Classifications 
CRAM Cmrntry Riok /\ssessment Model 
CRM Credit Risk Mitigation 
CUSIP Committee (JD Uniform Securities 

ldentifi01tion Prm;edures 
DAG Defor:red Acquisition C,osts 
DCO Derivative~ Clearing Org&nlzations 
DFA Dodd"Frank Act 
Df Depository Institntion 
DPC Debts Previously Contrar:ted 
DTA Deferred Tax Asset 
DTL Deferr<'Jd Tax Liability 
DVA Debit Valuation Adjustment 
DvP Delivorr·varsus-Pavment 
E Mearnru of Effectiveness 
E.AO Expontrn at Ddanlt 
ECL Expncled Credit Loss 
EE Expected Eirpornrn 
E.O. .Executive Otdet 
EPE .Expected P°''itive fu:ptisme 
PASB Fint1ntiil.l Accounting Strmdards 

Board 
PUJC FedernJ Deposit lnsunmce 

Corporation 
PFIEC Federnl Financial !nstltutions 

Examination Council 
PHLMC Federnl Home Lonn Mortgage 

Cotporntion 
FMU Financial Market Utilitv 
FNMA Federal National Mnrtgage 

Association 
FI< fedvral £,,.,;,,;,.r 

GAAi' Gemmtl Accepted Accounting: 
Priudplcs 

GDP Gross Domestic Product 
GLBA Gramm·Ltmch·Bliloy Act 
GSE Governm'1nt-Sponsorcd Entity 
HAMP Home Affordablo Mortgage Program 
HELOC Llonie Equity Line of Credit 
HO.LA Home Owners' Loan Act 
UVCRE High·Voh1tlli1y Commercial Ren! 

Estate 
lAA Internal Assessment ApptOilch 
!FRS lnteruatioual Reporting Standards 
fMM lnte:rn'11 M.ode!s Methodology 
UO Interest-Only 
tOSCO !nternatiunal Organfa1ltion of 

Secmities Commlssiom 
LTV Loe:n.to-Vatue Ralin 
M Effective J\faluritv 
MDB Multilateral Development Banks 
MSA Mort.gaze Servicing Assets 
NGR NeMo-Gross Ratio 
NPR Notit;o of Proposed f<ulem1lking 
NH.SRO Nationally Recognized Statistical 

Rattng Organiz;;tion 
OCC Office of the Comptroller nf the 

OJrrBncy 
OECD Organization for Eceuomic Co

operntion and Development 
OlRA Office of Information end Reguletory 

Affairs 
OMB OBk'tl of Management and 1lndget 
OTC Over-the-Count"r 
OTT!. Other Than Temporary lmpainnent 
PCA Prurnpt Corrnctive Action 
PCCR Purcharnd Credit Cud Relatiom;hlps 
PFE Potential Future Exposure 
PM! Private Mmtgage Insurern.:u 
PSE Public Sector Entities 
PvP Pnymen!-vexsus-pnymcnt 
QCCP Qualifying Central Counterpmty 
REIT Real Est0te Investment Trust 
RFA Regulatory flexibility Act 

RMBS Residential Mortgage Backed 
Security 

RTCRRI Act Resolution Trust Corporation 
Refinancing, RGstructurinn, and 
lmlltoVfffil.ent .-\.ct of 1991 

RVC • Ratio of Value Change 
RWA Risk-Weighted Asse! 
SEC Securities and Exchange Commission 
SFA Stqiervisory FornmlaApproath 
SFT Set:urities Financing Transactions 
SLHC Savings and Loan Holding Company 
SPE Special Purpose Entity 
SPV Special Purpose V<ihicle 
SR Supervi;;ion and Regulation L<ltter 
SRW.A Simple Risk.Weigh! Appniach 
SSFA $.impllfied Supervisory Formulc; 

Approach 
UMRA tJnfu:uded Mandat<>"~ Rclorm Au of 

Hl95 
UB. United Stateil 
U.S.C. United States Code 
VaR Value.at-Risk 
VOBA Val.ue of Bui;.ines~ Acquired 

VI. Regulatory F1exihility Act 
The Regulatory Flexibility Act, 5 

U,S,C. 601 et seq. (RFA) requires an 
agency to provide an initial regulatory 
flexibility analysis with a proposed rule 
or to certify that the rn!e will not have 
a significant economic impact on a 
substantial number of small entities 
(defined for purposes of the RFA to 
indude banking entities with assets less 
than or equal lo $175 million) and 
publish :its certification and a short, 
explanatory statement in the Federal 
Register along with the proposed rule. 

The agencies are separately 
publish.Jug initial regulatory flexibjJjty 
analyses for the proposals as set forth in 
this l\'PR. 

Board 

A. Statement of the Objectives of the 
Proposal: Legal Basis 

As discussed in the Supplementary 
fnformalion above, the Board is 
propnslng to revise its capital 
requirements to promote safe and ;Jound 
banking practices, implement Basel HI 
and other aspects of the Basel c&pital 
framework, and codify lts capital 
requirements. 

The proposals in this NPR and the 
Basel l!l NPR would implement 
prov.isions consistent with certain 
requiroments of the Dodd-Frank Act 
because they would (1) revise regulatory 
capital requirements to remove all 
references to, and requirements of 
reliance on, credit ratings,77 and (2} 
impose nnw or revised minimum capital 
requirnmonts on certain depository 
institution ho! ding companies. ?J 

AddiHonallv, under section 38(c)(1J of 
!he Federal D~posit fnsurance Act, tho 
agencies may prescribe capital 

,., See l5 U.S.C 7!1n---J, ne>tn. 
'"SM l<: lJ.S.C 5371, 

standards for depository institutions 
that they n•gulate,79 in addition, among 
other authmities, the Buard mav 
establish txipital rnquirernents for state 
member banks under tho F1iderai 
Reserve Aet,au for stain member banks 
and bank holding companies under the 
1nternaliona.1 Lending Supervision Act 
and Bank Holding C nd 
for savings and Joan ing companies 
under the Home Owners Loan .Act"'z 

Il. Small Entities Potentially Affected by 
the Proposal 

Under regulations issued by the Sm.all 
Busirmss Administration.a.a a small 
entity indudes a depository institution, 
bank holding company, or savings and 
loan holding company witb total assets 
of $175 milHon or less (a smHH banking 
organization}. As of March 31, 2012 
llmre were 373 small state member 
hanks. As of December 31, Z011. there 
were approximately 128 sma1l savings 
and loan holding companies and 2.385 
smnn bank holding companies.1l4 

The proposed requirements would not. 
apply lo small bank holding companies 
that are not engaged in signH1Gan1 
nonbanking activities, do nnl conduct 
significant off~balanee sheet aGlivities, 
and do not have a material amount of 
debt or equity securities outstanding 
that are registered with the SEC. These 
small bank holding companies remain 
subject to the Board's Smalt Ba.'lk 
Holding Company Policy Statement 
(Politv Staiemen!).iK• 

Small state member banks nnd small 
savings and loan holding companies 
fcovemd small banking organizations} 
would. he subject to the proposals in this 
NPR. 

C. lmpact on Covered Small Banking 
Organizations 

The pmposed req~tirements in.tho 
Basel III NPR and th1s NPR may >mpact 
covered small banking organization;; in 
several ways, induding both 
:rewn1keeping and compliance 
requirements. As explained in the Basel 
m NPR, the proposals therein would 
change the minimum capital ratios and 

"'S1m 12 U.S.C Hl3 l.oft;l. 
.. s"" 12 us_c :in-:isll, 
" S"e 12 U.S.C. 3Ufl7; J2; lJ.SJ;:;_ Hl44. 
•• Sro n U.S.C Htl7a(g}{1}. 
"5.,,. U Cl'1< :Ul .:till. 
••The D .. c,,m~r lt. zm ! da!a are lr..e nwst rut,'ent 

;;vailrrbl& tld!! on lim<>ll s;iv!ngs md ban hdding 
c;nmpanhn and ;,mall bar.It l:tt:ildin& <:ampsnfas. 

""Sa :t2 CTR par! 225, •rpm1dfa C. Se\.ii<:m i 71 
of the Dndtl +' rnnk provides"" <'Xrniption from H~ 
rnqulrom<mls for bank h<>hlir.g crnnpanies subject to 
the Poh::y Stakml'nt (ll• in effect"'' May 19, '.?Ol!JJ, 
Sudinn 111 doos rml pnwidf' ""rmi!;;u exe.mpU<:>u 
for smnU »wing" 1md kmn hclding com1Hnl1i$ oo<l 
they"''' d,_,.,,r,...,.,, SUlJjw:t tc; th~ pmpc>se<l fUW~- lt. 
us c. s:m{b}(:>}(CJ. 
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qualifying criteria for regulatory capital, 
including required deductions and 
adjustments. The proposals in this NPR 
would modify the risk weight treatment 
for some exposures. 

Most small stata member banks 
already hold capita! in excess of the 
proposed minimum risk-based 
regulatory ratios. Therefore, the 
proposed requirements are not expected 
to significantly .impacl the capital 
structure of most covered small slate 
member banks. Comparing lhe capital 
requiremonts proposed in this NPR and 
the Basel tu NPR on a fully phased·in 
basis to ml.nimuru requirements of the 
curren! rules, the capital ratios of 
approxima1ely 1-2 percent of small stale 
member banks would fall below at least 
one of the proposed min.imum risk
based capital requirements, Thus, the 
Board believes that the proposals in this 
NPR aad the Basel HI NPR would affect 
an insubstantial number of small slate 
member banks, 

Because the Board has not fully 
implemented reporting requirements for 
savings and loan holding companies, it 
is m1ablo to determine the impact of the 
proposed requirements on small savings 
and loan holding companies, The Board 
seeks comment on the potential impact 
of the proposed requirements on small 
savings and loan holding companies. 

Covered small banking organizations 
that would have to raise additional 
capita! to comply with the requirements 
of the proposal may incur certain costs, 
including costs associated with issuance 
of regulatory capitlll lnstrumcn!s. The 
Board has sought to minimiie the 
burden of rnislng additional Olp ital by 
providing for transitional arrangements 
that phase-in the new capital 
requirements Dver several years, 
allowing banking organizations lime to 
accumulate additional capital through 
retained earnings as well as raising 
capital ln the markeL 

As discussed above, the proposed 
requirements would modify risk weights 
for exposures, as well aa calculation of 
the leverage ratio. Accordingly, covered 
small banking organizations would be 
required to change their internal 
reporting processes lo comply v.ith 
these changes. These changes may 
require some additional personnel 
training and expenses relaled lo new 
systems (or modification of existing 
systems) for calculating regulatory 
capital ratios. 

Additionally, covered small banking 
organizations that hold certain 
exposures would be required to obtain 
additional informallon under the 
proposed rule:; in order to determine the 
applicable risk weights. Covered small 
banking organizations that hold 

exposures to sovereign entities other 
tfom the Un.itcd States, foreign 
depository institutions, or foreign puh1iG 
sector entities would have to acquire 
Country Risk Classification ratings 
produced by tho OECD to determine the 
applicable risk woight8. Covered small 
banking organizations that hold 
residenHa1 mortgage exposures would 
need lo have and maintain informa1ion 
about curtain undenvriting features of 
tho mortgage as well as the LTV ratio in 
order to determine the applicable risk 
weight Generally. covered small 
banking organizations that hold 
sccuritization exposures would need to 
obtain sufficient information about the 
underlying exposures lo satisfy due 
dHigence requirements and apply the 
simplified supervisory formula 
described above lo calculate the 
appropriate risk weight, or be required 
to assign a 1,25 0 percent risk weiglrt to 
the exposure. 

Covored small banking organizations 
typically do not hold significant 
exposures to foreign entities or 
securitization exposuros, and the Board 
expects any additional burden :related to 
calculating risk weights for these 
exposures, or holding capital against 
these exposures, would be modest. 
Some covered small banking 
organiza1ions may hold significant 
residential mortgage exposures, 
However, if the small banking 
organization originated the exposure, it 
should have sufficient information ta 
determine the applicable risk weight 
under the proposal. If the small banking 
organization acquired the exposure from 
another institution, lb.e information ii 
would need to dotermlne the applicable 
risk weight is consistent w:i!h 
information that it should norma1lv 
collect for portfolio monitoring , 
pu.iyoses and iuiornal risk management. 

Covered small banking organizations 
would not be subject to tb.a disclosure 
:requirements in subpart D of the 
proposal. However, the Board expects to 
modify regulatory reporting 
requirements thal apply to covered 
small banking organizations 10 reflect 
the changes made to lhe Board's capital 
requirements in the proposal. The Board 
exports to propose these changes to the 
relevant :reporting forms in a se:pa:ratc 
notice. 

For small saving«> and loan holding 
companies, the compliance burdens 
described above may be greater than for 
those of olher covered small banking 
organizations. Small savings and Joan 
holding companies prnviousiy •vera not 
subject to regulatory capital 
requirements and reporting 
requirements tied regulatory capital 
requirements. Small savings and loan 

holding companies may tlmrefore need 
to invest additional resources in 
establishing internal systems (including 
purchasing software er hiring 
personnel) or raising capital lo cnmv 
into compliance with the propOS<)d 
rules. 

D. Transitional Arrangements To Ease 
Compliance Burden 

For those covered snmB banking 
organizations that would not 
immediately meet the proposed 
minimum requirements, lhe NPR 
provides transitional arrw::igerm~nts for 
banking organizations to make 
adjustments and to come into 
compliance. Smal1 covered banking 
organizations would be required to meet 
the proposed minimum capilal rntio 
requirements beginning en January 1, 
2013 thorough to December 31, 2014. 
On January 1, 2015, small covered 
banking organizations would be 
required to comply with !he new 
Prompt Corrective Action capital tatio 
requirements proposed in the Basel HI 
NPR. January 1, 2015 is also the 
proposed effective date for small 
covered companies ta begin calculating 
ds.k-;.v-eighted assets according to the 
methodologies in this NPR. 

E. Idenlifitalion of 
Ovmlapping, or C 
Rules 

icativo. 
Ing Federal 

The Board is unaware of anv 
duplicative, overlapping, or confHcting 
fodera1 rules, AB noted above, the Board 
anticipates issuing a sepatatr. prnposa.1 
to implement reporting Ht<:p1irements 
that are tied to {hut <lo not overlap or 
duplicate} the requirements ofthe 
proposed rules. The Board seeks 
comments and information regnr<ling 
any such mies that are duplicative, 
overlapping, or otherwise in conflict 
with thn proposed rules. 

F. Discussion of Significant t\ltematives 

The Board has sought to incorporate 
flexibility into the proposals in lhis NPR 
and provide alternative treatmen!s to 
lessen burden and complexity for 
smaJfor banking organizations wherever 
possible, consistent with safety and 
soundness and nppHcable law, 
including the Dadd-Frank Act. These 
alternatives and :flexibility fealures 
inchide the following: 

• Covered small hanking 
O"rgi:mi:rntions would not he subject to 
the enhanced disdosurn requirements of 
the proposed rules. 

• Covered small banking 
organizations could choose to apply the 
gross-up approach for sccur!Lization 
exposures rather than the SSF A. 
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The proposal also offors covered small 
banking organizations a choice bet\veen 
a simpler and more complex methods of 
risk weighting equity expMures to 
investment funds. 

The Board welcomes comment on any 
significant alternatives to the proposed 
rules applicable to covered small 
banking organi<:ations that "''tmld 
minimize their impact on those entities, 
as well as on all other aspects of its 
analysis. A final regulatory flexibility 
nnalysis will be conducted after 
consideration of comments received 
during the public comment period. 

ace 
In accordance with section 3(a) of the 

Regulatory Flexibilllv Act [5 U.S.C 601 
el seq.) (RFAJ, the OCC is publishing 
this summary of its Initial Regulatory 
Flexibility Analysis (IRF A) for this NPR. 
The RFA requires an agency to publish 
in the Federal Register its IRF A or a 
mmmary of its fRF A at the time of the 
publication of its general notice of 
proposed rulemaking "" or to certify that 
the proposed rule will not have a 
significant economic impact on a 
substantial number of small entities.~' 
For its !RF A, lhe OCC analyzed the 
potential economic impact of thts N"""PR 
on the small entities that it regulates. 

The OGG welcomes commont ou ;ill 
aspects of the summary of its IRF A. A 
final regulatory flexibility analysis will 
be conducted after consideration of 
comments received during the public 
comment period. 

A. Reasons Why the Proposed Rule is 
Being Considernd by the Agencies~ 
Statement of the Objectives of the 
Proposed Rulo; and Legal Basis 

As discussed in the Supplementary 
Information section above, the agencies 
are proposing to revise their capital 
requirements to promote safe and sound 
banking practices, implement Basel III, 
and harmonize capital requirements 
across charter type, This NPR also 
satisfies certain requirements under the 
Dodd-Frank Act by revising regulatory 
capital requirements to remove al! 
references to, and requirements of 
reliance on, credit ratings. Federal law 
authorizes each of tho agencies to 
prescribe capital standards for the 
banking organi1.ations it regulates.Ill! 

"" 5 us.c. 603(d. 
•~ 5 t!.S.C 605(b). 

•~ S<'b. e,g., 1Z l(S,C, H&7a{g){1); 12 t!.S.C, 
lll.":ih:i(cj(t); It U.S.C. li!H; l1 UB.C. jf!fl7; an<;i 12 
Ll}i.C. 5 l71. 

IJ. Small Entities Affected by the 
Proposal -

Under regulations issued by the Small 
flusiness J\dministration,illl a small 
entity includes a depository institution 
er bank holding company with total 
assets of $175 million or less {a small 
banking organlzation). As of:March 31. 
2012, there were approximately 5 99 
small national banks and 284 small 
federally chartered savings associations. 

C. Projected Reporting, Recordkeeping, 
and Other Compliance Requirements 

This NPR includes changes tc the 
general risk-based capital requirements 
that address the calculation of risk· 
weighted assets and affect small banking 
organizations. The proposed rules in 
this NPR that wouJd affect small 
banking o~anlzations include: 

1 . Changrng the denominator of the 
ri.sk-ba.sed capital ratios by revising the 
asset nsk t-1.>eights; 

2. Revising the treatment of 
countarparty credit risk; 

3. Replacing references to credit 
ratings with alternative measures of 
creditworthiness; 

4. Providing more comprolwnsive 
recognition of collateral and guarantees; 
and 

5. Providing a more favorable capital 
treatment for transactions cleared 
through qualifying central 
counterparties. 

These changes am designed to 
enhance the risk-sensitivitv of the 
calculation of risk-woighted assets. 
Therefore, capital :requirements may go 
down for some assets and up for others. 
For those assets with a higher risk 
weight under this NPR. however, that 
increase may be large in some instances, 
e.g., reqniring the equivalent of a dollar· 
for-dollar capital charge for some 
securitization exposures. 

The Basel Committee on Banking 
Supervision has boon conducting 
periodic reviews of the potential 
quantitative impact of the Bmml III 
framework. 90 Although these reviews 
monitor the impact of implementing the 
Basel Ill framework rather than the 
proposed rule, the OCC is using 
estimates consistent wilh the Basel 
CommiUec's analysis. including a 
conservative estimate of a 20 percent 
increase in risk-welghtcd assets, to 
gange the impact of this NPR on risk. 
weighted assets. Using this assumption, 
tlie OCC estimates !:hat a totB1 of 56 
small national banks and foderallv 
chartered savings associations will need 

• 9 s~" 1J CPR 11 Utfll. 
""St#, "Updil1!l <1t1 Basel lll huplmncn\alion 

M<rt1lle>t\ng." Qu~ulitativt> lmp•c! Stmh Warlln'l 
Grnup. )aunm:y 21.1, amL · · 

to raise additional capita] lo moot their 
regulatory minin1ums. The OCC 
estimates that this lntal projected 
shortfall will be $143 mHhun and that 
the cost of1ost tax benefits associated 
with increasing total capital bv $143 
million will be approximately $0.8 
million per year. A varaged across tho 56 
affected institutions, the cost is 
approximately $14,000 per institution 
per year. 

! o comp !y with t· n·'· e proposed rules in 
lhts NPR, coven~d small banking 
organizations would be required to 
change thelr internal mporling 
processes; 'Fhese changes would require 
some add1twnal personnel training and 
expenses related to new systems for 
modification of existing systems) for 
cakniating regulatory capital nltios. 

/\d!:fiti~naHy. covered sruaU banking 
otgamzalwns lhat hold certain 
exposures would be required lo obtain 
additional information under the 
proposed mlcs in order to determine the 
applicable risk weights, Covere,d small 
banking organizations that hold 
exposures to sovereign entities other 
than the United State:>. foreign 
deposito~ ~nstitutions. or foreign public 
sector <mtmes would have to acquire 
Country Risk Classification rnthlgs 
produced by the OECD to determine tbe 
applicable risk weights. Covered small 
banking organizations that hold 
residential mortgage exposures would 
need to have and maintain information 
a,liout certain undenniting :foaturns o:f 
toe mortgage as wi>H as the LTV ratio in 
order lo determine tho applicable risk 
weight Generally, covered smal! 
banking organizations that hold 
securilizalion exposures would :need to 
obtain suffident h1fmmation about the 
underlying expcinues to satisfy due 
diligence requimments and appiy either 
the simplified supervlsory form1ila or 
the gross-up approach described in 
section___ _ .43 of th Is NPR lo 
calcula~e the appr.opriate risk weight, or 
~e rnqu~od to assign a LZ50 pnrcent 
nsk weight to the exposure. 

c.overnd small banking organizations 
typically do nol hold ;;ignifica:ut 
exposures to foreign entities or 
:>ecuritization exposures. <md 1he 
agencies expect any additional burden 
related to calculating risk weights for 
thc7e exposures. or holding capital 
against these cxpo&llfes, would he 
rnlative!y mode<lt. The OCC estimates 
that, for small national hanks and 
federal saving5 associations, the cost cf 
impl · ative measures 

nesswillhe 
approximately $36,125 per institution. 
~m•:e 1.::wtmid small banking 

orgamzatums may hold significant 
iesidenHal mortgage rr:xpornres, 
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However, if the small banking 
organization originated the exposure, it 
should have sufficient information lo 
determine tho applicable risk weight 
under the proposed mle. If th') small 
banking organization acquired t110 

exposure from another institution, the 
information it would need to detonnine 
the applicable risk weight is cons.istent 
with infonnation that it should 
normally collect for portfolio 
monitoring purposes and internal risk 
management. 

Covared small banking organizations 
\Vould not be subject to the disclosure 
requirements in subpart D of the 
proposed rule, However, the agencies 
expect to modify regulatory rnporting 
requirements that apply to covered 
small banking organizations to reflect 
the changes made to the agencies' 
capital requirements in tho proposed 
rules. The agencfos t,>xpect to propose 
these dmnges to the relevant reporting 
forms in a sepatttte notice. 

Tu dctenmne if a proposed rule has 
a significant economic impact on small 
entities we compared the estimated 
annual cost with annual noninterest 
expense and annual salar1es and 
employee benefits for each small entity, 
If !he estimated annual cost was greater 
than or equal to 25 percent of total 
nuninterest expense or 5 percent of 
annuul sularies and employee benefits 
we classified the impact as significant 
The OCC has concluded that the 
proposals included in this NPR would 
exceed this threshold for 500 small 
national banks and 253 small federally 
chartered private savings institutions. 
Accordingly, for the purposes of this 
IRFA, the OCC has concluded that the 
changes proposed in this 1'1'R, when 
considered without regard to other 
changes to the capital requirements that 
the agencies simultaneously are 
proposing, wou1d have a significaut 
economic impact on a substantial 
number of small entities. 

Additionally, as discussed in the 
Supplementary Informal!on section 
above, the changes proposed in this 
NPR should be considered together 'Ni th 
changes proposed ln the separate Basel 
III NPR el so published in today's 
Federal Register. The changes described 
in the Basel m NPR include changes lo 
minimum capital requirements that 
would impact small national banks a.'ld 
federal savings associations. These 
include a morn conservative definition 
of regulatory capilaL a new common 
equity tier 1 capital ratio, a higher 
minimum tie:r 1 capital ratlo, new 
thresholds for prnmpl corrective action 
purposes, and a nuw capital 
conservation buffer. To estimate the 
impact of the Basel m NPR on national 

banks' and federal savings' association 
capital needs, the OCC estimated the 
amount of capital the banks will need lo 
raise to meet the new minimum 
standards relative to the amount of 
rnpital they cnrrontly hold. To estimate 
nvw capital ratios and requirements, the 
OCC used currently available data from 
banks' quarterly Consolidated Report of 
Condi1ion and Income (Call Reports) to 
approximate capital under the proposed 
rule, which shows that most banks have 
raised their capital levels wen above the 
existing minimum requirements. After 
comparing existing levels 'With the 
proposed new requirements, the OCC 
determined that 2S small institutions 
!hat it rogulatoll would fall short of the 
proposed increased capikil 
requirements. Together, those 
institutions would need lo raise 
approximately $82 million In rcgu!atory 
capital to meet the proposed minimum 
requirements set forth in the Base] HI 
NPR. The OCC w;tirnates that the cost of 
lost tax benefits associated with 
increasing total capital by $82 million 
will be approximately $0.5 million per 
yoar. A veragod across the ZB affected 
institutions, the cost attributed to the 
Basel ITT NPR is approximately $18,000 
per institution por year. Tbc OCC 
concluded for purposes of Hs IRF A for 
the Basel m NPR that the changes 
described in tho Basel HI NPR, when 
considered without regard to changes in 
this NPR, would not result in a 
significant econornif: impact on a 
substantial number of small entities. 
However, !:he OCC has concluded that 
the proposed changes in this NPR 
would result )n a significant economic 
impact on a subgtantia] number of small 
entities. Therefore, considered together, 
this NPR and the Basel III NPR would 
have a significanl economic impact on 
a substantial number of small entities. 

D. tdentification of Duplicative, 
Overlapping, or Conflicting Federal 
Rules 

The OCC is unaware of any 
du tive, overlapping, or ccmflicting 

u]es, As noted previously, the 
OGG anticipates issuing a separate 
proposal to implement reporting 
requirements that are tied to tbut do not 
ovndap or duplicate) tho requirements 
of the proposed rules. The OCC seeks 
comments and information regarding 
any such federal rules tha! are 
duplicative, overlapping, or otherwise 
in conflict with the proposed rule. 

R Dist.1.1ssion of Significant Alternatives 
to tho Proposed Rule 

The agencies have sought lo 
incorporate flexibility into tbc proposed 
rnJe and lessen burden 1md complexlly 

for smaller banking organizations 
wherever po!lsiblc, consistent v<ith 
safety and soum:lnass and applicable 
law, including the Dodd-Frank Act The 
agencies are reque;;ting comment on 
potenHal options for simplifying the 
rule and reducing burden, including 
whether lo permit r..:e:rtai:n smaU banking 
organizations to contim:m using portions 
of the cucrent general risk-based capital 
rules to calculate risk·weighted assets. 
Additionally, the agencies proposed the 
following alternalhres and flexibility 
foatures: 

• Covered small banking 
organi:t,alions are not subject to tho 
cnhanct~d disclosure requirements of the 
proposed rules, 

• Covered small honking 
organiiationll would continue to apply a 
100 percent rillk weight to cmporate 
exposures (as described in section 

,32 of this NPR}, 
~-Covernd small banking 
organizations may choose to apply !he 
simpler gross-up method for 
securiU:n1tion exposures rather than the 
Simplified Supervisory Formul& 
Approach fSSFA) !as described in 
section A3 of thl.s NPR). 

• The. proposed rule offers covered 
smaH bauking organizations a chcke 
bct'A-een as· and more complex 
methods ofr ing equity 
exposures to investt11ent funds {as 
descrihcd in sectfon .53 of this 
NPRj. --

The agencies welcome comment on 
any significant alternatives to the 
proposed rules applicable to covered 
small banking organizations that would 
minimize their impact on those entities. 

VII. Pape.rwnrk Reduction Act 

A. Request for Comment an Proposed 
Information Collection 

ln accordance with the requirements 
uf the Papen.vork Reduction Act {PRA) 
of 1995, the Agencies mav not conduct 
er sponsor, and the respm1dcnt is not 
required to respond to, an information 
co!foction unless it displays a currently 
valid Office of Management and Budget 
(OMB) control number The Agencies 
are requnsling comment on a propooed 
infarmulion coHection. 

The information coHoction 
requirements contained in this joint 
no!ico of proposed rufonmking (NPR.s) 
havn bnen submitted by the OCC and 
FDIC to OMB for review under the PRA, 
under OMB Control Nos. 1557--0234 
and 3064--0153. In accordance wilh the 
PRA [44 U.S.C. 3506; 5 CFR part 1320, 
A ppcndix 1\.1 L th" Board has reviewed 
lhe NPR under !he authority delegated 
by OMB. The Board's OMB Control No. is 7100--0313. The requirements are 
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found ln §§ .35, .37, -~·41, 
.42. -.62". and~63. 

·-·Tne Agencies: have pubtished two 
other NPRs in this is:s:uc of the Federal 
Register. Please see the I"-IPRs entitled 
"Regulatory Capital Rules: Regulatory 
Capital, Minimum Regulatory Capital 
Ratios, Capital Adequacy, Transition 
Provisions" and "Regulatory Capital 
Rules; Advanced Approaches Risk
baaed Capitol Rules; Market Risk Capital 
Rule." WnHo the three NPRs together 
comprise an integrated capital 
framework, the PRA burden has been 
divided among the three :!'.'PRs and a 
PRA statement has been provided in 
each. 

Comments are invited on: 
(a) Whether the collection of 

information is nocessary for the proper 
performance of the Agencies' functions, 
including whether the information has 
practical utility; 

(bl The accuracy of the estimates of 
the burden of the information 
collection, including the validity of the 
methodology and assumptions used; 

(c} Ways to enhance the quality, 
utility, and clarity of the information to 
be collected; 

{d) Ways to minimize the burden of 
the information collection on 
respondents, including through the use 
of automated collection techniques or 
other forms of information technology; 
and 

(el Estimates of capital or start up 
ccists and costs of operation. 
maintenance, and purchase of services 
to provide information. 

All comments will become a matter of 
public record. 

Comments should be addressed to: 
OCC: Communications Division, 

Office of the Comptroller of the 
Currency, Public 1nformation Room, 
Ma.il stop 1-5, Attention: 1557-0234, 
250 E Street SW., Washington, DC 
2.0219. Jn addition, comments may be 
sBnt by fax to 202-874-4448, or by 
Blec!ronic mail to 
regs£omments@occJreas.gov. You can 
inspect and photocopy the comments at 
the OCC's Public Information Room, 250 
E Street SW., Washington, DC 2021.9. 
You can make an appointment to 
inspect the comments by calling 202-
874-5043. 

Board: You may submit romments. 
identified by R·· 144412 5 5, by any of the 
following methods: 

• Agency Web Site: http:!! 
www.federalreserve.gov. Follow the 
instructions fur submitting comments 
on the http://www.federalresnve.gov/ 
generalinfo!foia!ProposedRegs.c(m. 

• Federal eRulemaking Portal: http:!! 
wivw.regulalions.gov. Follow the 
instructions for subml!ting commen!s. 

• Email: 
regs.comments@fedemlreserve.gov. 
Include docket number in the subject 
line of the message. 

• F't1X; 202-452·-3819 Of 202-452-
3102. 

• Mail: Jennifer J. Johnson, Secretary, 
Board of Governors of lhe Federal 
Reserve System, 20th Street and 
Constitution Avenue NW., Washingtnn, 
DC 2055L 

AU public comments are available 
from the Board's Web site at http.·// 
wn-w.f(;deralresenrTJ.govlgenerolinfol 
foia!ProposfJdRegs.cjin as submitted, 
unless modified for technical reasons. 
Accordingly. your comments will not be 
ediled to remove any identifying or 
contact information. Public commenls 
may also be viewed electronically or in 
paper in Room MP-500 of the Board's 
Martin BuiJding (2oth and C Streets 
NW.) between 9 a.m. and 5 p.m. on 
weekdays. 

FDIC: You mav submit written 
comments, which should refer to RIN 
3064-AD96 Standardized Approach for 
Risk-weighted Assets; Markel Discipline 
and Disdosu:re Requiremenls 0153, by 
any or the following methods: 

• Agency Web Site: http:!i 
www.fdic.gov/regulotionsllaws/federali 
propose.html. Follow the instructions 
for submilling comments on the FDIC 
Web site. 

• Federal eRulemaking Portal: http;!! 
www.regulations.gov. Follow the 
instructions for submitting comments. 

• Email: Comments@FDICgov. 
• A.foil: Robert E. Feldman, Executive 

Secretary, Attention: Comments, FDIC, 
550 17th Street NW., Washington, DC 
20429. 

• Hand Delivery/Courier: Guard 
station at the rear of the 550 17!h Street 
Building (located on F Street) on 
business days between 7 a.m. and 5 p.m, 

Public fnspeclion: All comments 
received will be posted vnthout change 
to http://wn-wjdic.govhegulationsllawsl 
federal/propose/html indud:ing any 
personal information provided. 
Comments may be inspected at the FDJC 
Public Information Center, Room 100, 
80117th Street NW., Washington, DC, 
between 9 a.m, and 4:30 p.m, on 
business days, 

B. Proposed Information CoJlection 

Title of Information Collection: Basd 
IIJ, Part II 

Frequency of Response: On occasion 
and quarterly. 

Affected Public: 
DCC: National banks and federally 

chartered savings associations. 
Board~ State member banks, bank 

holding companies, and savings and 
loan holding companies. 

FDIC: fnsured state nonm<:',mber 
banks, slate savings associations, and 
certain subsidiaries of llm.>(< entities. 

Estimated Bun1en: The burden 
estimates below exclude any regulatory 
reporting burden associated with 
changes to the Consolidated Reports of 
Income and Condition for banks (FFIBC 
031 and FFIEC 0431; OMB Nos. 7100-
0036. 3064--0052, 1557--0081). and the 
Firuincial Statements for Bank Holding 
Companies (FR Y-9; OMB No. 7100-
0128), and the Capital Assessments and 
Stress Testlng information coUection 
(FR Y-14AIQ/t.{; OMB No. 7100-0341). 

The agencies sre still considering 
whether to revise these info:mrntion 
coHections nr to implement a new 
infonnation collection for the regulatory 
reporting rtquirements. In either case, a 
separate notice would be published for 
comment on the regulatory reporting 
requirements. 

occ 
'Bstimated Number of Respondents: 

Independent national hanks, 172; 
federaHy chattered savings banks, 603. 

Estimated Burden per Respondent; 
One-lime recordkeeping, 122 hours; 
ongoing recordkoopiug, 20 hours; one
time disclosures . .226.25 hours: ongoing 
disdrnrures. 131-25 hours. 

Toto] Estimated Annual Burden: 
112,30:t75 hours. 

Board 
Estimated Number of Respondents; 

SMBs, 831; BHCs, 933; SLHCs. 436. 
Estimated Burden per R>Jspo.ndent: 

One-time recordkeeping, 122 hours; 
ongoing record.keeping. 20 homs; one
lime disclosures, 226.25 hours; ongoing 
disdmmros, 131.25 hours. 

Total listimuted Annual Burden: One~ 
time recordkenping and disclosures, 
279,277.75 hours; ongoing 
recotdkeeping and disclosures 66,715. 

FDIC 
Estimated Number of Respondents: 

4.57L 
. Estimated Burden pe"1' Respondent; 

One-time recordkooping, -izz hours; 
ongoing recordkeeping, ZO houni; one
time disdo;;ures, 2.Z6.Z5 hours; ongoing 
disclosures, 131.25 hours. 

Total Estimated Annual Burden: 
652,087 hours (558,567 one·time 
recordkeeping and disclosures; 93.520 
ongoing recordkeep.ing and disc:!osums}. 

Abs tr net: 
The recordkeeping rei:pii.rnments are 

found in sections .35, ,37, and .41-
The d:isdosuro te(}'uirernm1ts -are found 
in sections .42, .62, and .63, These 
mcordkeepfog m1(i disdoslire 
mqulrements am nccf;ssary for the 
agencies' assess1mmt and monitoring of 
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the risk-sensitivity of the calculation of 
a banking organization's total risk
weighted asseta and for general safoty 
and sow1dness purposes. 

Section-by-section A nalys! s 

Recordkeeping 

Section .35 sets forth requirements 
for deared-transactions. Section 

.3S(b)(3)(i)(A) \vould require for a 
cleared transaction with a qualified 
central counterparty {QCCP) that a 
client bank apply a risk weight of 2 
percent, provided thal the collutcral 
posted by the bunk lo the QCCP is 
subject to certain arrangements and the 
client bunk has conducted a sufficient 
legal review (and maintains sufficient 
vrriHen documentation of the legal 
review) to conclude with a well~ 
founded basis that the arrangements, in 
the event of a legal challenge, would be 
found to be legal, valid, binding and 
enforceabla under the law of the 
relevant jurisdictions. The agencies 
estimate that respondents would lake on 
average 2 hours lo reprogram and 
update systems with the requirements 
outlined in this section. Jn addition, the 
agei1cies estimate thal, on a continuing 
basis, respondents would take on 
average 2 hours annually to mainlaitt 
their internal systems. 

Section .37 addresses requirements 
for coilateralized transactions. Section 
.37(c)(4)(:i)[E) would require that a hank 

have policies and procedures describing 
how it determines the period of 
significant financial stress used to 
calculate its O'Nn internal estimates for 
haircuts and be able lo provide 
empirical support for tbe period used. 
Tha agencies estimate that respondents 
woul.d take on average 80 hours (twe 
business weeks) to reprogram and 
update systems with the requirements 
outlined in this section. In addition, the 
agencies estimate that, on a continuing 
bas.is, respondents would lake on 
ilverago 16 hours annually to maintain 
thel r i oterna! svstems. 

Section .41 addresses operational 
requirements for securitization 
exposures. Section _.41(b)(3) would 
allow for svntbetic aecuritizations a 
bank's recognition. for risk-based capital 
purposes, of a credit risk mitigant to 
hedge unde!lying exposures if certain 
conditions ure met, including the bank's 
having obtained a well-rnusoned 
opinion from legal counsel that 
confirms the enforceability of the credit 
risk m!Hgant in all relevant 
jurisdictions. SecHon _.41(c)\2)(i) would 
require that a bank support a 
demonstration of its comprehensive 
1rnderstanding of a securitization 
exposure hy conducting and 

documenting an analysis of ;he risk 
characteristics of each securitization 
axposme prior lo its acquisition, taking 
into account a number of specified 
considerations. The agencies estimate 
that respondents would take on average 
40 hours {one business week} to 
reprogram and update systems with the 
requirements outlined in !Ms section. In 
addition, the agencies estimate thal, on 
a continuing basis, respondents would 
take on average 2 hours annually to 
malntaJn their internal systems. 

Disclosures 

Section .42 addresses risk-weighted 
assets for securi1ization exposures. 
Section A2(e)(2) would require that a 
hank pu6lidy disclose that is has 
provided implicit support to the 
socuritize!ion and the risk-based capital 
impact lo the bank of providing such 
implicit support. 

Section .52 sets forth disclosW"e 
requirements related to a bank's capital 
requirements. Section ... 62.[aJ specifies a 
quarterly frequency for the disdosure of 
lnfonnation in th \cable tables set 
out in section 63 If a significant 
change occurs, such tlrnt the most. recent 
reported amounts are no longer 
reflective of the bank's capital adequacy 
and risk profile, section _.62(a) also 
would require the hank to disclose as 
soon as practicable thereafter, a brief 
discussion oft he eliange and its likely 
impacL Section 62ta) would allow for 
annual disclosure of qualitative 
information that typically does not 
change each quarter, provided lhat any 
significant changes are disclosed in the 
interim. Section .62fbl would require 
that a hank have a formal disclosure 
policy approved by the board of 
directors that addresses its approach for 
detcrminlng the disclosures it makes. 
The policy would be required to address 
the associated internal controls and 
disclosure controls and procedures. 
Section 6Z(c) would require a bank with 
lot.al consolidated assets of $50 billion 
or more that is not an advanced 
approaches bank, if it concludes that 
specific commercial o:r financial 
information required to be disclosed 
under section .62 would be exempt 
from disclosure by the agency under the 
Freedom of Information Act (5 U.S.C. 
552), to disclose more general 
information about the subject matter of 
the requirement and the mason the 
specific items of information have not 
been disclosed, 

Seclion .53 sets forth diildosnrc 
requirements for banks with total 
conselidated assets nf S50 billion or 
more that. are not advanced approaches 
hanks. Section .63(a) w011l.d require a 
hank to make the disclosures in Tables 

14.1 through 14.10 and in ;mctlcn 
.63{h) for'each of the last thrne years 

beginning on the effective date of the 
rule. Section .53{b) would require 
quarterly disclosure of a bank's common 
equity tier 1 capital, additional tier 1 
c.api!ul, tier 2 capital, tier l and total 
capital ratios, induding lhe regulatory 
capital elements und all the regulatory 
adf ustrnenis and (foduclions needed to 
calculate the numerator of such ratios; 
total risk-weighted assets, lnduding the 
different regulatory adjustnumls and 
deductions needed to calculate total 
risk-weighted assets; regulatory capital 
ratios during any transition periods, 
indnding a description o:f all the 
regulatory capital clements and all 
regulatory adjustments and deductions 
needed to calculate the nume:ra!o:r and 
denominator of ear.h capital ratio during 
any transition period; and a 
reconciliation of regulatory rnpita! 
elements as they relate to its balance 
sheet in any audited consolidated 
financial slat.mumts. Table :l4.l sets 
forth soope ofapp!icafam qualitative 
and quantitative disdo:mrn 
:requirements; Tuhie 14.2 sets forth 
capital structure qualitative and 
qua."'llitative disclosure requirements; 
Table 14.3 sets forth capital acy 
qualitativ-e and quantitative nre 
requirements; Tabfo 14.4 sets fotth 
capital conservation buffer qua1Hativc 
and quantitative disclosure 
requirements: Table 14.5 sets forth 
general qualitative and quantitative 
disclosure requirements for credit risk; 
Taole 14.6 sets forth general qualitative 
and quantitative disdosure 
requirements for counterparty credit 
riskTnlaJed exposures; Tablo 14.7 sets 
forth qualitative and quantitative 
disdcsun< n:qul.rements for crndit dsk 
mitigation; Table 14,8 sets forth 
qualitative and qmmlitutivc disclosure 
requirements for securitizalions; Table 
1.4.9 sets forth qua1itativc and 
quantitative cHsclosure l'l."qUiwmen!.s for 
equities not suhject to t F of the 
mle; and Table 14.10 set h 
qualitative and quantitative disdnsuro 
requirements for interest. rate nsk for 
non·trading act.lvlties. 

The agencies estimate that 
respnndents would take o:n average 
226.25 hours to reprogram and update 
systems with the requirements outlined 
in these sections. Jn ad<lition, the 
agencies estimate that on a continuing 
basis, responden!s would take on 
average 131.25 hours annually to 
main1ain their internal systems. 

VIII. Plain Language 

Section 722 ofLlieGramm-Leach~ 
Bliley Act requires the Federal banking 
agencies to use plain language in aH 
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proposed and final rules. published after 
January 1, 2000. The agencies invited 
comment on whether the proposed rule 
was written plainly and clearly or 
whether there were ways the agencies 
could make tha rule aasier to 
understand. The agencies received no 
comments on these matters and believe 
that the final rule is \\<Titten plainly and 
dearly in conjunction with the agencies' 
risk-based cap.ital rules. 

IX. OCC Unfunded Mandates Reform 
Act of 1995 Determination 

Section 202 of the Unfunded 
Mandates Reform Act of 1995 (UMRA) 
(2 U"8.C. 1532 et seq.) requires that an 
agency prepare a wrilten statement 
before promulgating a rnle that includes 
a Federal mandate that may result in the 
expenditure by State, local, and Tribal 
governments, in the aggregate, or by the 
prlvate sector of $100 mlllion or more 
{adjusted annually for lnflaUon) in any 
one year. Jf a written stalemenl is 
required, the lrt.1RA (2 U.S.C. 1535) also 
requires an agency to identify and 
consider a reasonable number of 
rogula!ory alternatives before 
promulgating a rule and from !hose 
alternatives, either select the least 
costly, most cost-effective or least 
burdensome alternative that achieves 
the objectives of the rule, or provide a 
statement with the rule explaining why 
such an option was not chosen. 

Under this NPR, the OCC is proposing 
changes to their minimum capital 
requirements that address Iha 
calculation of risk-weighted assets. The 
proposed rule would: 

J, Change denomhmtor of the risk~ 
based capital ratios by revising the 
methodologies for calculating risk 
weights; 

2, Revise the treatment of 
counterparty credit risk; 

3. Replace references to credit ratings 
with alternative measures of 
creditworthiness; 

4. Provide more comprehensive 
recognition of collateral and guarantees; 

5. Provide a more favorable capital 
treatment for transactions cleared 
through qualifying central 
counterparties; and 

6, Introdm:e disdosure requirements 
for banking organizalions with assets of 
$50 billion or more 

To estimate the impact of this NPR on 
national banks and federal savings 
associations, the OCC estimated !he 
amount of capi!al banks will need to 
raise to meet the new minimum 
standards relative to the amount cf 
capital they currently hold, as well as 
lhc compliance costs associated with 
establishing the infrastructure to 
determine cormr:t risk weights using the 

new alternative measures of 
creditworthiness and the compliance 
costs associated with new disclosure 
requirements. The OCC has determined 
that its NPR will not result in 
expenditures by State, local, and Tribal 
governments, or by the private sector, of 
$100 million or more (ad}usted annually 
for inflation). Accordingly, the UMRA 
does not require that a written statement 
accompany lhis NPR. 

Addendum 1: Summarv of this NPR fur 
Community Banking otga.nizations 
Overview 

The agenciei; are issuing 11 notice of 
proposed rulmnaking (NPK proposal, or 
proposed nile) lo harmoni2e lll!d address 
shortcomings iu fue measurement ofrisk
weightcd assets that became apparent during 
the recent flnanci11l crisis, in par! by 
implementing in the United States changes 
made by the Basel Committev on Banking 
Supervision {BCBS} to international 
regulatory capital standards and by 
implementing aspecb o! the DoddAFnmk Act. 
Among other things, the proposed rul& 
WO\lld: 

• Revise risk weights fur re&idential 
mortgages based on loa."':1-to-velue ratios and 
certuln product and underwriting features; 

• Increase capital rnquir.iments for past· 
due loans. high vo!ati!:ity wmmerda! real 
esiate exposurns, and certain shnrMenn loan 
comrnitmento.c 

• Expand the recognition of coUatern! and 
guarnntors iu dehmnining rLsbwelghted 
assets; 

• Romove references to crntlit rating.'<; and 
• Establish due diligence rnqutremenw for 

secmitizatio:u exposures. 
This addendum presents a summmy of the 

praposcil in this NPR tliat is most relev01d for 
smaller, }e5;; complex banking orgoniwtions 
tlwt are not s11bject to the market risk capital 
rule or the odwmced opproadies copftal rale,. 
and that haw under $50 billion in total 
aslltlt1;, The agencies intend for this 
addmidam lo act as a guide far these banldn,g 
orgonizaUans. he/pins them to navigate the 
proposed rule and identify the ehonges most 
reJevm1t la them. The addendmn does not, 
Jiow111t1ir, by illwlf provide n complete 
understanding af tJie prnposed rules and the 
agendas expect and encourage all 
institutions to review tile proposed rule in its 
entirety. 

A. Zero P"n:ent Rlsk·wcighted Items 
The following exposuws would receive a 

Zera percont rl~k weight under the proposal: 
•Cash; 
• Certain gold bullion; 
• Dl.rect and unconditim::ml dalmt on the 

U.S. govenirnent, iis central bank, or a U.S, 
gvvenummi agency; 

• Exposures llllCo.nditionully gul!rnntoed 
by the FS, govemmcnl, its central bank, or 
a U.S. government agoocy; 

• Claims tm certain supranatimml entitie;i 
(~uch as t.'1c !:ntenntional Monetary Yr.odJ 
and certain multilateral development 
banking organizations; and 

• Claims on and exposures 
unconditionally guaranteed by sovereign 

entities that meet certain niter.ta fas 
di;;cirnmd b0lawj. 

For more informarlon, p!oose refer to 
sections 32(a} and J1{b}{3){iif} of t11e 
proposal, For exposum,~ to foreign 
govemmeRL~ aud their centrol banks, SetJ 

scctian L below. 

B. zn Percent Risk Weighted Items 

Th<! following expmmres would receive a 
twenty percent risk weight under the 
proposal: 

" Cash items in the prncess ofcol!&tkm: 
• Expu:mms conditim::ml1y guamntood by 

rhe U.S. government, its ciintral bank, or a 
U.S. gov«mmimt agency; 

• Claims on govemm"nt-spnnsored 
entitim; (GSEsj; 

• Claims on U.S. depository l11stitutions 
l!Ild N1o1tional Credit Union Administration 
fNClJAHnsured credit 1111in.ns; 

• Gonernl obligation claim,; on, and claims 
guaranteed by the full faith and credit of state 
and im:;al governments {and any other public 
sector entity. as defined in the proptma.U in 
the Unit<id States; and 

,. Claims on and exposures gmmrntecd by 
foreign banks and 1mblic sector entities if the 
sovereign of incorporntion of the foreign bank 
or pubiic sector entity moetr. certain criteria 
(as described below}. 

A conditional guarantee is om> that 
requites the satlsfucrion of certain conditions, 
fur e.M1.rnpfo ser;,idng rnquinmwnts, 

Far mare information, please .rtifer ta 
soctiom 32foj U?rough 32(e), am:i section 32{!) 
of tl:e proposaL Far eJrposures to faroign 
lmnks and publlc sedor entities, seti 1wctio11 
l. below. 

C. 50 Percent Risk·w~:ighted Exposurt)S 

Tim foUowing axposureE. wmtld receive a 
50 percent risk weight u.nderihe pwposal: 

• "Statutory" nml!HamUy mortgage loans 
meeting certain criteri11; 

• Presotd residential constmction loans 
meeting ce'rtmn criterh;; 

• RevenM bonds issued by state and local 
governments in tlm United s·tates; an<l 

• Claims on and exposmos guanmttmd by 
sovereign entities, foroign banks, and foreign 
pnhHc se;::tor entities that meet eei'tnin 
cdtcria (as described h£1ow}. 

Th0 cdwria for mu!tlfamitv loans and 
presold .residential constru>::tion bens a:rn 
general! y the same a:. in the ex.i sting general 
ris~Amsed capital rules, These criteria am 
required undur fudernl law."1 C'-0usiste11t with 
the general r1sk,hm;cd capital rules and 
requiremunts nf th11 ,;tatute, the pmposal 
Wollld assign a HlO pcixent risk weight to 
pm-sold construction loans where the 
contract is ca.nndled 

For nwre iufomwtion,. please n!fer to 
sections ;Uf<t}, 32{}1}, a11d 32(iJ vf rhe 
proposal ,4.ko mjer to section 2 of the 
proposal for .relevant definitfons: 

-Pre..sold construction form, 
-lkwmuc t;bligatian. 
-·Statutmy multifamily 1nartgage. 

., Sre •&chon;: bHl(•}(1J ar !2) and illll{blltl uft!m 
Re~Plutian Tn~:rt C'.orpvr~tkm: Rafillg_ndng,. 
Rn>iruduring, i!ttd lmprnvmneu1 Ad M 1 SSl. 
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meets !he aforementioned thresholds, if 
the agency deems :it necessary or . 
approprlale fot safo and sound bankrng 
practices. . 

As a general matter, savmgs 
associations and savings and loan 
holding companies do not engage in 
trading activity to a substantial degree. 
However, the agencies believe tha1 any 
savings association or savings and loan 
holding company whose trading activity 
grows to the extent 1hat it meets tho 
thresliolds should hold capital 
commensurate with the risk of the 
trading activity and should have in 
plsce the prudential risk management 
systems and ptocesses required under 
the mar.ket risk capital rule. Therefor.a, 
tlie agencies believe it would be 
necessary and appropriate to expand the 
scope of the market :risk rule to apply lo 
savings associations and savings and 
loan holding companies, . . 

Application of the market nsk capital 
rule to all banking organizations \Vith 
material exposure to market risk would 
be particularly important because of 
banking organizations' increased 
exposure to traded credit products, such 
as Gredit default swaps, asset-backed 
securities and othe.r structured p.roducts, 
as welt as other less liquid products. In 
fact, many of the revisions to the Hr:nl 
market risk capital rule were made m 
response to concerns that arose du:ring 
the finanrial crisis when certain trading 
assets sufferud substantial losses, 
causing banking organizations holding 
those assets to suffer subslantial losses, 
For example, in addition to a market 
risk capital ruquiremen\ to ai;count for 
<>eneral merket risk, the revised rules 
~pply more conservative standardized 
specific risk capital requirements to 
most securitizalion positions, 
implement an additional im:remen.tal 
risk capital requirement for a ~~nk;ng 
organization that models speof1c nsk 
fot ono ot more portfolios of debt or, if 
applicable, equiiv positions. 
Additionally, to address concerns about 
the appropriate treatment of traded 
positions that have limited price 
transpa.rency, a banking organiMtion 
subject to the market risk capital rule 
must have a well-defined valuation 
process for all cover.od positions. 

Que.sliDn 18: The agencies request 
comment. on the application of the 
market risk rule to savings astociations 
and savings and loan holding 
companies. 

JV. List of Acronyms 

ABCP AFR't·Backed Commcrdal P~pcr 
ABS Aswt·Backed Security 
AVC Asset Value Correlation 
BCBS Basel Commi.:tee on Banking 

Superv.i.siDn 

CCP Central. Counterparty 
CDO Collateraliwd Debt Obligation 
CDS Ctedit Default Swap 
CDS;..., Index Credit Dofuu1t Swap 
CE!O Credit·Enhandng lnterest·Only Slrip 
CPSS G:immittee on Payment and 

Settlement Systems 
CVA Cfedit Valuation .Adjustment 
DF A Dm'ld·Fnmk Aet 
DvP Delivery·ver.sus-Payrrvmt 
E Measure of Effectiveness 
EAD Exposurn-ai-Defoult 
EE Expected Exposure 
Expm..ied Opcratinna! Lost (EOL) 
EPE Expected Po.>1tive Exposure 
FDfC Fedetal Depositlnsurance 

Corporation 
FFIBC Ff'deral Financial lnstitutlom; 

Exrunination Council 
FR Federal Register 
CAAP Gf<nerally Au:eptecl Accounting 

Principles 
HVCRE High-Volatility Commetdal Real 

Estate 
IA1\ Internal Assessment Approach 
IMA Internal Models Approach 
!MM Internal Models Methodology 
IIO Interest-Onlv 
IOSCO International Organization of 

Securities CommiSfiions 
IRB lnlemal Ratings-Based 
Loss Giwm Default (LGDJ 
M Effective Ma!Ucity 
NGR Nd.to-Gross Ratio 
NPR Notice of Proposed Rulemaking 
NRSRO Na\iom1lly Recognized Statil>tiui] 

Rating OrganiziHion 
OCC Office of !be Comptroller of the 

Cunency 
OTC Over-the-Counter 
PD Probability of Defrrnll 
PFE Potential Fu~ure Exposure 
PvP Payment·versus-Paymenl 
QCCP Qualifying Central Connlnpa:rty 
QRE Qualified Reln:il Exposure 
RBA Ratings-Bused Approach 
l<VC Ratio of Value Change 
SfA Supervbory foru:mlaApproach 
SSFA Simplified Supvrvisnry Formula 

Approach 
U.S,C United States Code 
VaR Valu<"·»t-Risk 

V. Regulatory Flexibility Act Analysis 

The Regulatory Flexibility Act, 5 
U,S.C 501 et seq. (RYA] requires an 
agency to provide an initial regulatory 
flexibilitv analvsis with a proposed rule 
or to certify that the rule will not have 
a significant economic impact on a 
substantial number of small entities 
(defined for purposes of the RF A to 
include banks with assets less than or 
equal to $175 million) and publish its 
certifkation and a sborl, explanatory 
statement in the Federal Register along 
with the proposed rule. 

Tiie Board is providing an initial 
regulatory flexibility analysis with 
respect to this NPR The OCC and FDIC 
are certifying that 1he proposals in this 
NPR wiU not have a significant. 
economic impact on a substantial 
number of small entities, 

Board 

Under regulations issued by 1hc Small 
B~mi rmss Administration, rn a small 
entity includes a depository institution 
or bank holding company with total 
nsset:; of $175 mi1lion or less (a small 
banking nrganization). As of March 31, 
2012 thele wen; 373 small state member 
banks. As of December 31, 2011, there 
were approximately 128 small savings 
and loan holdi panics and 2,385 
small hank ho lks.19 

As discussed previous y in the 
Supplementary Information, the Board 
is proposing to revise its capital . 
mquirements to promote safe and sound 
banking practices, implement Basel III, 
nncl other aspects of the Base! capital 
fnu:nowork, and codify its capital 
li<q niromenls. 

The proposals also satisfy certain 
requirements under the Dodd<Fnmk Act 
by imposing new or revised minimum 
capital rnquirements on certain 
depository Institution holding 
companies.w AdditionaHy, under 
section 38(G,l(1} of the Federa1 Deposit 
Insurance Act, the agencies may 
proscribe capital standards for 
depository :institutions that they 
regulate.M In addition, among other 
authorities, the Board may estahHsh 
capital requirements for st1tn tnnmbcr 
banks under the Federal Reserve Act,22 

for state member banks and bank 
holding companies under thu 
International Lending Supl~rvis!on Act 
and Bank Holding Company Act,:n and 
for savings and loan holding companies 
under the Home Owners' Loan Act.:<• 

The proposed rnqui:renrnnts in this 
NPR generally would not apply to small 
bank holding companies that are not 
engaged in significaut nonhanking 
activities, do no! conduct signlficant o.ff~ 
balance sheet activities, and do not have 
a material amount of <leht or equity 
securities outstanding that are registered 
wHh the SEC. These smaU bank holding 
companies remain suhject to t.1.\e Board's 
Small Bank Holding Company Policy 
Statement !Policy Statemont}P 

'""'"' lS L'FR 1:!.LWL 
'"Thii iJ;}q,mber 31, 201.L data'"" the most 

t!X:ent avaihiht<! data on email savings aml lmm 
holding t(llUpa<Jo~ md small bank holding 
wm1nmes, 

.,, s,,,, 1z use~ 1un. 
"'s,* lZ !J,S,C. H!3lo(c)(l). 
" S!!c 12 Cl'R 201\Aei. 

"" Sw lZ U,S,C. 3907; 12 LLS C. lM4. 
24 See !Z U.S.C, 1467ii(g}! 1}, 

" Sw lZ C:FR part :ns, appendi" C: "''" also t2 
U.S,C. 5J71lh)lli)(C). Sec!i-0n ill ofti•e O.."id+'rank 
pttwidefi an rsxmnption from it~ roqufr&.m;;;u.ts for 
l;imk !m!tl.lng wmp<tnies :mbjcc:t rn the Po.hey 
S\atemenl (a• in effu<:t e>u May ts, \;{HU), S..ction 
171 dne~ 11Dt o.rovide a simHar exemptlun far .&InttU 
savin&• and iZ.an ho!di"S camrmnfo" ""tl they aw 
!lwrnJ,-,.re ""hj<:t:t to th<: l"''l'"""d nlles. 
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The proposals in this NPR would 
generally not apply to other small 
banking organizations. Those small 
banking organizations that would be 
subject to the proposed modifications lo 
the advanced approaches rules would 
only be subject to those requirements 
because they are a subsidiary of a large 
banking organization lhat meets tlie 
criteria for advanced approaches. The 
Board expects that all such entiiles 
would rely on the systems developed by 
their parent banking organizations and 
would have no additional compliance 
costs. The Board also expects that the 
parent banking organization would 
remedy any capital shortfalls at such a 
subsidiary that would occur due to the 
proposals in this !\'PR 

The Board welcomes comment on all 
aspects of its analysis. A final regulatory 
flexibility analysis \\.i.l! be conducted 
after consideration of comments 
received during the public comment 
period. 

ace 
Pursuant 10 sevtion 605(b) of the 

Regulatory Flexibility Ac!. (RFA), the 
regulatory flexibility analysis oth0rwise 
required under section 604 of the RFA 
is not required if an agency certifies that 
the rule will not have a signifirnnt 
economic imp;:id on a substantial 
number of small entities {defined for 
purposes of the RPA to include banks 
with assets loss thim or equal to $175 
million) and publishes its certification 
and a short, explanatory statement jn 
the Federal Register along with its rule. 

As of March 31, 2012, there were 
approximately 599 small national banks 
and 284 small federally chartered 
savings associations. The proposed 
cbanges to OCG's minimum risk-based 
capital requirements included in thls 
NPR would impact only those small 
national hanks and federal savings 
associations that are subsidiaries. of 
large internationally active banking 
organizations that use the advanced 
approaches rillk-bused capital rules, and 
those small federal mivings associations 
that meet thB threshold criteria for 
application of the market risk rule. Only 
six small institutions would be subject 
to the advanced approaches risk-based 
capital rules. and no small federal 
savings associations satisfy tho 
threshold criteria for application of the 
markel risk rule. Therefore. the OCC 
does not believe that the proposed rule 
will result in a significant economic 
impact on a substantial number of small 
entities. 

FDIC Regulatory Flexibility Act Analysis 

Pursuant to section fi05(b) of the 
Rugulatory Flexibility Act (RF A). tho 

regulatory flexibility analysis otherwise 
required under section 604 of the RFA 
is not required if an agency certifies that 
the rule will not have a significant 
economic impact on a substantial 
number of small entities (defined for 
purposes of the RF A to include banks 
•vi th assets less than or equal to S175 
million) and publishes its certification 
and a short. explanatory statement in 
the Federal Register along with jts rule. 

As of March 31, 2012, there were 
approximately Z,433 small state 
nonmember banks, 115 small state 
savings banks, and 45 small state 
savings associations (collectively, smaH 
bank& and savings associations], The 
proposed changes to FDJC's minimum 
risk-based (;apital req_uiternents 
included in this NPR would impact only 
those small hanks and savings 
associations that are subsidiaries of 
largo, lntematlonally-active banking 
organizations that use the advanced 
approaches risk-based capital rules, and 
those small sta1t~ savings associations 
thal meet the threshold ctitetia for 
application of the market risk rule. 
There are no small banks and savings 
asaodations subject !o lhe advanced 
approaches risk-based rnpital rules, and 
no small state savings nssodations 
satisfy 1he threshold criteria for 
application of the market risk rule. 
Therefore, the FDIC does not believe 
that the proposed rule will result in a 
signHicant economic impnc1 on a 
substantial number of small entities. 

VI. Paperwork Reduction Act 

Request for Comment on Proposed 
information Collection 

In accordance with the requirements 
of the Papenvork Reduction Act (PRA) 
of 1995, the Agencies may not conduct 
or sponsor. and the respondent is not 
rnquirecl to respond to, an information 
collection unless it displays il. currently 
valid Office of Management and Budget 
(OMB) control number. The Agencies 
are requesting comment on a proposed 
information collection. 

The information colleclion 
rcqulrements contained Subpart E of 
this joint notkc of proposed ru!emaking 
(NPRJ have been submitled by the OCC 
and FDIC to OMB for revi.ew under the 
PRA, under orvm Control Nos. 1557-
0234 and 3064-0153, The infonnation 
collm:tion requirements contained in 
Subpart F of !.his NPR have been 
submitted bv the OCC and FD!C to OMB 
for review under the PRA. In accordance 
with the PRA (44 U,S,G. '.1506: 5 CFR 
part 1320, Appendix A.1). the Board has 
reviewed the NPR under the authority 
delegated by OMB. Tbe Board's OwIB 
Control Number for the information 

collm:;tion requiremmHs ci:mta:in0.rl 
Subpart E ofthh NPR is 7100··0313 and 
for the information colfoction 
rnquirements contained Subpart F of 
this f\i'PR is 7100--0314. The 
requirements hi Subpart E arc found in 
proposed sections """.121, ,,_,12Z, 

.123. .124, .132, .141, .142, 
=.152, =.173. The reqi\fremcnls in 
Subpart F ate found in proposed 
sections .203, .204, .205, .206, 

.207. ·-~.208, :209, _.:Ho, and 
-.212. 
-The Agencies have published two 
other NPRs in this issue of the Federal 
Register, Please soo the Nt'Rs entitled 
"Regulatory Capital Rules; Regulatory 
Capital. Minimum Regulatory Capital 
Ratios, Capital Adequacy, Transition 
Provisions" and "Regulatory Capital 
Rules; Standardized Approach for Risk
Weighted Assets; Market Discipline and 
Disclosure Raquirnments." While the 
three NPRs together comntise fill 
:integrawd capital framework. the PRA 
burden has been divided among the 
three NPRs and a PRA statement has 
been provided in each. 

Comments am invited nn: 
(sJ Whether the collection of 

information is necessary fu:r the proper 
performance of the Agencies' functions, 
including whether the information !Ht'! 

prad~cal utillty; 
(b} flH< accuracy of the estima!es of 

the burden of the information 
coJJection, including tlrn validity of the 
methodology and assumptions used; 

(c} Ways to enhance the quality, 
utility. and clarity of the informaHon lo 
be collected: 

{d) Ways to minimize the burden of 
the information collection on 
respondents, including through the use 
of automated coI1edfou techniques or 
ether forms of infonnation technokigy; 
and 

(el Estimates of capital or start up 
costs and costs of operation, 
rnalntenarn::e .. and purcha:m of servi.ces 
to provide information. 

All comments will become a matter of 
public roco:rd, 

Conunents should be addressed to: 
OGG: Communications Dhnsion, 

Office of the Comptroller of the 
Gummcv, Public fnformation Ronm. 
Mail sto'p 1-5, Attention: 1557-0234, 
250 E Street SW., Washington, DC 
20219. In addition, conuuents rnuv be 
sent by fax to 20Z-874-4448, nr by 
electronic mall to 
regs.con1ments@occ,treas.gov. Yon can 
inspect and photocopy the comments at 
the OCC's Public Infonnation Room, 250 
E Street SW., Wallhinglon, DC 20219. 
You can make an appointment to 
inspect the comments by calling 202-
874-5043, 
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Board: You mav submit comments, 
identified by R-1443, by any of the 
following methods: 

• Agency Web Site: http.ii 
wt•/w.federaireserve.go1l. Follow the 
instructions for submitting comments 
on the http:! /www.federalreserve.go1ll 
gcneroUnfo/foia!ProposedRegs.cfm. 

• Federal eRulemaking Portal: http:/! 
i+'>t-w.regulotions.go1l. Follow the 
instructions for submitting comments. 

• Email: 
regs.comments@federolreserYe.gov. 
fnclude docket number in the subject 
line of the message. 

• Fax.· 202--452-3819 or 202-45 z-
3102. 

• Mail: Jennifer J. Johnson, Secretary, 
Board of Governors of the Federal 
Reserve System, zoth Street and 
Constitution Avenue 'N"\V, Washington, 
DC 20551. 

AH public comments are available 
from the Board's Web site at http:!! 
i+ww.federolreserve,gov!genem!info! 
foia!ProposedRegs,cfm as submitted, 
unless modified for technical reasons, 
Accordingly, your comments will not be 
edited to remove any identifying or 
contact information, Public comments 
may also be viewed elect.ronkally or in 
paper in Room MP-500 of the Board's 
Martin Building {20th and C Streets 
NW.) between 9 a.m. and 5 p.m, on 
waekdays. 

FDIC: You may submit '>vritten 
comments, whiGh should refor to RIN 
3064~AD97 Advanced Approaches 
Risk-based Capital Rule (3064--0153}; 
Market Risk Capital Rule (NEW). by <my 
of the following methods: 

• Agency Web Site: http:!/ 
,_,..,vw.fdic.govlregulations/laws/federoll 
propose.htmL Follow the instructions 
for submitting comments on the FDlC 
Website. 

• Federal eRulemoking Portal: http:!! 
•-vww.regulations.gov. Follow the 
im.trnctions for submitting comments. 

• Email: Comments@FDJC.gov. 
• Moil: Robert E. Feldman, Executive 

Secwtary, Attention: Comments, FDIC, 
550 17th Street NW,, Washington, DC 
20429. 

• Hund Delivery/Courier: Guard 
statiou at the mar of the 550 17th Street 
Building [located on F Street) on 
business days between 7 a.m. and 5 p.m. 

Public Inspection: All comments 
re<::eived will be posted wi1hout change 
to hllp:!/R'ww.fdic.govlregulatfons!Jaws! 
federal/propose/html including any 
personal information provided. 
Comments may be inspected at the FDIC 
Public Information Center, Room 100, 
80117th Street NW., Washington, DC, 
llelween 9 a.m. and 4.-30 p.m. on 
bu,:iness days. 

Proposed Information Collection 

Title of Information Collect.ion: 
Regulatory Capital Rules (Part 3): 
Advanced Approaches Risk~based 
Cauilal Rules (Basel III, Parr 3) 

Frequency of Response: Quarterly and 
annuallv. 

Affected Public: 
DCC: National banks and fcderallv 

chartered savings associations. ' 
Board: Stale member banks (SMBsJ, 

bank holding companies (DHCs), and 
savings and loan holding companies 
{SLHGs). 

FDIC: J nsured state nonmember 
banks, certain subsid ia:ries of thesn 
entities, and stale chartered savings 
associations, 

Estimated Burden: The burden 
estimates below exclude any regulatory 
reporting burden associated with 
changes to the Consolidated Reports of 
Income and Condillon for banks (FFIEC 
031 and FFIEC 041; OMB Nos. 7100-~ 
0036, 3064---0052, 1557---0081), 
Advanced Capital Adequacy Framework 
Rngula1ory Reporting Requirements 
(FFIEC 101; OMB Nos. 7100-0319, 
3064---0159, 1557---0239), the Financial 
Statements for Bank Holding Companies 
(FRY -9; OMB No. 7100--0128), and the 
Capital Assessments and Stress Testing 
information co11ection (FR Y-14AiQ/M; 
OMB No. 7100-0341). Tho agencies are 
still considering whether to revise these 
info:rmation collections or ln implement 
a new informalion collection for !he 
regulatory reporting requirements. In 
either case, a separate notice would be 
published for comment on the 
regulatory reporting requirements. 

DCC 

Estimated Number of Rcspandenls: 
45. 

Estimated Burden per Respondent: 
One-time recordkeeplng, 460 hours; 
ongoing recordkeeping, 176 hours; one
time disclosures, 280 hours; ongoing 
disclosures, 140 hours, 

Total Estimated Annual Burden: 
47,520 hours, 

Board 

Estimated Number of Respondents: 
SMBs, 4: BHCs, 20: SLHCs, 13, 

EsUmated Burden per Respondent: 
One-time rccordkeeping, 460 hours: 
ongoing recordkeeplng, 176 hours; one
time disclosures, 280 hours; ongoing 
disclosures, 140 hours. 

Total Estimated Annual Burden: 
39,072 hours. 

FDIC 

Estimated Number of llespondents: 8. 
Estimated Burden per Respondent: 

One4ime recordkoeping, 460 hours; 
ongoing rccordkecping, 176 hours; one-

time disclosures, 280 hours; ongoing 
disclosures. 140 hours. 

Total Estimated Annual Burde11: 
8,448 hours. 

Abstract 
The PRA burden associated with 

reporting. recordkeeping, and disclosure 
requirements of Suhpart E that are 
found in proposed sect.ions __ "'_.121, 

.122.. .123, .124, 
--.132(6fr2rnu1, :11ztbHsL 
=~=--132. (d)(1), ~---~::t3z[d}(1)(iH). 

.141(b)(3 ), 'l42(h)(2}, 
--.152.(t)(2), ~ ~173 {tables: 1L1. 
11.2, 11.3. 11.6~11:1, 11.8, 11.10, and 
11.11) arc cunentl y accounted for under 
the Agencies' existing information 
collections (ICs}. 

The PR..\ burden assodat<)d with 
rnco:rdkooping and disdosnre 
requirements found in. 
sections ___ .13Z(b)(2} , 

.132(d)(Z)(iv). .1J2(d)(S )(vi), 
. ., ....... 132!d)(3J(vm_c-~ . 1 az(d}(S)!ix), 

:::::::::.1J2(d}!3;(x}. --=.l32(d)(3}(xi}, 
........ .-141Cc)(2J{i}, __ .141(c){2}{H;, 
....... _.173 {tables: 11.4, 11.5, 11.9, and 
11. 12} would revise the Agencies' 
existing res and are described below. 

Section,f1y-Section Analysis 

Rocordkeeping Requirements 

Under proposed section 
-~-. l 32{b )(2 l{iii}[A}, counterparty 
credit risk of repo-styie transactions, 
eligih1e margin loans, and OTC 
derivative contracts, Own internal 
e<1thnates for haircuts. With the prior 
written approval of the fAGENCYJ, a 
{BANK] may calculate haircuts (Hs and 
HfxJ using its own internal eslima!es of 
the volatilities of market prices and 
foreign exchange rates. To receive 
[AGENCY] approval to use ils own 
internal estimates. a [BANKl must 
satisfy the minimum cuantitative 
stan.dards outlined in this section. The 
agencies estimate that respondents 
would takH on average 80 hours (two 
business weeks) to reprogram and 
update sysloms ..,,ith the requirements 
outlined in this section, Jn addition, the 
agencies es!imat0 that, on a continuing 
basis. respondents would take on 
average -16 hours annually to maintain 
their internal systems. 

Under propmmd section 
. ................. ' 132(d){2){iv}, counterparty credit 
risk of repo-stylo transactions, eligible 
margin loans, and OTC derivative 
contracts, Risk·weighted assets using 
IMM-Under the 1MM, a [BANK} uses 
an internal model to estimate the 
expected exposure (EEj for a netting set 
and then calculates EAD based on that 
EE. A fBANKi must calculate two EEs 
and two EADs {one stressed and om; 
unstressed} for each nutting as outlined 
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in this sec!ion. The agencies estimate 
that rnspondents would take on average 
80 hours (two business lveeks) to update 
their cummt model with the 
requirements outlined in this section. In 
addition, the agencies estimate that, on 
a continuing basis, respondents would 
take on average 40 hours annually to 
maintain their internal model. 

Under proposed section 
.... 132(dl{3}(vi), counterparly credit 

risk of repo-style transact.ions, ellgible 
margin loam, and OTC derivstlve 
contracts, To obtain [AGENCY] approval 
to calculate the distributions of 
exposures upon which the EA.D 
calculation is based, the [BANKJ must 
demonstrate to the satisfa1..'tion of the 
!AGENCY} that it has been using for at 
least one year an inlemal model that 
broadly meets the minimum standards, 
with which the [BANK] must maintain 
compliance. The [BANK! must have 
procedures to identify, monitor, and 
control wrong-way risk throughout tho 
life of an exposure. Tho procedures 
musl include stress testing and scenario 
analysis, The agendes estimate that 
respondents would take on average 80 
hours (two business weeks} to 
implement a mode! with the 
requirements oulllned in this section. 

Under proposed section 
......... · 132(d)(S)(viii), counterpady credit 
risk ofrepo~sty!e transactions, eligible 
margin Joans. and OTC derivative 
contracts. When estimating model 
parameters based on a stress period, the 
[BANK] must use at least three years of 
historical data that include a period of 
stress to the credit default spreads of the 
[BANK]'s counterparUes. The [BANK! 
must review the da!a set and update the 
data as necessary, par!lcularly for any 
material changes in its counterparties. 
The !BANKJ must demonstrate at least 
quarterly that the stress period 
coincides wi1h increased CDS or other 
credit spreads of the !BANK]'s 
counterpartias. The !BANK) must have 
procedures to evaluate the effectiveness 
of its stress calibration that include a 
process for using benchmark portfolios 
that are vulnerable to the same risk 
factors as the IBANKJ's portfolio. The 
!AGENCY] may require the !BANK] to 
modify its stress calibration to batter 
reflect actual historic losses of the 
portfolio. The agencies estimate that 
respondents would take on average BO 
hours (two business weeks) to 
implement procedures with the 
requirements outlined in this section. 

Under proposed section 
-~·132{cl}(3)(ix), counterparty credit 
risk of repo-style transactions, eligible 
margin loans, and OTC derivalive 
contracts. A !BANK\ rnusl subject its 
intemal model lo an initial validation 

and annual model rnvietv process. The 
model review should consider whether 
the inputs and risk fadors, as wen as the 
model outputs, arc appropriate. As part 
of the model review process, the 
[BANK) must have a backtesting 
program for its model that includes a 
process by whkh unacceptable model 
performance will be determined and 
:remedied. The agencies estimate that 
respondents would take on aver 40 
hours {one business week) to i nt 
a model with the requirements outlined 
in this section, ln addition, the agencies 
estimate that, on a continuing basis, 
respondents would take on averege 40 
hours annually to maintain their 
internal model. 

Under proposed section 
__ .132(d)(3)(x), countcrparty credit 
:risk of :repo-style transactions, eligible 
margin loans. and OTC deriva!ivr. 
contracts. A {BANK! must have poHdcs 
for the measurement, management and 
control of collateral and margin 
amounts. The agencies estimate that 
respondents would take on average 20 
hours to implement policies with the 
requirements outlined in this section. 

Under proposed section 
, ___ .13Z(d)(3)(xi}, counter party credit 
rlsk of repo-sty!e transactions, eligible 
margin Joans, and OTC derivative 
contracts, A [BA."JK] must have a 
comprehensive stress testing program 
foal captures all crcdll exposures to 
counterpartics, and incorporates stress 
lusting of principal market risk factors 
and creditworthiness of countcruartles. 
The a~endes nstimate that respo"ndents 
wonlcl take on average 40 hours (one 
business week) to implement a program 
with the requirements outlined in thi;:: 
seclion, rn addition, the agencies 
estimate that, on a continuing basis. 
respondents would take on average 40 
houri; annually to rrrninlain lheir 
proaram. 

Under proposed soclions 
~--·141{c)(2J(iJ and (ii], operational 
criteria for recognizing the transfer of 
risk. A [BANK! must demonstrate its 
comprehensive understanding of a 
secur.itization exposure under sec lion 
14l{c)(1J, for eat:h securitization 
exposure by conducting an analysis of 
the risk characteristics of a 
securitization exposure prior to 
acquirlng the exposure and document 
such analvsis within three business 
days nflcr' acqui.ring lhe exposure. On an 
011,going basis (no less freouentlv than 
quarterly}, evaluate, review, anci"update 
as appropriate the analysis required 
under this section for each 
sccuritization exposure. The agencies 
esUmate that respondents would take on 
average 40 hours (one business \.veekJ to 
implement a program with the 

requirements outlined in this section. 
The agencies estimate that, on a 
continuing basis. respondents would 
take on average 10 hours quarterly to 
evaluate, review, and update the 
program requirements. 

Disclosure RequirnmmHs 

Under proposed section. __ .173, 
disdosures hv banks that are advanced 
approaches hanks that have successfully 
completed parallel run. A [BANKJ that 
is an ad'1nmced approaches bank must 
make the disclosures described in 
Tables 11.1through1Ll2. The IBANKJ 
mus! make these disclosures publicly 
available for m1ch orthe last three vears 
(that is, twdv<< quarlors} or such sl'iorter 
period beginning on the effot."!:ive date of 
this subpart E. 

Under proposed table 11.4--Capita.l 
Conservation and Counte:rcvdica! 
Buffers. The {EAl'JKJ must comply with 
thn qualitative and quantitative public 
disclosures outlined in this table, The 
agenci(tS estimate that respondents 
would take on average 80 hours (two 
business weeks) tG comply with the 
disclosure rnquirm.nenls outlined in this 
tahle. The agencies estimate that, on a 
continuing basis, respondents would 
take on average 40 hours anmmlly 
comply with the disdosure 
requirements outlined in thls table. 

Under proposed table 11.5--C:redit 
Risk: Gfmeral Disclosures. The fBANKl 
must comply with the qualitative and 
quantitative pnhlic disclosures outlined 
in this tahJe. The agencies estimate tbat 
respondents would take on average 80 
hours {two business weeks} to comply 
with the disclosure requl:rements 
outlined in this table. The agencies 
estimate that, on a cuntinuing basis, 
respondents would take an average 40 
hours annually to comply with the 
disclosure requirements outlined in !his 
table, 

Under propos(}d table 1 L9-
Securitiz.aliorL The !BANK! must 
comply wil11 the qualitative and 
quantitative public disdosures outlined 
in this table. The agencies esllmato that 
respondents wnuld lnku on average 60 
hours to cornpJy wi!h the disclosure 
requirements ou!lilwd ln this table. The 
agencies estimate that, on a continuing 
basis, respondenls would take on 
average 30 hours annually comply with 
the discloi>ure rnquirements outlined in 
this table. 

Under proposed Table 11.12-l'nterest 
Rate Risk fa:r Nan-trading Activities. 
The [BANK} must comply wHh the 
qualitative and quantitative public 
disclosures outlined in this table. The 
agencies estimate thut respondents 
would take on awrngn 60 hours lo 
comply with the disclosure 
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requirements outlined in this table. The 
agencies estimate that, on a continuing 
basis, respondents would take on 
average 30 hours annually comply with 
the disclosure reouircmenls outlined in 
this tab le. ' 

Proposed Information Collection 

Title of Information Collection: 
Regulatory Capital Rules (Part 3): 
Markel Risk Capita.! Rule (Easel JJI, Part 
J). 

Frequency of Response: Quarterly and 
annually. 

Affected Publir:: 
OCC.· National banks and federallv 

chartered savings associations. -
Board.· Savings associations and 

saving and loan holding companies. 
FDJC: fnsured slate nonmember 

banks, slate savings associations, and 
certain subsidiaries of these cnlities. 

Estimated Burden: 

occ 
Estimated Number of Respondents: 

45. 
Estimated Burden per Respondent: 

1,964 hours. 
Toto] Estimated Annual Burden: 

99,180 hourn. 

Board 

Estimated Number of Respondents: 
30. 

Estimated Burdon por Respondent: 
2,204 hours. 

Total Estimated Annual Burden: 
55,120 hours, 

FDIC 
Estimated Number of Respondents: z. 
Estimated Burden per Respondent: 

1.964 hours. 
Total Estimated Annual Bur-den~ 

3,928 hours. 
Abstract: 
The PRA burden associated with 

reporting, recordkeeping, and disclosure 
requirements of Subpart F that are 
found in proposed sections _________ .203, 

.204. .205, ,206, ,207, 
......... _zoa, .200. ,210. ;;n:;r 
:::::::::.212. 'T"hey wotiT(l"eithance risk 
sensitivity and introduce requirements 
for public disclosure of certain 
qualitative and quantitative information 
about a savings association's or a 
savings and loan holding company's 
market risk. The collection of 
information is necessary to ensure 
capilal adequacy according to the leve.l 
of market risk. 

Section-by-Section .Analysis 
Section 

lowbarm; lnwbarm;,203 sets 
forth the requit-ements for applying the 
market risk framework. Section 

__ _.Z03(aJ(lJ requires clearly defined 
policies and procedures for determining 
which trading assets and trading 
liabilities are trading positions, which of 
its trading positions are correlation 
trading positions, and specifies what 
must be taken in!o account, Section 
_www.203(a)(2) requires a dearly defined 
trading and hedging strategy for trading 
positions approved by senior 
management and specifics what each 
strategy must articulate. Section 
~--·203(b)(1) requires clearly defined 
policies and procedures for actively 
managing all covered positions and 
specifies the minimum !hat they must 
require. Sections ___ www.203(c){4) through 
_www.203(c)(10) require the annual 
review of internal models and include 
certain requirements that the models 
musl meeL Section ... .203(d)(4) 
requlrtm an annual report to the board 
of directors on the effectiveness of 
Cbntrols supporting market risk 
measurement systems. 

Section ··-----~·2.04(b} requires quarterly 
backestiug. Section ____ _.205(a](5) 
requires institutions to demonstrate to 
the agencies the appropriateness of 
proxies used to capture risks within 
value-at- risk models. Sedion 
~www.205[cj requires institutions to 
retain value-at-risk and profit and loss 
information on sub-portfolios for tw-o 
years. Section -~·206[b)(3J requires 
policies and procedures for stressed 
value-at-risk models and prior approvals 
on determining periods of significant 
financial stress. 

Section ---~--20i(b)(1) specifies what 
internal models for specific risk must 
include and address. Section 208(..) 
requires prior \'-Titten approval for 
incremental risk. Section .209(a) 
requires prior approval for ....... 
comprehensive risk models. Section 
. ___ .209{cJ[2) requires retaining and 
making available lhe results of 
supervisory stress lesting on fl quarterly 
basis. Section -~·210(0 requires 
documenlatinn quartcriy for analysis of 
risk characteristics of each 
securitizution position it holds. Section 
____ ,.212 requires quarlerly quantitative 
disclosures, annual qualitalive 
disclosures, and a formal disdornre 
policy approved by 1he board of 
directors that addresses the bank•s 
approach for determining the market 
risk disclosures it makes. 

VII. Plain Language 
Section 722 of the Gramm·Leacb, 

Blilcy Act requires the Fcdernl banking 
agencies to use plain language in all 
proposed and final rules published after 
January 1, 2000. The agencies have 
srmght to present the proposed rule in 
a simple and straightforward manner, 

and invite comment on the ust~ of plain 
language. 

VIH. OCC Unfunded Mandates Refurm 
Act of1995 Determination 

Section 202 of the Unfunded 
Mandates Reform Act of 1995 {UMRA) 
(2 U.S.C. 1532 et seq.) requires that an 
agency prepare a w:ritten statement 
before promulgating a rule that :includes 
a Federal mandate that :mav result In the 
expenditure by State, local. and Tribal 
government;;, in by the 
private sector of $100 'morn 
(adjusted annually for inflation) in any 
ono year. ff a written statement is 
required, lhe UMRA (2 U.S.C. 1535) also 
requires an agency to identify and 
consider a reasonable number of 
regulatory alternatives before 
promulgating a rule and from those 
alternatives, either select thn leas! 
costlv. most cost-affective or least 
burdensome alternative that achieves 
the objectives of the mle, or provide a 
statement with the rule explaining why 
such an option was not chosen. 

Tl1is NPR would incorporate revi<>ions 
to the Basel Commiltee"s capital 
framework into thn hanking agencies' 
advanced approaches risk·hased ca tal 
rules and rt1move refc:renct~s lo 
ratings consistent with section 939A of 
the Dodd-Frank Act. This NPR would 
modify various elements of the 
advanced approached risk~based capital 
rules rngarding the determination of 
risk-weighted assets. These changes 
would (:!} Modifv treatment of 
counterparty credit _risk:, (2) remove 
references to credit ratings, {3,! modify 
!he lrnatment of securitizatlon 
exposures, and {4} modify lhe treatment 
of exposures subject to deduction from 
capital. The NPR also would enhance 
disclosure requirements, especially with 
regard to serurith:ations, and would 
amend the advanced approaches so that 
capital requirements using the internal 
models methodology take into 
consideration stress' in calibration data. 
stress testing, initial validation, 
collateral management and annual_ 
model review~ The :Nl'R rule also would 
require national banks and. federal 
savings associations subject to the 
advanced approaches risk-based capital 
rules to identify, monito:r, and control 
wrong.way risk. 

Fina1Jy;tlv; NPR would expand !he 
scope of tlw agencies" market risk 
capital rule to savings associations that 
meet cnrtain lhreshok!s. 

To estimate the impact nf this NPR no 
national hanks and federal savings 
associations. the OCC ~';Stinrnted the 
amount of capital hanks will need to 
raise to meet the new- n:quircments 
relative to the amount of capital they 
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cumm1ly hold, as well as the 
compliance costs assodated with 
establishing the infrastructure to 
determine correct risk weights using the 
revised methods for calculating risk
weighted assuls and the compliance 
costs associated with new disclosure 
requirements. The DCC has determined 
that its proposed rule will not :result in 
expenditures by Stale, local, and Tribal 
governments, or by the private sector, of 
$100 million or mom. Accordingly, the 
Ulv1RA does not req_uire that a written 
statement accompany this NPR 

Text of the Proposed Common Rufo !All 
Agencies] 

The text of the proposed common rule 
appears below: 

PART CAPITAL ADEQUACY OF 
[BANKJS 

Subpart E-fUsk-Weigh«!d Assets-Internal 
Ratings-Based and Advanced Measurement 
Approaches 

Sec. 
.100 Purpose, applicability, and 
principle of conservatism. 
.101 Definitions. 

QUAUFICATION 

. 121 Qualification prnce%. 

.12:2 Qualification rnquiroments. 

.123 Ongoirl{3 qua!ifitatlon. 

.1Z4 Merger and acquisition 
!ransHionaJ. arrangements. 

RJSK·WEIGHTED ASSETS FOR GENERAL 
CREDJTRJSK 

_____ .131 M1Jchanks for calculating total 
whoksale and retail rfak·welghted 
assets. 

____ .132 Counterparty credit :rhk of repo
sty1e trarn<wtlons, ttllglbfo margin l0<-ms, 
and OTC derivative contracts. 
.133 Chm.red transactions. 
.131 Guar1mtoos and credit derivatives: 
PD subslitu!foo and LGD adjustment 
approaches. 
.135 Guarantees and credit derivatives: 
Doubla default trnu1rnont. 
.13i:l Unmmled transactions. 

RISK-WEIGHTED ASSETS FOR 
SECURITIZATION EXPOSURES 

________________ .141 Operatiunal criteria for 
recognizing the tramfer of risk. 
.142 Risk-based capital requl:remfillt fot 
securitizatlon exposures. 
.143 Supervisory formula approach 
(Sf'A). 

_ .144 Sim p!ified supervisory formula 
app:n>acb (SSfAJ. 
.145 Recognition of credit risk 
mltigaulll for sccuritivition cx:pi:-,aures. 

RJSK-W'ElGHTED ASSETS FOR EQUITY 
EXPOSURES 
_______ _.151 lntrodw::lion und exposure 

mcasuremant 
, .. _.152 Simple rtsk weight approach 

(SRWA), 
________ .1.5:1 Jnwrnal rrmdels apprna.Gh (IMA). 

_______________ .154 Equiiy exposures to investment 
fonds. 

_________________ .155 Equity derivative cvntracts. 

RJSK-WEJGHTED ASSETS FOR 
OPERATIONAL IUSK 

.1n1 Qualification requlrermJl'.ltlt for 
incorpm:-a:tion of operational risk 
mltigants. 
.162 Mcclmnlcs of risk-weighted asset 
calculation. 

DISCLOSURES 
________ .171 Purpose and scope. 
--------, 172 Disdnsure requ\rcmenlll. 

____ .173 Disclosures by certain advanced 
llpptoaches [BANKSl-

Subpart F-Rlsk.weighted Assets-Market 
Risk 

-------- .Z01 Purpose, applirnbility, and 
reservation of authority. 
.2QZ Definitions. 

=~-2ll3 Requirenumts for !!pplicatfon uf 
this subpart F, 
.204 Measure for market risk. 
205 VaR-bai:(ld meamre, 
.WG Slr-e;;fed VaR·based measure. 
.207 Specific risk. 
.208 Incremen~al risk. 
.209 Comp:reh•msive risk. 
.no Standardized measurement 
method for sped fie risk, 

________________ .211 Simplified supervisory formula. 
approach (SSFA) • 

_______ .112 Marhl risk disclosures. 

Subpart E-Risk Weighted Assets
!nternal Ratings·Based and Advanced 
Measurement Approaches 

§ ________________ .100 Purpos&, appUcablllty, and 
princlpla of conservatism. 

(a) Purpose. Thls subpart E 
establishes~ 

(1) Minimum quaHfying criteria for 
fBANKJs using !BANK]-specific internal 
risk measurement and management 
processes for calculating risk·based 
capit uircmenls; and 

l2) t mdologies for such [BANKjs 
to calculate their- total risk-weighted 
assets. 

(b) Applicability. (1) This subpart 
applies to a !BANK] that 

{l) Has consolidated total assets, as 
repnrted on the most recent year-end 
[Regulatory Reports) equal to S2.50 
billion or more; 

{ii] Hus consolidated total on-balance 
sheet foreign exposnre at the most 
recent yeaM:nd equal to $10 billion or 
more {where total on·balance sheet 
foreign exposure equals total cross
horder claims less claims with a head 
office or guarantor located in another 
country plus. redistributed guaranteed 
amounts to the country of head offiuJ or 
guanmtor plus local country claims on 
local residents plus revaluation gains on 
foreign exchange and derivative 
products, calculated in accordance with 
tho Federal Financial fostitutions 

Examination Council (FFJECl 009 
Country Exposnn: Ruporl}; 

[iii) Is a subsidiary of a depository 
institution that uses the advanced 
approaches pursuant to subpart E of 12 
CFR part 3 {OCC), 12 CFR part 217 
(Board}, or 12 CFR part 325 (FDIC} to 
calculate its total risk-weighted assels; 

(iv} fa a subsidiary of a bank holding 
company o-r savings and foan holding 
company that uses the advanca;d 
approaches pursuant to 12 CFR part 217 
to calculate its total risk-weighted 
asse1s; or 

(v) Elects to use this subpart to 
calculate its total risk,w1~ighted assets. 

{2) A bank tlmt is subject to this 
subpart shaU remain subject to this 
subpart unless the [AGENCY} 
determines in 'Writing that application of 
this subpart is not appropriate in light 
of the [BANK i's asset size, level of 
complexity, risk profile, o:r scape of 
operations, In making a dcwr-mination 
under this paragraph, the IAGENCYJ 
will apply notice and response 
procedures in the same manner and to 
the same extent as the notice and 
response procedurns in 12 CFR 3.12 
(OCC}. 12 CFR 263.202 \BoarrlJ, and 12 
CFR 325.S{c} (FDIC}. 

(3) A market risk [BANK] must 
exclude fumt its calculation ofrisk· 
weighted att>:ds undc.r this subpart the 
risk-weighted asset amounts of all 
covered positions, as defined in suhnart 
F ofihis part (except foreign exchange 
positions that are not trading positions, 
over,Ht<HXn.mtcr derivative positions, 
dearnd transactions. and unsettled 
transactfons}. 

(c) Princiole of l.4.lnservatism 
Notwithstanding the requirements of 
this subpart. a [BANK! may choose not 
to apply a provision of this subpart to 
one or more exposmes provided that: 

(1} The !BANKl can demonstnlte on 
an ongoing basis to L'1e satisfaction cf 
the [AGENCY] that not applying the 
provision would, in all circumstances, 
unambiguously generate a dsk~lmsed 
capital requirement for each such 
exposure grnater than that whid1 would 
otherwise be required under th.is 
subpart; 

{2J The !BANKJ appropriately 
manages the risk of each such exposure; 

(3} 'l'"hc !BANK] notifies the 
[AGENCY} in ·wriHng prior to applying 
this principle to each such exposure: 
and 

(4} The exposure:> to which the 
fBANK] applies this principle arn not, in 
the aggregate, material to the (BAi'.1KJ. 

~ • 101 Definitions. 
(a) Terms set forth in§ ,2 and 

used in th is subpart have -tfie definitions 
assigned therelo in § _ ---------- .Z. 
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number of small entities. For purposes 
of the IRFA. a small entity includes a 
banking org-anization with total assets of 
S1 75 million or less. 

As provided in the Standardized 
Approach NPR, the agencies arc 
separately publishing their respective 
IRFA. Accordingly, the FDIC is seeking 
comment on lhe !RF A provided in this 
Federal Register document, which 
describes the m;onomic impact of the 
Standardized Approach 1'.'PR, in 
accordance with the requirermm ts of the 
RFA. Comments received in connection 
with thls IRF A will be considered for 
purposes of the development of any 
final rule to implement the 
Standardized Approach ~'PR. A 
summarv of the FDIC's !RFA for the 
Standardized Approach N"PR is set forth 
below. 

Summary of the FDJC's IRFA 

Irr accordance with lhe requirements 
of the RFA, t1ie FDIC is publishing this 
summary of the JRFA for the 
Stsndardized Approach NPR.4 For 
purposes of this IRF A, the FD!C 
analyzed the potential economic impact 
of the Standardized Approach NPR on 
the small entities that it regulates. 

The FDIC welcomes comment on all 
aspects of the summsry of its IRFA. 
Comments received in response to this 
lRFA will be considered by the FDfC for 
purposes of any final rule implementing 
the Standardized Approach NPR. The 
FDIC will conduct a final regulatory 
flexibility analysis after consideration of 
comments received during the public 
comment period. 

A. Reasons Why the Proposed !1u!D ls 
Being Considered by tile Agencies; 
Statement of the Objectives of the 
Proposed Rufe: and Legal Basis 

As discussed in the Standatdlzed 
Approach 1''PR, the agencies are 
proposing to revise their capital 
requiremen1s to promote safe and sound 
banking practices, hnplcmnnt Basel U 
(as later revised), and harmonfa:e capital 
reqillrements across charter type. The 
NPR also proposes alternatives to the 
use of credit ratings consistent wi1h 
section 939A of the Dodd-Frank Act by 
revising regulatory capital requirements 
to remove all references to, and 
requirements of reliance on, ttedit 
tati~s. Federnl law authorizes each of 
the agencies to prescribe capital 
standards for the banking organiZBtions 
H regulates. 

•77 FR 52MIL 

B. SmaJl Entities Affected by the 
Proposal 

Under regulations issued by the Small 
Business Administration,5 a small entitv 
includes a depository institution or • 
bank holding company with total assets 
of SJ 75 miHion or less. As of March 31, 
2012, the FDIC was the primary Federal 
regulator for approximately 2,433 smaH 
state nonmember banks, 115 small 
savings banks, and 45 small stale 
savings associations (collectively, small 
banks and savings associations). 

C. Projected Reporting, Recmdkecping, 
and Other CompUance Requirements 

The Standardized Approach NPR 
includes changes to the general tisk· 
based capital ruqulrements that address 
the calculation of r.isk~weighted ussets 
and affect small banks and savings 
associations, The Proposed Rule would 
affect small banks and savings 
associations, including: 

1. Changing the denominator of the 
risk-based capital ratios by revising the 
asset risk weights; 

2. Revising the treatment oJ 
counierparty credit ris.k; 

3. Replacing references lo credit 
ratings ¥Vitb alternative measures of 
neditworthiness; 

4. Providing more comprehensive 
recognition of collateral and guarantees; 
and 

5. Providing a more favorable capita! 
trnatment :for transactions cleared 
through qualifying central 
coun!erparties, 

These changes am designed to 
enhance the risk-sensitivity of the 
calculation of risk-weighted assets. 
TI1crefore, capital requirements may go 
down for some assets and up for others. 
For those assets with a higher risk 
\i.Tight under the NPR, lhal increase 
may be Iarge in some instilllccs, for 
example, the equivalent of a dollar-for
dollar capital charge for some 
securitization exposures, 

Jn order to estimate the impact of the 
Standardized Approach NPR on small 
banks and savings associations, the 
FDIC used currently available data from 
the quarterly Consolidated Report of 
Condition and Income (Call Reports) 
filed by small banks and savings 
associations to approximate tho change 
in capital under the proposed rule. After 
comparing the existing risk-based 
capiia! rules with the proposed rule, the 
FDIC estimates 1lrnt .risk-weighted assets 
may increase hy 10 percent under the 
proposed rule, Using this ammmpUon, 
the FDIC estimates that a total of 76 
small banks and savings assochitions 

'SiKi n Cf.R 121201 

wiH need to raise additional capHal to 
meet lhel.r regulatory minimums, Tho 
FOJC estimates that this t<JtaI projected 
shortfall wm be $34 million and that Hm 
cost of lost tax benefits associated with 
increasing total capital by S34 mllllon 
will be approximately $0.2 million per 
year. A voraged across the 76 affr:ctcd 
institutions, the cost is approximately 
S2.500 per institution per year. 

To comply with the requirements of 
the Proposed Rule, small banls and 
savings associations ~'Ould be required 
to Ghange thei:r internal reporting 
processes, These changes would nxr\lite 
some additional personnel trnining and 
expenses related to new systems {or 
modificlltion of existing systems) for 
cakufating regulatory capital ratios. 

Additionally. small banks and savings 
associations that hold cerlnin exposures 
would be required to obtain additional 
information under the proposed rule;; in 
order lo determine tho applicable risk 
weights. For example. small banks and 
savi.ngs assoclaliom; that hold expmmres 
to sovereign entities other lbau the 
Uni!.od. States, foreign depository 
institutions, or foreign public sector 
entities would have to acquire Country 
Risk Classification ratings produced by 
thn Organization for Economic Co
OperaHon and Development (OECD) to 
determine the applicable risk: weights. 
SmaH banks and savings associations 
thal hold residential mortgage exposures 
would be required to have and maintain 
information about certain underwriting 
features of Hm mortgage as well as the 
loawto-value (LTV) ratio in order to 
determine the risk weight 
Generally, d savings 
associations that hold securitization 
nx:posures would need to obtain 
sufficient Information about the 
1mdedying exposures to satisfy due 
diligence requirements and apply either 
the simplified supervisory formula 
approach !SSFAJ or the gross-up 
approach described in section _.43 cf 
the Proposed Rule to calculate the 
appropriate risk weight or be required 
to assign a 1,250 percent :risk weight to 
!he exposure. 

SmaH banks and savings associations 
typiceUy do not hold significant 
exposmcs to foreign entities or 
securitization exposures, and the 
agoncies expect any additional hurden 
related to calculating risk weights for 
these expo:mres,. or ho1ding capital 
against these exposures, ·would be 
relativelv modest The FDIC estimates 
that, for ~mall banks and savings 
associations. the cost of implementing 
the alternative measures of 
creditworthiness wm bt1 approximately 
S39.000 pet institution. 
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Some small banks and savings 
assodalions may hold significant 
residential mortgage exposures. If a 
small bank or savings association 
originates the exposure. it should have 
suffident information to determine the 
applicable risk weight under the 
proposed rule. However, if the exposure 
is acquired from another institution. the 
information needed to determine the 
applicable risk weight should normally 
be collected for portfolio monitoring 
purposes and internal risk mallilgement. 

Small banks and savings associations 
would not be subject to the disclosure 
requirements in the Proposed Rule. 
However, the agencies expect to modify 
regulatory repor!ing requirements tha1 
apply to small banks and savings 
associations to reflect tlie changes made 
to the agencies' capital teqtiltements in 
the Proposed Rule. The agencies expect 
to propose these changes to the :relevant 
reporting forms in a separate notice. 

To determine if the Proposed Rulo has 
a significant economic impact on small 
banks and savings assoclations we 
compared tlie ostimatod annual cost 
with annnal noninterost expense and 
annual salaries and employee benefits 
for each institution. If the estimated 
annual cost was greater than or equal to 
2. 5 percent of total nonl.nterest expense 
or 5 percent of annual salaries and 
employee benefits we classified the 
impact as significant. The FDIC has 
concluded that tho proposals included 
\n the NPR would oxceod this threshold 
for 2,413 small state nonmember banks, 
114 small savings banks. and 45 small 
stale savings institutions. ;\rcordingly. 
for the purposes of this IR.FA, tho FD!C 
has concluded that tho changes 
proposed In the Standardired Approach 
NPR, when considered without regard 
to other changes lo the capital 
requirements that tha agencies 
simultaneously arc proposing, would 
havo a significant economic imp;;ct on 
a subs!anbal number of small banks and 
savings associations. 

Additionally, it may be informative to 
consider the changes proposed in the 
Standardized Approach NPR together 
with changes proposed in the separate 
notice of proposed rulemaking 
published jointly by the agencies in the 
Federal Register on August 30, 2012, 
titled, "Regulatory Capital Rules: 
Regulatory Capital, Implementation of 
Basal UI, Minimum Regulatory Capital 
Ratios, Capi!al Adequacy, Transition 
Provisions. and Prompt Corrective 
Action; Proposed Rule" (Basel m NPR).fi 
The changes described in the Basal III 
NPR include changes to minimum 
capital requirements that would impact 

• 77 flt 52792. 

small banks and savings associall.ons. 
These include a more conservaU.ve 
definition of regulatory capital, a new 
common equity tier 1 capital ratio, a 
higher minimum tier 1 capital ratio, 
now thresholds for prompt corrective 
action purposes. and a new capital 
conservation buffer. 

To estimate the imptK:t of the Basel m 
NPR on the capital needs of small banks 
and savings associations, the FDrC 
estimated the amount of capital such 
institutions will need to raise to meet 
the new minimum standards relative to 
the amount of capital lbey currently 
hold. To estin::mte new capital ratios and 
requirements, the FDlC used currently 
available data from the quarterly Call 
Report submitted by smalJ banks and 
savings assnciations to approximate 
capital under the Basel ID NPR. The CaU 
Reports show that most small banks and 
SdVings associations have capital levels 
well above the existing minimum 
requirements. 

After comparing existing levels with 
the proposed new :requirements under 
the Basel Ill f\i"PR, the FDIC determined 
that 62 small banks and savings 
associations that it regulates would fall 
short of the proposed increased capllal 
requimments, Together, those 
institutions would need to raise 
approximately $164 milli.on in 
regulatory capital to meet the proposed 
minimum roquiremenls set forth in the 
Basel IH NPR. The FDfC estimates that 
the cost of lost tax benefits associated 
\Vith increasing total capital by $154 
million will be approximately $0.9 
million per year. Ave.raged across such 
institutions, the cost al!:r:ibuted to the 
Basel IfI NPR is approximately $15,000 
per institution per year, 

The FDJC concluded for purposes of 
its JRF A for the Base] IfI NPR 7 that !lw 
changes described in t:.'le Basel In NPR, 
when considered without regard to 
changes in tbls f\'"PR, would not rernlt 
in a significant economic impact on a 
substantial number of small banks and 
savings associations, given tho nominal 
compliance requirements that likely 
would result from the future adoption 
by tho agencies of lhe Basel m NPR 

As noted above. 1he PD!C has 
concluded that the proposed changes in 
the Standardized Approach NPR would 
result in a significant ernnomk impact 
on a substantial number of small banks 
and savings associations. Furtlwr, if 
both the Standardized Approach f\t'R 
and the Basel !I! NPR were adop1ed, 
there would be a significant economic 
impact on u substuntrnl number of small 
banks and savings mrnociations. 

D. Jdentificolicm of Duplicative, 
Overlapping, or Conflicting Federal 
Rules 

The FDIC i.s unaware of anv 
duplicative, overlapping, or conflicting 
foderal mles. As noted previously, the 
I-1)IC anHdpates issuing ;i separate 
proposal to implement reporting 
rn11uiremcnts that are tied to (hut do not 
overlap or dupHcatel the requirermmts 
of the proposed rules_ The FDIC seeks 
cm:mnents and information regarding 
any such federal ruim; that are 
duplicative, overlapping, or otherwise 
in conflict with Hrn Proposed Rule. 

E. Discussion of Significant Aft<~matives 
to the Proposed Rule 

The agencies tHw(; sought 10 
incorpotal6 flexibility into the Proposed 
Rule and lessen hur(fon and complexity 
for small hanks and savings associations 
wherever possible, con;;istent with 
safoty and soundness and appHcable 
law, including lhe Dodd<Fnmk Ac!. The 
agencies are requ mmni on 
potential options ifyiug the 
Proposed Rule and reducing hurden, 
including whether to purmit cnrtain 
small banks and savings associations to 
continue using poxHons cf thn current 
general rlsk~based capital rules to 
calculate risk-weighted assets. 
Additionally .. the agencies proposed the 
following alternatives and flex.ih\Hty 
features: ~ 

• Sniall hanks and savinas . b 0 assocrnUons are not su ject to the 
enhanced disdosure requirements of the 
Proposed Rule, 

• Small banks and savings 
assodalions ~v?uld continue to apply a 
100 percent nsx weight to ccr.rpomte 
e1'posures (as descri!:wrl in section .32 
of !he Proposed Rule). 

• Small hanks and savinas 
associations may choose to "'apply the 
simpler gross-up method for 
socmiti:rntion exposures rnlho:r than fha 
SSFA (as tlsscribed jn section .43 of 
the Proposed Ruic}. -

• The proposed rnle offe.rn small 
banks and savings associations a choice 
bet;veen a simpler and more complex 
methods of risk weighting eqmty 
exposures to investment funds (as 
described in section _53 of th<; 
Pwpose<l Rule}. 

The FDIC wdcom1;s comment on any 
significant alternatives to the 
Standardized Approach NPR applicable 
to smaH banks and savings associ<:tions 
that would minimize their impact on 
those entities. 

Dated at Washington. DC, this Ulh dav of 
October, zm :t ' 



0 
Comptrotler of the Currency 
Administrator of Nationa! Banks 

Washington, DC 20219 
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MEMORANDUM 

To: Carl Kaminski, Legislative and Regulatory Activities 

Thru: Gary Whalen, Director, Policy Analysis Division 

From: Douglas Robertson, Senior Financial Economist, Policy Analysis Division 

Date: May 30, 2012 

Subject Impact Assessment for the Basel Ill Rule: General Capital Rules, NPRJ 

This memorandum provides our assessment of the economic impact of the proposed rules that 
would implement the Basel III framework developed by the Basel committee on Banking 
Supervision. The Basel m framework would revise current general risk-based capitat rules and 
would be applicable to all banking organizations. The federal banking agencies are 
implementing Basel HI through three separate rules. The first rule would apply Basei III 
minimum capital requirements to all banking organizations (NPRl). The see-0nd rule wouid 
implement new alternative measures of creditworthiness for general banking organizations 
(NPR2). The third rule would apply Basel JU enhancements to institutions subject to the 
advanced approaches capital rules (NPR3). Advanced approaches banking organizations are 
those institutions with total assets of at least $250 billion or foreign exposures of at least $10 
biJlion, or institutions that have elected to adopt the advanced approaches. 

l) Basel m NPR (NPRl) 
This will include the changes to the numerator of the risk-based capital ratio, the new ratio 
requirements (common equity Tier l and the higher minimums), as wen as the conservation and 
countercyclical buffers. It also will include the changes to the treatment of mortgage servicing 
assets and deferred tax assets (DTAs). 

2) Standardized Approach NPR (NPR2) 
This will include the changes to the calculation of risk-weighted assets (the denominator of the 
risk-based capital ratio). except for the treatment of mortgage servicing assets and DTAs 
discussed in the Basel Ill NPR). 

3) Advanced Approaches NPR (NPR3} 
The advanced approaches NPR will introduce enhancements to the advanced approaches rule, 
and it will include a proposal to expand the scope of the market risk rule to include thrifts. 
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We estimate that the first-year cost associated with higher minimwn capital requirements in 
NPR l will be approximately $5J million. We estimate that me first~ycar cost associated with 
changes in risk-weighted assets and implementation of alternative measures of creditworthiness 
in NPR2 will be approximately $93.2 million. We estimate that the first~ye.ar cost associated 
with changes in risk-weighted assets and simultaneously meeting new market risk cap.ital 
requirements in NPR3 will be approximately $46.8 million. Together, we estimate that the 
overall cost of the three Basel III rules will be approximately $145.l million in the first year. 
After introducing new systems for determining risk weighted assets in the first year. we estiroate 
that the overall cost of Basel JU in subsequent years will decrease to approximately $98.6 million 
per year. 

I. The Proposed Rule: Minimq;m Regulatory Capital Ratios (NPRl) 

The proposed rule would implement Basel 111 and has the following major elements. The 
proposed rule would: 

1. Introduce a new common equity Tier l capital ratio 
2. Introduce a higher minimum Tier l capital ratio 
3. Introduce a supplementary leverage ratio for advanced approaches banks 
4. Introduce new capital conservation buffer 
5. [ntroduce a countercyclical capital buffer for advanced approaches banks 
6. Prompt Corrective Action thresholds: Introduce common equity Tier 1 thresholds and 

increase Tier l thresholds 
7. Apply the proposed capital rules to savings and loan holding companies on a 

consolidated basis 

The proposed rule also contains a reservation of authority that authorizes a banking 
organization's primary federal supervisor to require the banking organization to hold additional 
capital relative to what would be required under the proposed rule. 

Section 1. Minimym &:anital Requirements 
Under the proposed rule, changes to minimum capital requirements include a new common 
equity Tier I capital ratio, a higher minimum Tier 1 capital ratio, a supplemental leverage ratio 
for advanced approaches banks, new thresholds for prompt corrective action purposes, a new 
capital conservation buffer, and a new countercyc!ical capital buffer for advanced approaches 
banks. All banking organizations would transition to the new minimum capital requirements 
between January J, 2013, and January I, 2019. Table l shows the transition t.1b!e for minimum 
capital requirements under the proposed rule, 

Although the proposed rule would also increase several prompt corrective action (PCA) 
thresholds, with the exception of the leverage ratio, the minimum capital conservation buffer in 
the proposal effectively requires all banking organizations in the United States to be well 
capitalized for PCA purposes by 2019. Adding the capital conservation buffer to minimum 
required capital ratios elevates the capital ratios above PC.A well~capitalized thresholds 
beginning January I, 20 I 9. 
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Table 1.- Transition Schedule for Minimum Capital Requirements 

Jan. l, 2013 Jan. l, Jan.!, Jan. I, Jan. l, Jan. l, Jan. !, PCA. 
2014 2015 2016 2017 2018 20!9 Wei! 

Common Equity 3.5% 4.0% 4.5% 45% 45% 4.5% 4.5% 4.5% ~. 
to Risk-Weighted 
Assets 
Tier I to Risk- 4.5% 5.5% 6.0tl/o 6.0% 6.0% 6.0'% 6.{J% 
Weighted Assets 

Total Capital to 8.0% 8.06/u 8.1)% 8.0% 8.0% &.O'Vi> 8.{r!.{) 8% 10% 
Risk-Weighted 
Assets 
Conservation 0.62:Wt> L25% I.875°11> 2.5% 
Buffer to Risk· 
Weiehted Assets 
Maximum 0.625% L25% l.875%> 2~5~!'{.t 

Advanced 
Approaches 
Countercyclical 
Buffer 
Minimum 35% 4.0% 4.5% 5.125% 5.75% 6.375% 7.0% 
Common Equity + 
Conservation 
Boffer 
Minimum Tier I + 4.5% 5.5% 6.0% 6.625% 7.25%. 7.875% IL5% 
Conservation 
Buffer 
Minimum Total 8.()% !LO% 8.0% 8.625''!0 9.125% 9.875'% I0.5% 
Capital+ 
Conservation 
Buffur 
Leverage Ratio 4.0% 4.0"1¢ 4.0% 4.0% 4.0% 4.0% 4.0'% 4%. 5'%:. 

Advanced Start to 3.0% 3.0% 
Approaches Report 
Supplemental 
Leverage Ratio 

Section 2. Eligibility Requirements for Regulatory Capital Instruments 

Jn addition to changing minimum required capital ratios, the proposed rule would also change 
what counts as capital. For instance, the proposed rule would increase deductions from 
regulatory capital for deferred tax assets, 1t would limit the inclusion of minority interests in 
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capital, and unrealized gains and tosses on all available-for~sale securities would flow through to 
common equity tier one capital. 

A. Common Equity Tier 1 Capital Ratio 

The proposed rule would require banking organizations to maintain a minimum 4.5 percent ratio 
of common equity Tier J capital to total risk-weighted assets. To be a well-capitalized institution 
under Prompt Corrective Action (PCA) regulations, banking organizations would need t.o 
maintain a minimum ratio of 6.5 percent. 

Under the proposed rule, common equity Tier l capital would equal the sum of common stock 
and related surplus (net of any Treasury stock}, retained earnings. accumulated other 
comprehensive income (AOCJ), and common equity Tier I minority interest subject to limits 
minus regulatory adjustments and deductions. Qualifying common stock instruments would 
have to satisfy certain criteria. The banking agencies expect that the vast majority of existing 
common stock will fully satisfy these criteria. 

New deductions from common equity Tier 1 capital include the following: 
a. Mortgage Servicing Assets (MSAs) 
b. Deferred tax assets (DTAs) 
c. Investments in the capital of an unconsolidated financial institution above a threshold 
d. Changes in accumulated other comprehensive income (AOCI) without adjustments for 

gains and losses in available-for-sale debt securities 
e. Investments in hedge funds and private equity funds consistent with the Volcker Rule1 

B. Tier 1 Capital: Additional Tier 1 

Under the proposed rule, total Tier 1 capital would equal the sum of common equity Tier 1 
capital and additional Tier l capital. Additional Tier J capital equals the sum of noncumulative 
perpetual preferred, related surplus, other Tier ] minority interest. and various SBLF and EESA 
qualifying instruments less certain adjustments and deductions. Trust preferred securities would 
no longer be eligible for inclusion in Tier I capital. Additional Tier I capital instruments must 
also satisfy certain criteria. In essence, these instruments must be subordinate-d, have fully 
discretionary non-cumulative dividends, have no maturity date, have no incentives to redeem, 
and must be able to absorb losses, Instruments currently included in Tier l capital that do not 
meet the new criteria will be phased out of the Tier l regulatory capital calculation beginning in 
January 1, 2014 and will be 100 percent phased out beginning January l, 2018, except for trust
preferred securities, which must be phased out according to a different timeline set forth in 
section 171 of the Dodd-Frank Act 

1 This deduction is consistent v.ith the proposed Volcket Rule. In our impact assessment for that rule, we estimated 
that banking organizations could invest in hedge funds and private equity funds up to as much as three percent of 
Tier l capital. As this deduetion dept.-"'tlds on the still pending final Volcker Rule, we defer assessment of the cost of 
this deduction until we conduct our economic impact analysis ofthe final Volcker Rule. 
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C. Tier 2 Capital 

The proposed rule will also adjust Tier 2 capital elements. Tier 2 capital instruments must 
satisfy eligibility criteria as well. In particular, the instrument must have an original maturity of 
at least 5 years. Under the proposed rule, banking organizations may inc1ude limited amounts of 
common equity of a consolidated depository institution subsidiary. 

D. Leverage Ratio 

The proposed rule would require advanced approaches banks to maintain a three percent 
minimum Basel 3 leverage ratio in addition to the current U.S. leverage ratio. The Basel 3 
leverage ratio is defined as a ratio of Tier 1 capital to a sum of on~balance sheet and certain off .. 
balance sheet assets. The Basel 3 leverage ratio would supplement the cunent U.S. leverage 
ratio, which only includes on-balance sheet items in the ratio's denominator. 

E. Capital Conservation and Countercyclical Buffers 

The proposed rule would require all banking organizations to hold common equity Tier l capital 
in the form of a capital conservation buffer. The capital conservation but1er would begin to 
phase~in on January 1, 2016 and be fully phased-in at 2.5 percent of risk-weighted assets on 
January l, 2019. Combined with other minimum capital requirements, the capital c-0nservation 
buffer effectively requires banks to maintain a 7 percent common equity Tier 1 ratio, an 8.5 
percent Tier l ratio, and a 10.5 percent total risk-based capital ratio. 

The proposed rule would also require advanced approaches banking organizations to hold 
additional common equity Tier l capital in a countercyclical buffer, which would range between 
zero and 2.5 percent of risk~weighted assets. The countercycticaf buffer would apply when the 
primary federal regulator determines (using various guide variables) that a period of excessive 
credit growth is contributing to an increase in systemic risk. The regulator would generally 
announce the level of the buffer 12 months in advance of its implementation, but may give 
shorter notice if necessary. 

Institutions that do not meet the capital conservation buffer or the countercyclical capital buffer 
requirements would be subject to limitations on capital distributions and incentive compensation 
payments proportional to the shortfall in the buffer. A bankjng organization that operates in 
multiple jurisdictions would have to calculate its countercyclical capital buffer as the weighte4 
average of the countercyclical capital buffer for each jurisdiction. 

II. Institutions Affected Bv the Proposed Rule 

The proposed minimum capital requirements will apply to all banking organizations. Aecording 
to December 31, 2011 Call Report data, there are 7,432 FDIC-insured institutions. After 
aggregating to the highest holding company, there are 6,744 bank holding companies, of which, 



Page 233 

ATIACHMENTO 

l ,213 are national banking organizations, 2 Excluding several thrifts that are included as 
subsidiaries of national banking organizations, the proposed rule would also apply to 612 
federally chartered private savings institutions. Thus, the proposed rule would apply to l,&25 
financial institutions regulated by the OCC. 

III. Estimated Costs and Benefits of the Proposed Rule 

The various elements of the proposed rule will affect costs in three ways: {1) the cost of capital 
institutions will need to meet the higher minimum capital ratios and the new eligibility standards 
for capital, (2) compliance costs associated with establishing the infrastructure to determine 
correct risk weights using the new alternative measures of creditworthiness, and (3} compliance 
costs associated with new disclosure requirements. Some institutions wiH also incur costs 
associated with new capital requirements for exposures to central counterparties and changes to 
recognized collateral and eligible guarantors. but we subsume these expenses into our generaJ 
cost of capital estimates. In this analysis of the proposed rule covering minimum capital 
requirements, we only estimate the cost of capital necessary to make up any projected shortfaH 
between current capital levels and the proposed ru]e•s new minimum capital re~uirements. 

Benefits of the Proposed Rule 

The proposed rule would produce the following benefits: 
1. Improves the quality of regulatory capital by introducing a common equity Tier l 

regulatory capital requirement and tightening the standards for including non-common 
equity instruments in regulatory capital 

2. Increases risk sensitivity of capital requirements and risk-weighted assets 
3. Improves loss absorbency of regulatory capital 
4. Improve transparency and market discipline through disclosure requirements. 
5. Enhanced supervisory review process through the establishment of Pillar 2-hased 

expectations for banking organizations 
6. Enhances counterparty credit risk capjtal requirements that proved inadequate during the 

financial crisis 

Costs of the Proposed Rule 

To estimate the impact of the proposed rule on bank capital needs, we estimate the amount of 
capital banks will need to amass to meet the new minimum standards relative to the amount of 
capital they currently hold. To estimate new capital ratios and requirements. we use currently 
avaitable data from banks' quarterly Consolidated Report of Condition and Income (Call 
Reports) to approximate capital under the proposed rule. We arrive at our estimates of the new 
numerators of the capital ratios by combining various Call Report items to reflect definitional 

2 A uationa! banking organization rs any bank holding company with a subsidiary national bank. Two of the 16 
organizations also include a federally chartered private savings institution, but lx1th of these organizations also 
contain a national bank and are included in ihe 16 national banking organizations, 
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changes to common equity capital, Tjer I capital, and total capital as described in the proposed 
rule. The capital ratio denominator, risk-weighted assets, will also change under the proposed 
rule. However, because the idiosyncratic nature of each institution's asset portfolio will cause 
the direction and extent of the change in the denominator to vary from institution to institution. 
we are unable to estimate risk-weighted assets under the proposed rule, Instead, we use the 
current definition of risk-weighted assets and thus the amount reported by institutions in their 
most recent Call Report. 

Using our estimates of the proposed capita} ratio numerators and holding these capital levels 
constant through 2019, we estimate the capital shortfall each institution would encounter as the 
new capital ratios come into effect according to the schedule shown in table l. Table 2 shows 
our estimates of the number of institutions that would not meet the transition schedule for 
minimum capital requirements using data as of December 3 l, 2011. Table 3 shows our estimates 
of the aggregate amount of capital shortfaU over the transition period ending in 2019. WhiJe 
institutions must simultaneously meet all of the minimum capital requirements, the largest 
shortfall amount in any given year shows the most binding minimum capital requirement. The 
number of institutions and the capital shortfall amounts shown in the 2016 column reflect those 
institutions that show a shortfall with regard to the new PCA standards relative to current capital 
levels. 

As shown in table 3, our estimate of the largest capital shortfall would be a $1, 111 minion 
shortfa!J in total capital plus the capital conservation buffer in 20 i 9. However, a slightly smaller 
shortfall of $1,088 million arrives four years earlier when the new Tier 1 PCA standard for weH~ 
capitalized institutions takes effect on January 1, 2015. We view this new PCA Tier l standard 
as the earliest significant capital constraint in the proposed rule, 

Because banks confronting a capital shortfall under the proposed rule win need to gradually 
increase their capital levels to meet the proposed transition schedule. the aggregate cost of 
increasing capital will be spread out over several years. We estimate that the largest shortfat1 for 
any given year will be approximately $900 million to meet the new PCA Tier J standard for 
well-capitalized institutions when it takes effect in 20 J 5. This estimate combines the capital 
needs for national banking organizations and federally chartered private savings institutions 
(together, OCC institutions). 

To estimate the cost to banks of the new capital requirement, we examine the effect of this 
requirement on capital structure and the overall cost of capital. 3 The cost of financing a bank 
or any firm is the weighted average cost of its various financing sources, which amounts to a 
weighted average cost of capital reflecting many different types of debt and equity financing. 
Be<:ause interest payments on debt are tax deductible, a more leveraged capital structure reduces 
corporate taxes, thereby lowering funding costs, and the weighted average cost of financing 
tends to decline as leverage increases, 'Thus, an increase in required equity capital would force a 
bank to deleverage and - all else equal··· would increase the cost of capital for that bank. 

:>See Merton H. Miller, (1995), "Do the M & M propositions apply to banks?" Jounu1l qfBanking & Finance, Vol. 
19. PP- 483489. 
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This increased cost would be tax benefits foregone: the capital requirement ($900 miUlon), 
multiplied by the interest rate on the debt displaced and by the effoctive marginal tax rate for the 
banks affected by the proposed rule. The effective marginal corporate tax rate is aftected not 
only by the statutory federal and state rates, but also by the probability of positive earnings (since 
there is no tax benefit when earnings are negative}, and for the offsetting effects of personal 
taxes on re.quired bond yields. Graham (2000} considers these factors and estimates a median 
marginal tax benefit of $9.40 per $100 of interest. So, using an estimated interest rate on debt of 
6 percent, we estimate that the annual tax benefits foregone on $900 miliion of capital switching 
from debt to equity is approximately $900 million* 0.06 (interest rate)* 0.094 {median marginal 
tax savings)= $5.l million per year.4 

The banking agencies will also incur some modest costs associated with macro-prudential 
monitoring. Under the proposed rule, the agencies would need to monitor credit gro\.Vth through 
the use of various guide variables such as credit default swap spreads, fonding spreads, and asset 
prices. We estimate that this macro-prudential monitoring will involve approximately 192 hours 
per year per agency. This estimate assumes that the monitming and reporting will involve two 
individuals for eight hours a month (2 x 8 x 12 = 192 ). Applying our wage estimate of $85 per 
hour, we estimate that the total cost of macrowprudential monitoring and reporting wm be 
approximately $48,960 per year for all three banking agencies ($85 x l 92 x 3 = $48,960). 

Our overall estimate for this segment of the Basel lH proposal is $5.J minion per year. 

4 See John R. Graham, (2000), How Big Are the Ta,x Benefits 2fDebt?,Journa! of Finance, VoL 55, No. 5, pp. 
l90l-194L Graham points out that ignoring the offsetting effects of personal taxes would increase tile median 
marginal tax rate to $31.5 per $ i 00 of interest. 



Page 236 

ATTACHMENT D 

Table 2. - Cumulative Number ofOCC~ReguJated Banking Organizations Short of the 
Transition Schedule for Minimum Capital Requirements, December 31, 2011 

Dec. 31, Jan.!, Jan. I, Jan. l, Jan. J, 
Jan. I, fan. l. 2016 

20!1 2013 2014 2015 (PO\) 2tH7 2018 

Common Equity NBOs 5 8 12 13 25 
to Risk~Weighted FCPSls 7 12 12 12 18 

Assets Total 12 20 24 25 43 

~ 10 10 12 16 30 
Tier l to Risk~ IO l l 13 16 21 

Weighted Assets 
Total 20 21 25 32 51 

Minimum TOial NBOs 22 27 27 31 
Capital+ FCPSls 17 18 ")') 27 

Conservation 
Total 

= Buffer 39 45 49 58 
Advanced NB Os 

Approaches FCPSis 
Countercyclical 

~ T 

Buffer 
Advanced NB Os 0 

Approaches FCPS!s 0 
Leverage Ratio 

Total 0 

Jan. I, 
2019 

39 
28 
67 

0 
o I 
0 _J 
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Table 3. - Capital Shortfall for Scheduled Minimum Capital Requirements,($ in millions} 
December 31~2011 

Dec.31, Jan. I, Jan. I, Jan. I, Jan. l, Jan. l, Jan. I, 
2tH6 

2011 2013 2014 2015 (PCA) 2017 201& 

Common Equity NBOs $18 $42 $54 $67 $357 

10 Risk-W,ighted aPSls $51 $83 $100 $117 $2{}2 
Assets otal $69 $125 $154 $184 $559 

BOs $25 $32 $62 $79 $849 
Tier r to Risk~ PS ls $49 $62 $88 $110 $239 

Weighted Assets 
$74 $94 $150 $189 $1,088 Total 

Minimum Total NB Os $169 $271 $355 $498 
Capital+ FCPSls $152 $189 $228 $342 

Conservation 
Buffer Total $321 $460 $5 $840 

Advanced NB Os 
Approaches FCPSJs 

Countercyclical 
Total Buffer 

Advanced 

~ Approaches s 
Leverage Ratio 

1 

Regulatory Flexibilitv Act (RF A} Analysis 

As part of our analysis, we considered whether the proposed rule is likely to have a significant 
impaci on a substantial number of small entities, pursuant to the RF A. ·me size threshold for 
small banks is $175 million. Tables 4 and 5 show our estimates of the number and capital 
shortfall for small institutions under the proposed rule. We estimate that the cost oflost tax 
benefits associated with increasing total capital by $82 million as shown in table 5 wiH be 
approximately $0.5 million per year. Averaged across the 28 affected institutions, the cost is 
approximately $18,000 per institution per year. Among the small institutions facing a potential 
capital shortfall over the transition period, this cost would only be significant for three of these 
institutions when measured against total noninterest expenses. ·nms, we beUeve that this 
proposed rule will not have a significant impact on a substantial number of small entities. 

{} 

(} 

0 

Jan. 1, 
2019 

$670 
$441 

$1,111 

0 
0 
0 
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Table 4. - Cumulative Number of Small OCC~Regulated Banking Organizations Short of 
the Transition Schedule for Minimum Capital Requirements~ Dt~ember 31t2011 

Dec. 31, Jan. I, Jan. I, Jan. l, 
Jan. l, 

Jan. I, Jan. l, Jan. l, 
2016 

20II 2013 2014 2015 
PCAl 

2017 20i8 20}9 

Common Equity 4 6 8 12 
to Risk-Weighted 2 3 3 6 

Assets 6 9 1l l8 
7 7 8 10 14 

Tier l to Risk- 2 3 3 4 6 Weighted Assets 
Total 9 10 11 14 20 

Minimum Total NB Os ] ] 14 14 15 19 
Capital+ FCPSis 4 4 5 9 9 

Conservation 
Total Buffer 15 18 19 24 28 

Table 5. - Capital Shortfall for Small OCC-Regulated Banking Organizations for 
Scheduled Minimum Capital Re! uirements, (S in millions) December 31~ 2011 

Dec. 31. Jan. I, Jan. l, Jan. l, 
fan. l, 

Jan. l, Jan. l, Jan. l, 2016 
2011 2013 2014 2015 

fPCA} 
20!7 2018 2019 

Common Equity NB Os $9 $17 $20 $23 $39 
10 Risk-Weighted FCPSis $1 $2 $2 $2 $5 

Assets. Total $10 $19 $22 $25 $44 

NB Os $21 $24 $30 $33 $54 
Tier I to Risk" FCPSls $1 $I $2 $2 Weighted As&ets 

Total $"" $25 $32 $35 $62 ..... 
Mrnimum Total NB Os $40 $46 $52 $61 $69 

Capital+ FCPSis $3 $5 $6 $10 $13 
Conservation 

Total $43 $51 $58 Buffer $7 



Page 239 

ATTACHMENT D 



0 
Comptroller of the Currency 
Administrator of National Banks 

Washington, DC 20219 

Page 240 

ATTACHMENT D 

MEMORANDUM 

To: Carl Kaminski, Legislative and Regulatory Activities 

Thru: Gary Whalen. Director, Policy Analysis Division 

From: Douglas Robertson, Senior Financial Economist, Policy Analysis Division 

Date: May 30, 2012 

Subject: Impact Assessment for Basel III: Standardized Approaches to Risk-weighted Assets, NPR2 

This memorandum provides our assessment of the economic impact of the proposed rules that 
would implement the Basel III framework developed by the Basel Committee on Bank1ng 
Supervision. The Basel HI framework would revise current general risk-based capital rules and 
would be applicable to all banking organizations. The federal banking agencies are 
implementing Basel l11 through three separate rules. The first rule would apply Basei III 
minimum capital requirements to all banking organizations (NPRI). The second rule would 
implement new alternative measures of creditworthiness for all banking organizations t'NPR2).5 

The third rule would apply Basel III enhancements to the risk-weighted assets of institutions 
subject to the advanced approaches capital rules (NPR3). 

l) Basel II1 NPR (NPRl) 
This will include the changes to the numerator of the risk-based capital ratio, the new ratio 
requirements (common equity Tier l and the higher minimums). as well as the conservation and 
countercyclical buffers, lt also will include the changes to the treatment of mortgage servicing 
assets and deferred tax assets (DTAs). 

2) Standardized Approach NPR (NPR2) 
This will include the changes to the calculation of risk-weighted assets (the denominator of the 
risk-based capital ratio), except for the treatment of mortgage servicing assets and DT As 
discussed in the Basel III NPR. 

' These ruies would serve as the generally applicable capita\ rules and therefore would be a floor for the risk-based 
capital requirement fur advanced approaches banks under Section I 71 of the Dodd Frank Act_ 
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3) Advanced Approaches NPR (NPR3) 
The advanced approaches NPR will introduce enhancements to the advanced approaches rule. 
and it will include a proposal to expand the scope of the market risk rule to include thrifts. 

We estimate that the first~year cost associated with higher minimum capital requirements in 
NPRl will be approximately $5. I million. We estimate that the first-year cost associated with 
changes in risk-weighted assets and implementation or alternative measures of creditworthiness 
in NPR2 will be approximately $93.2 million. We estimate that the first-year cost associated 
with changes in risk-weighted assets and simultaneously meeting new market risk capital 
requirements in NPR3 will be approximately $46.8 million. Together, we estimate that the 
overall cost of the three Basel HI rules will be approximately $145.l million in the first year. 
After introducing new systems for determining risk weighted assets in the first year, we estimate 
that the overall cost of Basel lll in subsequent years will decrease to approximately $98.6 miHion 
per year. 

IV. The Prou2sed Rule; Standardized Approach for Risk-weighted Assets tNPR2l 

The proposed rule (NPR 2) includes changes to the general risk-based capital requirements that 
address the calculation of risk-weighted assets. The proposed rule would: 

8. Revise the treatment of 1-4 family residential mortgages 
9. Introduces a higher risk weight for certain past due exposures and acquisition and 

development real estate loans 
10. Provides a more risk sensitive approach to exposures to non- U.S. sovereigns and non-

U.S. public sector entities 
11, Replace references to credit ratings with alternative measures of creditworthiness 
12, Provides more comprehensive recognition of collateral and guarantees 
13. Provides a more favorable capital treatment for transactions cleared through qualifying 

central counterparties 
l 4. Introduces disclosure requirements for hanking organizations with assets of $50 billion or 

more 

Calculating Risk-Weighted Assets 

S~tion 939A of the Dodd-Frank Wall Street Reform and Consumer Protection Act (Dodd
Frank} requires federal agencies to remove references to credit ratings from regulations and 
replace credit ratings with appropriate alternatives. The proposed rule would introduce 
alternative measures of creditworthiness for securitization positions and re-securitization 
positions. Table l summarizes changes in the proposed rule. 
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Table l: Key Provisions of the Proposed Rule for Calculating Risk"weJghted Assets 

" 

Aspect of Proposed Rule Pronosed Treatment 
Risk-weighted Assets 
Credit exposures to: Unchanged. 

U.S. government and its agencies 
U.S. government-sponsored entities 
U.S. depository institutions and credit unions 
U.S. public sector entities, such as states and 
municipalities 

Credit exposures to: Introduces a more risk-sensitive treatrnent 
Foreign sovereigns using the Country Risk Classification measure 
Foreign banks produced by the Organization for Economic 
Foreign public sector entities Cooperation and Development. 

Corporate exposures Assigns a I 00 percent risk weight to corporate 
exposures, including exposures to securities 
firms. 

Residential mortgage exposures Introduces a more risk-sensitive treatment 
based on several criteria, including the loan-to-
value-ratio of the exposure. 

High volatility commercial real estate Applies a 150 percent risk weight to certain 
exposures credit facilities that finance the acquisition, 

development or construction of real property. 
Past due exposures Applies a 150 percent risk weight to exposures 

that are not sovereign exposures or residential 
mortgage exposures and that are more than 90 
davs past due or on nonaccrual. 

Securitization exposures Maintains the gross·up approach for 
securitization exposures. 
Replaces the current ratings-based approach 
with a formula-based approach for determining 
a securitization exposure's risk weight based 
on the underlying assets and exposure's 
relative position in the securitization's 
structure. -- -~ 

Equity exposures Introduces more risk-sensitive treatment for ' ' equity exposures. ' ' 
Off-balance Sheet Items Revises the measure nf the counterparty credit 

risk of repo-style transactions. 
Raises the credit conversion factor for most 
short~term commitments from zero percent to 
20percent. -- 77777 

----,"~-
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Aspect of Proposed Ruic ' Proposed Treatment ' ' 

Derivative Contracts Removes the 50 percent risk weight cap for 
derivative contracts. 

Cleared Transactions Provides preferential capital requirements for 
cleared derivative and repo-style transactions 
(as compared to requirements for non-cleared 
transactions} with central c-0unterparties that 
meet specified standards. Also requires that a 
clearing member of a central c-0unterparty 
calculate a capital requirement for its default 

+~~~~~ 

fund contributions to that c~ntraL~ounterpartv. 
Credit Risk 1\-titigation Provides a more comprehensive recognition of 

e-0llateral and Qllarantees. 
Disclosure Requirements Introduces qualitative and quantitative 

disclosure requirements, including regarding 
regulatory capital instruments, for banking 
organizations with total consolidated assets of 
$50 billion or more that are not subject to the 
separate advanced approaches disclosure 
requirements. 

Alternative Measure for Securitization Positions 

The alternative measure for securitization positions is a simplified version of the Basel U 
advanced approaches supervisory formula approach. The simplified supervisory formula 
approach (SSF A) applies a l 00 percent risk-weighting factor to the junior most portion of a 
securitization structure equal to the amount of capital a bank wouid have to hold if it retaine.d the 
entire pool on its balance sheet. For the remaining portions of the securitization pool, the SSF A 
uses an exponential decay function to assign a marginal capital charge per dollar of a tranche. 
Securitization positions for which a bank does not use the SSF A would be subject to a 100 
percent risk-weighting factoc The proposed rule would also apply minimum risk weights to 
securitization tranches that would increase as cumulative losses to the pool increase. The 
proposed rule would allow institutions other than advanced approaches banking organizations to 
use the gross-up approach, which is similar to an approach provided for under current risk-based 
capital rules. 

Alternative Measure for Exposures to Sovereign Entities 

The proposed rule would assign capital requirements to sovereign exposures based on OECD 
Country Risk Classifications (CRCs). Rjsk weights would range from zero percent to 150 
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percent based on CRCs, and sovereigns that have defaulted on any exposure during the previous 
five years would have a 150 percent risk weight. Default would include a restructure that results 
in a soverejgn entity not servicing an obligation according to its tenns prior to the restructuring. 
Exposures to the United States government and its agencies would always carry a zero percent 
risk weight. Sovereign entities that have no CRC would carry a l 00 percent risk weight. 

The proposed rule would apply a zero percent risk weight to exposures to supranational entities 
and multilateral development banks. International organizations that would receive a zero 
percent risk weight include the Bank for International Settlements, the European Central Bank. 
the European Commission, and the International Monetary Fund. ·me proposed rule would also 
apply a zero percent risk weight to exposures to J 3 named multilateral devefopment banks and 
any multilateral lending institution or regional development bank in which the U.S. govemment 
is a shareholder or member, or if the bank's primary federal supervisor detennines that the entity 
poses comparable credit risk. 

Other Positions 

Corporate Exposures: The proposed rule would maintain current practice under general risk
based capital rules and assign a 100 percent risk weight to an corporate exposures. 

Government Sponsored Entities (GSEs): The proposal would apply a risk weight of20 percent to 
non~equity exposures and a I 00 percent risk weight to preferred stock issued by a GSE. 

Depository Institutions, Foreign Banks, and Credit Unions: Generally, the proposal would !ink 
depository institution risk weights to the sovereign entity risk weight. Under the proposat 
sovereign entity risk weights may take one of the following percentage values: (0, 20, 50, l 00, 
150). Generally, exposures to foreign depository institutions would receive a risk weight one 
category higher than the risk weight assigned to the home sovereign. For instance, a bank based 
in a country that carries a zero percent risk weight would carry a 20 percent risk weight. If a 
country docs not have a CRC, a bank based in that country also carries a 100 percent risk weight. 
Banks in countries with 150 percent risk weights would also carry l 50 percent risk weights, 

Residential Mortgage Exposures: The proposed rule would maintain the current risk-based 
capital treatment for residential mortgage exposures that are guaranteed by the U.S. government 
or its agency. Residential mortgage exposures that are unconditionally guaranteed by the U.S. 
government or a U.S. agency would receive a zero percent risk weight, and residential mortgage 
exposures that are conditionally guaranteed by the U.S. government or a U.S. agency would 
receive a 20 percent risk weight. A banking organization would divide other residential 
mortgages into one of two categories based on various loan characteristics such as duration, 
amortization, performance, and underwriting standards. These loans would t11en receive risk 
weights based on the loan-to-value ratio at the origination of the loan or at the time of 
restructuring. Table 2 shows the risk weights for residential mortgages. 
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Table 2 - Risk Weights for Residential Mortgage Exposures 

Loan-to-value ratio 
Category l residential Category 2 residential 

(in percent) 
mortgage exposure mortgage exposure 

(in percent) (in percent) 

Less than or equal to 60 35 100 

Greater ihan 60 and 1 ess than or equal 50 100 
to 80 
Greater than 80 and less than or equaJ 75 150 
to 90 
Greater than 90 100 200 

High Volatility Commercial Real Estate Exposures: The proposed rule would assign a i 50 
percent risk weight to any high volatility commercial real estate exposure. The proposed rule 
would generally define such an exposure as a loan that finances the acquisition, development, or 
construction of real property that is not a one- to four-family residential property or certain 
commercial real estate projects. 

Public Sector Entities (PSEs): A PSE is a state, local authority, or other governmental 
subdivision below the level of a sovereign entity. The proposed rule would apply the same risk 
weights to exposures for U.S. states and municipalities as current general risk-based capital rules. 
Under the proposal, a banking organization would assign a 20 percent risk weight to a general 
obligation exposure to a U.S. PSE and a 50 percent risk weight to a revenue obligation exposure 
to such a PSE. For non-U.S. PSEs, the proposed rule would assign a risk weights based on the 
sovereign's CRC. One risk weight schedule would apply to general obligation claims and 
another schedule would apply to revenue obligations. Table 3 shows the risk-weight linkage for 
sovereigns and non-U.S. PSEs. 

Tabl 3 R' k W . h f E e IS etg ts or , xposures to s overe1g:ns an dPbl' St Ef' .U JC ec or n mes 
Sovereign CRC Sovereign Non-lJ.S. PSE Non~U.S. PSE 

Entity General Obligation Revenue Obligation 
Risk Weights Claim Risk Weights ! 
(in percent) Risk Weights i (in percent) ' ' ' ' ' 

(in percent) ' ' ' ' ' 
O~l 0 20 ' 50 ' 

,.., 20 50 lOO "' ""- _.,.,.,.,M~MMMMMMMMMMMMMMMMMMMMMMMM.,_UM 

3 50 too IOO 
4-6 100 150 150 
7 l50 150 150 

NoCRC 100 JOO JOO 
Sovereign Default 150 150 150 --
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Disclosure Requirements 

The proposed rule would also introduce new disclosure requirements for banking organizations 
with $50 billion or more in total assets. The proposed rule would also introduce a PiHar 2 
supervisory review process for all banking organizations. 

V. Institutions Affected By the Progosed Rule 

According to December 31, 2011 Call Report data, there are 7,432 FDIC-insured institutions. 
After aggregating to the highest holding company, there are 6,744 bank holding companies, of 
which, 1,213 are national banking organizations. 6 Exel uding several thrifts that are included as 
subsidiaries of national banking organizations, the proposed rule would also apply to 612 
federally chartered private savings institutions. Thus, the proposed rule would apply to l ,825 
financial institutions regulated by the OCC Banking organizations using the advanced 
approaches would not be affected by major portions of the proposed rule. 

VI. Estimated Costs and Benefits of the Proposed Rule 

The various elements of the proposed rule will affect costs in three ways: (l) the cost of capital 
institutions will need to meet the higher minimum capital ratios and the new eligibility standards 
for capital, (2) compliance costs associated with establishing the infrastructure to detem1ine 
correct risk weights using the new alternative measures of creditworthiness, and (3) compliance 
costs associated with new disclosure requirements. 

Benefits of the Proposed Rule 

The proposed rule would produce the following benefits: 
7. Improves the quality of regulatory capital by introducing a common equity Tier i 

regulatory capital requirement and tightening the standards for including non-common 
equity instruments in regulatory capital 

8. Increases risk sensitivity of capital requirements and risk-weighted assets 
9. Improves loss absorbency of regulatory capital 
10, Improve transparency and market discipline through disclosure requirements. 
1 I. Expanded list of eligible third~party guarantors (page l 43) 
12. Expanded array of collateral types 
l 3. Enhanced supervisory review process through the establishment of Pillar 2-based 

expectations for banking organizations 

6 A national banking organization is any bank holding company with a subsidiary national bank. Two of the 16 
organizations also include a federally chartered _private savings institution, but both of these organizations also 
contain a national bank and are included in ihe i 6 national banking organizations. 
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14. Enhances counterparty credit risk capital requirements that proved inadequate during the 
financial crisis 

Costs of the Proposed Rule 

I. lmpact of Risk-weighted Assets on Capital Requirements 

Minimum required capital levels are .likely to change under the proposed rule. The increased risk 
sensitivity of the alternative measures of creditworthiness implies that capital requirements may 
go down for some assets and up for others. For those assets with a higher capital charge under 
the proposed rule, however, that increase may be large in some instances, e.g., requiring a dollar
for-dollar capital charge for some securitization exposures. 

The Basel Committee on Banking Supervision has been conducting periodic reviews of the 
potential quantitative impact of the Basel III framework. The quantitative impact study working 
group reported that the average change in risk-weighted assets for a global sample of larger 
banks (including some U.S. banks) was approximately 20 percent. 7 Although these reviews 
monitor the impact of implementing the Basel Ill framework rather than the provisions of the 
proposed rule, for the purposes of this analysis we consider the results of the Basel working 
group to be a best estimate and thus we increase risk-weighted assets by 20 percent to estimate 
the impact of the proposed rule on risk-weighted assets. 

To estimate the impact of the proposed rule on bank capital needs, we estimate the amount of 
capital banks will need to amass to meet the new minimum standards described in our analysis of 
NPRI, As with that analysis, we estimate nC\v capital ratios and requirements by combining 
various Call Report items to reflect definitional changes to common equity capital, Tier l capital. 
and total capital as described in NPRl. Because this proposed rule, NPR2, will change the 
capital ratio denominator, risk-weighted assets, we increase current dsk~weighted assets by 20 
percent. We use this 20 percent adjustment while recognizing that the idiosyncratic nature of 
each institution's asset portfolio will undoubtedly cause the direction and extent of the change in 
the denominator to vary considerably from institution to institution. 

We thus construct new capital ratios reflecting the requirements of the proposed rules {NPRl and 
NPR2) and estimate capital shortfalls as the difference between current capital levels and capital 
levels necessary to meet the new minimum standards. We estimate the capital shortfall each 
institution would encounter as the new capital ratios come into effect during the transition period 
from 20 I 3 through 2019. Table 4 shows our estimates of the number of institutions that would 
not meet the transition schedule for proposed minimum capital requirernents using data as of 
December 31, 2011. Table 5 shows our et-"timates of the aggregate amount of capital shortfall 

7 The working group also reported an average change in risk·weigbted assets for a global sample of smaller banks 
(those with Tier I capital less than €3 billion), but no U.S. banks participated in this sample. The reported average 
increase for this group was less than 10 percent, which suggests thm: our use ofa 20 percent increase in risk
weighted assets for all insiitutions may overe;;tlmate the impact oflhe proposed rule. 
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over the transition period ending in 2019, While institutions must simultaneously me.et aH of the 
minimum capital requirements, the largest shortfall amount in any given year shows the most 
binding minimum capital requirement. The number of institutions and the capital shortfall 
amounts shown in the 2016 column reflect those institutions that show a shortfall with regard to 
the new PCA standards relative to current capital levels. 

As shown in table 4, our estimate of the largest capital shortfall would be an approximately $27 
biHion shortfall in 20 t 5 when the new Tier l PCA standard for wen~capitalized institutions takes 
effect. We view this new PCA Tier I standard as the major capital constraint in the proposed 
rule. 

Because banks confrontjng a capital shortfall under the proposed rule wm need to at least 
increase their capital levels gradually to meet the transition schedule, we assume that the 
aggregate cost of increasing capital will be spread out over several years. We estimate that the 
largest shortfall for any given year witi be approximately $9.0 billion, or one third of the amount 
needed to meet the new PCA Tier l standard for well~capitali.zed institutions when it takes effect. 
This estimate combines the capital needs for national banking organizations and foderally 
chartered private savings institutions (together, OCC institutions). 

To estimate the cost to banks of the new capital requirement, we examine the effect of this 
requirement on capital structure and the overall cost of capital. 8 As with our estimate in NPR 1, 
we estimate that the cost of the increase 1n capital would be tax benefits foregone: the capital 
requirement ($9.0 billion), multiplied by the interest rate on the debt displaced and hy the effective 
marginal tax rate for the banks affected by the proposed rule. Graham {2000) estimates a median 
marginal tax benefit of $9.40 per $100 of interest. So, using an estimated interest rate on debt of6 
percent, we estimate that the annual tax benefits foregone on $9.0 biHion of c-apitai switclting from 
debt to equity is approximately $9.0 billion* 0.06 (interest rate)* 0.094 (median marginal tax 
savings) ""' $50 .8 million per year, 9 Approximately $5, 1 m iUion per year is attributable to NPR 1, 
leaving $45.7 miHion per year as the capital cost ofNPR1. 

e See Merton H. Miller, (1995),. "Do the M & M propositions apply to banks?" Journal o/Banking & Finance. Vol. 
19, pp. 483-489. 
1 See John R Graham, {2000), "'How Big Are the Tax Benefits of Debt?" Journal of Finance, Vol. 55, No. 51 pp. 
1901-1941. Graham points out iha! ignoring the offsetting effects of personal laxes would increase the median 
marginal tax rate to $31.5 per $100 of interest. 
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Table 4. - Cumulative Number of OCC-Regulatcd Banking Organizations Short Gf the 
Transition Schedule for Minimum Capital Requirements and Estimated Risk-weighted 
Assets, December 31, 2011 

Dec. 31, Jan. t, Jan. 1, Jan. l, Jan. l, Jan. l, Jan. L 
2016 

2011 2013 2014 2015 (PCA) 2017 2tH8 

Common Equity NB Os 7 12 15 16 32 
to Risk~Weigbted FCPSis 8 12 12 14 T") 

kk 

Assets Total 15 24 27 30 54 
NB Os 11 12 22 26 53 

Tier 1 to Risk~ 
FCPSis l l 13 18 18 33 Weighted Assets 
Total 22 25 40 44 86 

Minimum Tot.ti NB Os 30 34 47 82 

Jan. I, 
2019 

130 
Capital+ FCPSfs 26 28 37 

~ Conservation 
Total Buffer 56 62 84 

Advanced NBOs 

l 

Approaches FCPSis 0 
Countercyclical 

Total 0 Buffer 
Advanced NB Os 0 

Approaches FCPSls 0 
Leverage Ratio 

Total 0 
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Table 5. - Capital Shortfall for Scheduled Minimum Capital Requirements and Estimated 
Risk-web~hted Assets, 1 $in millions) December 31, 2011 

Dec. 31, Jan, J, Jan. l, Jan. 1. Jan. I, Jan.!, Jan. 1. Jan. l, 2016 2011 2013 2014 2015 (PCA} 20i1 2018 2019 

Common Equity ~Os $17 $59 $96 $!86 $924 
to Risk~Weighted PSls $51 $106 $127 $148 $288 

Assets Total $68 $165 $223 $334 $1212 
NB Os $41 $59 $107 $142 $26,192 

Tier 1 to Risk· FCPSls $70 $85 $144 $180 $490 
Weighted Assets 

Total $111 $144 $251 $322 $26,682 
Minimum Total NB Os $437 $623 $1.172 $5.755 $24,630 

Capita!+ FCPSis $300 $417 $531 $810~ Conservation 
Total $ 737 $1040 $1,703 Buffer $6,565 2 

Advanced NBOs 
Approaches FCPSls 

Countercyclical 
Total Buffer 

Advanced NB Os 
Approaches FCPSis 

Leverage Ratio 
Total 

2. Alternative Measures of Creditworthiness 

The proposed rule would require institutions to (1) establish systems to determine risk weights 
using the alternative measures of creditworthiness described in the proposal, and (2) apply these 
alternative measures to the bank's assets. We believe that this element ofthe proposed rule will 
involve costs associated with gathering and updating the information necessary to calculate the 
relevant risk weights, establishing procedures, and maintaining the programs that perform the 
calculations. 

In particular, the proposed rule would require institutions with assets in each affected asset 
C<Itegory to: 

L Establish and maintain a system to apply the gross~up approach or implement the 
simplified supervisory formula approach (SSFA) for securitization positions. 

2. Establish and maintain a system to assign risk weights to sovereign exposures. 
3. Establish and maintain systems to assign risk weights to non~U.S. public sector entities, 

depository institutions, and other foreign positions. 
4. Assign l-4 family residential mortgage exposures to one of two categories. 

0 
0 

0 
0 
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Listed below are the variables banks will need to gather to calculate risk weights under the 
proposed rule: 

Securitization Positions; 
1. Weighted average risk weight of assets in the securitized pool as determined under 

generally applicable risk~based capital ru]es 
2. The attachment point of the relevant tranche 
3. The detachment point of the relevant tranche 
4. Cumulative losses 

Residential Mortgage Exposures: 
l. Mortgage category l or 2 determination 
2. Loan-to~value ratio 

Sovereign Entity Debt Positions: 
1. Organization for Economic Co~operation and Development Country Risk Classifications 

(CRC) Score 

Table 6 shows our estimate of the number of hours it will take smaH and large institutions to 
perform the activities necessary to meet the requirements of the proposed rule. We base these 
estimates on the scope of work required by the proposed rule and the extent to which these 
requirements extend current business practices. We have also taken into consideration 
observations from comment letters regarding the burden of similar measures in a proposed 
amendment to the market risk rule. These observations suggest that the securitization element of 
the proposed rule may involve some additional data gathering before an institution is able to 
accurately calculate risk weights using the SSF A approach. 

Although the total cost of gathering the new variables will depend on the size of the institution's 
portfolio, we believe that the costs of establishing systems to match creditworthiness variables 
with exposures and calculate the appropriate risk weight will account for most of the expenses 
asS-Ociated with the credit rating alternatives. Once a bank establishes a system, we expect the 
marginal cost of calculating the risk weight for each additional asset in a particular asset class 
will be relatively small. We also note that it is likely that a third-party will eventually emerge to 
provide risk weights for these assets. Our estimates do not reflect this cost-saving innovation, 
however, as we cannot be sure such a provider will emerge or be retained by institutions sul:iect 
to the rule, 

We estimate that large financial institutions, those with assets of$10 biHion or more, covered by 
the proposed rule will spend approximately l ,300 hours during the first year the rule is in effect. 
In subsequent years, we estimate that all financial institutions will spend approximately 180 
hours per year on activities related to detennining risk weights using the alternative measures of 
creditworthiness. For smaller institutions, those with total assets less than $10 billion. we 
estimate that they will spend approximately 425 hours during the first year the rule is in effect. 
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Most smaller institutions do not lend to foreign governments or banks in foreign countries, and 
they do not hold foreign debt securities. Thus, for smaller institutions, we indude system and 
compliance costs related to sovereign debt in the system and compliance costs for other 
positions, 

Table 7 shows our overall cost estimate related to the determination of risk weights using the 
measures of creditworth1ness in the proposed rule. Our estimate of the compliance cost of the 
proposed rule is the product of our est1mate of the hours required per institution, our estimate of 
the number of institutions affected by the rule, and an estimate of hourly wages. To estimate 
hours necessary per activity, we estimate the number of employees each activity is likely to need 
and the number of days necessary to assess, implement. and perfect the required activity. To 
estimate hourly wages, we reviewed data from May 2010 for wages (by industry and occupation) 
from the U.S. Bureau of Labor Statistics (BLS) for depository credit intermediation (NAICS 
522100). To estimate compensation costs associated with the proposed rule, we use $85 per 
hour, which is based on the average of the 901

h percentile for seven occupations (i.e., accountants 
and auditors, compliance officers, financia1 analysts, lawyers, management occupations, software 
developers, and statisticians) plus an additional 33 percent to cover inflation and private sector 
benefits. 10 As shown in table 7, we estimate that the cost of introducing alternative measures of 
creditworthiness is approximate1y $46.5 million. 

2. Disclosure RQQ,uirements 

The proposed rule requires institutions with total assets of $50 billion or more to disclose 
information on a somewhat lengthy list of structural and financial variables. We estimate that 
meeting the disclosure requirements will entail approximately 520 hours during the first year the 
proposed rule applles, and this will cost the affected institutions approximately $44,200 in the 
first year. We estimate that the time necessary to meet the disclosure requirements in subsequent 
years will diminish substantially, to roughly 25 hours per quarter or l 00 hours per year. We 
estimate that approximately 23 OCC-regulated institutions will be subject to the disclosure 
requirements in the proposed rule, resulting in a cost of$l.O million. 

3. Qverall Cost Estimate for Standardized Approaches for Risk-weighted Assets 

Combining our estimates of capital costs ($45.7 million), the cost of applying alternative 
measures of creditworthiness ($46.5 million), and disclosure requirements ($1.0 million), our 
overall estimate of the cost of the proposed ru1e (NPR2) is $93.2 mHlion. 

to According to the BLS' employer costs of employee benefits data, thirty percent represents the average private 
sector costs of employee benefits. 
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Table 6. Estimated Annual Hours for Creditworthiness Measurement Activities 
Asset Activity E&timated hours Estimated hours 

per institution per institution with 
with total assets< total assets ?:. $10 
S10 bil. bit. 

+~~~ 

Securitization System 
development 120 480 
Data acquisition 
& Due Diligence 80 240 ! 
Calculation, 
verification, and 
training 60 120 -·-

Residential System 
Mortgages development 60 60 

Data acquisition 30 50 
Calculation, 
verification, and 
training 10 lO 

Sovereign Debt System 
development 80 ! 

----< 
Data acquisition iO i 

Calculation, 
~ 

' ' 
verification, and 
training 60 . ·- ""-

Other Positions System 
Combined 11 development 40 80 

Data acquisition 20 30 
""~ 

Calculation, 
' verification, and ' ' ' training st 60 

Total Hours i 425 l 1,300 

n Includes sovereign debt implementation costs for institutions with less than $!0 billion in assets. 
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Table 7. 
Estimated Costs of Creditworthiness Measurement Activities, December 31, 20 l I . 
Institution Number of Estimated hours Estimated cost Estimated cost 

institutions per institution per institution 
Small banking 
organizations 
(assets< $10 bit) l, 177 425 $36,125 $42,519,125 
Large banking 
organizations 
(assets;::: $10 biL) 36 1,300 $110500 ! $3,978,000 
Total 1,213 ' $46,497,125 

RegulatQry Flexibility Act (RF A} Analysis 

As part of our analysis, we considered whether the proposed rule is likdy to have a si!:,'flificant 
impact on a substantial number of small entities, pursuant to the RF A The size threshold for 
small banks is $175 million. Tables 8 and 9 show our estimates of the number and capital 
shortfall for small institutions under the proposed ru Jes {NPR 1 and NPR2). We estimate that the 
cost of lost tax benefits associated with increasing total capital by $143 million as shown in table 
9 will be approximately $0.8 million per year. Averaged across the 56 affected institutions, the 
cost is approximately $14,000 per institution per year. From table 7, we estimate that the c.ost of 
implementing the alternative measures of creditworthiness will be approximately $36,125 per 
institution. For the 56 institutions with a projected capital shortfall, we estimate tbat the cost of 
the standardized approaches for risk~weighted assets wiH be slightly more costly at 
approximately $50,000 per institution. 

To determine if the proposed rule has a significant economic impact on small entities we 
compared the estimated annual cost with annual noninterest expense and annual salaries and 
employee benefits for each small entity. If the estimated annual cost was greater than or equal to 
2.5 percent of total noninterest expense or 5 percent of annual salaries and employee benefits we 
classified the impact as significant. The proposed rule wi11 have a significant economic impact 
on 500 small national banks and 253 small federally chartered private savings institutions. 
Accordingly, the proposed rule appears to have a significant economic impact on a substantial 
number of small entities. 
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Table 8. - Cumulative Number of Small OCC-Regulated Banking Organizations Short of 
the Transition Schedule for Minimum Capital Requirements and Estimated Risk-weighted 
Assetst December 31, 2011 

Dec. 31, Jan. 1, Jan. 1, fa.IL ] ' 
Jan. l, 

Jan. L fan. 1, 
2016 

2011 2013 2014 2015 
(PC:\) 20!7 20!8 

Common Equity NB Os 6 8 9 10 16 
to Risk· Weighted FCPSls 2 3 3 

,.., 
7 J 

Assets Total 8 1l 12 13 'Y' _j 

NBOs 7 8 11 22 
Tier 1 to Risk~ FCPSis 3 3 5 5 13 Weighted Assets 

Total 10 1J 16 18 35 
Minimum Total NB Os 15 17 22 27 

Capital+ FCPSis 10 11 l3 17 
Conservation 

Total _E_J Buffer 28 35 44 

Table 9. - Capital Shortfall for Small OCC-Regulated Banking Organizations for 
Scheduled Minimum Capital Requirements and Estimated Risk-weighted Assets,($ in 
millions December 31, 2011 

Dec 31, Jan. l, Jan. l, Jan. l, 
Jan. I, 

Jan. i, Jan.!, 
2016 

2011 2013 2014 2015 
PCA! 

2017 2018 

Common Equity NB Os $8 $21 $25 $54 
to Risk~Weighted FCPSis $3 $!0 

Assets Total $28 $64 
NB Os $39 $45 $75 

Tier l to Risk· FCPSis $4 $5 $Hi 
Weighted Assets 

Total $43 $50 $91 
Minimum Total NBOs $58 $67 $76 $94 

Capital+ FCPSis $9 $13 $17 $2 
Conservation 

Total $67 $80 $93 $1 l Buffer 

Jan, I, 
2019 

37 
19 
56 

Jan. l, 
2019 

$111 
$32 

$i43 
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MEMORANDUM 

To: Carl Kaminski, Legislative and Regulatory Activities 

Thru; Gary Whalen. Director. Policy Analysis Division 

From: Douglas Robertson, Senior Financial Economist, Policy Analysis Division 

Date: May 30, 2012 

Subject: Impact Assessment for the Basel I!! Rule: Advanced Approaches, NPR3 

This memorandum provides our assessment of the economic impact of the proposed ruies that 
would implement the Basel III framework developed by the Basel Committee on Banking 
Supervision. The Basel III framework would revise current general risk-based capital rules and 
would be applicable to all banking organizations. The federal banking agencies are 
implementing Basel UI through three separate rules, The first rule would apply Basel m 
minimum capital requirements to all banking organizations (NPR l ), The second rule would 
implement new alternative measures of creditworthiness for all banking organizations {NPR2). 12 

The third rule would apply Basel III enhancements to the risk-weighted assets of institutions 
subject to the advanced approaches capital rules (NPR3). Advanced approaches banking 
organizations are those institutions with total assets of at least $250 billion or foreign exposures 
of at least $10 billion, or institutions that have elected to adopt the advanced approaches. 

l) Basel III NPR (NPR l) 
This will include the changes to the numerator of the risk-based c.apital ratio, the new ratio 
requirements (common equity Tier l and the higher minimums), as well as the conservation and 
countercyclical buffers. ft also will include the changes to the treatment ofmortgagc servicing 
assets and deferred tax assets (DT As). 

n These rules would serve as the generally applicable capita! rules and therefore would be a floor for the risk-based 
capital requirement for advanced approaches banks under Section ! 71 of the Dodd Frank Act 
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2) Standardized Approach NPR (NPR2) 
This will include the changes to the calculation of risk-weighted assets (the denominator of the 
risk-based capital ratio), except for the treatment of mortgage servicing assets and DT As 
discussed in the Basel III NPR. 

3) Advanced Approaches NPR (NPR3) 
The advanced approaches NPR will introduce enhancements to the advanced approaches rule, 
and it will include a proposal to expand the scope of the market risk rule to include thrifts. 

We estimate that the first-year cost associated with higher minimum capital requirements in 
NPRl will be approximately $5.1 million. We estimate that the first-year cost associated with 
changes in risk-weighted assets and implementation of alternative measures of creditworthiness 
in NPR2 will be approximately $93.2 million. We estimate that the first-year cost associated 
with changes in risk-weighted assets and simultaneously meeting new market risk <;apital 
requirements 1n NPR3 will be approximately $46.8 mHlion. Together, we estimate that the 
overall cost of the three Basel m rules will be approximately $145.l million in the first year. 
After introducing new systems for detennin1ng risk weighted assets in the first year, we estimate 
that the overall cost of Basel lll in subsequent years will decrease to approximately $98.6 minion 
per year. 

VII, The Proposed Rule: Advanced Approaches Risk-based Capital fNPR3) 

The proposed rule would incorporate Basel Committee on Bank Supervision revisions to the 
Basel capital framework into the banking agencies' advanced approaches capital mies and 
remove references to credit ratings consistent with section 939A of the Dodd-Frank Act. The 
proposed rule would apply the market risk capita] rule ro certain savings associations. 

The proposed rule would modify various elements of the advanced approached risk-based capital 
rules regarding the detennination of risk-weighted assets. These changes would (l) modify 
treatment of counterparty credit risk, (2} remove references to credit ratings, (3) modify the 
treatment of securitization exposures, and (4) modify the treatment of exposures subje-et to 
deduction from capital. Tue proposed rule would also enhance disclosure require.ments, 
especially with regard to securitizations. 

The proposed rule would amend the advanced approaches so that capital requirements using the 
internal models methodology takes into consideration stress in calibration data, stress testing, ... 
initial validation, collateral management, and annual model review, The proposed rule would 
also require a banking organization to identify, monitor, and control wrong~way risk, which the 
proposed rule defines as the risk that arises when an exposure to a pmticular counterparty is 
positively correlated with the probability of default of such counterparty itself. 

The proposed rule would also remove the ratings~based approach and the internal assessment 
approach for securitization exposures from the advanced approaches rule and require advanced 
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approaches banking organizations to use either the supervisory formula approach (SFA) or a 
simplified version of the SFA when calculating capital requirements for securitization exposures. 

Advanced approaches banking organizations would be required to calculate their risk~based and 
leverage capital requirements under the standardized approach {using the numerator and 
denominator in NPR 1 and NPR 2), as well as the under the revised advanced approaches. 
outlined in this proposal (NPR 3). Advanced approaches banking organizations would apply the 
lower risk-based capital and leverage ratios for purposes of determining compliance with the 
proposed minimum regulatory capital requirements. 

VIU. Institutions Affected By the Proposed Rule 

The proposed rule (NPR3) will apply to advanced approaches banking organizations, i.e .. 
banking organizations with total assets of at least $250 billion or foreign exposures of at k.ast 
$10 billion, other banking organizations that have elected to adopt the advanced approaches, and 
banking organizations that are subsidiaries of banking organizations that must use the advanced 
approaches rules. The NPR also proposes to expand the scope ofthe market risk rule to apply to 
savings associations and savings and loan holding companies that meet the relevant trading 
activity thresholds - $1 billion or more in trading activity or trading activity equal to H) percent 
or more of the banking organization's tota1 assets. 

IX. Estimated Costs and Benefits of the Proposed Rule 

Benefits of the Proposed Rule 

The proposed rule would produce the following benefits: 
15. Increases risk sensitivity of risk-weighted assets 
I 6. Improves transparency and market discipline through disclosure requirements. 
l 7. Enhances counterparty credit risk capital requirements that proved inadequate during the 

financial crisis 

Costs of the Proposed Rule 

l. Impact of Risk-weighted Assets on Capital Requirements 

The modifications to risk-weighted assets in the proposed rule wm affect overaH risk-weighted 
assets and hence risk-based capital rntios for advanced approaches banks. Applying new risk 
weights implies that capital requirements may go down for some assets and up for others. As 
with NPR2, securitization exposures in particular may face higher capital charges under the 
proposed rule. 



Page 261 

ATTACHMENT D 

As with NPR2, we estimate the proposed rule's impact on risk-weighted assets by applying the 
average change in risk~weighted assets reported by the Basel Committee on Banking Supervision 
quantitative impact study working group. For the analysis of NPR3, we first estimate the effect 
of increasing risk-weighted assets of advanced approaches banks by 20 percent. We also 
incorporate estimates of the effect of the market risk rule on institutions that are subject to both 
the advanced approaches rule and the market risk rule. 

To estimate the impact of the proposed rule (NPR3) on bank capita] needs, we estimate the 
amount of capital banks will need to gather to meet the new minimum standards described in our 
analyses ofNPRl and NPR2. As with those analyses, we estimate new capital ratios and 
requirements by combining various Call Report items to reflect definitional changes to common 
equity capital. Tier I capital, and total capital as described in NPRL We also increase current 
risk~weighted assets by 20 percent as described in NPR2. 

We thus construct new capital ratios for advanced approaches banking organizations reflecting 
the requirements of the proposed rules (NPR1 and NPR2) and estimate capital shortfalls as the 
difference between current capital levels and capital levels necessary to meet the new minimum 
standards. We estimate the capita} shortfall each institution would encounter as the new capital 
ratios come into effect during the transition period from 2013 through 2019. Table l shows our 
estimates of the number of advanced approaches institutions that would not meet the transition 
schedule for proposed minimum capital requirements using data as of December 31, 201 l. Table 
2 shows our estimates of the aggregate amount of capital shortfall over the transition period 
ending in 2019. While institutions must simultaneously meet all of the minimum capital 
requirements, the largest shortfall amount in any given year shows the most binding minimum 
capital requirement. The number of institutions and the capita] shortfall amounts sho\vn in the 
20 I 6 column reflect those institutions that show a shortfall with regard to the new PCA standards 
relative to current capital levels. 

Table 2 shows that $22 billion of our NPR2 estimate of a $27 billion capital shortfall is 
attributable to 3 advanced approaches banks that would encounter a capital shortfall in 2015 
when the new Tier l PCA standard for well-capitalized institutions takes effect 

Because many advanced approaches banks are a1so subject to the market risk rule, we repeat our 
capital shortfall estimate by adding estimated market risk assets to the capital ratios for these 
institutions. Table 3 shows our esiimate of the number of institutions that would need to increase 
capital levels to meet new minimum capital requirements. Table 4 shows our estimate of the 
amount of capital needed to meet those capital requirements. 

We assume ihat the aggregate cost of increasing capital will be spread out over several years. 
Table 2 reflects capital amounts already included in our analysis ofNPR2. To estimate the 
amount of required capita] not accounted for in NPR2, we subtract the capital amounts shown in 
table 2 from those shown in table 4. This comparison suggests that the earliest significant capital 
requirement for advanced approaches banks will be raising $24.8 bi Ilion in capital to meet the 
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new PCA Tier 1 standard for well-capitalized institutions when it takes eftbct. We estimate that 
the largest shortfall for any given year will be approximately $8.3 billion, or one third of the 
amount needed to meet this new PCA Tier 1 standard. 

To estimate the cost to banks of the new capita] requirement. we examine the eftect of this 
requirement on capital structure and the overal1 cost of capital. 13 As with our estimates in NPRl 
and NPR2, we estimate that the cost of the increase in capital would be tax benefits fbregone: the 
capital requirement ($8.3 billion). multiplied by the interest rate on the debt displaced and by the 
effective marginal tax rate for the banks affected by the proposed rule. Graham (2000} estimates a 
median marginal tax benefit of $9 .40 per $100 of interest. So, using an estimated interest rate on 
debt of 6 percent, we estimate that the annual tax benefits foregone on $8.3 blHio:n of capital 
switching from debt to equity is approximately $8J billion * 0.06 (interest rate)* 0.094 (median 
marginal tax savings)= $46.8 million per year. 14 

Table l. - Cumulative Number of OCC-Rcgulated Advanced Approaches Banking 
Organizations Short of the Transition Schedule for Minimum Capital Requirements and 
E f ted Ri k • ht d A t D b 31 2011 •s ima s -we12 e SSC S, ecem er ' 

Dec. 31, Jan.1, Jan. l, Jan. l, 
Jan. I, 

fan. I, fa.rt t 
2016 

2011 2013 2014 2015 
fPCA) 

2{}17 2018 

I Common Equity to Risk- " 0 0 0 0 
Weighted Assets 

Tier l to Risk-Weighted Assets 0 0 0 0 3 
Minimwn Total Capital + 0 0 0 l Conservation Buffer 

Advanced Approaches 
Countercvdica1 Buffer 
Advanced Approaches 0 Leverage Ratio 

0 See Merton H. Miller, ( 1995), "Do the M & M propositions apply to banks?'' Journal of Banking & Finance, VoL 
1.9, pp. 483-489. 
J;j See John R. Graham. (2000), "How Big Are the Tax Benefits ofDeJ?1('.'' Journal of Finance, Vo!. 55, No, S, pp. 
19-0l·194 L Graham points out that ignoring the offsetting effects of personal taxes \\Dl.dd increase the median 
marginal tax rate to $3 l .5 per S JOO of int.crest. 

Jan. 1, 
2iH9 

3 

l 
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Table 2. -OCC-Regulated Advanced Approaches Banking Organizations Cumulative 
Capital Shortfall for Scheduled Minimum Capital Requirements and Estimated Risk-
weiehted Assets,($ in millions) December 31, 2011 

Jan.!, Jan. I, Jan. 1, Jan. l, 2016 Jan. l, Jan. 1, Jan. I, 
2013 2014 2015 (PCA) 2017 2018 2019 

Common Equity to Risk- 0 0 0 0 Wei!!hted Assets 

Tier 110 Risk-Weighted Assets 0 0 0 $22,175= 
Minimum Total Capital+ 0 0 $2,501 $18.586 C-0nservation Buffer 

Advanced Approaches 
Countcrcvclical Buffer 
Advanced Approaches 0 

Leverage Ratio 

Table 3. - Cumulative Number of OCC-ReguJated Advanced Approaches Banking 
Organizations Short of the Transition Schedule for Minimum Capital Requirements 
I I d' E . ted R" k . h ed & M k t R' kA t D b 31 2(}11 ncu me: st1ma is .. we12 t ; ar e 18 sse s, eeem er • 

Dec. 31, Jan. 1, Jan. I. Jan. L Jan. l, 
Jan. l, 

2016 
2011 2013 2014 2015 

(PCA1 
2017 

Common Equity to Risk- 0 0 0 0 1 Weiiiliie<l Assets 

Tier I. to Risk-Weighted Assets 0 0 0 I 3 
Minimum Total Capital + 0 I i Conservation Buffer 

Advanced Approaches 
Countercvdical Buffer 
Advanced Approaches 

Leverage Ratio 

$3,918 

fan. 1, 
2018 

2 

0 

Jan. l. 
2019 

4 

l 
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Table 4. - OCC-Regulated Advanced Approaches Banking Organizations Cumulative 
Capital Shortfall for Scheduled Minimum Capital Requirements Including Estimated 
Risk-weighted & Market Risk Assets, ($ in millions 1December31~ 2011 

Jan. 1, Jan. l, Jan. l, 
Jan. I, fan.1, Jan. l, 
2016 

2013 2iH4 2015 (PCA) 2017 2018 

Common Equity to Risk- 0 0 0 $15,061 Weighted Assets 

Tier l to Risk-Weighted Assets 0 0 $6,689 $46,937 

Jan. l, 
2019 

Minimum Total Capital + $9.l 01 $17,473 $31,516 $57,430 Conservation Buffer 

Advanced Approaches $23,432 Countercvclica1 Buffer 

Advanced Approaches 0 Leverage Ratio 

2. Cost of Disclosure Reguirements 

The proposed rule requires advanced approaches banking organizations to amend disdosures 
regarding securitizations to include the follO\ving: 

• The nature of the risks inherent in a banking organization's securitized assets, 

• A description of the bank's policies for monitoring changes in the credit and 
market risk of the organization's securitization exposures, 

• A description of a banking organization's policy regarding the use of credit risk 
mitigation for securitiz.ation exposures, 

• A list of the special purpose entities a banking organization uses to securitize 
exposures and the affiliated entities that a bank manages or advises and that invest 
in securitization exposures or the referenced SP Es, and 

• A summary of the banking organization's accounting policies for securitization 
activities. 

As described in our analysis ofNPR2, we estimate that meeting all disclosure requirements wiH 
entail approximately 520 hours during the first year the proposed rule applies, and this will cost 
the affected institutions approximately $44,200 in the first year. We estimate that the time 
necessary to meet the disclosure requirements in subsequent years wm diminish substantiaHy, to 
roughly 25 hours per quarter or 100 hours per year. 
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Because we included these disclosure costs along with system implementation costs in our 
analysis ofNPR2, we do not include these expenses in this analysis. Thus, our overall estimate 
of the cost of the proposed rule (NPR3) is $46.8 million per year. This cost estimate reflects the 
added capital burden of institutions that will be subject to both the advanced approaches capital 
rules and the revised market risk rule. 

Roo:ulatorv Flexibility Act (RF A) Analysis 

The proposed rule (NPR3} will apply to advanced approaches banking organizations, Le., 
banking organizations with total assets of at least $250 billion or foreign exposures of at least 
$10 billion, other banking organizations that have elected to adopt the advanced approaches, and 
banking organizations that are subsidiaries of banking organizations that must use the advance<l 
approaches rules. Our size threshold for small banks for RFA purposes is $175 million in assets. 
The proposed rule will affect six small subsidiaries of advanced approaches organizations. We 
do not consider this a substantial number of small institutions, and thus we believe that the 
proposed rule will not have a significant effect on a substantial number of small entities. 
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1. Introduction 

The Macroeconomic Assessment Group {MAG} was established in February 2010 by the 
chairs of the Financial Stability Board and Basel Committee on Banking Supervision to 
coordinate an assessment of the macroeconomic implications of the Basel Committee's 
proposed reforms, The membership of the MAG comp1ises macroeconomic modelling 
experts from central banks and regulators in 15 countries and a number of international 
institutions, 1 Stephen Cecchetti, Economic Adviser of the Bank for international Settlements 
(BIS), was asked to chair the Group. 

The MAG's Interim Report", published in August 2010, applied common methodologies 
based on a set of scenarios for shifts in capital and Hquidity requirements over different 
transition periods. These scenarios served as inputs into a broad range of models developed 
for policy analysis in central banks and intematiOnal organisations. Close collaboration with 
the International Monetary Fund (IMF) was an essential part of this process. The Group also 
consulted with experts In the private sector and the academic world, through both one-on
one interactions and collective roundtables. These discussions provided Important context for 
the MAG's work, partlcularly on issues that were not captured by members' macroeconomic 
models. 

Taking the median across the results obtained by group members, the fnterim Report 
concluded that a 1 percentage point increase in the target ratio of tangible comrnon equity 
(TCE) to riSk·weighted assets would lead to a maximum decline in the level of GDP of about 
0.19% from the baseline path, which would occur four and a half years after the start of 
implementation (equivalent to a reduction in the annual growth rate of 0,04 percentage points 
over this period), followed by a gradual recovery of growth towards the baseline. This figure 
is the sum of 0.16%, the median GDP decline estimated for specific countries by national 
autMrities, and 0.03%, which is the potential impact of international spillovers (reflecting 
exchange rates, commodity prices and shifts in global demand) as estimated by the !MF, It is 
important to note that these results apply to any increase in target capital ratios, whether Its 
source be higher regulatory mlnlma for required buffers, changes in the definition of capita! or 
risk~weighted assets, the application of a leverage ratio, or a decision by banks to maintain 
wider voluntary buffers above regulatory minima. The Interim Report also examined the 
impact of proposed measures by the Basel Committee to strengthen liquidity regulation. A 
25% increase in the holding of liqurd assets relative to total assets implemented over four 
years. combined with an extension of the maturity of banks' wholesale liabilities. was 
estimated to be associated with a median decline in GDP in the order of 0.08°/o relative to the 
baseline trend after 18 quarters. 

This Fina! Report builds on the Interim Report's findings by simulating the macroeconomic 
impact of the changes to capital standards that were agreed in September 2010 by the group 
of Governors and Heads of Supervision {GHOS), which oversees the Basel Committee. 
Among other reforms, the GHOS proposed a strengthened definition of capita!; calibrated 
requirements for minimum capital ratios and for a new capital conservation buffer: and 
specified a transition path for the new standards. 

Drawing on these agreements, the analysis in the MAG's Interim Report has been extended 
a!ong two dimensions. First the impact of the transition to stronger requirements is studied 
assuming a transltlon period of eight years, in line with the transition path set out ln the 
GHOS statement Second, while the findings fn the Interim Report were presented in terms 
of the Impact of a generic one percentage point increase in target capital ratios, the present 

1 The participants in the Group's work are listed fn Annex t 
1 http :Hwww, b§,9rglpµb!fothp1QJ1gL 
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report examines the impact of the overall increase in bank capital that wm be needed to meet 
the new requirements. In doing this it makes use of an estimate of the December 2009 level 
of common equity capital relative to risk-weighted assets in the global banking system, based 
on the revised definitkms in the new framework, drawing on the results of the Quantitative 
Impact Study (QlS} conducted recently by the Basel Committee, and compares this to what 
will be required under the agreed minimum ratio and capital conservation buffer. 

No additional work was done on the impact of stronger liquidity requ!rements in this report, in 
view of the fact that the liquidity requirements are stm subject to an observation period. The 
Liquidity Coverage Ratio wm be introduced in 2015 and the Net Stable Funding Ratio in 
2018. The estimates for the Impact of these measures provided in the Interim Report assume 
a shorter implementation period than that agreed to by the BCBS, and can therefore be 
viewed as conservative estimates. Further, as discussed in the Interim Report, it would be 
inaccurate simply to add the estimated impact of meeting the Hqu~dity requirements to the 
estimated impact of meeting the capital requirements" Banks' efforts to meet the capital 
requirements are likely to reduce the adjustments the banks will need to make to meet the 
!lquidity requirements, and vice versa. 

Based on the unweighted median estimate across 97 slmulations, the MAG estimates that 
bringing the global common equity capital ratio to a level that would meet the agreed 
minimum and the capital conservation buffer would result in a maximum decline in GDP, 
relative to baseline forecasts, of 0.22%, which would occur after 35 quarters. In terms of 
growth rates, annual growth would be 0.03 percentage points (or 3 basis points} below its 
baseline !eve! during this time. This is then followed by a recovery in GDP towards the 
baseline. These results, like the Interim Report estimates, include the impact of spmovers 
across countries, reflecting the fact that many or most national banking systems would be 
tightening capital levels at the same time. The estimated maximum GDP impact per 
percentage point of higher capital was 0.17%, which is slightly less than the 0.19% figure 
estimated for four~year implementation in the Interim Report. The point at which this 
maximum impact is reached, the 35th quarter, is quite a bit later than the maximum impact 
point estimated for four-year implementation in the Interim Report (the 18th quarter}. As a 
result, the projected impact on annual growth rates is less. 

As with the conclusions presented in the Interim Report, there are number of reasons why 
the actual impact could be greater than the one reported here. For one thing, banks may 
attempt to meet the stronger requirements ahead of the timetable set out by the Basel 
Committee. If they choose to implement the higher requirements in four years, for example, 
the impact on the !eve! of GDP would be somewhat stronger, and moreover the impact on 
annual growth wou!d be greatec Second, banks may choose to hold an additional, voluntary 
buffer of common equity capital above the amounts set out in the new framework. This could 
increase some of the effects estimated here. 

Other factors might lead to a smaller GDP impact First, over the past year many banks have 
strengthened their capital positions through new equity issuance and retained earnings. This 
wm reduce the amount of additional capital that the system needs to accumulate in the future 
to meet the requirements. Second, banks have a number of options for responding to the 
stronger requirements, inc!udlng reducing costs or shifting their portfolios towards safer 
assets, which in most cases were not explicitly rnode!!ed in the estimations performed by 
MAG members. These will reduce the need for them to increase loan spreads or cut back on 
!ending volumes, thereby reducing the impact on real activity. 

This report, !Ike the MAG Interim Report, focuses only on the transitional costs of stronger 
capital requirements. The benefits of a well capitalised banking system, in terms of reducing 
the risk and cost of financial crises and reducing macroeconomic volatility, in tum leading to 
Increased confidence of borrowers and lenders in the stability of the banking system, are well 
recognised and have been analysed in studres such as the Assessment of the long-tenn 
economic impact of stronger capital and liquidity requirements, which was published by the 
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Basel Committee in August 2010. 3 A capita! regime materially stronger than ones seen in the 
recent past is likely to exert a beneficial impact on the macroeconomy that should more than 
offset the transitional costs of the adjustments that banks need to make to put the regime into 
practice, 

The remainder of this report is organised as follows. Section 2 sets out the MAG's prlncipal 
findings for the global impact of the calibrated capital requirements as implemented over an 
eight-year transition period. Section 3 examines how this impact might differ if banks choose 
to implement the requirements according to a faster schedule than the one required by 
supervisors. Section 4 offers broad conclusions and identifies open issues. The MAG Interim 
Report provides more detailed discussions of the transmission channels from bank capital to 
economic activity and of the methodologies used in the analysis. 

2. Results 

2.1 Impact of a one percentage point increase in capital ratios 

MAG members drew on forecasting and policy analysis models that have been developed at 
their home institutions to estimate the impact on GDP of a one percentage polnt increase in 
bank capita! ratios implemented over eight years.4 In most cases the simulations were 
conducted over a twelve-year time horizon, in order to permit the analysis of developments 
after implementation has been completed. Banks were assumed to increase capital at a 
constant pace over these eight years. VVhile the transition schedules agreed by the Basel 
Committee do not mandate a perfectly linear increase in capital requirements, the 
assumption of a linear increase was considered to be appropriate, since it would reflect the 
likelihood that banks would orient their behaviour towards the final capital target, rather than 
to intermediate thresholds. It should be noted that the Increase in capita! considered in this 
report reflects not only higher ratios, but also the phase-in of deductions and other 
definitional changes, the impact of which will vary from one bank to another. 

The set of models used for this analysis was broadly similar to that used to produce the 
results presented in the group's Interim Report. In some cases, however. new models were 
added, previously estimated models were dropped, or changes were made to parameters. 
This was done to reflect the experience gained in the earlier exercise as to the robustness 
and informativeness of these models for the task at hand. For exampte, some models that 
are informative about macroeconomic dynamics over a relatively short time horizon such as 
tvvo to four years are !ess useful over longer horizons such as eight years, A total of 97 sets 
of model results were submitted by group members. 5 

The lower r!ght~hand pane! of Graph 1 portrays the unweighted median path, across these 
97 models, of the impact on GDP of a one percentage point increase in capita! ratios 
implemented over eight years {32 quarters}. Along this median path, GDP falls steadily 
relative to its baseline path, reaching a level 0. 15°/o below basenne before recovering, This 
maximum impact occurs In the 35th quarter after the start of implementation, just under a 
year after implementation is completed. By the last quarter of the simulation (which members 

3 http:ltwww.bis.org/pubVbcbs173.pdf. 

"' National implementation of the new minima by supervisors is set to begin in January 2013, with the full set of 
requirements. including the capital conservation buffer and revised definitions, to be in place by January 2019 
For the purposes of ihis study, we assume that banks begin to increase their capita! ratios gradually from the 
start of 2011, resulting in an eight-year transition period. 

6 Annex 2 describes the methodologies used and lists the number of submitted models by country or institutiott 
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ran for 48 quarters, Le. 12 years}. GDP has recovered to a level 0. 10% below baseline. The 
middle right~hand pane! of Graph 1 shows the distribution of GDP estimates for the 35th 
quarter across the models submitted. 

Graph 1 

Aggregate impact of a 1 percentage point increase 
in the target capital ratio, excluding spillover effect.$: distribution of estimated 

GOP deviation across all models 
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' Distributions are computed across lhe 89 cases used in the MAG ln!erim Report, excluding those designed to 
nmasure the impact of international spillovers. 2 Distributtons are computed il\Cfl)Ss !he 97 cases contributed for 
the MAG Fina! Report excluding those designed to measure 1he impact of international spti!overs- ;; The 
shaded areas indicate ttle range ootween the 20!h and Bath percentile_ The vertical line indicates the unweighted 
median at lhe quarter indicated (measured from start of 1mplementation). 4 The vertic.a! lines indicate the 18th 
and (fur the eight-year case) 35th quarters. 
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For comparison, the left-hand panels of Graph 1, which are taken from the !ntenm Report, 
replicate the exercise assuming that the implementation period is four years. As discussed 
further in Section 3 below, the impact on the level of GOP relative to baseline from a shorter 
transition period Is somewhat greater and takes place over a shorter time horizon. 

The new results are broadly similar when model results are weighted by GDP in forming the 
median, 6 or when the mean result is examined rather than the median. The GDP-weighted 
median estimate of the reduction of GDP relative to baseline in the 35th quarter is 0.21 % and 
the GOP~weighted mean is 0.26%. Three-fifths of the results forecast a GDP reduction of 
bet.Neen 0 07% and 0.30°/o at the 35th quarter. However, there are a number of results 
exceeding 0.50%, indicating that downs~de risks remain a concern. 

These effects result from a combination of wider lending spreads and reduced lending 
volumes {Table 1 ). The unweighted median estimate ls for a decline of lending of 1.4°/u 
relative to baseline at the 35th quarter, and a 1.5% decline by the end of the simulation. 
Lending spreads, in the meantime, are projected to widen by 15.5 basis points by the 35th 
quarter, and to narrow somewhat thereafter. 

Table 1. Estimated deviations of lending spreads, volumes and GDP from 
baseline forecasts for a one percentage point increase in the target capital 

ratio implemented over eight years 
~~~~ .. 

Lending voiume 1 Lending spreads2 GDP3 

(in percent) {in basis points) (in percent) 

035 048 Q35 Q48 Q35 Q48 

Unweighted median -1.38 -1.47 15.5 12.2 --0.15 --0.10 

GDP weighted median -1.11 -1.11 16.6 ' 12.8 --0.21 -0.18 

UnW$ighted mean i -1.29 -1.-4$ 18.G 
; 

17.6 -0.20 --0.16 ; 

I 

r GDP weiah!ed mean 
I -1.85 -1.89 17J3 16.7 --0.26 --C.22 I 

' Resi;l!S repcrted for 38 models. 2 Results reported for 53 models. 1 Results reported foe 97 model&. Not lncii..1dong 
lnterm'ilioffi'!I spillover effects 

As was done for the Interim Report, the IMF estimated the likely spillover effects that would 
result from the simultaneous strengthening of bank capital across countries, This exercise 
predicted that a one percentage point increase in capltal ratios implemented over e!ght years 
would result in an additional 0.02% fall in GOP below baseline after 35 quarters. By the end 
of the simulation {the 48th quarter), the impact of spillovers is less than 0. 01 %. A dynamic 
stochastic general equilibrium model with banking estimated by the Bank: of Canada obtained 
qualitatively similar results for the impact of international spillovers. 

The overall effect of a one percentage point capital increase can thus be found by adding this 
estimate of spillover effects to the o_ 15% median referenced above for the 35th quarter, for a 
total of O, 17%, while leaving the effect at the 48th quarter unchanged at 0.10%, In tenns of 
growth rates, these results imply a 0.02 percentage point reduction in annual growth over the 
first 35 quarters, followed by a 0.02 percentage point increase in growth over the subsequent 
13 quarters. 

5 In a weighted median. the sum of !he weights on the values above the median value equals the sum cf lhe 
weights on values below the median, As in lhe Interim Report, the weights reflect the snare of each country'$ 
GDP in the total GDP of the countries in the MAG analysis. In cases where them was more man one estimate 
for a given economy, the GDP weight was equally diVlded among the different estimates. In calculating the 
GDP-weighted median, estimates that applied lo more than one country (such as euro area or global 
estimates) were dropped. 
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2.2 Distribution of results across modelling assumptions 

The models used to generate these results employ a variety of assumptions. Graph 2 divides 
the modelled effects according to their treatment of two issues that are of particular 
relevance to the question at hand, namely: (1) whether the macroeconomic effects operate 
primarily through wider credit spreads or also, separately, through a reduction in lending (a 
tightening in lending standards) that goes beyond the impact of wider spreads; and (2} 
whether the model estimates incorporate the likely response of monetary authorities to any 
predicted slowdown in growth. 

Graph2 

Aggregate impact of a 1 percentage point increase 

in the target capital ratio implemented over eight years, excluding spUiover effects: 

distribution of estimated GDP deviation aero$$ selected models 1 

In per cent 
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1 
Distributions are computed across modets that meet the specified criteria. The vertical tine indicates the 

unweighted median. The shaded areas indicate the range between the 20th and SOU; percentile. Quarters are 
measured from start of implementation. 

As in the Interim Report models that seek to take account of rationing or lending standard 
effects (Graph 2, right-hand panels) generated a stronger macroeconomic impact than 
models without such effects (Graph 2, left-hand panels) Focusing on models that do not 
incorporate a monetary policy response (the top two panels of Graph 2}. the 35~quarter 
impact of a one percentage point increase in the target capital ratio implemented over 8 
years (using unweighted medians) rises from 0.18% in models that look only at credit 
spreads to 0.21% in models that also incorporate lending standard effects. 
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Models that incorporated the potential response of monetary policy (the bottom two panels of 
Graph 2) tended to estimate a milder macroeconomic impact of increases in bank capital. 
The reduction in GDP at the 35th quarter relative to baseline is estimated to be o. 11 % in the 
case of models based only on credit spreads (Graph 2, lower left-hand panel) and 0.14% for 
models that also Incorporated the impact of tightened lending standards (Graph 2, lower 
right-hand panel). 

As noted in the Interim Report, the very low levels of nominal interest rates currently 
prevailing in many countries may reduce the effectiveness of conventional monetary policy 
measures in mitigating adverse macroeconomic outcomes. However, over the longer time 
horizon that Is considered in the present report, it is reasonable to expect that rates will 
eventually normalise to the point where conventional monetary policy responses will regain 
their typical levels of effectiveness. 

2.3 The new requirements relative to the global capital shortfaH 

To inform the calibration of revisions to the Basel Capital Framework, the Basel Committee 
conducted a Quantitative Impact Study (QIS) that assessed the impact of the Committee's 
capital and liquidity proposals on individual banks and the banking industry. 7 The QIS found 
that, under the Committee's revised definitrons of capita! and risk-weighted assets. the risk~ 
adjusted common equity tier 1 (CET1) capital ratio of the sample of large, internationally 
active banks surveyed was 5.7%. The sample of smaller banks included in the study 
reported a higher CET1 ratio, The Q!S did not attempt to estimate system-wide capital ratios, 
though it did note that coverage of the sample of larger banks approached 100"/o, while 
coverage for the sample of smaller banks was lower and varied across countries. The 
reported ratlo for each group of banks was computed by taking the sum of the relevant 
banks' CET1 capital divided by the sum of the banks' risk-weighted assets. 

For the purposes of the present study, we assume the common equity capital ratio in the 
global financial system under the revised definitions at the start of the simulation exercise is 
the same as the QIS's weighted average ratio for the larger banks at the end of December 
2009, le 5. 7%. For a number of reasons, this is likely to represent a conservative estimate of 
the actual current global capital ratio. First capital levels in the banking system are likely to 
have risen since December 2009, given improvements in bank profitability and the likelihood 
that banks have started to adjust their portfolio composition and strategy in response to 
recent and anticipated policy changes. Second, this weighted average is calculated across a 
subset of the surveyed banks, namely those that were large (in terms of absolute capital 
levels), weU--Oiversified and lnternationally active. As noted, the sample of smaller banks 
considered by the QIS averaged higher ratios. Thrrd, the QIS results do not factor in earnings 
retention and other mitigating actions going forward" For example, global banks are likely to 
meet the new standards in part by de-risking certain capital markets activities and by running 
off legacy exposures which are disproportionately penalised by the new standards, but which 
are not associated with traditional lending activities. 

The calibrated Basel Committee proposals envisage a minimum common equity ratio of 
4.5%, augmented by a capital conservation buffer of 2.5°/o, for an overall common equity Tier 
1 capital ratio across the global banking system of 7% at the end of the eight year transition 
period. To achieve this target from a "starting poinr of 5.7%, banks wouid need to raise their 
capita! ratios by 1.3 percentage polnts. The GDP-impact estimates produced by MAG 
members were in most cases linear In bank capitaL Thus, we can multiply the estimated 
impacts (including spillover effects) of a one percentage point increase in capital reported 

7 The report of the QIS can be found here'. http://ytwyl.bis.orgtpubflbcbs186.htm~ 
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above by 1.3 to obtain an estimate of the overall impact Recall that each percentage point of 
additional capital was estimated to lower the path of GDP to a point 0.17% below its baseline 
forecast after 35 quarters, and to Q_ 10% below baseline in the final quarter of the simulation_ 
This would suggest that banks' efforts to achieve the stronger capital requirements would 
lead to an overall reduction of GDP to a level 0.22% below baseline forecasts after 35 
quarters, followed by an increase in growth to the point where GDP would stand 0.13% 
below baseline at the end of the simulation, Le. the twelfth year. 

Translating these GDP level effects into annual growth rates, growth would slow by some 
0.03 percentage points {that is, 3 basis points) on an annualised basis during the 8 % years 
following the start of implementation, In subsequent quarters, annual GDP growth would be 
projected to Increase by 0.03 percentage points through the end of the simulation period, 

These estimates refer to the impact on global growth of the needed increase in capita! in the 
global banking system_ As in the rnterim Report, the MAG member institutions submitted 
results estimating the macroeconomic impact of a common, generic change in standards, 
that is a one percentage point increase in capital implemented over eight years, and the 
median and mean results reported here refer to the impact of this change on a representative 
economy. The actual effects of the strengthened requirements, however, are likely to be 
distributed unevenly across Individual banks and national banking systems, AH else equal, 
countries in which the capitalisation of a relatively larger share of the banking system 
currently falls below the global average are likely to experience a relatively greater economic 
impact, while the effect will be diminished or absent in countries where bank capital levels 
are already close to or above the proposed minimum requirements. Moreover, within national 
banking systems there is variation across banks in terms of the degree of adjustment still 
needed. 

Should banks choose to accumulate an additional capital buffer of common equity above 
these required levels, then each additional percentage point increase in their target capita! 
ratio built up smoothly over an eight year horizon would be predicted to lower GDP by a 
further 0.17 percentage points after 35 quarters_ ln terms of growth rates, each additional 
percentage point in the capita! ratio held as a voluntary buffer would lower annual growth by 
some 0.02 percentage points during the period of buildup, and would add 0.02 percentage 
points to growth during the subsequent return towards the baseline path. 

The level of sueh a buffer is difficult to predict based on past experience, especially In view of 
the changes in the regulatory and supervisory regime. For example, it is difficult to say 
whether, and to what extent, banks' ability to access the capital conservation buffer in times 
of stress will influence their desired buffer in normal times_ Choices are thus likeiy to vary, 
bOth across banks and over time, and will evolve as experience with the new capital 
framework accumulates. 

3 Impact of a more accelerated response of banks to the new 
requirements 

As noted in the Interim Report, banks may seek to implement the stronger capita! 
requirements ahead of the schedule set out by supervisors. They might be motivated to do 
this in order to prove their underlying capital strength to the markets. particu!arty ~f their 
competitors are doing the same. 

lf this is the case, the more rapid implementation schedule considered in the Interim Report 
would again become relevant It will be recalled that, across the 89 models submitted for that 
analysis, the median impact on GDP for a one percentage point increase in capita! 
implemented across four years was at its largest after 18 quarters, when GDP was projected 
to be 0.19%, below baseline (including the effects of international spillovers), The median 
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path then recovered to a level about 0.12% below baseline by the end of eight years (Graph 
1, left-hand panels). Using the figures set out in section 2.3 above for the overall increase in 
capital needed to bring the global capital ratio to a level meeting the strengthened 
requirements, this would suggest an overall impact of GDP of 0.25% at the 18th quarter, 
which would translate into a reduction of O 05 percentage points in annual growth rates. 
followed by a recovery. As discussed above, growth would fall further should banks choose 
to accumulate an additional, voluntary common equity buffer above the required amount over 
the same period. 

The impact would be still greater if banks choose a two-year implementation schedule. As 
reported ln the Interim Report, if a one percentage point increase in capita! is implemented 
over two years, GDP would fall a maximum of 0.22% relative to baseline before recovering. 
The maximum GOP Joss in the two-year case was projected to occur in the 10th quarter after 
implementation. The overall maximum GDP impact in the 10th quarter of implementing the 
strengthened requirements would thus be 029%. Jn terms of annual growth rates, growth 
would need to faH by 0.11 percentage points during that time before recovering. 

To summarise, the shorter Implementation scenarios are estimated to provide a somewhat 
larger dectine in the maximum amount by which the level of GDP is projected to fall relative 
to basetine, reflecting sharper adjustment costs, although the amounts do not differ greatly. 
The more rapid implementation scenarios also imply a greater impact on growth rates, since 
the projected decline in the !evel of GDP relative to baseline would take place over a shorter 
time frame in these scenarios. 

4. Conclusions and open issues 

This Final Report extends the analysis presented in the MAG Interim Repart of the potential 
impact of stronger capital requirements on growth over the next several years. 

Viewed in terms of the median across all national estimates, the results presented above 
suggest that the strengthened capital requirements proposed by the Base! Committee are 
likely to have a relatively modest impact on growth: GDP is projected to fall by 0.22 
percentage points below its baseline level in the 35th quarter after the start of 
implementation, followed by a recovery of growth towards baseline. This implies that annual 
growth rates wm be reduced by 0.03 percentage points for 35 quarters, followed by a period 
during which annual growth will be 0.03 percentage points higher These estimates assume 
that banks act so as to bring the global common equity capital ratio to a lever that would meet 
the agreed minimum and the capital conservation buffer, according to the eight-year 
transition path set by supervisors, If banks choose to implement the new requirements ahead 
of the schedule set out by supervisors. the impact on the overall level of GDP wm be 
somewhat greater and compressed into a shorter time perlod, resulting in a greater Impact 
on growth rates. These effects would also be accentuated to the degree that banks choose 
to hold an addltlonal voluntary equity capital buffer above the new standards. 

As with any forecasting exercise, especially given the length of the horiZon used here, there 
are a number of uncertainties. In particular, as identified in the Interim Report, there are a 
number of factors that may influence the impact of the capital requirements on bank lending, 
loan pricing and growth, but were not explicitly incorporated in the models estimated by MAG 
members_ These Include the ability of banks to alter their business models in response to the 
new capital regime (such as by altering their asset composition, reducing inefficiencies, or 
increasing their reliance on fee-based income); the development of non-bank credit 
channels; and the capacity of markets to absorb new equity offerings by banks. As noted in 
the Interim Report, the ability of banks to make these adjustrnents and the ability of markets 
to absorb new capital issues are likely to be greater if the transition period is a relatively long 
one, so the macroeconomic impact would be lessened by a longer transition. The eight year 
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transition period agreed by the Basel Committee is likely to be long enough to enable many 
of these offsetting adjustments to take place. However, these factors would be less tikely to 
exert a countervailing influence to the extent that banks voluntarily choose to lmpfement 
stronger capital ratios on an accelerated schedule. In addition, as noted in Section 1, no 
additional work was done on the impact of stronger liquidity requirements in this report, in 
view of the fact that the liquidity requrrements are still subject to an observation period. 

Although the results presented In this report and the Interim Report incorporate a number of 
methodological and theoretical advances in the modelling of the macroeconomic effects of 
conditions In the financial sector, economists still have a great deal to learn about these 
relationships. Further research is needed on such questions as how banks adjust their risk 
profiles, loan pricing, and lending behaviour in response to regulatory changes; how changes 
In banking sector leverage, credit spreads and bank !ending volumes affect the dynamics of 
the macroeconomy; and the relative rote of bank and non~bank credit channels in supporting 
macroeconomic activity. It is hoped that the ongoing debate over appropriate policies to 
strengthen the financ!a! system wilt continue to stimulate theoretical and empirical research 
on these important issues. 
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Annex 2. National results 

The analysis in this report ls based on 97 model results submitted by the MAG member 
institutions. Table A'L 1 summarises members' contributions. 

The Interim Report focused on the output of the 89 submitted models that used a "two-step 
approach", In which lending spread and volume impacts were generated by "sate!llte 
models", and then used as inputs into the standard macroeconomic forecasting and policy 
analysis models in use at central banks and other agencies. The satellite models 
Incorporated a number of techniques. Some of these used a "model bank" approach, which 
involved estimating banks' adjustments to their capital and assets in response to differences 
between their actual and target (desired) capital ratios. The estimated target ratio was 
inferred from the past behaviour of capital ratios, or simply based on average capital levels 
over a speclfied period of tlme, Members then estimated an econometric model ln order to 
capture the response of various balance sheet items to the distance-from-target variable, 
while controlling for other factors such as GDP growth, the policy rate, lnftatlon. and 
aggregate bank charge-offs. Others used simpler approaches, such as accounting-based 
estimates that held a control variable (such as the bank's return on equity) constant and 
calculated the adjustments to balance sheet and lending spread variables that would be 
needed to achieve the desired capital target under this constraint 

Most of the results that are summarised in the present report also use this two-step 
approach. A small number of results, however, make use of techniques submitted to the 
MAG and discussed as Ga!ternative approaches" in the Interim Report, namely reduced form 
estimations or bank-augmented dynamic stochastic general equilibrium (DSGE} models. The 
reduced form estimations use past statistical relationships among capital, growth and other 
variables to estimate the likely growth effects of tighter capital and liquidity regulation, 
through the use of vector auto-regression techniques. DSGE estimations aim to provide a 
coherent framework for policy discussion and analysis by capturing the dynamic relationships 
among different macroeconomic varlables while being grounded in microeconomic theory. 
Unlike most DSGE models. bank~augmented DSGE estimations mode! financial 
intermediaries and their ba!ance sheets explicitly. The reduced form and bank-augmented 
DSGE estimates were added to the overall population of models summarised in the present 
report because members felt they had gained experience in constructing and estimating 
these models, relative to the Interim Report, and were more confident that they accurately 
captured the impacts being considered here. 
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Table A2.1. Number of model outputs submitted to MAG subgroups 

Country/region Number of models 

By naiiona! authority By IMF By ECB, European 
Commission -

Australia 1 2 .. 
Brazil 3 2 ... 

Canada 6 2 "" 

China ... 2 .., 

France 2 2 ... 

Germany 1 2 ''' 

India ... 2 .., 

Italy 5 2 .,. 

Japan 4 2 "' 

Korea 4 2 .. 
Mexico 1 2 ... 

Netherlands 7 ... .,. 

Russia ... 2 .. 

Spain 1 2 ... 
United Kingdom 3 2 ... 

United States 4 7 .. 

Euro area ... 5 15 

sum of the above 42 40 15 
-~ .. ~~ ---· ··--
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Results of the comprehensive quantitative impact study 

Executive summary 

The Basel Committee on Banking Supervision ("the Committee") 1 conducted a 
comprehensive quantitative impact study (QIS) to ascertain the impact of its new 
requirements to raise the quality and level of the capita! base, to enhance risk capture, to 
contain excessive leverage and to introduce new liquidity standards for the global banking 
system - collectively referred to as "Basel Ill' - originally introduced in July and December 
2009. The Group of Governors and Heads of Supervision {GHOS), the oversight body nf the 
Committee, confirmed the design and calibration of these reforms at its July and September 
2010 meetings, This report summarises the results of the comprehensive QIS by provldlng 
aggregated analysis of bank data collected by national supervisors. 

Comprehensive QIS information was submitted by individual banks to their national 
supervisors on a voluntary and confidential basis. A total of 263 banks from 23 Committee 
member jurisdictions participated in the study, including 94 Group 1 banks and 169 Group 2 
banks. 2 Members' coverage of their banking sector was very high for Group 1 banks, 
reaching 100"/,, coverage for some jur,sdict!ons, while comparatively lower for Group 2 banks 
and varied across jurisdictions. Banks participating in the study were requested to submit 
consolidated data as of 31 December 2009. Some follow-up requests were undertaken In 
order to refine and enhance original submissions and to reflect the 26 Jufy and 
12 September GHOS agreements. The Committee appreciates the significant efforts banks 
and national supervisors contributed to this data collection exercise, 

The Committee directed the c-0mprehensive QIS effort to focus on a number of specific 
Items: 

• Changes to the definition of capital that result in a new capita! standard, referred to 
as common equity Tier 1 (CET1 ), a reallocation of deductions to CET1 and changes 
to the eligibility criteria for Tier 1 and total capital; 

• Increases in risk-weighted assets resulting from changes to the definition of capital, 
securitisation, trading book and counterparty credit risk requirements: 

• The international leverage ratio; 

• The capital conservation buffer above the CET1 minimum; and 

• Two international liquidity standards - the liquidity coverage ratio and the net stable 
funding ratio, 

The Basel Committee on Banking Supervision is a committee of banKing supervisory authorities which was 
established by the central bank Govemom of the Group of Ten countries in 1975. It consfsls of senior 
representatives of bank sopervisory authorities and central banks from Argentina. Australia, Belgium, Braz<!. 
Canada, China, France, Germany, Hong Kong SAR, India, Indonesia, Italy, Japan, Korea, Luxembourg, 
Mexico, the Netherlands, Russia, Saudi Arabia, Singapore, South Africa, Spain, Sweden, Switzertand, Turkey. 
the United Kingdom and !he United States. It usually meets at the Bank for !ntematkma! Settlement$ {BIS} in 
Basel, Switzerland. where its permanent Secretariat is located. 

1 Group 1 banks are those that have Tiet 1 capilal in excess of €3 billion, are well div(ITT;ifFed, and are 
internationa!ly active. All other banks are considere<.! Group 2 banks. 
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With the exception of the transitional arrangements for non-correlation trading securitisation 
positions in the trading book, this report does not take into account any transitional 
arrangements such as phase~in of deductions and grandfathering arrangements, unless 
noted otherwise. Rather, the estimates presented assume full implementation of the final 
Basel Ill package, based on data as of 31 December 2009. No assumptions have been 
made about banks' profitability or behavioural responses, such as changes in bank capital or 
balance sheet composition, since then or in the future. For this reason the QIS results are not 
comparable to current industry estimates, which tend to be based on forecasts and consider 
management actions to mitigate the impact, as well as incorporate estimates where 
information is not publicly available, 

Key results' 

Overall impact on risk-based capital requirements 

Including the effect of al! changes to the definition of capital and risk~weighted assets, as well 
as assuming full implementation, the impact of the GHOS agreement reveals an average 
decrease for Group 1 banks from an 11.1 '% gross CET1 ratio (gross of current deductions. 
based on current risk-weighted assets) to an average net CET1 ratio of 5.7%, a decline of 
5.4 percentage points. Comparing gross to net CET1 for Group 2 banks reveals an average 
decline in ratios from 10.7% to 7.8°/o, or just 2,9 percentage points, which is considerably 
less than the decline seen in Group 1 banks, 

Calculated on the same basis, the capital shortfall for Group 1 banks in the QIS sample is 
estimated to be between €165 billion for the CET1 minimum requirement of 4.5% and €577 
billion for a CET1 target level of 7.0"/o had the Basel Ill requirements been in place at the end 
of 2009. As a point of reference, the sum of profits after tax prior to distributions across the 
same sample of Group 1 banks in 2009 was €209 billion. The amount of additional CET1 
capital required for Group 2 banks in the QIS sample is estimated at €8 billion in order to 
reach the CET1 minimum of 4.5%. 4 For a CET1 target level of 7%, Group 2 banks would 
need an additional €25 billion; the sum of their profits after tax prior to distributions in 2009 
was €20 billion. 

Definition of capital 

CET1 capital of Group 1 banks would fall by an average of 41.3%. Group 2 banks, on 
average, would experience a decline of 24.7% in CET1 capitaL The Tier 1 c.ap!tal ratios of 
Group 1 banks would on average decline from 10.5% to 6.3%, while total capital ratios would 
decline from 14.0% to 8.4%. The decline in other capital ratios is also Jess pronounced for 
Group 2 banks. Tier 1 capital ratios would decline from 9.8%, to 8, 1% and total capitaf ratios 
would decline from 12.8% to 10.3%. 

Changes Jn risk.~welghted assets 

Overall risk-weighted assets would increase by 23.0% for Group 1 banks. The main drivers 
of this increase are charges against counterparty credit risk and trading book exposures. 

' Unless noted otheiwise, the enalysis of overall changes in risk-weighted assets and capital ratios only 
features banks that were able lo provide quality data on all relevant aspects of the Basel Ill framework_ 

4 For both samples, the estimated shortfall may be understated as some rnstitutions, which ar" likely to have a 
shortfall, were excluded from the analysis due to data issues. 
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Accordingly, banks that have significant exposures in these areas influence the average 
increase !n risk-weighted assets heavily. Some banks also experience a largerthan average 
Jncrease in risk-weighted assets due to securitisation exposures in their banking books. 
Since Group 2 banks are less affected by the revised counterparty credit risk and trading 
book rules, their risk-weighted assets would increase by an average of just 4.0%. As a 
whole, the changes in risk-weighted assets have less impact on banks' capital pos!Uons than 
changes to the definition of capital. 

Leverage ratio 

The weighted average leverage ratio using the new definition of Tier 1 capita! and the 
measure of exposure agreed by the GHOS for testing during the parallel run period Is 2.8"/o 
for Group 1 banks and 3.8% for Group 2 banks. 

Llquldlty standards 

The new liquidity standards result in an average liquidity coverage ratio of 63% and 98% for 
Group 1 and Group 2 banks, respectively. The average net stable funding ratio is 93% and 
103%. respectively. 

Resulls cf the comprehensive quanlita!ive impact study 
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1. General remarks 

At its 12 September 2010 meeting, the Group of Governors and Heads of Supervision 
{GHOS), the Committee's oversight body, announced a substantial strengthening of existing 
capital requirements and fully endorsed the agreements it reached on 26 July 2010. s These 
capital reforms, set out in the document Basel /ff.' A global regulatory framework for more 
resilient banks and banking systems, 6 together with the introduction of two international 
liquidity standards as outlined in the Jntemational framework for liquidity risk measurement. 
standards and monitoring,; deliver on the core of the global financial reform agenda 
presented to the Seoul G20 Leaders summit in November 2010. The comprehensive 
quantitative impact study seeks to measure the impact of these capital and liquidity 
requirements, collectlvely referred to as ~Basel Ill", 

The remainder of thls note is structured as follows: 

• Section 1 provides an overview of the sample and data quality issues; 

• Section 2 shows the total Impact of the Basel m proposals on the risk-based capital 
ratios; 

• Section 3 evaluates the impact of changes to the definition of capital; 

• Section 4 discusses the changes in risk-weighted assets; 

• Section 5 presents the leverage ratio findings; 

• Section 6 presents a capital conservation analysis; and 

• Section 7 presents an analysis of the impact of the liquidity standards. 

1.1 Scope of the impact study 

Twenty-three of the 27 Committee member jurisdictions participated in the QIS. The 
estimates presented are based on data submitted by the participating banks to nationaf 
supervisors in the QIS workbooks and in accordance with the instructions prepared by the 
Committee in February 2010. 11 The results were initially submitted to the Secretariat of the 
Committee in May 2010. 

The purpose of the study was to allow the Committee to assess the impact on participating 
banks of the capital and liquidity proposals set out in the following documents: 

5 See !:he 26 July 20i 0 press release "The Group of Governors and Heads of Supervision reach broad 
agreement on Basel Committee capital and liquidity reform package" (www.bis.orgfpfess/p100726.htm} and 
the 12 September 2010 press release "Group of Governors and Heads of SupefVision atmouilces higher 
global minimum capilaJ standards" (www.bis.org/press/p100912.htm}. 

6 Basel Committee on Banking Supervision, Basel Ill: A global regulatory framework for more resilient banks 
and banking systems, December 2010. 

7 Basel Commtttee on Banking Supervisiont fntem<.1tional framework for liquidity risk measurement. standards 
and monitoring, December 2010, 

a Basel Committee on Banking SupefVision, lnstrucoons tor tho comprehensive quantitative impact study, 
February 201 O, 
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• Revisions to the Basel lf market risk framework ("the Revisions")9 and Guide/mes for 
computing capita{ for incremental n·sk in the trading book ("the Guidelines"); Hl 

• Enhancements to the Basel If framework ("the Enhancements")11 which include the 
revised risk weights for re-securitisations held in the banking book; 

• Strengthening the resilience of the banking sector ("the Resilience document"}12 , 

including 

• The changes to the definition of capital; 

• The introduction of a leverage ratio: 

• The capital conservation buffer above the CET1 minimum; 

• The changes to the treatment of counterparty credit risk; and 

• International framework tor liquidity n·sk measurement standards and monitoring 
("the Liquidity documenr}. n 

Based on the agreements announced on 26 July 2010, the Committee conducted a follow-up 
data collection exercise in September 201 o to collect a limited amount of data from the 
participating banks, allowing the Committee to more precisefy present In this report the 
impact of changes agreed by the GHOS on capital and liquidity standards. 14 

1.2 Sample of participating banks 

A total of 263 banks from 23 Committee member jurisdictions participated !n the study, 
including 94Group1 banks and 169 Group 2 banks. Of these banks, 91 Group 1 banks and 
158 Group 2 banks participated in the follow-up data collection exercise. 1" Banks were asked 
to provide data as of 31 December 2009 at the consolidated level. As in previous impact 
studies conducted by the Committee, Group 1 banks are those that have Tier 1 capital in 
excess of €3 billion, are well diversified and are internationally active. All other banks are 
considered Group 2 banks. Subsidiaries of other banks were excluded from the analyses to 
avoid double counting. 

As shown in Table 1, 20 member jurisdictions provided data for Group 1 banks and 19 
member jurisdictions provided data for Group 2 banks. Members' coverage of their banking 
sector was very high for Group 1 banks, reaching 100% coverage for some jurisdictions, 
while coverage for Group 2 banks was comparatively lower and varied across jurisdictions. 

9 Basel Committee on Banking Supervision, Revisions to the Basel Ii m$/ke! risk .framework, July 2009, 
1t> Basel Committee on Banking Supervismn, Guidelinos for computing capital for incremental risk in the trading 

book, July 2009. 
11 Basel Committee on Banking Supervision, Enhancements to the Basef Ji framework. ju!y 2009. 
12 Basel Committee on Ban~ing Supervision, Strengthening too resilience of the banking sector, consultative 

document, December 2009. 
13 Basel Commlttee on Banking Supervision, tntemationaf framework for liquidity risk measurement. standards 

and monitoring, consultative document December 20D!l 
14 Basel Committee on Banking Superifsion. Instructions for the ft;/IOW·up data coilection for the comprehensive 

quantitative impact study, September 2010. 
15 Not all banks provided data on all parts of lhe Basel Ill 1ramework in !he comprehemwe Q!S, 
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Table 1 

Number of banks submitting data for the comprehensive QIS, lnctuding the 
follow~up data collection exercise 

---
' Jurisdiction Group 1 ' Group2 ' ' ! 

' 
Australia 4 ' 1 ! 
Belgium 2 I 2 

"--
Brazil 2 0 

Canada 6 2 

China 5 5 .. 
France 5 6 

-- """"~""~ 

Germany 9 59 

Hong Kong 0 7 . 
India 3 6 

Italy 2 20 
- """""""""~ 

Japan 9 7 
.. ~-~~~~~-

Korea 5 3 
~ 

Luxembourg 0 1 

Mexico 0 3 

Netherlands 4 14 

Saudi Arabia 3 0 
-----~""""~~ 

Singapore 3 0 
~~~~ ··-

South Africa 3 3 

Spain 2 5 

Sweden 4 2 

Switzerland 2 6 
-· ........ ~~~~~~~~-~--

United Kingdom 5 6 
h~----~~-~---~-- --- ·~~~~~~~~ 

United States 13 0 

Total 91 158 
-

This report presents aggregated results of the comprehensive OtS based on revised data 
provided to the Basel Committee Secretariat by 26 July 201 O including additional data 
pertaining to the definition of capital, liquidity and counterparty credit risk that was collected 
between Juty and October 2010. Despite efforts by national supervisors and banks, there still 
remain a limited number of banks that are excluded from the overall exercise or for individual 
sections of the QIS due to incomplete data. 



Page 299 

ATTACHMENT F 

1.3 Methodology 

The impact assessment was carried out by comparing banks' capital positions under Basel m 
to the current regulatory framework implemented by the national supervisor. 19 To maintain 
the confidentiality of results, most charts shOw box plots separately for Group 1 and Group 2 
banks including the median (the thin red horizontal line), the upper and lower quartiles 
(defined by the blue box) and the minima and maxima {the end points of the thin blue vertical 
line) of the relevant distribution. 

Unless noted otherwise, the reported average amounts in this document have been 
calculated by creating a composite bank at a total sarnpfe level, which effectively means that 
the total sample averages are weighted. For example, the average common equity Tier 1 
capita! ratio is the sum of all banks' common equity Tier 1 capita! for the total sample divided 
by the sum of all banks' risk-weighted assets for the total sample. 

With the exception of the transitional arrangements for non-correlation trading securitisatlon 
positions in the trading book, this report does not take Into account any trans~tiona! 
arrangements, such as phase-in of deductions and grandfathering arrangements, unless 
noted otherwise. 

1.4 Data quality 

Banks submitted very comprehensive and detailed non-public data on a voluntary and bestM 
efforts basis. National supervisors and thelr QIS teams worked extensively with banks to 
ensure data quality, completeness and consistency with the published QIS instructions. 
Unless noted otherwise, the analysis of overall changes in risk-weighted assets and capital 
ratios only features banks that were able to provide quaHzy data on an relevant aspects of the 
Basel Ill framework. 

In looking at the liquidity-related data provided by many banks, the Committee identitled 
some areas where there may be differences bet.veen jurlsdlctlons in interpreting the 
instructions and the additional guidance published. While these differences in interpretation 
led the Committee to work on clarifications of definitions and reporting instructions, some 
differences remain. As a result, not all elements of the data are comparable across banks. 

1.5 Interpretation of results 

It should be noted that the actual impact of the new requirements by the time they are 
implemented will likely be lower as the banking sector adjusts to a changing economic and 
regulatory environment. Indeed, the QIS results do not consider banks' profrtability or make 
any assumptions about banks' behavioural responses, such as changes in capital or portfolio 
composition and strategy as well as other management actions. to the policy changes since 
end~2009 or in the future. For this reason, the QIS results are not comparable to industry 
estimates, which tend to be based on forecasts and consider management actions to 
mitigate the impact, as well as incorporate estimates where lnformation is not publicly 
available. 

w Wlth the exception of i:he United States where some banks provided current data on a Basel H btmi<t 
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2. Overall changes in regulatory capital ratios 

Table 2 shows the overall change in common equity Tier 1 (CET1} capital ratios if an the 
Committee's final rules, both for the definition of capital and for the calculation of risk
weighted assets, were fully implemented as of 31 December 2009, Group 1 banks' average 
CET1 capital ratios under the new regime would have fallen by almost half from an average 
gross CET1 capital ratio of 11.1% to 5.7% when deductions and changes in risk-weighted 
assets are taken into account {a decline of 5.4 percentage points), For Group 2 banks, the 
new net CET1 capital ratios would decline to 7"8% from 10.7%, indicating that the measures 
have a considerably greater impact on the larger banks. 

These declines are mainly attributable to the new definition of capital deductions and filters 
not previously applied at the common equity level of Tier 1 capital in most jurisdictions 
(numerator} and to a lesser but still significant extent to increases in risk-weighted assets 
(denominator). The CET1 ratios presented in the table compare gross CET1 amounts 
(before the application of deductions and filters) in relation to banks' current risk-weighted 
assets (column ~Gross"} with net amounts in relation to new risk.weighted assets and the 
application of deductions and filters (column "Nef'}, The results show significant variation 
across banks {Chart 1}, 

Tier 1 capital ratlos of Group 1 banks would on average decline from 10.5% to 6.311/o, while 
total capital ratios would decline from 14.0% to 8.4%. Meanwhile, as with CET1, Group2 
banks would experience a more modest decline in Tier 1 capita! rattos from 9.8% to S.1%. 
and a decline in total capltal ratios from 12.8% to 10.3%. 

It is important to keep in mind that the analysis of overall changes in capital ratios features 74 
Group 1 and 133 Group 2 banks that were able to provide quality data on all relevant aspects 
of the Base! Ill framework. The exclusion of some banks, which were not able to provide all 
data, leads to an upward bias in the average capital ratios presented in Table 2. 

Table 2 

Average capital ratios by banking group, in percent 

CET1 Tier1 Tota! 

Number of 
banks Gross Net Current New Current New 

Group 1 74 11.1 5.7 10,5 tt3 14.0 8.4 

Group 2 133 10.7 7.8 9.8 8,1 12,8 to.3 

"Gross CETi" is the ratio of gross CET1 {without deductions/ relalive to current risk-weighted assets. "Net" 
columns show net CE Ti {with deductions) relalive to new risk~weighted a!.\S&ls. 
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Chart 1 

New net CET1, Tier 1 and total capital ratios, in percentn 
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Under the Basel Ill framework, the minimum requirement for CET1, the highest form of toss 
absorbing capital, will be raised to 4.5% after the application of stricter adjustments. This 
minimum CET1 capital ratio will be phased in by 1 January 2015. Further, a capital 
conservation buffer above the regulatory minimum requirement was calibrated at 2.5%, and 
will have to be met with common equity, after the application of deductions, by 1 January 
2019. 

Table 3 provides information on the additional amount of capital that Group 1 and Group 2 
banks would need between 31 December 2009 and 2019 to meet the target CET1 capital 
under Basel Ill, assuming a fully phased-in target CET1 requirement as at the end of 2009. 
Since complete data on the total changes in capital and risk-weighted assets are only 
available for 7 4 Group 1 banks and 133 Group 2 banks, it was assumed that those items for 
which no information on the change in risk-weighted assets was available would remain 
constant for a particular bank. 

Assuming a fully phased-in risk-based capital requirement the amount of additional CET1 
capital required for Group 1 banks in the QIS sample to meet the 4.5% CET1 minimum 
requirement is €165 billion. For Group 2 banks, of which the c-0verage ls considerably 
smaller, the shortfall is estimated at €8 billion. HJ For a CET1 target of 7%, Group 1 banks 
would need an additional €577 billion and Group 2 banks in the QIS sample would need an 
additional €25 bll!ion. As a point of reference, the sum of profits after tax prior to distributions 
across the Group 1 and Group 2 banks in the same sample in 2009 was €209 billion and €20 
billion, respectively. 

17 The thick red holizon!al lines indicate the 4.5%, 6"!" and 8% minimum capital requ<rements for CET1 cap~tal, 
Tier 1 capital and total capita!. respectively. The thin red horizontal lines indicate the median for the resoective 
capita! and bank category. 

1
t For both samples, it is recognised that this estimated shortfall is understated and incomplete to the extent 

institulions with shortfalls have been excluded from the analysis. 



Page 302 

ATTACHMENT F 

No assumptions have been made about banks' profitability or behavioural responses, such 
as changes in bank capital or balance sheet composition, since end-2009 or in the future. 
For this reason the QIS results are not comparable to current industry est~mates, which tend 
to be based on forecasts and consider management actJons to mitigate the impact, as we!! 
as incorporate estimates where information is not publicly available. 

Table 3 

Estimated overall CET1 shortfall, participating Group 1 and Group 2 banks, 
in€ billions 

Group 1 banks Group 2 banks 

Number of banks 87 136 

CET1 shortfall - 4.5% 165 8 

CET1 shortfall - 7,0% (2019) = 577 25 

The shortfall is calculated as the sum across individual banks where a shortfall iS observed. The calculation 
includes all changes to RWA (eg definition of capital, counterparty credit rfsk, trading book and secufitisation in 
lhe banking book). For banks where complete data on the total change rn RWA were not available, lt was 
assumed that RWA fur missing items would remain constant 

3. Definition of capital 

3.1 Change In eligible capital 

For Group 1 banks, the change !n net CET1 capital compared to gross CET1 capital 
amounts to 41.3%. With an average change of -24.7%, the impact is smaller for Group 2 
banks as compared to their Group 1 counterparts. The decline ln both groups' Tier 1 and 
total capital is more modest and largely due to changes in capital instrument eligibility. 

Table 4 

Capital impact of new definition of capital1 in percent 

Number of Change in Change in Change in Change in 
banks RWA* CET1 eaptt.al*"' Tier 1 capital totaf capital 

Group 1 87 7.3 -41.3 -30.2 ·26.8 

Group2 136 32 -24] -14.1 -16.8 

* Change in currant overall risk-weighted assets as a resul! of proposed changes to the definition of captta!, le 
from applying a r!sk·weighling treatment to exposures currently be:mg deducted from capit$! or vice versa. All 
changes in fiSk·weighted assets unrelated to the definition of capital are not considered. .. The column '"Change 
in CE11 caplta!" compares gross CET1 capital \without deductions) w;lh oet CETi capr.ar. 
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Chart 2 
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3.2 Impact of deductions on common equity Tier 1 capital 

Table 5 provides additional analyses of the difference between gross and net CET1 capita! 
for Group 1 and Group 2 banks, separating the impact of the various deductions applied to 
gross CET1. 

For the Group 1 banks, the reduction in CET1 capital is driven primarily by deductions of 
goodwill (-19.0%), deferred tax assets {-7.0%) and holdings in other financial institutions 
(-4.3%).20 Minority interest (-2.0%} has a large impact in jurisdictions where these interests 
were included in the current predominant form of Tier 1 capital. That said, the contribution of 
individual deductions to the overall change in CET1 varies widely across banks. Generally, 
other deductions, for example those related to own shares, pension fund assets and 
securit!sation gains on sale, are less significant than the aforementioned deduction 
categories. The category "Excess above 15%" refers to the deduction of the amount by 
which the aggregate of the three items subject to the 10% limit far inclusion in CET1 capitaf 
(significant investments in the common shares of unconsolidated financial institutions, 
mortgage servicing rights (MSRs) and deferred tax assets (DTAs)) exceeds 15% of a bank's 
common equity component of Tier 1, calculated after all deductions from CET1, 

1
" The change in CET1 capital compares gross CET1 capital (without deductions} with net CET1 capital. 

:ro For deferred lax assets, the impacts presented ln Table 5 include !he impact ot items fully deoucte<I from 
CET1 (eg loss carry forwards) as we!! as those in ex;;;ess of ihe 10% irdividuat threshold under !he basket (eg 
temporary differences). For holdings in other finandal institutions, impacts include reciprocal cross-holdings in 
common equity as weli as small investments and signfficanl investments ln the common equity of other 
financial instilu!ions where these inveslments exceed the 10% individual tt;resholds. 
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Similar to the Group 1 banks, the primary drivers of the overall Group 2 bank change in 
CET1 capital relate to deductions for goodwill (~9.4%), holdings of other financial institutions 
\~5.5%), deferred tax assets (-2.8%) and intangibles {~2.3%). Again, the contribution of 
individual deductions to the overall change varies across banks. 

Table 5 

CET1 deductions and minority Interest as a percentage of new CET1 capital gross of 
deductions 

Group 1 

Group2 

Number 
of banks 

87 

136 

-4.3 

·5.5 

-7.0 -0.4 

0.0 

3 /-2.0 

7 . ~2.1 

• Other includes deductions related to investments in own shares, shortfall of pro11islon to expected losses, cash 
flow hedge resme. cumulative Changes in O\Yn credit risK. pension fund assets. seculitisation gains on sale and 
deductions from additional Tier 1 capita! to lhe extent they exceed a bank's additional Tier 1 capita! and, 
therefore, have to be taken from CET1 capital. *'Minority interest is not included in CET1 capital 9mss of 
deductions and the total deductions, 

4. Changes in risk~weighted assets 

4.1 Overall results 

Table 6 presents the change In risk-weighted assets attributable to the tntroductlon of 
Basel Ill and separated Into the following items: 

• Definition of capital: This column measures the change in risk-weighted assets as 
a result of proposed changes to the definition of capital, ie from applying a risk· 
weighting treatment to exposures currently being deducted from capital or vice 
versa. 

• Counterparty credit risk (CCR}: This column measures the increased capital 
charge for counterparty credit risk and the higher capital charge that results from 
applying a higher asset value correlation parameter against exposures to financial 
institutions under the IRB approaches to credit risk, The calculation uses a modified 
version of the December 2009 proposed bond equivalent capital charge for mark-to
market losses associated with a deterioration in the credit worthiness of a 
counterparty (ie credit valuation adjustment - CVA - risk) and a threshofd of 
US$100 billion for applying the increased asset value correlation to regulated 
financial institution exposures. As this does not reflect all refinements since the initial 
proposal. the impact of the final rules will likely be overestimated to some extent 

• Securitlsation in the banking book (See BB): This column measures the Increase 
in the capital charge for securitisations in the banking book. 

• Stressed value~at~risk (sVaR): This column measures the impact of the new 
stressed value-at-risk capital requirement in the trading book. 
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• Equity standard measurement method (SMM}~ This column measures the impact 
of the higher capital charge for certain equity exposures subject to the standardised 
measurement method in the trading book. 

• Incremental risk charge and securitisations in the trading book (IRC and Sec 
TB}: This column measures the impact of the incremental risk capital charge and 
the increase in capital charges for securitisations held in the trading book. 

Overall risk-weighted assets increase by 23.0% for Group 1 banks. The main drivers of this 
increase are charges against counterparty credit risk and trading book exposures. 
Accordingly, banks that have significant exposures in these areas influence the average 
increase in risk~weighted assets heavily. Some banks also experience a larger than average 
increase in risk~weighted assets due to securitisation exposures in their banking book. Since 
Group 2 banks are less affected by the revised counterparty credit risk and trading book 
rules, rlsk~weighted assets increase by an average of just 4.0%. 

Group 1 banks 

Group 2 banks 

Table 6 

Change in risk-weighted assets, in percent 

Def.of I CCR 
capital! 

23.0 6.0 7.6 

Sec BB sVaR 

~~-~---.............. ~~~~~-~~~~~~~~~,--+--

4.0 3.2 0.3 0.1 

Equity IRC and 
SMM SecTB 

5.1 

0.1 

The average impact of the trading book and counterparty credit risk rulea could not be estimated by al! banks in 
the sample. Therefore. the sample of banks is smaller than the sample in Table 4 and the average definl!ion of 
capital impact is different 

The changes in risk-weighted assets for counterparty credit risk and securitisations in the 
banking book are explained in the following sections, The Annex includes a more detailed 
technical analysis of the changes in risk-weighted assets resulting from the new trading book 
framework. 

4.2 Counterparty credit risk 

The calculation uses a modified version of the December 2009 proposed bond equivalent 
CVA charge and a threshold of US$100 billion for applying the increased asset value 
correlation parameter to regulated financial institution exposures, The recalibration also 
removes the five times multiplier initially proposed in the consultative document but does not 
reflect any of the changes to the calculation of CVA in the final rules text.2' As with other new 
requirements, the results vary across banks depending on their business model. 

11 As noted above, this does not reflect all revisions since the initial proposal. Therefore. the impact from the final 
rules wH! likely be overestimated to some extenl 
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The number of banks included in the counterparty credit risk {CCR) anafysis is smaller than 
the number taking part in the QIS as CCR is relevant only to banks engaged in OTC 
derivatives activities or securities financing transactions (SFTs}. 

Based on the sample banks included in this analysis, the new CCR requirements resulted in 
an 11.0% average increase in credit risk~weighted assets for Group 1 banks and a 
slgnlficantly smaller 1.1°/o increase in credit risk~weighted assets tor Group 2 banks. As 
shown in Table 6, the Increase relative to overall risk~weighted assets is 7.6% for Group 1 
banks and 0.3% for Group 2 banks. 

4.3 Securitisations in the banking book 

The Committee introduced several Piiiar 1 enhancements to the Basel U securitisation 
banking book framework in July 2009. Specifically, higher risk weights were introduced for 
resecur!tisation exposures and credit conversion factors for short-term liquidity facilities to 
off-balance sheet conduits were increased. The effect of these enhancements was captured 
in the scope of the QIS data collection, 

For Group 1 banks, the revised treatment of securitisations would increase overall rlsk
weighted assets by 1.7%. As expected, the overall change in risk-weighted assets for 
Group 2 banks (a 0.1%. increase/ was very modest overall. Importantly, these changes do 
not reflect the transition from a deduction to a risk-weighting treatment for securitisatlon 
exposures in some jurisdictions. Such effects have been attributed to changes in the 
definition of capital (see Section 3}. 

5. Findings regarding the leverage ratio 

This section presents the July 2010 GHOS agreement for a supplementary leverage ratio. 
The calculations use the new definition of Tier 1 capital as the numerator of the ratio and the 
measure of exposure agreed by the GHOS for testing during the parallel run period as the 
denominator of the ratio. In the exposure calculation. a 100% credit conversion factor 
generally applies to off-balance sheet exposures, with the exception of a 10"/o credit 
conversion factor being applied to unconditionally cancellable commitments. Basel n netting 
and potential future exposure calculated according to the current exposure method under 
Basel II are used for all derivatives. 

An important element to understanding the results of the leverage ratio section of the QfS is 
the terminology used to describe a bank's leverage. Generally, when a bank. is referred to as 
having more leverage, or being more leveraged, this refers to a multiple of exposures to 
capital {ie 50 times} as opposed to a ratio (ie 2.0%). Therefore, a bank with a high level of 
leverage wm have a low leverage ratio, 

The average leverage ratio is 2.8% and 3.8% for Group 1 and Group 2 banks, respectively, 
indicating that large banks are considerably more leveraged than smaller banks. As with 
other policy changes presented in this report there is significant variation within the Group 1 
and Group 2 bank samples {Chart 3). The thick red line in the chart indicates the 3% 
minimum leverage ratio, the thin red horizontal lines indicate the median for the respective 
bank group. 
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Independent of the risk-based ratio, approximately 42% of the Group 1 banks and 20% of me 
Group 2 banks in tha sample would have been constrained by a 3% leverage ratio as of 
31 December 2009 assuming the new definition of Tier 1 capital was already in pface, 

6. Capital conservation 

6.1 Conservation ratio 

The conservation ratio is defined as: 1 - (distributions I profit after tax). Profit after tax is prior 
to expensed distributions, and distributions {net of Tier 1 injections) include the following 
elements: ordinary share dividends, other coupons and dividend payments on Tier 1 
instruments, common stock buybacks, other Tier 1 buybacks or repayments {gross}, and 
discretionary staff compensation and bonus payments. 

In certain cases the ratio can be a negaUve number or over 100%. To ensure that the ratio is 
bounded between zero and 100%, certain adjustments were made. \Nhen distributions are 
greater than profit after tax, the ratio is set equal to 0% as the bank has conserved none of 
its profits (this avoids negative conservation ratios). In instances where distributions are 
negative (ie the bank has made a net injection of funds) the ratio is set to 100%. 

6.2 Sample 

The analysis covers 21 Basel Committee member jurisdictions and Is confined to Group 1 
banks_ Banks for which data were mjssing for any item needed in the calculation of the 
conservation ratio are excluded from the sample. The conservafon ratios are calculated for 
the period from 2004 to 2009, resulting in a total sample of 371 observations, 



Page 308 

ATTACHMENT F 

6.3 Analysis 

Summary statistics for the conservation ratio are presented for the period 2004 to 2009 in 
Table 7, In the years preceding the crisis the mean and median conservation ratio is stable at 
62% to 70%. Capital conservation ratios increased significantly after the start of the crisis, 
with the median conservation ratio rising to 90% or higher in 2008 and 2009. 

----·····---------------------------
Table 7 

Conservation ratios summary statistics, all data in percent 

2004 2005 2006 2007 2008 2009 

25th Percentile 

Median 

Mean 

75th Percentile 

Combining the time series data in Table 7, Chart 4 presents the full sample distribution (371 
observations). The mean conservation ratio is around 70°/IJ (around 40% of the sample is 
comprised of observations from 2008 and 2009). The high number of observations in the 
~90°/o to 100%" range is due to net capital injections including public sector capital injections, 
which are reported as having a conservation ratio of 100% in th[s analysis. 
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Table 8 examines how the conservation ratios vary according to the profitability and Tier 1 
capitalisation of banks. It is expected that a bank with higher profits (defined as profit after 
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tax to risk~welghted assets) and higher Tier 1 capital ratios would on average have a lower 
conservatlon ratio. In Table 8 banks are sorted into quartiles based along these two 
dimensions {relatlve Tier 1 capitalisation and profitability). Each cell of the matrix calculates 
the average conservation ratio for banks in that combination of profitability and capitalisation 
quartile. 

The data show that banks in the lowest Tier 1 quartile and lowest proflt quartile tend to 
conserve more than banks in the highest Tier 1 ratio and profit quartiles. Banks that are both 
in the highest profit and capitalisation quartile have an average conservation ratio of 56.6%, 
which compares to the average conservation ratio of banks ln the lowest profit and 
capitalisation ce!l of 81.6%. 

In general however, there appears to be a stronger relationship between profltabitity and 
conservation ratios (bottom row of the table). than there is between capitalisation and 
conservation ratios (right-hand column of the table). 

Table 8 

Average conservation ratios, in percent 

Profit to RWA quartiles 

75-100 .., 
w ~75 74.0 68.2 50.0 .... ~ 

I- \'\:! 
78.8 62.5 57.4 ::I 

O" 

0.-2!) 81.6 84.8 64.6 70.4 

All 80.8 76.7 65.2 58.6 

7. Liquidity 

The Committee has further strengthened its liquidity framework by developing two minimum 
standards for funding liquidity. Both standards have been significantly revised since the 
December 2009 consultative proposal, based on further analysis by the Committee, 
feedback from the industry, and ~nitial QIS results which gave an indication of the impact of 
the calibration of the standards. Revisions were made with the intent to right-size the stress 
scenario to capture a severe, yet not worst-case, scenario. 

7.1 Liquidity coverage ratio 

One of the standards is a 30-day liquidity coverage ratio (LCR} which is intended to promote 
short~term res!llence to potential liquidity disruptions. The liquidity coverage ratio was 
designed to require global banks to have sufficient high-quality liquid assets to withstand a 
stressed 30~day funding scenario specified by supervisors. The LCR denominator is 
comprised of cash outflows less cash inflows that are expected to occur in a severe stress 
scenario, while the numerator consists of a stock of unencumbered, high quality ttquid assets 
that must be available to cover any net outflow. 
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169 Group 1 and Group 2 banks provided sufficient data in the follow-up data collection 
exercise to calculate the LCR according to the final rules. The average LCR was 83% for 
Group 1 banks and 98% for Group 2 banks. :u These aggregate numbers do not speak to t11e 
range of results across the banks. Chart 5 below gives an indication of the distribution of 
bank results; the thick red line indicates the 100% minimum requirement, the thin red 
horizontal lines indicate the median for the respective bank group, 46% of the banks In the 
QlS sample already meet or exceed the minimum LCR requirement. 
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For the banks in the sample, QIS results show a shortfall of liquid assets of €1.73 trimon as of 
end~2009, if banks were to make no changes whatsoever to their liquidity risk profile This 
number is only reflective of the aggregate shortfall for banks that are below the 100% 
requirement and does not reflect surplus !!quid assets at banks above the 100% requ~rement. 
Banks that are below the 100% required mmimum have until 2015 to meet the standard by 
scaling back business activities which are most vulnerable to a significant short-term liquidity 
shock or by lengthening the term of their funding beyond thirty days. Banks may also 
increase their holdings of liquid assets. 

22 Banks' LCRs have been capped at 400%. both for the calculation of the averages and in the chart. 
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The key components of outflows and inflows are shown in Table 9, along With the 
composition of high quality assets currently held at banks depicted In Chart 6 below. 

Table 9 

LCR outflows and inflows as a percentage of gross outflows 

Category Group 1 banks Group 2 banks 

. Outflows to .••. ··••· ? ( 
... ...... · .. 

•• •••••• 

.... J .... . 

Unsecured retail and small business customers 9.7% 18.1% 

Unsecured noirfinancial corporates 15.9% 21.4% 

Unsecured financial institutions 27.6% 26.3% 

Unsecured sovereign, central bank, public sector entities (PSEs} 
and other counterparties 9.7% 6.6% 

Secured funding 2.4% 1 . .2% 

Collateral, securltisations and own debt 24.9% 10.9% 

Credit and llquidity fac!!ities 2.3% 2.7% 

other cash outflows including derivative payables 7.3% 12.8% 

Total outflows" I 100.0% 10(1.0% ' 
;1rif1o'Ns from .•. t 

I 

Retail and small business customers ' 2.5% R4% ! 

Non~financia! corporates I 3,2% 5.9% ' 
' Financial institutions I 7.8% 16.9% 

Other entities 0.8% 11% 

Secured !ending 7.5% 6.1% 

Asset-backed commercial paper (ABCP), conduits, structured 
investment vehicles (SlVs) and own account, performing security 
cash flow 1.3% 1.6% 

Other cash inflows including derivative receivables 6.1% 15.9% 

Total inflows"" 22.2% 40.5% 

•May contain rounding differences. ~·For the purposes of this table, the 75% cap fS only applied to the •total 
inflow'' categorf, Therefore, the percentages in 1he inflow categories do not add up to the "total inflow' calegory. 
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The second standard is the net stable funding ratio (NSFR), a longer-term structural ratio to 
address liquidity mismatches and provide incentives for banks to use stable sources to fund 
their activities. 

The NSFR for Group 1 banks is 93% on average. For Group 2 banks, the average NSFR is 
higher than that of the Group 1 sample at 103'%. Chart 7 shows the distribution of results for 
Group 1 and Group 2 banks; the thick red line indicates the 100% minimum requirement, the 
thin red horizontal lines indicate the median for the respective bank group. 23 

:n One bank was removed from Chart 7 due to a result that greal!y exceeded the scale of the chart 
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166 Group 1 and Group 2 banks provided sufficient data in the foUow-up data collection 
exercise to calculate the NSFR according to the final proposals. 43% of these banks already 
meet or exceed the minimum NSFR requirement, with 67%1 of them at an NSFR of 85% or 
above. 

QlS results show that banks in the sample had a shortfall of stable funding of €2.89 trillion at 
the end of 2009, if banks were to make no changes whatsoever to their funding structure. 
This number is only reflective of the aggregate shortfall for banks that are below the 100% 
NSFR requirement and does not reflect any surplus stable funding at banks above the 100% 
requirement. Banks that are below the 100% required minimum have until 2018 to meet the 
standard and can take a number of measures to do so, including by tengthening the term of 
their funding, reducing maturity mismatch, or scaling back activities which are most 
vulnerable to liquidity risk in periods of stress. 

It should be noted that the shortfalls in the LCR and the NSFR are not additive, as 
decreasing the shortfall in one standard may result in a similar decrease in the shortfall of the 
other standard, depending on the steps taken to decrease the shortfall. 

Resul"ii ol the comprehensive quantitative imµact study 21 
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Annex 

Changes in risk .. weighted assets in the trading book 

With regard to the trading book, the scope of the OIS included consideration of the following 
treatments: {i) the stressed VaR; (ii) the capital Charge for incremental risk; and (iii) the 
capltal charges for securitisation exposures, including the correlation trading portfollo. The 
capital charges for securitisations that are not included in the correlation trading portfolio 
have generally been calculated as the larger of the capital charges for net long and net short 
positions. This is in hne with the transitional treatment to be applied from 31 December 2011 
to 31 December 2013 as announced in the Committee's 18 June 2010 press re!ease. 24 After 
the transitiOn period, the capital charge will change to the sum of the capital charges for the 
net long and net short positions. However, applying this treatment now would substantially 
overstate the impact as many legacy positions will roll off or be managed down. To the extent 
capital charges for the correlation trading portfolio are calculated using a comprehensive risk 
mode!, they include the impact of the 8% floor of the standardised measurement method. 

The original QIS questionnaire and instructions did not reflect subsequent decisions by the 
Committee regarding three interpretive issues: (i) the application of market value to derivative 
positions; (ii} the app!lcatlon of off~setting under the standardised measurement method; and 
(iii) the application of the maximum possible loss principle. Furthermore, the origlnaf data 
collection was not sufficient to assess the impact of basing the standard'1sed approach capital 
charges for securitisations outside the correlation trading portfolio on the maximum of the 
capital charges for net long and net short positions during the transitional period. VVhi!e some 
banks provided additional data in a foUow~up study in May 2010, not all banks were able to 
provide these data. For banks that did not provide data in the follow-up study or could not 
fully reflect the three interpretive issues in their calculations, capital charges for securitisation 
exposures outside the correlation trading portfolio, and capital charges for correlation trading 
exposures subject to the standardised measurement method as well as the level of the 8%1 
floor, might be overstated. 

Table 10 shows the impact of the revised trading book capital charges on overall risk
weighted assets. It is important to note that the sample of banks that provided trading book 
data in the QIS ls larger than the sample of banks included in the Trading Book Group's 
impact studies. As these additional banks are not expected to be as active In securitisation 
trading and especially correlation trading, the average impact is expected to be lower. 

Stressed value-at~risk {column "sVaR") results in an average increase in overall capita! 
requirements of 2.6%. However, there is significant dispersion of the increases across 
Group 1 banks with a maximum of 51.8'% for one bank in the sample. The elimination of the 
preferential 4% risk weight for certain equity exposures subject to the standardised 
measurement method (column "Equity") has almost no impact on Group 1 banks. The 
incremental and comprehensive risk capital charges and the capital charges for securitisation 
exposures in the trading book contribute on average 6.9% to the increase of overal! capital 
requirements with a maximum of 112.3% for one bank. The overall average increase is 
broken down further as follows: the incremental risk capital charge {column "lRC"} 

i-< "Adjustments to the Basel II market risk framework announced by lhe Basel Committee· 
(www. bis.orgipress/p100018.hlm). 
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contributes 1.5%; the capital charge for non-correlation trading securitlsat!on exposures 
according to the standardised measurement method (column "SMM non-CTP") contributes 
4.4"/o; the comprehensive risk model for correlation trading exposures (including the ffoor, 
column "Correlation trading CRM") contributes 1 ,7%; the standardised measurement method 
for correlation trading exposures not included in the model (column "Correlation trading 
SMM"} contributes 0.2%; and the previous capital charges (resulting from the event risk 
surcharge and previous standardised or VaR-based charges for the specific risk capita! 
requirements of securitisatlons) reduce the impact of the charges by OJJ0k 

Table 10 

Increase in trading bootwelated capital charges relative to overaU capital 
requirements, Group 1 banks, in percent 

!RC and securffisation 

·~·,,,_.,----..---Co_rre_la_ti_on---.."""--~~ 

Average 2.6 0.0 

l SMM trading 
non

IRC CTP CRM SMM 

0.2 l 

Prev. 
charge 

-OJ} 
----'--·-~-- .~·~--....._ ___ .... __ _ 

This table Includes all banks providing data on the trading book changes, irrespective of whether or not they 
a!w provided data on all other policy issues with risk-weighted asset impact. Therefore. the results are not 
comparable to the last three columns cf Table 6. 

Across the sample of 61 Group 1 banks providing data, the stressed value-at-risk was on 
average 248. 7% of the value.-at~risk provided by firms for a non-stressed period, typically the 
period ending 31 December 2006. This ratio ranged from as iow as 86.7% to a high of 
814.9%, with a median of 207.2% and a standard deviation of 141.7%. Some additkmai 
summary statistics regarding the new trading book capital requirements compared to current 
market risk capital requirements are included in Tabte 11. 

Table 11 

Increase in trading book-related capital charges relative to current market risk 
requirements, Group 1 banks, in percent 

I Correlation trading 

SMM non~ 
sVaR IRC ' CTP CRM SMM ' ' ' ; 

Number of banks 61 35 45 18 ' 16 ' ' 
Median 51.7 28.8 17.0 25.5 ' 82 

Minimum 8.5 1.2 ; 0.2 5.6 2.3 
' 

Maximum 165.4 l 171.9 i 484.8 91.2 H~.5 ~~~~ 

StDev 43.8 49.1 21,9 7.6 L 119.4--t 
7777 .... "'""" ___ 

23 
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An assessment of the long-term economic 
impact of stronger capital and liquidity requirements 

Executive summary 

This report provides an analysis of the long~term economic impact {LEI} of the Basel 
Committee's proposed capital and liquidity reforms. 1 It assesses the economic benefits and 
costs of stronger capita! and liquidity regulation in terms of their impact on output The main 
benefits of a stronger financial system reflect a iower probabnity of banking crises and their 
associated output losses, Another benefit reflects a reduction in the amplitude of fluctuations 
in output during non~risis periods. In this analysis, the costs are mainly related to the 
possibility that higher lending rates lead to a downward adjustment ln the !eve! of output 
while leaving its trend rate of growth unaffected. While empirical estimates of the costs and 
benefits are subject to uncertainty, the analysis suggests that in terms of the impact on 
output there is considerable room to tighten capital and liquidity requirements while stm 
yielding positive net benefits. 

Jn interpreting the findings of the report, two points are worth highlighting. 

First the report focuses on the fong~run economic impact. The analysis assumes that banks 
have completed the transition to the new fevefs of capital and liquidity To do this, It 
compares two steady states, one with and one without the proposed regulatory 
enhancements. The report does not assess the benefits and costs associated with the 
transition phase. The Macroeconomic Assessment Group {MAG) considers the 
macroeconomic costs of this transition, but not its benefits. 2 

Second, the report should not be viewed as indicating a particular calibration level. The 
Committee's calibrat!on is also being informed by lts top-down assessment of the capital and 
liquidity frameworks and the results of the Quantitative Impact Study. Moreover, references 
to capital and liquidity ratios in this report are based on historical data and definmons and 
thus should not be read as corresponding directly to those proposed by the Basel 
Committee, 3 

Inevitably, the analysis of the macroeconomic benefits and costs is subject to considerable 
uncertainty. No single approach can capture all the implications of captta! and liquidity 
regulation for bank behaviour and the economy at large Thus, the report draws on a variety 
of methodologies and models. The presentation {including sensitivity analysis and technical 
annexes) provides a sense of the range of results across methodologies and potential 
uncertainties associated with the estimates. 

1 This report was produced b'f the Basel committee's Long-term Economic Impact (LE!} working groop, c'1aired 
by Claudio Borio (BIS) and Thomas Huertas (UK FSA). 

1 The MAG report is available at http:llwww.bis.org/pub!lothp10.htm. 

~ Throughout this report, capital is defined as langib!e common equity (TCE) and the capita! ratio as the ratio of 
TCE to risk-weighted assets (RWA}. TCE 1s nel of goodwm and intangibles. RWA are measured using 
historical definitions under Base! I and Basel II. The analysis applies to total TCE held, so that it does not 
distingulsh between the minimum capita! requirement and additional capital that banks may hold in excess of 
the minimum requirement The assessment of the liquidity regulations focuses or; tne Nel Stab>e funding 
Ratio (NSFR}, as defined ln lhe December 2009 proposaL At the same time, it aiso provides information 
pertinent to the assessment of the Uquidity Coverage Ratio iLCR), 
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The core conclusions are illustrated in the graph below. The graph plots a range of estimates 
for the net benefits per year from reducing the prooabHity of banking crises through higher 
capital standards while also meeting the liquidity requirements. The net benefits are 
measured in terms of the long-run change in the yearly level of output from its pre-reform 
path, with its trend growth rate unchanged. The origin corresponds to the historical average 
level of the capital ratio and frequency of banking crises - a proxy for the pre-reform steady 
state. The range of results shown reflects various estimates of the costs of banking crises, 
depending on whether costs are estimated as, permanent but moderate - which also 
corresponds to the median estimate across all comparable studies of such costs (red line) -
or on!y temporary {green line)- At the same time, taking a conservative approach, the results 
assume that institutions pass the added costs arising from strengthened regulations on to 
borrowers in their entirety while maintaining pre-reform levels for the return on equity, interest 
costs of !labilities and operating expenses. Thus, the costs of meeting the standards may be 
close to an upper bound_ 

Summary graph 

Longwrun expected annual net economic benefits of increases in capital and liquidity 
Net benefits (vertical axis) are measured by the percentage impact on the level of output 

Increasing capital and meeting liquidity 
requiraments 

6% 9% 10% 11% 12% 13% 14% 15% 16% 
Ci!pitatmto 

Capital only 

8% 9% 10% 11% 12% 13% 14% 15% 16% 
Capital ratio 

riw capita! ratio is defined as TCE over RWA The origin oorre&ponds to !he prn-rafoo"n steady smro. approx<mated by hiSt0<:.m1 
aV-Orages fur total capital ratios {7%) tll1d too average protiat>ilily of tmnking crises. Net rerems are im;asured by the dmerence 
Pt>twoon expected benerrts and expected cools_ Expected llenefils l!Qual the reduction in me probab!lfly of clises times too 
COITffllflO'\d;ng output kisses_ Th(> red and green lines reret to o•ffeient esUmams of nel berwtits, assuming that Iha effeci:s 4f etises en 
oulp1Jt are p<>rrnam:ml but moderate (which a tao o:mespcnds to the median mrnaw acro<>S all wmparoble studies) or onty transitory 

The core message of the graph is that net benefits remain positive for a broad range of 
capital ratlos, with the incremental net benefits from reducing the probability of banking crises 
gradually declining to become negative beyond a certain range_ Admittedly, the precise 
mapping between higher capital levels and stricter liquidity standards, on the one hand, and 
the reduction In the probability of crises, on the other, is quite uncertain. With this caveat, the 
sizeable gap between benefits and costs for a broad range of assumptions still suggests that 
in terms of the impact on output there is considerable room to tighten capital and Uquidity 
requirements while still achieving positive net benefits, 

The following presents in more detail the estimatlon methods, main results and broader set 
of factors that need to be considered when making an overall assessment. The body of the 
report provides detailed information on the dispersion of results and uncertainty surrounding 
them_ 

2 
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Economic benefits 

The first step to estimate the fong-term net benefits of the regulatory reforms shown in the 
graph involves calculating the expected yearly output gain associated with the reduction in 
the frequency and severity of banking crises. This is equivalent to the reduction in the 
probability of banking crises times the discounted output costs of their multi-year effects -the 
dexpected costs~ of crises. Thus, the calculation involves two steps: estimating the expected 
discounted cost of crises and estimating the impact of stronger capital and liquidity 
requirements on those expected costs - on the probability and severity of crises. 

Historical experience suggests that, in any given country, banking crises occur on average 
once every 20 to 25 years, le the average annual probability of a crisis is of the order of 4 to 
5°/r;. The evidence indicates that banking crises are associated with large losses in output 
relative to trend and that these costs extend well beyond the year in which the crisis erupts 
The cumulative (discounted) output losses range from a minimum of 20% to well in excess of 
100% of pre-crisis output, depending primarily on how long-lasting the effects are estimated 
to be, 

Using the median estimate of the cumulative discounted costs of crises across all 
comparable studies, which is around 60%, each 1 percentage point reduction in the annual 
probability of a crisis yields an expected benefit per year equal to 0.6'% of output when 
banking crises are allowed to have a permanent effect on real activity. Using the median 
estimate of losses when crises are seen to have only a temporary effect, which is around 
20%, each 1 percentage point reduction in the annual probability of a crisis yields an 
expected benefit per year equal to 0.2% of output 4 Whtie individual country experiences 
obviously vary, on balance the frequency of crises does not differ much between industrial 
and emerging-market economies and, if anything, costs appear somewhat higher in industrial 
economies, 

Mapping tighter capital and liquidity requirements into reductions in the probability of crises is 
particularly difficult. This study relies mainly on two types of methodology. The first involves 
reduced~form econometric studies. These estimate the historical link between the capital and 
liquidity ratios of banking systems and subsequent banking crises, controlling for the 
influence of other factors. The second involves treating the banking system as a portfolio of 
securities. Based on estimates of the volatility in the value of bank assets, of the probabilities 
and of corre!at!ons of default and on assumptions about the !ink between capita! and default 
it is then possible to derive the probability of a banking crisis for different levels of capita! 
ratios, Combinations of these methodologies are also used. 

Although there is considerable uncertainty about the exact magnitude of the effect the 
evidence suggests that higher capital and liquidity requirements can significantly reduce the 
probability of banklng crises. As one would expect, the incremental benefits decline at the 
margin. Thus, they are relatively larger when increasing bank capital ratios from lower levels 
and they decline as standards are progressively tightened. As an illustration, the mode~s 
suggest that the decrease in the likelihood of crises is three times larger when capital Is 
increased from 7% to 8% than when it is raised from 10% to 11'%1. lntuitively, the further 
away banks are from insolvency, the lower is the marginal benefit of additional protection. It 
should be recognised, though, that while the results are consistent across methodologies, 
the rate at which these benefits accrue is dependent on model assumptions and is very hard 
to pin down with confidence. 

4 The average peak-lo-trough estimate of l~s assoclaled wilh banking crises is around 10% .. This ignores the 
duration of crises and is thus not comparable to estimates of cumura!lve losses (see Annex 1 }. 
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Intuitively, a stronger banking system should also be expected to reduce the severity of 
banking crises. Higher aggregate levels of capltal and liquidity should help insulate stronger 
banks from the strains faced by weaker ones. There Is, however, no extant research on this 
issue. The preliminary exploration carried out in this study, based on a simple reduced-form 
relationship akln to those used to estimate the impact on the probability of crises. finds some 
evidence of a relationship. However, the estimated relationship is statistically weak. perhaps 
owing to the limited number of observations that could be used (10 crises only). !n the spirit 
of conservatism, the estimates are not used in the calculation of net benefits, effectively 
assuming that tougher standards have no impact on the severity of crises. 

Economic costs 

The long-run costs of higher capital and liquidity requirements on output are assessed using 
a variety of macroeconomic models, includ1ng a subset of those used by the MAG. 5 The list 
includes dynamic structural general equilibrium (DSGE) models, semi-structural models and 
reduced-form models. In contrast to the MAG, because of the focus on the long-run steady 
state, higher capital and liquidity requirements are assumed to increase the cost of bank 
crecHt without additional non-price restrictions (eg credit rationing). The higher cost of bank 
credit lowers investment and consumption, In tum influencing the steady-state level of output. 

The methodology to calculate the cost depends on the features of the macroeconomic 
models. !n those that already inc!ude measures for capital and/or liquidity, changes in these 
variables can be imposed directly. In those that do net, it is first necessary to map regulatory 
requirements to lending spreads, or the cost of borrowing more generally, as this is always 
included In the models. 

The mapping of changes in regulatory requirements into lending spreads relies on a 
representative bank's balance sheet for several national banking systems, The pre-reform 
steady state is approximated by the average composition of the balance sheets over several 
years prior to the crisis, together wlth historical estimates of funding costs and returns on 
equity. Based on this, it is then possible to calculate the increase in lending spreads 
necessary to recover the additional costs of the higher standards. As already noted, this 
mapping is based on the conservative assumption that the whole adjustment is absorbed by 
lending rates, le any Increase in funding costs or reductions in returns on investments are 
fulfy passed through. It also assumes that the cost of capital does not fall as banks become 
less risky. !t thus represents something closer to an upper bound_ 

This simple mapping yields two key results, with the central tendency across countries 
measured by the median estimate. First, each 1 percentage point increase in the capital ratio 
raises loan spreads by 13 basis points. Second, the additional cost of meeting the l!quidity 
standard amounts to around 25 basis points in lending spreads when risk-weighted assets 
(RWA) are left unchanged: however, it drops to 14 basis points or less after taking account of 
the fa!! in RWA and the corresponding lower regulatory capital needs associated with the 
higher holdings of !ow-risk assets. 

Not surprisingly, these results are sensitive to the return on equity (ROE} that banks are 
assumed to target For example, if the average ROE is assumed to be 10"/o {rather than the 
1993-2007 average of nearly 15°/o but consistent wlth a range of academic studies), then 

5 A number of the models used by the MAG couid no1 be employed because they do not have a weH defined 
steady state for the level of output or this is difficult to compute. Even so, the results produced in tnis report 
are corrsJstent with those produced by those models and the overall MAG results. when that steady stale is 
approximated by the level of output at the end of the simulation period used by the MAG (eight years). 

4 
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each 1 percentage point increase in the capital ratio can be recovered by a 7 basis point rise 
In lending spreads. 

Similarly, the results are very sensitive to the full-pass-through assumption. Banks have 
various options to adjust to changes in required capital and liquidity requirements other than 
increasing loan rates, Including by reducing ROE, reducing operating expenses and 
increasing non-interest sources of income. Each of them could cut the costs of meeting the 
requirements. For example, on average across countries, a 4% reduction in operating 
expenses, or a 2 percentage point fall in ROE, is sufficient to absorb a 1 percentage point 
increase in the capital~to-RWA ratio. In practice, banks are likely to follow a combination of 
strategies. 

Based on this intermediate step, it is then possible to estimate the impact of tougher 
regulatory requirements on output across the full set of macroeconomic models. A 
1 percentage point increase in the capital ratio translates into a median 0,09% decline in the 
level of output relative to the baseline. The median impact of meeting the liquidity 
requirement is of a similar order of magnitude, at 0.08%. 

Comparing benefits and costs - overall assessment 

The various measures just described are then put together to quantify the net beneflts shown 
in the summary graph. That graph indicates that, on balance. there is considerable scope to 
increase capltal and liquidity standards while yielding positive net benefits. In reaching an 
overatl assessment, however, it is important to highlight the factors that are not considered 
explicltly in the graph and that could make the final estimate of the net benefits higher or 
lower. Some of these factors have already been noted. In some cases, quantifying their 
effects is exceedingly difficult 

Severa! factors could lead to a higher estimate of net benefits: 

• In addition to reducing the probability of banking crises, higher capital and liquidity 
standards. by making the financial system more resilient, can reduce the amplitude 
of the business cycle. This impact can be enhanced through countercy'Clica! capita! 
buffer schemes. While hard to compare wlth the benefits included in the graph, 
these effects can be significant They are evaluated in detail in section H.B and 
Annex 4 of this report. 

• In a simHar way to that noted above, but focusing on crisis periods, a risk-averse 
society would be prepared to pay a premium over the expected costs of an extreme 
event such as a banking crisis (probability times its cost in terms of output) In order 
to insure against it. ie pay over the actuarially fair price. This premium has not been 
included in the calculations and would increase the benefits, 

• The expected costs of crises are based on data from historical episodes featuring 
!argewscale government intervention to minimise the negative effects on output. ln 
the absence of such intervention, the average costs of banking crises are !ike!y to be 
significantly higher. In addition, the discount rate used to estimate the present value 
of the multi-year cost of crises is qulte conservative. 

• To the extent that higher capita! and liquidity requirements also reduc.e the severity 
of crises, the benefits will be hlgher, 

• The analysis assumes full pass"through of the higher funding costs/iower yield from 
investments to loan rates. However, in the long run it is reasonable to expect that 
by reducing banks' riskiness, higher capital and liquidity requirements should lead to 
lower debt and equity costs. Moreover, once adjustment is complete, differences 

5 
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bet'#een the cost of equity and debt could reduce to tax effects. Banks couid also 
adjust by increasing efficiency or reducing operating expenses_ These effects would 
substantially reduce the estimated long-run costs. 

• To the extent that greater intermediation Is provided by the non~bank sector, the 
estimated costs will be lower. 

Similarly, there are a number of factors that could reduce the net benefits: 

• The existing literature, which is the basis for this report's estimates of the costs of 
banking crises, may overestimate the costs of banking crises. Possible reasons 
include: overestimation of the underlying growth path prior to the crises; fal!ure to 
account for the temporarily higher growth during that phase; and failure to fully 
control for factors other than a banking crises per se that may contribute to output 
declines during the crisis and beyond, including a failure to accurately reflect causal 
relationships. 

• Capital and liquidity requirements may be less effective in reducing the probability of 
banking crises than suggested by the approaches used in the study. This would 
reduce the overa!! net benefits for a given level of the requirements. However, to the 
extent that net benefits remain positive, it would also imply that the requirements 
would need to be raised by more in order to achieve a given net benefit. 

• Shifting of risk into the non-regulated sector could reduce the financiat stability 
benefits. 

• The results of the impact of regulatory requirements on lending spreads are based 
on aggregate balance sheets within individual countries, so that they do not consider 
the incidence of the requirements across institutions. They implicitly assume that the 
institutions that fall short of the requirements (ie, that are constrained) do not react 
more than those with excess capital or liquidity (le, that are unconstrained), These 
effects may not be purely distributional. 

As a final caveat, the results summarised above reflect the estimated net benefits associated 
with higher capital and liquidity standards, averaged across a number of countries over an 
extended period. Clearly, there is a range of uncertainty around estimates of central 
tendencies, reflecting data limltations and the need for various modelling assumptions. In 
addition, the estimated net benefits may be higher or lower in individual cases. 

6 
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I. Introduction 

This report assesses the Long~term Economic Impact (LEI} of the Basel Committee's 
December 2009 proposed reforms to the capital and liquidity frameworks. Its purpose ls to 
assess the economic benefits and costs of more stringent capital and liquidity requirements 
once banks have completed the transition to the new requirements. 

Importantly, the aim of the report is not to provide a specific calibration of the capital and 
liquidity requirements. Rather than gauging the optimal level of capital and liquidity 
requirements, the analysis aims at collecting and synthesising quantitative evidence 
regarding the relative magnitude of the macroeconomic benefits and costs. In doing so, it 
provides a range over which the benefits exceed the costs in the long run. Given the 
uncertainties Involved ln the assessment, this exercise simply helps to outline the contours 
for the calibration exercise. On balance, the analysis suggests that there is c-0nsiderab!e 
room to tighten capital and liquidity requirements while still yielding positive net benefits, 
measured in terms of output 

The report focuses exclusively on the long run. or endpoint of the refonns. tt assesses the 
shift from one steady state to another (with and without the reforms). As such, it does not 
assess the costs associated with the transition phase itself. The task of assessing the costs 
during the transition phase has been undertaken by the Macroeconomic Assessment Group 
{MAG). c In addition, the MAG measures only costs. It does not consider the benefits that 
higher capital provides during the transition phase by making the banking system stronger. 
These benefits accrue immediately, 

To interpret correctly the results of the report, the definition of capital is critical. Capital in this 
report refers to total capital holdings; no distinction is made between the minimum capital 
requirement and additional buffers. Moreover, capital is defined as tangible common equity 
(TCE)7 and the capital ratio as the ratio of TCE to risk-weighted assets {RWA), where RWA 
are based on definitions under Basel I and Basel IL The actual values of capita! and RWA 
under the new proposals will therefore differ. 6 In this context it must be stressed that the 
definitions used were in part dictated by the availability of data and, while related to 
regulatory ratios, they should not be read as exactly corresponding to either the Basel U 
ratios or the revised ratios under consideration by the Basel Committee. 

The analysis of the impact of liquidity standards presents part~cular challenges. Under the 
BCBS's December 2009 proposal, banks would be required to meet two new liquidity 
requirements - a short-term requirement called the Liquidity Coverage Ratio {LCR) and a 
long-term requirement called the Net Stable Funding Ratio (NSFR}. The LCR ensures that 
banks have adequate funding !lquidity to survive one month of stressed funding conditions. 
The NSFR addresses the mismatches between the maturity of a bank's assets and that of its 
liabilities. The report focuses mainly on the NSFR, seen as the more relevant constraint for 
macroeconomic effects in the long run. In addition, data limitations made it especially hard to 

6 The MAG was set up al lhe request of the Chairs of the BCBS and the FSB and is a collaborative effort 
comprising represantatlves from central banks and regulators in 15 countries. The report cf ttie MAG is 
avaHable at http://\wlw.bis.orgtpubliothp10.htm 

7 Common equity "' common stock + additional paid-in capila! + retained earnings - treasury shares; tangible 
common equity "' common equity- inlangibles - goodwill, 

3 Given that !he models used to assess the economic benefits and costs are calibrated to a vane!y of r;istoncai 
capital adequacy measures, the analysis in this report uses a mapping from these measures to the ratio of 
TCE to RWA. T!lis converts different ratios into a consislenl variable using statistical techmques {see 
Annex 5), 

7 
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analyse the LCR for national banking systems. At the same time, the use of the rat!o of liquid 
assets to total assets in specific parts of the analysis also provides information relevant for 
the assessment of the effects of the LCR In this report, references to the liquidity 
requirement refer to the December 2009 proposal for the NSFR 

This report proceeds as follows. Section II outlines the steady-state economic benefits of 
stronger capital and liquidity requirements. The benefits reflect mainly a lower incldence of 
costly banking crises, but also a likely reduction in the amplitude of normal business cycles. 
Section Ill provides estimates of the steady-state economic costs of increasing capita! and 
liquidity. Section IV brlngs together the analyses of the previous two sections to arrive at a 
range of quantitative estimates of those net benefits. It then highlights a set of factors not 
explicitly covered in the net benefit estimates and that should be taken into account when 
making an overall assessment A series of annexes provide greater detail on the existing 
research into crises, on the models and methodologies used in this paper, and on the 
estimation results. 

II. Economic benefits 

The economic benefits of enhanced capital and liquidity regulations reflect mainly the fact 
that a more robust banking system would be less prone to crises that have large 
macroeconomic effects in terms of forgone output Tighter regulatory standards may also 
lead to smaller output fluctuations and, hence, higher welfare even in the absence of banking 
crises, This section synthesises the evidence on these two effects, It first reviews the 
literature on the costs of banking crises and presents evidence on the impact of capita! and 
liquidity regulation on the probability of systemic banking crises and on their severity. It then 
proceeds to discuss the evidence on the potential effect of tighter standards on the cyclical 
volatility of GDP. 

The primary findings are: {i) on average, systemic banking crises have been very costly, with 
longer-term losses of output that are as high as multiples of annual GDP; (ii) better 
capitalisation and higher liquidity of banks reduce the likelihood of crises; (iii} there is some 
evidence that higher capital and liquidity reduce the severity of crises; and (iv} the reforms 
can reduce the amplitude of business cycles, not least if countercyclical capital buffers are in 
place. 

II.A Benefits from reduced costs associated with banking crises 

This report measures the expected yearly output gain associated wlth the reduction in the 
frequency and severity of banking crises as the reduction in the annual probability of banking 
crises times their output costs, ie as the reduction in the "expected costs" of crises. Linking 
stronger capital and liquidity requirements to the expected costs of crises requires estimation 
of the relationships of capital and liquidity ratios to the probability and severity of crtses. 

11.A.1 The frequency of banking crises 

Averaging across countries and time, historical experience indicates that banking crises 
occur once every 20 to 25 years. The only period free of banking crises is that from the end 
of the Second Wortd War until (depending on the country} the early 1970s-1980s - a period 

8 



Page 330 

ATTACHMENT G 

in which the financial sector was very heavily regulated. 9 Crises have reoccurred and tended 
to become more frequent since then. 

Table A 1.4 in Annex 1 provides an overview of the banking crises in BCBS member 
countries since 1985. Different authors classify crises differently. Reinhart and Rogoff {2008) 
find 34 crises over the 25 year period, while Laeven and Valencia {2008) report only 24. 
Taking these together, it is possible to conclude that the frequency of crises ranges from 
3.6% to 5.2"/.., per year, with an average across samples and definitions of around 4.5%. 1c 
Interestingly, the frequency of crises seems to be, if anything, slightly higher for G10 
countries. !n what follows, these average frequencies will be interpreted as the probability of 
a banking crisis in any given year and country. 

11.A.2 The economic costs of banking crises 

There is a substantial body of literature estimating the economic costs of banking crises in 
terms of GDP forgone, While researchers have adopted a variety of methods, on average the 
magnitude of the resulting GDP costs is estimated to be very large. 

GOP - T.--J 

Graph 1 

Measuring the costs of crises: a schematic overview 

Example 1 

Time 

GDP - T"'c<! 

zn.n T!"~i'":..d.;:,tlij:r 

~..(~ 

Exampie2 

Point A: pre-Grtsis peak. Point Be post,.qisis trough_ Point C GDP growth equa:s trend GDP growth far the firs! time attar lt!l' crisis. Po"'t 
o me- level ot GDP returns 1P me P'fH?risi$ lavel 

Graph 1 provides an overview of the approaches used in this literature to assess the costs. H 
depicts the path of GDP over the different phases of tv.io stylised types of banking crisis 
{examples 1 and 2). In each case, polnt A shows the peak of the business cycle prior to the 
crisis; point B marks the subsequent turning point for GDP (the cyclical trough); and point C 
shows the point where the path of GDP regains its pre-crisis trend growth rate. The 
difference between the two examples is that in example 1 output eventually catches up with 
its pre-crisis path (at the point labelled "D"), while in example 2 GDP remains on a 
permanently lower path, albeit one with the same growth rate as that prevailing prior to the 

" See Reinhart and Rogoff (2008) or Laeven and Valencfa (2008). 

10 The frequency is calculated as the number of crises ctivk!ed by the product of the nurnber of years from 1985, 
2009 and number ol cowitries in the sample, independent of whether countries experienced a cnsEs or not 
This essentially assumes that the length of the crisis is one year {see also footnote 14). 

9 
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crisis_ In example 2, the permanent loss in the level of GDP ansing from the crisis ls 
labelled o. In other words. in example 1 the cost of the crisis is temporary, while in example 2 
it is permanent 

Table 1 app!les the classification adopted in Graph 1 to the findings in the literature. The 
table summarises the results found in the literature, the details of which are provided in 
Annex 1 and Table A 1. 1. Si nee different studies rely on different metrics, the results are 
presented along two dimensions. The rows relate to the time over which the costs are 
measured: the period between peak and trough (between A and B}; the period until the 
growth rate recovers to the pre-crisis trend (between A and C); and the period until the "end 
of the crisis".11 The columns relate to how the costs are measured. The left-hand column 
compares the level of GDP at the end of the corresponding period with that at the beginning 
of the episode. The right-hand column shows the cumulative loss in GDP over the 
corresponding period. In the case of permanent output effects (last row), the figure in the left
hand column corresponds to the size of the permanent effect (5) in the level of GOP, and that 
in the Jight¥hand column to the cumu!atlve (discounted) losses in output. both measured as 
deviations from the trend growth path prevailing before the crisis. 

OveraU, the literature points to substantial output losses. In the first column of Table 1 the 
median drop in output across cnses and across studies, either the peak4o-trough (A to B} or 
until growth recovers to its pre-crisis trend (A to C}, is 9-10%. Studies that found a 
permanent gap between the pre- and post-crisis implied growth path (5 in Graph 1) estimate 
this gap to be between 2 and 10%, with a median of about 6%. 

Table 1 

Median output losses associated with a banking crisis 1 

(as a percentage of pre..crisis GOP) 

Difference between GOP at Cumulative discounted loss beginning and end of 
period 

--··· --
Period from peak to trough ; 

9 I 

(A to B) I 
I 

TTTT --~~ 

Period unli! growth rate recovers ; 10 
{A to C) 

Period from peak to end of crisis2 19 

Infinite horizon (in the presence of 
s" permanent steady-state effects) 158 

(6, in example 2} i 
I 

Memo item. 
I 
I 
I 

Median cumulative effect across all I 63 I 

studies 
1 Numbers are medians of the results reported by a number of academic studies. See Annex 1 and Tabie A1.1for 
details. As a percentage of pre-cti$i$ GDP. 2 The category includes studles where the endpoint for cnses was 
detenTiined by the tlme when GDP recovered to lls pre-crisis peak, by expert judgment, or by assuming that 
crises last a fixed number of years. 3 Sludies assessing the impact of banklng crises on long-nm output find on 
ave-rage a 10% effect Stvdies using polential output (eg based on OECD eslimates) find on average a 2% drop_ 

11 The terminology used in many studies does not make a clear distincbon between the length of a crisis and that 
of its effect on output Studies determine the endpoi11t of crises by expert judgement by assuming that crises 
last a fixed number of years, or by the time when GDP recovers to i!s pre-crisis growth path (point D in the 
graph} When effects are permanent. using this tennino!ogy, crises would in effect have an infinite horFi:on_ 
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Since al! studies show that, even if temporary, the impact of banking crises lasts for several 
years, cumulative output losses are higher than peak-to-trough (A to B} decllnes. The median 
discounted cumulative loss of output over the course of a crisis estimated without allowing for 
the possibility of permanent effects (the area bet.ween the pre-crisis growth path and actual 
output between points A and D) is 19% .. of peak pre-crisis GOP (of point A), Studies that do 
allow for the possibility of permanent effects find them and estimate the corresponding 
median cumulative output loss at 158t>/<i. The median cumulative loss across aJ/ comparable 
studies is 63%. 

These results from the existing literature are obviously based on crises prior to the current 
one. Haldane (2010) provides a range of estimates for the 2007-09 banking crisis assuming 
that a varying fraction of output losses experienced in 2009 will be permanent - the fractions 
are 25%, 50% and 100%. Using these figures, Haldane estimates that global output losses 
are a minimum of 90% of 2009 world GDP, but could rise to as high as 350%, if the whole 
output loss turns out to be permanent(see Table A1.1}. 

Graph 2 illustrates the findings using some historical examples. It shows the evolution In the 
!eve! of GDP per capita 1 O years before and after each banking crisis. The various panels 
reveal a downward shift in trend output in the aftermath of a crisis - a sign of a possible 
permanent effect In some cases, even trend growth rates appear to be permanently lower 
after the event This is consistent with one study that finds banking crises can have a 
negative effect on growth even over a 30-year horizon (Ramirez (2009}). 

By focusing on medians across models, Table 1 masks a significant range of crisis outcomes 
across studies and individual episodes. For example, one study found on average 
discounted cumulative losses of banking crises that exceed 300°AL Most studies also report 
that the maximum cost of an individual episode is three to five times higher than the average 
cost of a crisis (see Table A 1, 1 ), Researchers also tend to find, if anything, that industrial 
countries suffer greater costs than emerging markets. 

Inevitably, since crises are rare, statistical precision can only be achieved by pooling country 
experiences, This is appropriate to the extent that the economic processes underlying crises 
and country characteristics are relatively similar. It is always possible, however, that the 
average international experience is not representatlve of that of an individual country 

The results reported in Table 1 are robust to a variety of cross-checks (see Annex 1). For 
example, studies that specifically allow for the possibility of reverse c.ausa!ity - le that 
banking crises may be caused by, rather than cause, the reductions in output - also report 
sizeable effects. Moreover, the results may underestimate the size of the losses in that they 
do not take account of the effect of government intervention that often takes place to limit the 
impact of the crisis on output In the absence of such intervention, the costs of crises could 
be much higher - a view that is supported by evidence on the costs of crises back in history 
when government intervention was much sma!ler. 12 That said, it should also be recognised 
that factors unrelated to banking crises, and not we!i controlled for in these studies. may also 
influence the output losses observed in the data. 

11 Moreover, the discount rate used to calculate the present value of future losses !s rather conservative (5%). 
Were a lower discount rate to be used, the median losses woutd be higher; see Annex 1. 
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Graph 2 

Output around banking crises 
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1 GDP per capita is the logarithm of real GDP per capita, normalised to 1 at the tiegirmir.g or !he crisis. 2 The starting years for c;<sis 
are b;:n;ed oo Laeven am:I Valencia \2008) 11nd Reinhart and Rogoff (2001:>). 

Souroo: !MF (2009). 

Why should the effects of banking crises be so long~lasting, and possibly even permanent? 
One reason is that banking crises intensify the depth of recessions, leaving deeper scars 
than typical recessions. Possible reasons tor why banking related crises are deeper include: 
a co!lapse in confidence; an increase in risk aversion; disruptions in financial intermediation 
(credit crunch, misa!!ocation of credit); indirect effects associated with the impact on fiscal 
policy (increase in public sector debt and taxation}; or a permanent loss of human capital 
during the slump (traditional hysteresis effects). To elaborate on this point, note that for 
output effects to be temporary, in the post-crisis period there needs to be an interval of 
above-trend growth that wil! return the economy to the path it would have followed in the 
absence of the crisis. As long as the channels listed above reduce potential output, there is 
no reason to expect a period of higher growth to follow after the adjustment has taken place, 
This may also hold in cases where the crisis is accompanied by a reduction in debt and the 
capital stock from unsustainable levels. Dur!ng the stock adjustment phase, output growth is 
slower or negative until the excess is reabsorbed, at which point the economy can return to 
its previous trend growth rate. !n such a case, the adjustment phase is not followed by a 
period of above average growth, so that permanent effects on output are observed. 

11.A.3 The expected benefits from reducing the frequency of banking crises 

Based on the reported results in this section, Table 2 shows the expected annual benefit that 
would accrue from reducing the probability of a banking crisis by 1, 2 or 3 percentage points 
per year. respectively. The benefit is calculated as the reduction in the annual probability of a 
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crisis times the cost of a crisis, measured as the discounted present value of the cumulative 
loss. 

These benefits depend on the costs of the crisis. The first column reports the benefits arising 
under the assumption that crises have no permanent effects - the case in which the median 
cumulative loss is 19% of pre-crisis GDP {o = 0). The sec.ond column reports the benefits 
assuming the median cost of crises across all comparable approaches reported in the 
literature. n This implies a loss equivalent to 63% of pre~crisis GDP and could be thought of 
as corresponding to a moderate permanent effect on output (eg s = 3%). The third column 
looks at the consequences if the output costs of crises are assumed to be equal to the 
median loss reported by studies that allow for permanent effects (ie 158% of pre-crisis GDP 
or o = 7.5%). However, given the uncertainty associated with the estimates and taking a 
prudent approach, less emphasis is placed on these results in the analysis that fo!!ows. 14 

The table shows that reducing the probability of crises has substantial benefits. Even in the 
absence of any permanent crisis-related output effects, a 1 percentage point reduction ln the 
probability of crises generates a benefit on the order of 0.2% of GDP per year. When crises 
have long~lasting effects, the gains are commensurately larger, between 0.6% and 1.6% .. of 
GDP per year. 

Table 2 

Expected annual benefits of reducing the annual probabUlty of crises'! 
I 

Crises have a 
Reduction In probability of 

Crises have no long-lasting or Crises have a large 

crises (in percentage points) 
permanent effect small permanent permanent effect on 

on output effect on output output 

1 0.19 0.63 H;a 
2 0.38 1.26 3.16 

3 Q,57 't.89 4,74 
---

1 The expected annual t>enefilt> are measured as the reduclion in the annual probabmty of a crisis times the 
(discounted) cumulative output losses due to a banking crisis. Cumulative ou!pul losses are 19% (no 
permanent effect), 63% (small permanent or long-lasting) and 158% (large permanent), All the frgures are in 
percentages of long*nm GDP per year. 

The results in Table 2 are simply the product of the change in the annual probability of a 
crisis and the cost !f the crisis occurs. Put differently, these estimates do not depend on how 
the reduction In the likelihood of a crisis is achieved. The next section links the tighter 
regulatory standards to the change in the probability of a banking crisis, 

n This has to exclude the studies !hat measure output losses only as the peak-to-trough fall in GDP. as they do 
Ml take into account the lenglh of ttle crises (cumutative losses). 

g The high-side estimates are based on stooies that extrapoiate a significant portion of the observed pqst-crisiS 
shortfall in output into the indefinite future. However, lhe longer lasting the reduction in output, the greater the 
chance that it could reflect other factors, such as a persistent slowdown in trend productfvity growth that 
occurred independently of the financial crisis: in fact, such factors may be an undertying cause of the financial 
crisis itself, Gwen this risk, it seems prudent to take a conserva!ive approach and focus on the tvlO lower sets 
of estimates in this analysis. 
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11.A.4 The impact of capital and liquidity requirements on the probablllty of crises 

The report uses three different methods to estimate the relationship between regulatory 
requirements and the probability of a crisis occurring in a given year. reduced-form models, 
calibrated portfo!lo models and calibrated stress test models, The results point to a clear role 
for capitaL Liquidity is also important, but because it presents more data and modelling 
challenges than capita! its impact is addressed by fewer models and results vary more 
across models. The rest of this section outlines the methodologies followed and presents the 
main results. Annex 2 provides a more detailed description of the models and the individual 
results. 15 

Methodologies 

Reduced-form models estimate the probability of crises based on the statistical relationship 
between the incidence of crisis episodes and aggregate data on banks' leverage and 
liquidity, as we!! as other variables that serve as controls. The report used results from three 
such models examinin~ the experience of a panel of countries over a period of nearly 
30 years (1980-2008). 1 These models incorporate the impact of liquidity on the probability 
of crises, albeit in the form of the ratio of liquid assets to total assets rather than the ratios 
specified In the December 2009 proposals of the Basel Committee. Two models also makes 
a distinction between liquidity on the asset and liability (funding) sides of the balance sheet, 
by introducing the ratio of deposits to total liabilities as an additional variable. 

Portfolio models employ standard portfolio credit risk methodologies to quantify the impact of 
higher regulatory requirements on the probability of systemic crises by treating the system as 
a portfolio of banks - each bank being the analogue of a security in a portfolio. One model 
uses data for five UK banks, Including information on counterparty credit risk in the interbank 
market The other model analyses a system of more than 50 large global banks. Both models 
use information from market prices as key input parameters, such as default correlations, in 
deriving the likelihood of a systemic crisis. Given their structure, however, neither of these 
models can assess the impact of liquidity requirements, With this in mind, the model 
estimated on the sample of global banks was augmented by a reduced~form relationship 
between the probability of defautt of the banks in the portfolio and their capital and liquidity 
ratios in order to produce another set of results that is also applicable to liquidity ratios, 

The final approach used in this exercise relies on the Bank of Canada's stress testing 
framework. This methodology is based on the idea that the failure of a bank arises from 
either a macroeconomic shock or spillover effects from other distressed banks. Spillover 
effects arise either because of counterparty exposures in the interbank market or because of 
asset fire sales that affect the mark to market value of banks' portfolios. In this context, a 
greater buffer of liquid assets can only be beneficial insofar as it hetps the bank to avoid 
asset fire sales, which would otherwise lead to losses. The resilience of the system is 
measured In terms of its response to very severe macroeconomic shocks. 

Results 

Table 3 summarises the core results. These are reported as the average probabilities of a 
crisis implied by the various models for different levels of capitalisation. The two right-hand 

15 Annex 2 also reports poirit estimates of the probability of a systemic banKing crisis. which c-0rrespond to 
various capital ratios and, where appropriate. liquidity buffers for lhe individual modemng approaches. 

' 6 One mode! was estimated by the UK FSAINJESR, and the other two by the Bank of Japan (see Annex 2). 
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columns of the table also report the impact of meeting different levels of strengthened 
liquidity standards using the subset of models that can analyse the impact of liqu!d!ty, 

The interpretation of the results is subject to two caveats. which highlight the uncertainty 
surroundlng the findings. First, as with all econometric exercises, many estimates reported 
here are based on historical correlations between capital and liquidity levels, on the one 
hand, and the occurrence of crises, on the other. These backward-looking correlations may 
not accurately represent future relationships or causal ilnks. That said, the more structural 
calibrated portfolio models should be more robust to this critique. though these models also 
rely upon assumptions regarding long~run relationships among variables. Second, the 
models used in this context rely more than other parts of the analysis on capitalisation and 
Hquidify ratios that are different from the standard ones used across the report n Hence, the 
interpretation of the results requires as an intermediate step a mapping of the relevant 
regulatory variables into those used in the models. 13 The need to make these conversions 
using statistical estimates introduces additional uncertainty about the estimates. which is 
more pronounced in the case of the liquidity ratios. In this context it should be noted that 
actual levels held by banks typically include buffers above the minimum. 

Table 3 

The impact of capital and liquidity on the probability of systemic banking crises 

(In percent) 

Models unable 

I All models to assess Models incorporating 
changes in l changes in liquid assets 

liquid assets l 
' ' -·· ' ' Meeting 

No change In No change In l No change in 
NSFR=1.122 TCEIRWA NSFR 

liquid assets liquid assets t liquid assets 
(NSFR = 1)1 

' \ 
6 7.2 8.7 5.8 4.8 2.7 

7 4.6 5.1 4.1 3.3 18 

8 30 3.1 2.8 2.3 •1.2 

9 1.9 1.9 2.0 1.6 0.9 

10 1.4 1.3 1.5 1.2 07 
11 1.0 0.9 1.1 0.9 0.5 

12 0.7 0.6 O.B 0.7 0.4 

13 0.5 0.5 0.6 (l5 03 
14 0.4 0.4 0.5 0.4 0.2 

15 0.3 0.3 0.3 0.3 0..2 

#-models 6 3 3 3 3 ·---
1 Meeting the NSFR is modelled as a 12.5% increase in the ratio of liquid assets over total asset$. i The 
NSFR equals 1. i 2 if liquid assets increase by 50% for the average bank. 

17 Nearly all of the results reported be!O\'/ are based on models calibrated to the ra!lo of total capital to total 
assets rather than to that of TCE to RWA. Similarly, due to lhe lack of data, me analysis of the impact of 
higher liquidity was first conducted in terms of the ratio of liquid assets to total assets and !hen converted 
(approximately) to !he ratios in the BCBS December 2009 proposals. 

ie Annex 5 describes the mapping procedure. 
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A consistent result across different models and methodologies is a significant reduction in the 
likelihood of a banking crisis at higher levels of capitalisation and Uquldity for the banking 
system as a whole. This is true both for the models that focus only on capital (summary 
shown in third column from the left} and those that incorporate liquidity effects (summary 
shown in the fourth column). A TCE/RWA capital ratio of 7°/o is roughly equivalent to the 
average capital to total asset ratio of 5% and is associated with a probability of a systemic 
crisis of 4.6%, which is roughly equal to the historical average experience. 19 As a result, one 
can think of the corresponding row and the columns that do not consider any increase in the 
liquidity ratio as reflecting the pre~reform steady state. Increasing the capital ratio from 7% to 
8%, with no change in liquid assets, reduces the probability of a banking crisis by one third 
{eg from 4.6% to 3.0''/o), Looking at the models that incorporate changes in liquid assets, 
increasing the liquidity ratio to meet the NSFR while keeping a capita! ratio of 7°/o reduces 
the Ukelihood of systemic banking crises from 4.1% to 3.3%. The reduction in the probabl!ity 
of crises continues as capital and liquidity levels increase, as can be seen by comparing 
figures down the rows (for capital) and across the three columns on the right-hand side {for 
liquidity). In fact, if the liquid assets to total assets ratio exceeds the proposed !iqu!idty 
requirement, at a 7% TCE/RWA ratio, the estimated reduction in the probability of crises is 
about the same as that associated with an increase of 2 percentage polnts in the capital ratio 
(from 7% to 9%). 

Another consistent result across models is that the incremental benefit of higher capital and 
liquidity requirements declines as the system becomes better capitalised. That rs., when 
banks have !ow !eve!s of capita!, even small increases have a very significant impact, but the 
marginal benefit of further increases in capital ratios declines as banks move further away 
from the insolvency threshold. For instance, increasing capftalisation from 10% to 11% 
induces a drop in the likelihood of crises about one quarter to one third of the corresponding 
estimated drop when TCEJRWA Increased from 7% to 8%. Similarly, the incremental fall in 
crisis probabilities from a tightening of liquidity standards declines as. the levels of capita! 
increase. These results are fairly Intuitive. The rationale is quite similar to that applying in the 
context of risk models applied to individual banks. For a given volatility iri the value of assets, 
the further away a bank is from the insolvency threshold, the lower is the benefit of additional 
protection. 

This declining marginal contribution of capital and liquidity in reducing the probability of crises 
has two important implications. First, the benefits of tighter standards are not without bounds 
but they plateau at some point Second, the benefits will depend not only on the initial 
conditions for capital and liquidity, but also on the other conditioning variables used to 
calibrate these models. 

As mentioned earlier, these results on the impact of tighter regulatory standards on the 
probabi!lty of crises are subject to considerable model and estimation uncertainty. Despite 
the fact that the message from different models is quite consistent, there is a possibility that 
the effect could be different from that estimated. One possibifity is that the decline in the 
probability of crises is more gradual than suggested by Table 4 and Annex 2. If so, the rate at 
which benefits of tighter regulatory standards accrue would be lower than reported. This 
could arise, for instance, if banks responded in part to the imposition of standards by seeking 
to increase the riSks they take on (eg, increase the volatility of their assets) in undetected 
ways. However, to the extent that net benefits remain positive, in order to ach!eve a 
comparable level of benefits, standards would have to be tightened further than implied by 

19 The average ratio of total capital and reserves to total assets for the 14 largest OECD countries from 1980 to 
2007 is 5.3%. Using an average of the oorwersion tables presented in Annex 5. a TCEt'RWA ratki of 7% ls 
equivalent to a 5% ratio of to!al shareholder equity over lotal assets. 
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this analysis_ In other words, the overall economic gain might be lower but capital and 
liquidity standards would have to be set at a higher !eve! in order to bring about these 
benefits. 

11.A.5. The impact of capital and liquidity requirements on the severity of crises 

Higher capital and liquidity standards are likely to reduce not just the probability, but also the 
severity of banking crises. Intuitively, higher aggregate levels of capital and liquidity should 
help insulate stronger banks from the strains faced by the weaker ones. Surprisingly, there Is 
no extant academic research on this issue. That said, a simple exploration of the data 
provides some support for this intuition. 

Graph 3 is a scatter plot of the estimated GDP costs of crises (on the vertical axis} against 
the aggregate level of capltal and liquidity buffers in each country's banking system 
immediately prior to the onset of the crisis (on the horizontal axis). The data suggest that 
lower capita!-to~asset ratios and lower liquidity ratios are associated with higher output losses 
during the ensuing crisis. Unfortunately, the relationship is relatively weak, with the implied 
regression coefficient not statistically different from zero - a result that may be due to the 
limited number of observations (10 crises only}. 20 In the spirit of conservatism. these possible 
benefits are not included in the calculation of net benefits discussed in section IV below, 
effectively assuming that tougher standards have no impact on the severity of crises. 

Z{) Comparing capita! end liquidity buffers with the length of systemic banking crise:s yields similar resul!s. The 
number of years lhat it takes for GDP to retl!m to its long-run trend growth rate is inversely relaled to !he 
aggregate level of the two types of buffers prior to the crisis. Statistics presented in Barre!! et al {2010b) 
support this finding. 
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----------········-··--"'·~--------------------

Graph 3 

Captal and liquidity ratios and the severity of past crises 

Cumulative output losses relative to pre-crisis GDP (in percent) 1 

Capital ratio1 Liquidity ratlo3 

' Output kill ses are measured <i$ tile cumulative diffl!rence between actual and treoo outpul during the crisis period. Cn!lli; <;!ates are 
as in Laeveti arid Vakmda {2006). ; The cai)ital ratio is the ratio r:Jf tolal cap<till to total assels 1 The tiqui\ilr,r raw Ii; !he rat<c of 
cash, balances Wilh !he central barlk and securities to total a~ . 

Sources: OECD; iMF; 81S oalcutations 

11.B. Economic benefits from reducing the volatility of output 

In addition to the benefits from reducing output losses associated with banking crises, higher 
capital and liquidity requirements may also reduce the amplitude of normal business cycles. 
Studying this question requires the use of recently developed dynamic stochastic genera! 
equilibrium (DSGE) models that explicitly integrate bank capital and, in some cases, 
measures of liquidity. 21 The analysis indicates that the reforms have a modest dampening 
effect on the volati!lty of output This effect appears more sizeable if countercyclical buffers 
are in place. 

To examlne the impact of capital and liquidity on output volatility In normal times, simulations 
were conducted assuming an increase in the capital rat!o of 2, 4 and 6 percentage points 
relative to a baseline. In the baseline case, an economy begins in steady state and is hit by a 
technology shock (a positive or negative change in productivity, for instance) with no change 
in bank capital and liquidity ratios. This shock generates output volatility, measured by the 
standard deviation of output from its steady state. The exercise is then repeated assuming 
cap!tal ratios that are 2, 4 and 6 percentage points higher The difference in the standard 
deviation of output between the two scenarios provides an estimate of the benefit of higher 
capita! requirements on output volatility. A similar experiment is then run assuming that 
banks' liquid assets to total assets are increased relative to the baseline by 25 and 50 per 
cent, respectively, The results reported here focus on the United States and the euro area, 
two economies for which the group had access to such models. 

2' Serni..structura! models, which are also used for monetary policy purposes, do not eJ<pHcitly feature bank 
capital and liquidity and are not appropriate to calculate !he 1mpacl: of tighter capital and liqmdity requifernents 
on output volatility, as opposed to the level of output The reason is that in th!s case the change in tne 
standards has to be modelled as an adjustment to the level of the borrowing rates. As ttie size of the 
adjustment is constant ar.d does not reflect economic condilions over the cycle, it does not have a matelial 
impact on volatility, Further details on !he suite of models used in this report are provided in Annex 4. Note 
!hat slml!ar DSGE models are a!so used in !he work of the MAG. 
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Table 4 presents the results for the various scenarios. They show that increases in capita! 
and liquidity requirements can reduce the volatliity of output in response to a shock. The 
magnitude of the effect varies across models and simulations. ranging between a minimum 
decrease in standard deviation of output of 0.5 percentage points and a maximum of 15 
percentage points relative to the baseline. Using medians across models, a 2 percentage 
polnt increase in the capital ratios reduces the standard deviation of output by a modest 1.9 
percentage points. Higher liquidity requirements reduce output volatility somewhat further. 
For example. the workstream examined the impact of a 25% increase in the ratio of liquid 
assets to total assets, which in the context of these models couki be regarded as roughly 
equivalent to meeting the NSFR. 22 This increase in liquidity combined with a 2 percentage 
point Increase in capital ratios reduces the standard deviation of output by 3. ·1 percentage 
po!nts. 23 

Table 4 

Decrease in the standard deviation of output 
due to regulatory tightening1 

Target 

!ncreal'e In TCEIRWA relati11e 
liquidity 

tightening Average Min Max Median to baseline relative to 
baseline 

{percentage points) 
(pen::enlage 

\pement decrease from baseline) increase) 

2 0 2.5 51 0.5 LS 
4 0 52 10.8 11 3.9 

6 0 7.6 16.4 1.5 6.0 

2 25 3.0 4.5 1.4 3.1 

4 25 5.4 10,J 2.2 .U! 

6 25 8.3 15.9 3 .. 'l 7.1 

2 50 4.2 5.9 3.4 3.8 

4 50 7.3 9.fJ 5.4 5.9 

6 50 -0.1 15-5 7.0 8.9 

' Decrea!:le in !he uncondilional standard devia!ion!:I when the economy is hii by a tec.hnology shock. 

Numoorof 
models 

5 

5 

5 

4 

4 

4 

4 

4 

4 

The basic intuition for the reduction in volatility is straightforward. Higher capital and liquidity 
ratios permit banks to absorb losses in downturns and restrain !ending in a boom, thereby 
smoothing the supply of credit over the cycle, and, as a consequence, also investment and 
consumption. 

~~ The translation of meeting !he NSFR into variables captured by these macro mcdels is not straight forward. 
Tue group, therefore. used an indirect approach. Section Ill shows that meeting the NSFR translates lnto a 
14bp increase in lending spreads. Work by the MAG shows that a sirnHar spread increase is the result ct a 
25% increase in the ratio of liquid assets re~ative to total assets. Hence, the group conduded that meeting tile 
NSFR can be approximated by a 25% increase in the !iquk! asset ratio. 

za This figure should be interpreted as broadly indicative. as rt depends toter alla on the measure of vo!a!ility 
vse.:L Clearly. the decline in the variance of output~ an equally plausible measure - would yield quantitatively 
different results. 
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Carrying this intuition a step further. the models that include bank capita! also allow a 
tentative evaluation of the impact of a countercyclical capital buffer on the volatility of 
economic output A variant of such a buffer is currently being consulted on by the Basel 
Committee (BCBS (2010)), To explore this issue, the models were augmented with a 
countercyclical capital requirement rule, which causes the capital requirement to increase in 
step with the crediMo-GDP ratio, 24 

The results, summarised in Table 5 below, suggest that such a rule can substantially 
reducing the volatility of key variables, including output. For example, ·the unconditional 
output standard deviation tends to decline by almost one fifth with respect to a baseline in 
which no countercyclical rules are in place. 

Table 5 

Decrease in the standard devlaUon of output 
due to countercyclical capital buffers 1 

Target 

Increase in TCEIRWA. relatlw 
lltjllidity 

tightening A11erage Min Max Median 
to baseline relatlw to 

baseline 

{percentage points) 
(percentage (peroenlage deviation !rorn baseline} increase} 

2 0 16.7 22.4 10.2 17.6 

4 0 18.4 2Ul 16.3 112 

s 0 19.8 2t6 16.6 21.3 

z 25 16.7 225 9,6 17.9 

4 25 18.0 20.7 ·16,0 17.2 

6 25 19,S 215 ·J6A 21.a 

2 50 16.7 23.3 9.3 17.6 

4 50 17.9 21.3 15.6 16.S 

6 50 20.1 23.3 16.0 2U 

Number of 
models 

) 

3 

3 

3 

3 

3 

3 

3 

3 

1 Decrease in ltle unconditional standard deviations when 1he economy 's hii by a \edlnck>gy shoct. !o the baseline no 
cmmtercyclica! rules are in place. 

Ill. Economic costs 

The computation of the steady~state economic costs of higher capital and liquidity 
requirements for the level of output are based on a variety of macroeconomic models, which 
are described in Annex 4. As explained in greater detail below, some of the models include 
measures of bank capital and liquidity, allowing for a direct examination of changes in capital 
and liquidity on the long-run level of output. For the models that do not include measures of 
bank capita! or liquidity it is necessary to follow a two-step procedure. First, the increase in 
capital and liquidity is mapped to an equivalent change in lending spreads, as borrowing 
costs are always included In the models. Then, this increase in lending spreads is used as an 
input to compute the adjustment in the level of steady-state output In either case, the fall in 

24 Purely as an illustration, the simulations employed a prudential rule that fncreases the capital requirement 
when lhe credit-to-GDP ratiO increases, so as to generate movements of the capita! ratio in the neighbourhood 
of ±2 percentage points around its steady state. and to mimic lhe effect of a capita! buffer. 
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the !eve! of output represents the economic cost of the regulatory change. This section 
describes the first, intermediate step and then considers the impact of the regulatory reform 
across the whole set of models used in the analysis. 

The steady-state analysis assumes that the impact of higher capital and liquidity operates 
through the higher cost of cre<:lit. By focusing on price adjustments, the analysis does not 
capture any possible impact of credit rationing that might arise from more stringent 
requirements. The reason for this choice is precisely that the analysis focuses on the iong
run steady state, after banks have fully adjusted to the new requirements. While banks might 
shrink their assets by rationing credit if the transition period is too short, the impact of credit 
rationing is likely to be much smaller in the long run, as markets have time to clear. Non-price 
effects are likely to be more Important during the transition, and are thus considered in the 
work of the MAG. 

tu.A. Changes in lending spreads 

This section describes the first step of the two-step process of calculating the impact of 
changing capital and liqu!dity requirements on economic output and welfare: the change in 
lending spreads. Capital and liquidity requirements are considered in tum. 

Wh!le the analysis is based on a number of assumptions, it utilises information for a broad 
range of countries. The cornerstone of the analysis is a representative bank for each of 
13 countries, drawing on income and balance sheet data averaged over a total of 6,660 
banks for the 15~year period from 1993 to 2007.25 The resulting balance sheet and a set of 
costs of funds and returns on assets for each representative bank are assumed to represent 
a long-run average (steady state) that reflects each country's Institutional setting and 
regulatory framework. Table A3. 1 in Annex 3 reports the weighted average bank balance 
sheet and income statement across the whole sample.w 

/ll,A.1 The impact of higher capital requirements 

Mapping the impact of the higher capital requirements on lending rates requires estimates of 
the cost of various sources of funding. The cost of equity is assumed to equal the Hi-year 
average return on equity (ROE} for each country, which averages 14.8% across the 
countries ln this sample. zr The cost of liabilities is based on short-term and long-term 
wholesale debt and is calibrated to match the historical ratio of interest expense to total 
assets observed for each country. The computation assumes a fixed spread over deposits of 
100 basis points for short-term debt and 200 basis points for long-term debt. These spreads 
are consistent with historical averages across the countries in this sample. and generate an 
upward sloping y!e!d curve. 28 

The experiment assumes that the TCE/RWA ratio is raised by increasing equity and reducing 
long-term debt correspondingly. Importantly, it assumes (I) that any higher cost of funding 

2l The countries considered in this analysis are: Australla, Canada, France, Germany, Italy, Japan, Korea. 
Mexico, the Netherlands. Spain, Swltzerland, the United Kingdom and the U11ited States. 

16 All variables are standardised by dividing by each bank's lolal assets in each year_ 
21 Note that taking a 15--year average ROE may bias the overall cost estimates upwards if the last 15 years are 

not reflective of the long-term cost ct equity, pemaps because they were associated wllh a periOd of near~ 
continuous economic expansion and extraordinary bank profitability Jn many countries. 

28 Details on all the assumptions used in this analysis. and their impact on the resu!re, are provided in Annex :l 
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associated with this change is fully recovered exclusively by raising loan rates - 1 O<WI} pass
through; and {ii) that the costs of equity and of debt are not affected by the lower riskiness of 
the bank, As discussed in more detail below, this, together with the rather conservative 
assumption about the initfa! ROE, suggests that the results should be viewed as providing 
something c!ose to an upper bound of the impact on loan spreads. 

Next, the capita! ratio for the representative bank in each country is increased by increments 
of 1 percentage point AJI else equal, this reduces ROE. 29 While part of the fall in ROE is 
offset by the smaller amount of debt outstanding, reducing the bank's interest expense, the 
overall effect of the change in capital structure is to reduce net income as debt Is substituted 
with more expensive equity. In line with the full-pass~through assumption. banks are 
assumed to pass on these additional costs to borrowers, raising the spreads charged on 
loans in order to exactly offset the increase in the cost of funding, keeping ROE unchanged 
at its historical average level. 

Column A of Table 6 reports the results of this exercise. In order to keep ROE from 
changing, each percentage point increase in the ratio of TCE to RWA results in a median 
increase in !ending spreads across countries of 13 basis points. 

This result ls obviously sensitive to a number of the assumptions in the analysis. For 
example, if the average ROE for the representative bank in steady state is 10.0% (rather 
than the 1993-2007 average of 14.8%), then the gap between the cost of e~uity and the cost 
of debt ls sma!!er and the relative attractiveness of leverage is reduced. ~ 0 Based on this 
lower ROE assumption, a 1 percentage point increase in TCE/RWA can be offset by raising 
lending spreads by 7 basis points. 

Moreover, banks could offset the loss of net income arising from meeting increased capital 
requirements through other means than raising loan rates_ For example, banks could in 
princ!p!e {i) increase non"interest income (eg fees and commissions), (ii) reduce the rate paid 
on deposits, or (iii) reduce operating expenses. Any combination of these actions will 
generate higher net income and reduce the need to raise lending spreads. 

It is possible to provide a sense of the magnitudes involved. The rise in lending spreads 
associated with a 1 percentage point increase in the capital raiio could be avoided by 
reducing operating expenses by 3.51% {median). Similarly, a t,9 percentage point fall ln 
median ROE is sufficient to absorb a 1 percentage point increase in the capital~to-RWA ratio. 

Indeed, there are good reasons to believe that the cost of capital would decline In response 
to a reduction in bank leverage. As capital levels increase and the bank becomes safer, both 
of these costs should decline, further reducing the impact on lending spreads. And, In the 
limit, the change in the cost of capita! could reduce to tax effects (Modigliani and 
Miller (1958)). Such a decline has not been considered in the estimates included in the table. 

Academic studies have also provided estimates of the long-run costs of higher capital 
requirements. These confirm the conclusion that the median estimates in this report, used to 
derive the core measure of net benefits in section IV, are very conservative. 

zs Return on equity {ROE}"' net income I shareholders' equity, 

M Academic studies which place the real cost of equity for bar,kS in the region of i0% include Zimmer, SA and 
RN McCauley {1991), King. M \2009), Caple, F and Billings. M \2004). 
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Table 6 

Impact of increases in capital and Uquldity requirements 
on fending spreads (In basis polnts) 

Cost to Cost to Cost to 
Increase in capital ratio meet meet Total meet 

(percentage points} capital NSFR (A+B) NSFR 
{Aj (B} {C} 

ATTACHMENT G 

Total 
{A+C) 

Assuming RWA Accounting for decline In 
unchanged RWA 

0 0 25 25 14 14 

+1 13 25 33 13 26 
+2 26 25 51 13 39 
+3 39 24 63 11 so 
+4 52 24 76 B 60 
+5 65 24 89 6 71 

+6 78 23 1o-t 5 83 

Inter-quartile range (25th to 
75th percentile} for a 1 pp 9to 19 16 to46 l 

' 
11to 25 

change in capital ' f --- ~--"'~'~"""""'~'"'"'" 

Using a method close to the one presented in this section, Elliott {2009, 2010) studies the 
long-run effect of tightening capital requirements on banks' lending spreads in the United 
States, Elliott's analysis suggests that these effects are small, especially if banks are able to 
offset any increase in their funding costs by other means (eg, a reduction in their return on 
equity {from 15% to 14%), !n the remuneration of deposits and administrative costs}. Elliott 
estimates that without these offsets, lending rates would rise by about 80bps in the long run 
in response to a 4 percentage point increase in the ratio of equity over unweighted assets; 
with the adjustments, lending rates would only increase by 20bps. Given that banks only 
provide some of me credit in the economy, Elliott concludes that this 20bps increase would 
translate into an overall increase in lending costs of 5or10 bps. 

Using very different tools, Kashyap, Stein and Hanson (2010) also conclude that the long-run 
costs of increasing capital requirements are likely to be small. They find that. as a first 
approximation, the Modigliani-Miller theorem appears to describe quite well the empirical 
relatlonsh!p between banks' return on equity and their leverage. Higher capital ratios should 
therefore significantly reduce banks' per-unlt cost of capital. Using data for the US, the 
authors find that a 4 percentage point increase in the ratio of equity over unweighted assets 
would lead, in the Jong run, to a 10 bps increase in banks' funding costs If tax effects are the 
only departure from Modigliani-Miller; rising only to up to 18 bps if further possible departures 
are considered. 

111.A.2 Calculating the impact of higher liquidity requirements 

Based on the information available to the LEI working group, it was on!y possible to model 
the December 2009 proposal for the NSFR, albeit imperfectly. 

The cost of meeting the NSFR depends on assumptions about the structure of banks' 
balance sheets and the strategies banks are assumed to follow when adjusting. The analysis 
assumes that banks follow a specific sequence of adjustments, with costs rising with each 
subsequent step, Once the NSFR is met, subsequent adjustments are not required, 
Following the same approach used for capita~, it is assumed conservatively that an the cost 
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of meeting the NSFR is recovered by raising lending spreads - 100% pass-through - and 
that the costs of debt and of equity are not affected by the higher liquidity of the balance 
sheet The analysis considers the cost of meeting the NSFR both including and excluding the 
potenba!ly substantial synergies in meeting the capital requirement due to the corresponding 
reduction in RWA 

ln order to meet the NSFR, it 1s assumed that banks make the necessary changes to their 
assets and liabilities in the following order: 

1. Banks lengthen the maturity of wholesale funding, Banks are assumed to initially 
fund 25% of their wholesale debt at less than one year, and reduce this quantity 
towards zero as they work to meet the NSFR The result is an increase in interest 
expense based on the difference between the costs of short- and long-term debt 
Throughout, the volume of interbank funding and that of trading liabilities are 
assumed to remain unchanged. 

2 Banks increase their holdings of highly rated, qualifying bonds. This shift away from 
!ower-rated, higher-yielding assets Is assumed to reduce the return on these 
Interest-earning assets by i 00 basis points. 

3. Finally, and only if needed, banks reduce "Other assets". 31 Interest income declines, 
assuming these other assets earn a higher return compared to the original 
investment portfolio. 

Each of these changes either reduces interest income or raises Interest expense, thereby 
lowering net income. Banks avo)d a fall in their ROE by raising lending spreads. This 
increase in lending spreads is over and above that due to higher capita! requirements, 

It is important to note that when a bank changes the composition of its balance sheet to meet 
the NSFR, it increases its holdings of high-quality assets, lowering its RWA This reduces the 
capital that must be held to satisfy a given capital requirement. 

Columns B and C of Table 7 report two estimates of the costs of meeting the NSFR, 
depending on whether the change in RWA is taken into account or not. When the 
rebalancing from risky to risk-free assets in banks' investment portfolios is assumed not to 
affect RWA. lending spreads increase by 25 basis points on average to maintain ROE (see 
column 8). When the synergies are taken Into account, the additional cost to meet the NSFR 
is significantly lower, at 14 basis points or less (column C). 

These estimates are clearly sensitive to the assumption concerning the amount of interest 
income that is lost by shifting from investments in high-yielding, low-rated bonds to 
investments in low-yielding, high-rated bonds. On average, the impact on lending spreads is 
proportional to the loss of income from investments. Thus, If the opportunity cost on 
investments is doubled from 100 to 200 basis points, the ~mp.act on lending spreads doubles 
as we!! - from 25 to 50 bps when ignoring the decline in RWA, or frotr1 14 to 28 bps taking 
the fail ln RWA into account 

This analysis of the impact of the NSFR on lending spreads is rather conservative. As in the 
case of capital requirements, it assumes funding costs that are insensitive to risk and 100% 
pass-through. Moreover, banks have options that are more oost~effective and competitive 

:i.i Other assets include a bank's buildings and propertles, which represent less than 1% of total assets on 
average. 
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than simply raising lending rates. One example is to reduce the maturity of some c-0rporate 
loans to less than one year. 

111.B. Impact on the long-term steady-state level of output 

Turning to the second step of the analysis, this section examines the impact of increases in 
bank capital and liquidity on the steady-state (long-term} level of output. This is done using a 
suite of models: (i} structural models, including DSGE models; (ii) semi-structural models, 
commonly used by central banks for forecasting ~urpcses; and (iii) reduced-form models, 
such as vector error correction models (VECM). 2 As far as possible, the analysis was 
carried out using the same models employed ln the work of the MAG. 

That said, choices of methods were constrained by the need for the models to exhibit two 
features. First, the steady state of the models must be affected by the proposed new 
regulation - otherwise the model would simply assume away any long-tenri economic 
impact Second, it must be relatively straightforward to compute the change in the steady 
state. The first criterion excluded most reduced~form approaches, In which the notion of 
steady state is typically not meaningful. So, for example, this report could not draw on the 
vector autoregression approach used in the MAG since, by construction, those models 
always return {possibly slowly) to the baseline following a shock. The second criterion 
excluded most of the !arge~scale models used by the MAG. 

Of the 13 models considered in this report, eight feature bank capital alone, while five feature 
both bank capital and bank liquidity. 

As emphasised In the previous discussion, changes in capital and liquidity requirements 
have an impact on economic activity by increasing the cost of financial intermediation. With 
borrowing more costly, there is a reduction in the level of debt-financed investment and 
consumption. While the resulting reduction in aggregate demand should lower inflationary 
pressures, inducing a monetary policy easing that could offset the increase in lending 
spreads, in these models monetary policy has no impact in the long run. In other words, the 
steady state is determined solely by real factors, of which the real cost of intermediation is 
one. 

!n models that do not include the relevant regulatory variable directly, the effects of tighter 
capital and liquidity requirements are proxied by an increase in the lending spreact Following 
the previous analysis, as summarised in Table 6, each percentage point increase in the 
capital ratio is assumed to result in a 13 basis point increase in the lending spread, and 
meeting the NSFR in an additional 14 basis point , or 25 basis points, increase, depending 
on whether the corresponding fall in RWA is taken into account or not. 

Importantly, as most of the models are largely linear, the effects of tighter regulation on 
output are approximately linear as we!L That is, doubling the increase in capita! or liquidity 
requirements roughly doubles the effect on output, regardless of its starting !eveL 

Table 7 shows the impact on output of increasing the ratio of TCE to RWA by 2, 4, and 6 
percentage points, respectively. The first three rows measure the impact of the hlgher capita! 

32 See Annex 4 for further details on Iha modelling approaches_ 
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requirements alone, while the rows below include the cost of meeting the NSFR.3
:; 

A 1 percentage point increase in the capital requlrement (with no change in liquidity ratios} 
translates into a 0.09% median loss in the level of output, with a range from 0.02% to 
0.35%. 34 

This estimate is corroborated by two additional pieces of evidence. First, the estimate is in 
line with the results obtained by the MAG for the end of the simulation period but using a 
broader set of models, including the large-scale semi-structural ones. Since the simulation 
period is rather long (32 quarters), the end-of-period effect can be viewed as an alternative 
approximation to the long-run output cost of the new regulation. Under the main approach in 
the MAG report {"standard" macroeconomic models). a 1 percentage point increase !n the 
capital ratio yie!ds a 0.10% decline in output after 32 quarters (median across models). 
Second, the estimate is in line with an alternative measure of the costs of higher capita!. This 
measure is based on welfare (a utility-based concept), and is expressed In terms of 
permanent consumption Joss. Results from this method, reported in more detail in Annex 6, 
suggest that a 1 percentage point increase in capital ratios results, on average, in a fa!l of 
steady-state consumption of 0 .10%. 

Taking the cost of meeting the higher liquidity requirements into account leads to an 
additional decline !n the level of output Including the synergies between meeting the higher 
capita! requirement and the NSFR - the case that includes the impact on RWA - the 
estimated median impact amounts to an additional 0.08 percentage point fall in output 
Without taking into account these synergies, the additional median fall in output is 0. 15 
percentage points. 35 

:!$ Models which are able to model the ratio of liquid assets directly, rather than rely on the estimated increase in 
tending spreads, approximate meeting !he NSFR by a 25% (50%} increase in the ratio of liquid assets to Iola! 
as!'>ets if RWA are allowed (not allowed) to ad1ust See footnote 22 for a further details. 

34 This is calculated as the average impact across the medians reported in Table 7; ie 113 x (.0212 + .33/4 +.5/6) 
=0.09. 

35 Tu!s is calculated as the average impact for different capiial levels of additronal!y meeting the NSFR, with and 
without falls in RWA Eg for meeting NSFR with a fall in RWA = 113 ( 0.25-0.2 +OAS..0.33 +IJ.59-0.5)=0.08. 

26 



Page 348 

ATIACHMENTG 

Table7 

Steady state output loss due to regulatory tightening1 

Euro United Uniood Italy, Urdt~d Std Number 
Euro area Average Min Max Moolan of 

area $t:i!te$ States Kingdom Oev models Increase in Tarym liquidity 
TCEIRWA ratio tightening 

DSGE OSGEand OSGE Semi· relative to relative to current OSGE 
currentmlff;!f lqyel1 

models, 
models, VECM models, structural 

with bank 
without model$, wltho1;t m<xiels, 

bank with bank bank without 
eapltal capital capital eaplb! bank capital 

{percentage {petceniage (percentage c!'hiation from b<1seUne} 
oontsl increase) 

2 0 0.29 0.24 0.10 0.29 0.29 0.25 !L20 1)04 •HO 0.20 13 

4 0 053 049 0.25 0.57 0.58 0.47 !)35 007 i.10 0.33 13 

6 0 0.81 0.72 0.35 0.83 0-1$4 0.68 050 0.07 t58 0.50 13 

2 NSFR fall in RWA 0.34 034 0.20 040 045 037 0.30 0.00 Hl7 0.25 13 

4 NSFR, fall in RWA 0.6$ Mi 0.35 Q.72 073 061 0.44 0.08 1.47 0.42 13 

6 NSFR, fail in RWA 0.8$ o.se 0.00 096 099 0.00 0.56 0.08 1.85 0.59 13 

NSFR, tlO change 049 0.48 0.29 0.56 0.56 0.51 0.40 0.07 t52 0,33 13 
2 inRWA 

NSFR no charoge 073 0 72 0.49 0.82 (Ul3 072 0.52 0.07 1.83 0.50 13 
4 i!'IRWA 

N$FRno,J1~ 095 o.96 o.59 106 1.09 0.92 0.621 0.07 2.05 0.65 13 
6 lnR\NA 

' Unweigh!sd averages across models. 2 When bank capital is not lnciuded in the mode!, each 1 percentage point increase in the capital ratio is lransiated into a 13 
basis point increase in the spread. J Meeting the NSFR withou! considering the impact on FW-/A is assumed to !rans!ate Into a 25 basis point increase in !ending 

spreads, while t.?_".:i~l;i_the syi:i_ergies of liquidity and capital regulatk:_'._!.~°..!..~.?_?_~~~~!.!:!?E_~~.'.!1~~~!!.£.~~.~!~5-J~£~.!~.:..----------------------------
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IV. Net benefits 

This section brings together the analysis of the economic benefits and costs carried out so 
far. It first derives a summary estimate of the net benefits associated with the reduction in the 
incidence of banking crises. Following the previous analysis, these calculations are In terms 
of the level of output. For that reason, the benefits that arise from a lower volatility of output 
are not inc!uded at this stage_ The section then highlights a broader set of considerations, not 
explicitly included in the summary estimate, that need to be taken into account when forming 
an overall assessment. The main conclusion is that, on balance, there ls considerable room 
to raise capita! and liquidity requirements while still yielding net benefits. 

In making an assessment of the net benefits in terms of the level of output per year, it is 
important to understand the relationship between benefits and costs over time. Higher capita! 
and liquidity reduce the annual probability (and arguably the severity) of banking crises, but 
the costs of the crisis are not limited to the crisis year, as they have long-lasting, possibly 
permanent, effects on output The cost of tighter regulation is the yearly cost in terms of 
output forgone. The more permanent the effects of a crisis are on output growth, the larger is 
the annual net benefit 

An apt analogy is with a museum's security system. The system lowers the probability of a 
break~in, but if the break~in takes place, the costs can be substantial and may even be 
permanent, if unique works of art are irreparably damaged or lost foreveL The yearly benefit 
reflects this lower probability times these long-lasting effects. The yearly cost includes the 
running costs, in the form of wages for staff, maintenance and the like. The benefits and 
costs of regulation in any given year are similar: the benefit ls the annual reduction in the 
probability of a crisis in the given year times its (discounted} long-lasting costs, which extend 
beyond that year; the cost is the lower annual output during that year. 

Table 8 and Graph 4 provide summaries of the results from the previous sections of the 
report. They show the estimated benefits and costs and corresponding net benefits 
measured by the percentage change in the yearly level of output. These changes should be 
~nterpreted relative to the pre-reform steady state, proxied by the historical average level of 
the capital ratio (7%) and frequency of banking crises without the liquidity requirements being 
met (the first row in Table 8 and the origin in the graph). The table and the graph show a 
range of results, reflecting various estimates of the costs of banking crises, depending on 
whether costs are estimated as permanent but moderate - which also corresponds to the 
median estimate across a!! comparable studies (red line) - or only as temporary (green line). 
Table 8 also presents the estimates of net benefits when the costs of banking crises are 
estimated as large and permanent As noted previously, taking a conservative approach, the 
report places less emphasis on the latter results. In all cases the results assume that 
institutions pass the added costs arising from strengthened regulations on to borrowers in 
their entirety while maintaining pre-reform levels for the ROE, interest costs of liabilities and 
operating expenses. Thus, in this sense, the costs of meeting the standards may be close to 
an upper bound. 38 

J1:1 The assessment of the liquidity regulations focuses on the NSFR, as defined in !he December 2009 proposal. 
Al the same time, ii also provides information pertinent to !he assessment of the LCR. 
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Table 8 

Expected long~run annual benefits and costs of tighter regulatory standards1 

{benefits and costs are measured by the percentage impact on the fevel of output per year) 

Expected Net benefits Net benefits Net benefits benefits 
Capital ratio2 Expected 

(moderate 
{moderate (no (large 

costs.3 permanent permanent permanent permanent effect)5 eff~tf' effect}5 

effect)• 

Liquidity requirement not met 
7% 0.00 0.00 0.00 0.00 0.00 
8% 0.09 0.96 0.87 Ct20 2.32 
9% 0.18 1.62 1A4 0.31 3.87 
10% 0.27 1.98 1.71 0.33 4.70 
11% 0.36 2.23 t.87 0.31 5.23 
12% 0.45 2.39 1.94 0.27 5.54 
13% 0.54 2.50 1.96 0.21 5.73 
14% 0.63 2.58 1.95 015 5.84 
15% 0.72 2.64 1.92 o.os 5.90 

qguldity reguirernent met 
7% 0.08 0.76 0.68 0.15 1.83 
8% 0.17 1.40 1.23 0.25 ;.t33 
9% 0.26 1.82 1.56 0.29 4.30 
10% 0.35 2.10 1.75 0.28 4.91 
11% 0.44 2.29 1.85 0.25 5.30 
12% 0.53 2.42 1.89 020 5.55 
13% 0.62 2.52 1.90 0.14 5.70 
14% 0.71 2.60 1.89 0.07 5.80 
15% 0.80 2.65 1.85 0.00 5.85 

1 The starting point of the net-benefit analysis corresponds to the pre-reform steady state, _approximated by 
historical averages for iota! caP.ital ratios (7%) and the average probability of banking crises. "The cap~tar ratio 
is defined as TCE over RWA 1 To meet the liquidity requirement, the annual expe<:ted output cost is esiimated 
to be 0.08%. Each 1 percentage point increase in the capital ratro starting at 7% thereafter results in a 0.09% 
fall in !he level of output below the baseline. " Expected benefits equal !he estimated reduction In the annual 
probabillty of crisis times the (discounted) cost of a crisis using the median estimate of the cost of coses equal 
to 63% of pre-crisis output ( moderate permanent effect). 5 Net benefits are the difference between expected 
benefits and costs: expected benefits are calculated assuming a crisis has a mooerate permanent effect {cost 
of a crisis equals 83%), no permanent effect \cost of a crisis equals 19%} and large permanent effect {cost of a 
crisis equals 158%). 
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Graph4 

Long-run expected annual net economic benefits of increases in capital and liquidity 
Net benefits {vertical axis) are measured by the percentage impact on the level of output 

lncraasing capital and meeting liquidity Capital only 
requirements 

-0.5 --0,S 
6% 9% 10% 11% 12% 13% 14% 1S% 16% &% 9% 10% 11% 12% 13% 14% 15% 16% 

Capitl.ll ll;11io Capital ratio 

Tm capital ratio is defined as TCE ove1 RWA, The origin CO<IBsponds to !he pre-relorrn !>teady state, approximated by historical 
averages for !o!al capi!i!I ratios \1%) and the average p<0babiiity (If banking crises Net benefihl are mm;sured by me tlitterenca 
between expected \Jel'lefil5 and ilJ<Pected costs. Expocted benefits equal the reductioo in me probaMfy of crises iimes me 
coml1lporvling output ~. The red and green lines refer to different eslimates of net benefits, assumrny ttiat me affscts of c.ises on 
oolµl.l! are pertnammt but mooerate (wl:k:h also ooml1!pom!s to Ille median eslirnate across all comparable sttroles} O' only l.!oJ\SilUfY-

The core message of the graph is that net benefits remain positive for a broad range of 
capital ratios, with the incremental net benefits from reducing the probability of banking crises 
gradually declining to become negative beyond a certain range. Admittedly, the precise 
mapping between higher capital levels and stricter liquidity standards, on the one hand, and 
the reduction in the probability of crises, on the other. is quite uncertain. With this caveat, the 
sizeable gap between benefits and costs for a broad range of assumptions still suggests that 
in terms of the impact on output there is considerable room to tighten capital and liquidity 
requirements while still achieving positive net benefits. 

In reaching an overall assessment. however, it is important to highlight the factors that are 
not considered expliclt!y in the previous summary estimates and that could make the final 
estimate of the net benefits higher or lower. Some of these factors have already been noted 
and discussed in detail in the report, others not In some cases, quantifying their effects is 
exceedingly hard. 

Severa! factors could lead to a higher estimate of net benefits: 

• In addition to reducing the probability of banking crises, higher capita! and liquidity 
standards, by making the financial system more resilient, can reduce the amplitude 
of the business cycle. This impact can be enhanced through countercyclical capita! 
buffer schemes. While hard to compare with the benefits included in the graph, 
these effects can be significant They were evaluated in detail in section 11.B and 
Annex 4 of this report 

• In a slmllar way to that noted above, but focusing on crisis periods, a risk-averse 
society would be prepared to pay a premium over the expected costs of an extreme 
event such as a banking crisis (probability times its cost in terms of output} in order 
to insure against lt, ie pay over the actuarially fair price. This premium has not been 
included in the calculations and would increase the benefits. 
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• The expected costs of crises are based on data from historical episodes featuring 
!arge~sca!e government intervention to minimise the negative effects on output !n 
the absence of such intervention, the average costs of banking crises are likely to be 
significantly highec In addition, the discount rate used ta estimate the present value 
of the multi~year cost of crises is quite conservative. 

• To the extent that higher capital and liquidity requirements also reduce the severity 
of crises, the benefits wm be higher. 

• The analysis assumes full pass-through of the higher funding costs/lower yield from 
investments to loan rates. However, in the long run it is reasonable to expect that. 
by reducing banks' riskiness, higher capital and liquidity requlrernents should lead to 
lower debt and equity costs. Moreover, once adjustment is c.omplete, differences 
between the cost of equity and debt could reduce to tax effects. Banks could also 
adjust by increasing efficiency or reducing operating expenses. These effects would 
substantially reduce the estimated long~run costs. 

• To the extent that greater intermediation ls provided by the non.bank: sector, the 
estimated costs will be lower. 

Similarly, there are a number of factors that could reduce the net benefits: 

• The existing literature, which is the basis for this report's estimates of the costs of 
banking crises, may overestimate the costs of banking crises. Possible reasons 
include: overestimation of the underlying growth path prior to the crises; failure to 
account for the temporarily higher growth during that phase; and failure to fuHy 
control for factors other than a banking crises per se that may contribute to output 
declines during the crisis and beyond, including a failure to accurately reflect causal 
relationships. 

• Capital and liquidity requirements may be less effective in reducing the probablhty of 
banking crises than suggested by the approaches used in the study. This would 
reduce the overall net benefits for a given level of the requirements. However, to the 
extent that net benefits remain positive, it would also imply that the requirements 
would need to be ralsed by more in order to achieve a given net benefit 

• Shifting of risk into the non-regulated sector could reduce the financial stability 
benefits. 

• The results of the impact of regulatory requirements on !ending spreads are based 
on aggregate balance sheets within individual countries, so that they do not consider 
the incidence of the requirements across institutions. They implicitly assume that the 
institutions that fa!! short of the requirements {ie, that are constrained} do not react 
more than those with excess capital or liquidity (le, that are unconstrained), These 
effects may not be purely distributional. 

As a final caveat. the results summarised above reflect the estimated net benefits associated 
with higher capita! and liquidity standards, averaged across a number of countries over an 
extended period. Clearly, there is a range of uncertainty around estimates of central 
tendencies, reflecting data !imitations and the need for various modelling assumptions, !n 
addition, the estimated net benefits may be higher or lower in individual cases. 
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Annex 1 

Costs of crises: a literature survey 

There is a growing research literature analysing the costs of banking crises. This annex 
sU1veys that literature, explaining the methodologies used and providing a summary of the 
quantitative results. 

Methodologies 

The research literature uses a variety of approaches to measure the cost of banking crises. 
In what follows these are classified ln groups depending on two key dimensions: the period 
over which they measure the impact of crises and the type of metric used to calculate their 
cost This section discusses these two dimensions by reference to Graph 1 in the main text, 
which illustrates a stylised path of a crisis episode. Table 1 applies the same classlncafo:m to 
the findings in the literature. 

The first dimension relates the two points in time (or phases of a crisis episode} chosen as 
reference points for the measurement of costs. There are four types of approach. The first 
type focuses on the period between the GDP peak prior to the crisis and the subsequent 
through after the onset of the crisis (time bet\Neen A and B in Graph 1), The second type 
defines the crisis period from the cyclical peak to the time that the GDP growth rate recovers 
to its pre-crisis level (between A and C in Graph 1 ). It is important to note that this point is not 
equivalent to that when GDP returns to its pre-crisis trend path. tn fact, at that point GDP 
would be necessarily below that trend because (by definition) the economy has not 
undergone a catch-up period of faster than average growth in order to recover the ground 
lost during the crisis. The third type of approach defines the crisis period as lasting until the 
!eve! of GOP returns to its pre-crisis trend path (between A and D). Studies that use expert 
iudgement or set a prespecified fixed length for all crises would fall under this category, since 
they tend to come to similar conclusions, Finally, the fourth type of approach allows for the 
possibility of permanent effects of crises on the level of GOP {ie a downward shift in the 
growth path), hence effectively looking at an infinite horizon. 

The second dimension in the classification of approaches relates to the metric used for the 
costs of crises. One approach focuses on the gap between potential or trend output and 
output at the end of a specific phase of the crisis. This gives a measure of how much output 
falls between two points in time, but it does not reflect the duration of the episode and, 
hence, the cumulative losses over the same period. For crises with permanent effects the 
corresponding metric would be the gap between the pre-crisis and post-crisis GDP trends {o 
in Graph 1 ). The second approach looks instead at the cumulative losses from the onset of 
the crisis until the (varlously defined} end of the crisis. For crises that have long-lasting 
(multi-year or permanent) effects the calculation of the cumulative costs would entail some 
form of discounting (see discussion below). 

Table A 1.1 lists different studies grouped along these two dimensions together with their 
estimates of the costs of the average crisis. The first three groups of studies adopt as metric 
the difference in levels between two different points in time. The first of these uses the 
simplest approach, which is to measure costs by considering the peak-to-trough drop in 
output (ie relative difference in GDP between point A and point Bin Graph 1}. The second 
group assumes that crises end once output growth returns to its pre-crisis trend (ie re!ative 
difference in GDP between point A and point D). Typicarly studies that follow this approach 
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estimate the total impact on the level of GDP by calculating the sum of deviations of the post
crisis growth rate from the pre-crisis trend growth. For short crises, thls is approximately the 
difference between trend and actual levels of output at point C. 31 Generally, trend growth in 
these studies is calculated as the historical average growth over a period that ranges 
(depending on the study} between three and 10 years prior to the crtsls.se An alternative 
approach to measuring the differential between actuat and potential growth is to use 
regression analysis to estimate the impact on GDP growth following a banking cr~sis_ Two 
papers (Hutchinson and Neuberger {2005) and DemirgO\:-Kunt et al (2006}} rely on this 
method. They find that crises affect growth negatively for two to three years. The third group 
of studies that measure the drop in the level of GDP focus on permanent effects (o in 
Graph 1) and follow Cerra and Saxena (2008). They estimate the impact on GOP {more 
specifically, GDP growth} by using panel regressions for a group of countries that 
experienced banking crises. The regressors include lags of the dependent variable and/or 
other explanatory variables, as well as a dummy that flags the beginning of a banking crisis. 
The dummy variable allows the simulation of impulse response functions as shown in Graph 
A1.1. 

The last two groups of studies summarised in Table A1.1 look at the cumulative effect on 
GDP, a better measure of the overall economic costs of banking crises. Less than haif the 
studies in the literature calculate cumulative costs explicitly by summing across the 
difference between the actual level of GDP and its trend over the crisis period (as defined in 
each study). 39 The trend of output is determined in different ways: as the historical average 
growth; 40 as weighted average of past and world growth; by using the Hoorick-Presoott filter; 
or by reference to estimates of potential output (eg from OECD}. The first of these two 
groups of studies does not allow for permanent output effects becausethe length of a cris!s 
(ie the period over which its effects are estimated) is assumed to be finite. 41 The second and 
last group of studies does allow for the possiblity of permanent effects. Boyd et a! (2005) use 
two methods of calculating long-run costs after a crisis. The first method is more 
conservative and uses only actual GDP for the countries that had a crisls several years prior 
to the end of the sample (the results are listed under Method 1 in Table A1 .1). !n order to 
assess the full cumu!atlve costs into the infinite horizon the authors use projections of both 
GDP and potential output for all crisis countries (these results are labelled Method 2 in Table 
A 1, 1 ), Haldane {2010) quantifies the costs of the current financial crisis by looking at the 
present value of output losses for the United Kingdom and the world. To provide a range of 

77 AU studies following this approach express the measured costs. in total growth forgone during the assumed 
period of the crisis_ Assuming thal discount raies equal trel'ld growth rates, the measured cost$ are also 
approximately the costs relative to pr<K:risis GOP, especially if crises are nol too long. Hoggarth et al {2002) 
prove mathematically that the difference is actually underestimated for crises lasting longer than two years, as 
the approach does not recognise the reduction in output leve!.S In the previous yeari.k 

3il Interestingly, this choice of trend implies Iha! in some cases actual growtn never reaches the pre-crisis trend 
growth. This is a sign of permanent effects, although the studies disregard th~ possibility. The crises in 
Mexico (1981) and or Japan {1992} are cases in point 

~~ Except for Boyd et al (2005), cosis are expressed relative to trend GDP A$$Uming that cHsoount rates equa! 
trend growth rates, the measured costs are also the costs relative to pre-crisis GDP. 

40 tn comparison to other methods, relying on historical averages may overesUmate trend output. This ls 
particularly true ls. averages are calculated over shorter per;ods. as many banking crises tend to be preceded 
by unsustainable booms. A higher e$t1mate of trend woukl •mply higher costs of crises. 

41 Some studies fix the length of crises at four years (eg Laeven and Valencia (2008)} or deterrn!ne it on ttie 
oasis of expert jL1dgment (eg Hoggarth et al (2002)) or allow if to be determined endogenously hy assuming 
lhal crises end when the ~ve! of GDP returns to its pre-crisis level {eg Cecchetti et al (2000)} or to 1he pre
crisls lrend (eg Hai..'gh et al (2009)). 
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estimates, the analysis assumes that different fractions of output losses experienced in 2009 
are permanent (25%, 50% and 100°/<t). losses are expressed relative to 2009 output. 

A key parameter that influences the magnitude of cumulative tosses is the choice of discount 
factor, especially in the case of studies that find permanent effects, Table A1.1 reports the 
average output losses shown in each study, even though different studies are based on 
different assumptions. For example. Boyd et al (2005) use a discount rate of 5°/(>, while 
Haldane {2010) uses ;t5°/o. In this report to provide a conservative estimate, permanent 
drops in steady~state output {le those in the third group of studies reported in Table A1. 1) are 
converted into cumulative losses {CL} by discounting future losses with a 5% discount rate 
(ie CL= 5!(1Ma) with the discount factor a= 1/(1+5%)). A a lower (higher) discount rate wou!d 
imply higher {lower) costs. 

One paper in the literature (Ramirez (2009) finds that banking crises have long-lasting effects 
on !ong-tenn growth rates, no just the level of output (see Table A1.3). The study relies on 
data from 1894 in the United States_ Using a panel of all US states and contromng for other 
factors, the analysis finds that increasing banking fragility (measured as the ratio of deposits 
in failed banks over total deposits) by 1°/o reduces the average annual growth rate between 
1900 and 1930 by 2-5%. 

Results 
Table A 1.1 shows that results in the literature are surprisingly consistent. 

Studies in the first two groups, which compare GOP at the beginning of the crisis to the 
trough or to the point when its growth recovers, find a drop of around 10% relative to pre
crisis GDP. Costs tend to be somewhat lower for samples ending In the late 1990s {!MF 
{1998), Bordo et al (2001) Hoggarth et ai (2002)). The results of these two groups are not 
taken into account when analysing the range and median of cumulative output losses of 
banking crises. The reason is that they refer to the difference in GDP between two points in 
time and, without some indication about the length of crises, they cannot be made 
comparable to the cumulative measure of oosts adopted in this report. 

Wrthin the third group of studies, which measure point-in-time losses in the presence of 
permanent effects (5 in the main text), there is a considerable difference between those that 
measure deviations of potent1al output (eg Barrell et al (2010a) or Furceri and Mourougane 
{2009)) or deviations of actual output (eg Cerra and Saxena (2008), Turini et al (2010}, IMF 
{2009), Furceri and Zdzienlcka (2010)). The former studies find a permanent drop of 2% after 
a banking crisis, while the latter find effects of the order of 7 ,5-10%. The figures reported in 
the first column of Table A1 .1 for this group of studies convert the estimates of a pennanent 
drop in the level of GOP to a cumulative loss figure that is comparable to that reported by the 
next group of studies. The calcu!atoin was based on a 5% discount rate, as described above, 
and it corresponds to cumulative losses in the range of 42-210% relative to pre-crisis GDP. 

The cumulative loss estimates listed in Table A 1.1 for the fourth and fifth group of studies are 
reported dlrect1y by these papers, They correspond to the average effect round across all 
crises in each study (Table A 1.2 reports episode~specific loss figures for BCBS countries as 
reported in the subset of au studies that provide the disaggregate estimates}. 
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TableA1.1 

Cost of a banking crisis relative to pre--crisis GDP1 

Resul~ reported in the literature 

Study Cumulative Mean Min Ma I Industrial Emerging 
losses x economieg2 markets? 

Ditf&rence between GDP at beginning and end of period 
Period from peak to troughs 
Reinhart and Rogoff (2009) 9 (l 29 
Cecchetti et a! (2009) 9 0 42 
Period until growth rate recovers• 
Bordo et al (2001) (sample 1973-97) 6 7 $ 
Bordo et al {2001) (samp~ 1919-39) 11 12 9 
!MF (1008) 12 10 12 
Hoggarth et al (2002) 14 13 15 
Demirgliy.Kunt et al {2005} 7 
Hutchison and Neuberger (2005) 10 
tnflnlte horizon {permanent effects)4 

Cerra and Saxena {2000) 158 7.5 15 4 
Turini et al (2010) 197 9.4 
IMF {2009) 210 10 11 5 
Furceri and Zdzienlcka (2010) 95 4.5 
Furceri and Mot.1rougane (2009) 42 2 1.5 4 
Barrel et al (2010a) 42 2 0 23 

Cumulatfve loss4'S 
Period from peak to end of crisis 
Hoggarth et al (2002} 16 16 0 122 21 14 
laeven and Valencia {2008) 20 20 0 123 
Haugh et al (2009) 21 21 10 40 
Cecchetti et a! (2009) 18 18 0 i30 
tnfinlte horizon (permanent effects) 
Boyd et al (2005): Method 1 63 63 0 194 
Boyd et al (2005): Method 2 302 302 0 1041 
Haldane (2010)6 200 200 00 350 

Crises have no permanent effects• 
Average cumulative iosses 19 
Median cumulative losses 19 

Crises have permanent ~et:tsi 
Average cumulative losses 145 
Median cumulative iosses 158 

All studies 
Average cumulative losses 106 
Median cumulative losses 63 

1 Costs are expressed relative to pre-crisis GOP. If studies normalise costs by the trend. tile table assumes 
th<it the discount rate equals the trend growth rate. In per cent z Resu Its cannot be converted lo cumuiative 
!Osses as the duration of crises is unknown " Pemianent drops in steady-slate ou!put are c-0nverted into 
cumulative losses (CL) by discounting future losses with a 5% discount rate {Cl = &{1-0) with i;; "" 

1/(1+5%)). 4 There is no unique def!n!tion of developed economies and emerging markets. Hoggarth et al 
(2002) and Cerra and Saxena (2008) distingwsh between high- and low-income countries, Using this 
classification, the IMF {2009) does not find significant differences. Results shown in Table A1, 1 <ire based on a 
ctassrncation of high and low financial development Bordo et al ~2001). and IMF {19915}. l.lse 
judgment 6 Results are for world GDP. As a percentage of 2009 output. Medfan ac.ross studies snown 
under "Period from peak to end of crisis". 1 Median across studies aliow•ng for permanent effects. 
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OveraH, the literature finds large costs of bankmg crises. The median cumulative output loss 
across all comparable studies is 63% of pre-crisis output. The average loss is higher, 
exceeding 100%. These figures pool results from all studies for which cumulative losses can 
be calculated (ie all figures reported in the first column of the table). For studies that assess 
the costs of crises over a specified period, hence implicitly assuming that effects are only 
transitory (the third group in the table), the median cumulative Joss estimate is 19%. Studies 
that explicitly allow for permanent effects (the last two groups of studies) have a much higher 
median estimate of cumulative loss, equal to 156%. It should be noted once again that these 
median losses are sensitive to the choice of discount rate, as this affects the results of the 
conversion of permanent drops in output into cumulative losses. For example, the median 
loss across all models is 82% if a discount rate of 2.5% is used. However, effects of higher 
discount rates are less significant Even with an extreme dtscount rate of 10%, the median 
loss would still be as high as 50%. 

To provide ranges, Table A 1.1 also shows the minimum and maximum costs for Individual 
crises, whenever this information is available. The highest costs are of an order three to 
seven times higher than the average. The minimum is generally zero. A closer look indicates 
that this may be driven by definitions of what constitutes a systemic banking crisis. For 
example, some studies assume that Canada had a banking crisis in i 983, While two small 
banks failed, experts at the Bank of Canada do not consider this event a systemic banking 
crisis. 4

" Unsurprisingly, most studies find zero output costs for this crisis, 

Table A 12 shows the costs of crises in BCBS member countries. Owing to data availability, 
this can on!y be done for 7 of the 21 studies shown in Table A 1.1. Sometimes this 
information is not provided; in other cases the methodology used does not allow for the 
computation of crisis~specific estimates. This, for example, is the case for al! the studies that 
try to measure the permanent drop in output following a banking crisis, as the regression 
analysis yields, by construction. an average estimate across countries. It is apparent that 
there are no significant differences between G10 and non410 members. Haldane (2010) is 
the onfy study estimating costs for the current cnsis. For world GDP, estimates range from 
90% to 350% relative to 2009 output (Table A1.1}" Results are even larger for the United 
Kingdom, where the upper estimate exceeds 500"/r, (Table A2.1}. Several studies also 
distinguish between industrial and emerging markets economies. There ls a clear indication 
that costs of crises are, If anything, actually lower for emerging market economies, 43 

Robustness 

Papers in the literature generally undertake a range of robustness tests. These indicate that 
the dating of crises or the estimation of trend output can impact on the specific point 
estimates for costs. However, Table A 1.1 highlights that results across studies are 
consistent, even though samples and crisis dates vary substantially. Furthermore, the 
llterature has also explored many different methods for calculating trends, ranging from 
historical averages, statlstlcal filters, regression analysis, OECD estimates of potential output 
to est[mates of potential output using production functions. 

•
2 This information is based on work by the Macro Variables Task Force of the Base! Committee. 

0 There is no unique definition of industrial and emerging marke! economies. Hoggarth et al (2002) and Cerra 
and Saxena (2008} distinguish between high~ and low,income countries_ Using this classifica!lon, the IMF 
(2009) does not find significant differences. Results shown in Table A 1, 1 are based on a cfassrncation of high 
and !ow financial development. Bordo et al {2001) and IMF (1998) use judgment 
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A key issue when estimating the costs of crises is to recognise the possibility that they may 
be the result of large shocks to the real economy {ie, be endogenous}, If this is the case, the 
measured costs would - at least partially - not be the costs caused by the banking crisis, 
leading to an overestimate. 

The literature attempts to control more formally for this problem. Two studies {Bordo et a! 
(2001 ), Haugh et al (2009)} compare the output costs of normal recessions with costs of 
banking crises and show that the latter are around 3_5 to 4 times larger. Hoggarth et ai 
{2002) tty to control for endogeneity by matching crisis countries with similar non-crisis 
countries. The average costs controlling for endogeneity are broadly similar to those without 
controlling for it {13% versus 16%). Cerra and Saxena {2008) run a range of robustness 
checks. In all cases they continue to find significant pennanent drops tn long-run output 
following a banking crisis. Even the lowest estimates indicate a drop in the level of the !ong
run trend by 4%. More generally, ft has also been shown that many banking crises are not 
preceded by a growth slowdownfrecession (eg Alfaro and Drehmann {2009}), The current 
crisis is a good example. 

Ramirez (2009) undertakes a very clean historical study c-0mparing Nebraska and West 
Virginia following the US banking crisis in 1894. While no banks failed in West Virginia, 
Nebraska experienced a refatively high failure rate. Controlling for other factors, the author 
shows that Nebraska grew on average 1% less per year in 1900-30 than West Virginia. 
These results show very large costs of a banking crisis. First of all, the author does not even 
consider the first seven years after the outbreak of the crisis, even though significant costs 
were found during this period in all other studies. Second, in comparison to al! other studies 
these results show a long-run reduction not only in the level of output but also in its trend 
growth rate, 
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Start of 
crisisi 

Argentina 1980 
Argentina 1%9 

Argentina 1995 
Argentina 2-001 
Brazil 1990 

Brazil 1994 

Canada 1983 

Firi!and 1991 

France 1994 

Indonesia 1997 

1997, 
Japan 152, 

1990" 

Korea 1997 
Mexi-:x> 1981 

Mexiro 1994 
1991, 

Norway 1988, 
1987° 

Spain 
1977, 
1962" 

Swedet! 1991 

Turkey 2000 

UK 1!l74 

UK 2008 

1988, 
us 1984, 

199Cf 

Averoge of shown crise$ 
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Table A1.2 

Estimated costs of different crisis episodes: 
results of selected studies for a range of crises 

As a percentage of pre.crisis GDP1 

ATTACHMENT G 

Peak to Cumulative losses untll end of crisis 
Cumulative !osoos allowing 

trough for permanent effects 
---

Cecchetti Laeven and Hoggarth Cecchetti Haugh Bow.let Bo;idet 
etal Valencia etal elal etai ar {M2l' a!{M 1)' Haldane 

14.1 10.8 25.9 44,5 

12. 1 tQ,1 16.1 16.2 

6.1 7.1 s.e 5.2 
15.1 427 26.9 

11-4 122 6.0 
2.5 00 0.0 1.9 

0.0 0.1) 00 
11.8 59.1 44,9 4(1,7 40.5 473_9 97.2 

0.7 72.0 2.7 

18.1 67.9 20.1 50.7 

3-4 17.6 11.1 $_? 12.3 f>25.7 5!Hi 

9.2 50.1 12.8 9_3 694.4 17,7 ! 
' 

St3 0.0 ' ' ' 10.4 4-2 5-4 10.7 ' ' ' ! 
1.5 0.0 27-1 0.6 34.8 J135 86A 

1222 1(U 466-4 1862 

5.8 JM 3.8 11.0 16.7 25tH SSA 

9.3 5-4 9. 1 

26_5 

130"52 

4.1 00 11.4 0 0 

9.3 23A 22.5 171 2W 311A 56.0 300 

1 Costs are expressed relative to pre-crisis GDP. If studies normatise cosls by the trend, the table assumes that the 
discount rate equals lhe trend growtl'l rate. In per cent. 2 The dating of crises is not the same across studies If 
several years are provided, the references for the cns1s dating used in the s!udies are (a) laeven and Valencia (LV} 
1997, Hoggarih et al (HO} and Haugh et al {HA) 1992, Boyd et a! (B/ 1990; b} LV 1991, HO and HA 1988, 8 '!987; 
c) LV 1977, HO 1977, B 1977, HA '1982; d) LV 1988, HO 1988, HA 1990. Cecchetti el al {2009} base their crisis 
dating on LV. ~ To calculate cumulative costs of permanenl effects. Boyd et al (2005) reiy on projections of future 
GDP (M 2), To provide conservative estimates, the study also shows results when only actual data are used 
{M 1). 4

! As a percentage of 2:009 output. 
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TableA1,3 

The reduction of annual GOP growth in the 
long run following a banking crisis 1 

ATIACHMENTG 

Study Mean Controlling for endogeneity 

1-3 
1 The stody analyses the impact of defaul1ed deposits on tiie average annual grov.1h rate in 1900-30 
following the US banking crisis in 1894. The table shows results for the average defaurt rate. given the 
estimated range in the paper. 

Table A1.4 

Banking crises in BCBS countries since 19851 

Argentina 
Australia 
Belgium 
Brazil 
Canada 
China 
France 
Germany 
Hong Kong 
Ind la 
Indonesia 
Italy 
Japan 

Korea 
Luxemburg 
Mexico 
Netherlands 
Russia 
Saudi Arabia 
South Africa 
Sweden 
Switzerland 
Turkey 
United Kingdom 
United States2 

Reinhart and Rogoff 
{2008>11) 

1989, 1994,2001 
1989 
2008 

1990. 1994 

1997 
1994,2008 

2007 
1996 
1993 

1992, 1997 
1990 

1992,2008 
1986, 1997 

2008 
1992 
2008 

1995, 1996 

1989 
1991 
2008 

1991,2000 
1991, 1995,2007 

2007 

Frequency of banking cr!s&s 1985-20093 

All BCBS countries 
G10 countries 

5.2% 
5.2% 

Laeven and Valencia 
(2003)11) 

1989, 1995,2001 

2008 
1990, 1994 

1998 
2008 
2007 

1993 
1997 

1997,2008 
1997 
2008 
1994 
200$ 
1998 

1991 
2008 
2000 
2007 

198$,2007 

3.8% 
4.1% 

1 Beth papers were Pi.lb!ished prior to the failure of Lehman. The dating of the recent crisis 1s based on the 
strict crisis definition by Borio anct Drehmann {2009). 2 The beginning of the savi!Jls and kian crisis 
according to Reinhart and Rogoff is 1984 and therefore excluded from the table. The frequency is 
calculated as the number of crises divided by the number of countries in the sample times the years from 
1985 lo 2009. Ad1usting for a three-year duration of crises and considering Russia and China on!y from 1992 
onwards wm increase the frequency to 5.9% (6.8%) and 3.9% (4,3%) for all BCBS (G10) countries. 
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Graph A1.1 

The evolution of output after banking erises 1 

As a percentage of the pre-crisis trend 
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Full sample Low financial development High financial development 

2 s .i s s 7 2 3 4 s (! 7 2 3 4 5 6 7 

' Mean differMw from year t "' o; firs! yea' of crtsis al I "' i; financial deveklpmMt is mease1red by the crooit.ic.GOP ratio. 

Soorce: !MF (200fl). 
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Annex 2 

A brief summary of the crisis predictionisimulation models 

This annex first provides methodological details of the models used to estimate the impact of 
tighter regulatory standards on the annual likelihood of a systemic banking crisis. It then 
discusses ind!vidua! results. 

Methodology 

(I} FSA/NIESR model 

Researchers at NIESR and the UK FSA {Barrell et al (2010b}) estimate a loglt moder 
exp!a!ning the probabHlty of banking crises with the aggregate capital ratio, the aggregate 
liquidity ratio, the current account deficit and house price changes. Their sample includes 
annual data for 14 OECD countries from 1980 until 2008. And their sample of crises covers 
systemic and non-systemic crises from the World Bank (2003) crises database, updated for 
recent events. The final equation of the NIESR model is as follows: 

Prob( crises)"" f (-0.34Lev _1 -0. J lA _Liq _1 + 0.08Rhpg_3 - 0.24Cbr_1 ) 

Lev is the ratio of total capita! over total assets, A_Liq ls the ratio of c.ash and balances with 
the central bank plus securities over total assets, Rhpg is real house price growth. and Cbris 
the ratio of the current account balance over nominal GDP. All the coefficlents are 
statistically significant at least at the 5% level. Subscripts indicate time lags. As in other 
studies, the lags are included to limit the risk of reverse causality, ie that crises affect capital 
and liquidity rather than the other way round. 

Results shown ln Table A2.1 are based on setting the initiaf level of the liquidity ratio, the 
current account deficit and real house price growth at the respective mean across all 
countries in the sample for 2006_ Ratios for TCE/RWA are mapped into the leverage ratio by 
following the methodology set out in Annex 5 and taking an average across European and 
US banks. 

(ii) Bank of Japan model 

Researchers from the Bank of Japan (Kato et al (2010}) estimate a probit mode! for 13 
OECD countries, using annual data from 1980 to 2008. Crises cover both systemic and non
systemic crises, as identified in World Bank (2003) and Laeven and Valencia (2008} The 
authors estimate specifications with and without interactions among variables. 

The final equation of the model without interactions is 

Prob( crises)= f(-0.15Lev_, -0.04A ... Liq_1 ~O.OJL ~Llq~1 +.04Rhpg_1 -0.l?Cbr..2 ) 

and that of the model with interactions 
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Lev is the ratio of total capital over total assets, A_Liq is the ratio of cash and balances with 
the central bank plus securities over total assets, L_Liq is the ratio of customer deposits to 
total deposits, and Rhpg is real house price growth, Cbr is the ratio of the current account 
balance to nominal GDP. Al! the coefficients are statistically significant in both specification at 
least at the 5% level. Subscripts indicate time lags. 

Results shown in Table A2. 1 are based on setting the initial level of the liquidity ratios, the 
current account deficit and real house price growth at the respective mean across all 
countries in the sample for 2006. Ratios for TCE/RWA are mapped into the leverage ratio by 
following the methodology set out in Annex 5 and taking an average across European and 
US banks. 

(iii) The estimated portfolio model 

As with other portfolio models (see below}. this approach calculates the probability of a 
systemic crisis by interpreting the banking system as a portfolio of banks (the analogue of 
individual securities for portfolio credit risk models). For this report. it is assumed that 
systemic risk materialises when four or more institutions fail. Default correlations are based 
on Moody's KMV estimates of the institutions' asset~return correlations in order to derive the 
sensitivity of banks' assets to common shocks. The model is estimated for the 51 largest 
banks globally and shocks are assumed to fo!low a normal distribution. 

Bank-specific probabilities of default (PDs) in the estimated portfolio model are based on a 
simple logit mode! linking capital and liquidity ratios to the likelihood of default The !ogit 
mode! is estimated for a sample of over 110 large globally active banks - including the 51 
banks considered in the final model - using data from 2000 until 2008. The identification of 
stressed banks is based on input from natiOnal supervisors. A range of models has been 
estimated, dropping various countries or including other control variables. But the results tor 
the leverage and liquidity ratio are very robust For the simulations shown in this paper we 
use the following specification 

where Cap is the ratio of TCE to total assets and L_Uq the ratio of customer deposits to total 
!iabi!lties. All the coefficients are statistically significant at least at the 5% level."" 

Results shown in Tab!e A2'"1 are based on setting the liquidity ratio at the end-2006 !evei for 
individual banks. Correlations are based on end-2007 data. Ratios for TCE/RWA are 
mapped into the ratio of TCE over total assets by following the methodology set out in Annex 
5 and taking an average across European and US banks. 

(iv) Bank of England Merton~style model 

In order to quantify the link between the banking sector's capitaHsatiOn and the l!ke!ihood of a 
systemic banking crisis, researchers at the Bank of England used a Merton-style structural 
credit risk model based on Elsinger et al (2006}. The framework captures two channels of 
system-wide risk: (i) the risk that banks fail simultaneously, because their asset va!ues are 

44 The ratio of fiquid assets to lotal assets was also incorporated in some estimations but found to be 
insignificant 
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correlated; and (ii} direct balance sheet links between banks, through which the failure of one 
bank can cause the failure of other institutions. 

The model is calibrated using data for the five largest UK banks, with a systemic crisis 
defined as the joint default of at least two of these banks. Following Merton (1974}, the 
volatility and the covariance of each bank's assets is inferred from the volatility of the market 
value of its equity, The results are sensitive to the period over which it is calibrated, The 
more volatile equity prices over the period, the greater the inferred voiatl!ity of the bank's 
assets, and the greater the chance that the asset value falls sufficiently to push a bank's 
equity below the threshold for failure. The reported results allow for some uncertainty in this 
viability thresh01d. 

(v) BIS model 

The BIS model is a variant of a model developed by Tarashev and Zhu (2008}. It interprets 
the banking system as a portfolio of banks and estimates the loss distribution arising from 
bank defaults. Bank failures are correlated. Correlations are based on Moody's KMV 
estimate of the institutions' asset-return correlations. In contrast to the BoE model and the 
baseline version of Tarashev and Zhu, which assume that shocks to banks' assets are 
normally distributed, the model assumes a T distribution with four degrees of freedom. This 
distribution has fatter tails. The model is estimated for the 51 largest banks globally. 
Correlations are based on end-2007 data. For this report it is assumed that systemic risk 
materia!ises when four or more institutions fail. Ratios for TCEIRWA are mapped Into the 
ratio of shareholder equity over total assets following the methodology set out In Annex 5 for 
European banks, 

When simulating the impact of higher capital levels on the probability of systemic crises. the 
BoE and BIS models hold all other parameters, including the volatility of assets, constant If 
banks, however, take on more risk to compensate for higher capital requirements, this wouid 
tend to reduce the marginal impact on the probability of failure of individual institutions and 
hence of systemic risk 

(vi) The Sank of Canada stress testing framework 

The simulations in this report use the stress testing model developed by researchers at the 
Bank of Canada. Details about the model and data are provided by Gauthier et al {2010). 
The authors look at six major Canadian banks for the period ending 02 2008. The mode! 
generates the distribution of credit losses at Canadian banks under a severe but plausible 
scenario. It incorporates the impact of externalities through counterparty credit risk and asset 
fire sales. Asset fire sales are triggered whenever the Tier 1 capital ratio of a bank falls below 
7% (the minimum required by the Canadian regulator) In case of an asset fire sale, the 
equilibrium price for iHlqu!d assets is obtamed from a calibrated demand curve and the 
endogenous aggregate supply of assets. Contagion occurs through counterparty credit risk 
and mark to market accounting as in Cifuentes et al (2005}. 
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Results 

Table A2.. 1 shows simulation results for each model for different capital and liquidity ratios. 
Table A2..2 summarises this information by looking at average results for different modelling 
approaches.4

1; This table in tum provides the basis for results used in the main text {Table 3}. 
The summary results do not include the stress testing exercise conducted by the Bank of 
Canada. The fact that these results reflect the links between liquidity, capital and crisis under 
stressful scenarios sets them apart from the results of models that are more geared to 
average relationships. Had the stress testing results been included in the averages reported 
in Table A2.2 the conclusions would have been qualitatively identical but the marginal Impact 
of liquidity would have been smaller. 

The simulations of the reduced-form models indicate an average probability of a systemic 
crisis of 4.1% when the capita! ratio is 7% and there is no change in any of the liquidity ratios 
from their pre-crisis levels. This is at the low end of the historical average of 4-5%.Withm the 
framework of these models, increasing capital ratios by 1 percentage point reduces the 
annual probability of systemic crises by around 25-30'%, depending on the starting !eve! of 
capital- For example, the reduction in the probability is from 4,1% to 2.8% when capital is 
increased from 7°/o to 8%. Meeting the NSFR, as modelled by a 12.5% increase !n the ratio 
of liquid assets over total assets (see Annex 5 for a detailed discussion of the mapping 
between meeting the NSFR and the liquidity ratios used by the reduced-form models}, has a 
somewhat lower effect as it reduces the annual probability of crisis by around 15-20%. 
Increasing the liquid asset ratio by 25% or even 50% has clearly a larger impact on the 
!lkelihood of systemic crises. 

The two reduced-form models estimated by researchers from the Bank of Japan also 
Incorporate the ratio of deposits relative to total liabilities as another liquidity ratio. Using 
these models shows that increasing the ratio of deposits to total assets by 10 percentage 
points (one way of increasing funding liquidity) reduces the probability of crises by around 
one sixth (eg 4, 1 % to 2.9% for a 7% TCE/RWA ratio}. 4" A 20 percentage pomt increase 
would lower the probability by more than one third (eg 4.1% to 2A% for a 7% TCE/RWA 
ratio}. 

The second panel of Table A2.2 reports average results based on portfolio credit risk 
models. The results of these three models are similar to those coming from the reduced-form 
approaches. For instance, increasing the ratio of TCE to RWA from 7% to 8% reduces the 
probability of crisis by roughly one third (eg 5.1%1 to 3,1%), with no change ln liquidity, 
Increases in the ratio of deposits to total liabilities also serve to reduce the probability of a 
crisis. But this is only captured by one model. 

The last panel in Tab!e A2.. 1 reports the impact of liquidity and capital ratios on the likelihood 
that two or more banks default, conditional on a very severe macroeconomic shock. !n this 
environment, hlgher capital ratios clearly have large benefits. Increasing capital ratios from 
7% to 8% decreases the likelihood of a systemic crisis by two thirds (eg from 4.7"/,, to 1.7%) 
with no increase in liquidity. By design, the role of liquidity is limited in the stress test model. 
Nonetheless, higher liquldity buffers are stilt found to yield a modest benefit. For example, 
when the capital ratio Is 7%, increasing the ratio of liquid assets by 25% reduces the 
likelihood of crisis by around 0.1 percentage points (eg from 4.7% to 4.6%). 

4
" Given the small number of models the average rather than median is presented. Ho'h-ever, using a!! models 

the average and median are very similar. 
45 Results shown in Table A2.2 indicate a different impact as the average for ·no increase in Uquioftv" also 

incorporates l:he FSA modeL · 
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TableA2.1 

The annual probability of a crisis for different capita! and liquidity ratios 1 

No lncroase in Increase in !iabitity slde incroase lncrGase in llquid assets TCEJRWA h; deposits over over total assea liquidity; and lnerene in 

!lqufdity total liabilities liquid aSS-Ot ratio 

10 20 12.5 25 60 10'25 20: 50 
f:'SAmc.dei-~- 6 6.9 6.1 54 ··42 

7 55 4.8 42 3.3 
8 4.3 3.8 3.3 2.6 
9 3.4 30 2.6 2.0 
10 2.7 24 21 1.6 
11 v HI 1.6 1.3 
12 1.7 1.5 1.3 1.!) 
13 1.3 1, 1 1.0 0.8 
i4 1.0 0.9 oa 0.6 
15 O.S 0.7 0.6 0.5 

linear BoJ 6 ;u 2.8 2.5 2.5 HI 1-1 T7 {l 6 
model 7 2.5 2.2 2.0 1.9 1.4 OJl i.:5 '}6 

6 1.9 1-7 1.5 1.5 1. 1 0.6 1.0 0.5 
9 1.5 1.3 1.1 1. 1 OS (!4 0.7 0.3 

10 1.1 1.0 0.9 M 0.6 0.3 0.5 0.2 
11 o.a Oy7 06 0.$ M 0.2 0.4 0.2 
12 0.6 0.5 0.5 0.5 0.3 0.2 0.3 0.1 
13 0.5 0.4 0.3 0.3 0.2 01 02 0.1 
14 0.3 0.3 0.2 0.2 0.2 0. 1 0.1 0.1 
15 0.2 0.2 0.2 0.2 0.j~~~OJ ..... 0.1 0.0 

Noo-hoear 6 7.3 6.3 5.5 5.9 4.7 2.S 4 2 
BoJmodel 7 4.2 3.5 2.9 3.2 2.3 L2 1.S 0.8 

8 2.3 1.8 1.4 Hi i. 1 0.5 O.!l () 3 
9 1.2 0-l'i 0.6 0.7 0.5 0.2 0.3 0.1 

10 o.e 0-4 0.3 0.3 02 i)_Q 0.1 0.0 
11 0.2 0.2 0.1 0.1 0.1 0.0 o.o ()_() 

12 D.1 0.1 0.0 0.0 00 0.0 !) (} 00 
13 0.0 (JQ 00 o.o 0.0 0.0 0.0 o.o 

Bottorn--up 6 8.3 7.3 $.4 
approach 7 5.6 4.9 4.3 

6 3.8 3.2 2.8 
9 2.5 2.i 1.9 
10 1-6 1.4 1.2 
11 1.0 0.9 0.8 
12 0.7 0.6 0.5 
13 0.4 0.4 0.3 
14 0.3 0.2 0.2 
15 0.2 0.1 0.1 

BoEmodel 6 'l2.8 
for major 7 6.0 
UK banks 8 2.6 

9 08 
10 0.3 
11 0.1 
12 00 

BIS model 6 4.9 
fur global 7 3.8 
banks 8 2.!l 

9 2.3 
10 1.8 
11 1.4 
12 12 
13 10 
14 0.8 
15 0.7 

BoC stress 6 6.4 62 6. 1 
testing 7 4.7 4.6 4.6 
model 8 1.7 i.8 2 

9 0.1 0.1 \J3 
10 0 0 0-1 

Historicaf weroye 4-5 

1 Once the likelihood of crisis reaches zero, higher capital ratios are not shown. 
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Table A2.2 

Average annual probability of a crisis for different modetHng approaches 
{a!I numbers in percentages) 

Tangible common 
equity over risk
wcighttd attcb 

6 
7 
8 

9 
10 
11 
12 
13 
14 

15 

#models~ 

6 
7 
8 

9 
10 
11 
12 
13 
14 
15 

#models' 

6 
7 
8 
9 
10 
11 
12 
13 
14 

i5 

#models 

No increau lncreau In deposits over . ~~~" in li~bitity ski; . r "dlfu t 131 r b"liti lncreaoo in hquld assets over total assets lrquidiiy; and 1ntreasa Ill 
m uiu1 

";f 
0 ia 1 es liquid asset rJtio 

10 20 50 
Model$ incnmnra1irm chames in lloukl assel5 ireduced-fmm models\ 

5.8 4.6 4.0 4,8 4.0 '17 
"·' 2.9 t4 

4.1 2.9 2.4 33 'V ts HJ iJ.7 
2J:! 1J:i 1.5 2.3 HI t2 OS 0.4 
2.0 1.1 0.9 1.6 1.3 0.9 0.5 0.2 
t5 0] tUi 12 HI OJ 0.3 O.i 
t1 DA ll4 0.9 0.7 0.5 0,2 0.1 
o.s 0.3 113 0.1 :.u; 0.4 fl1 l.l.1 
0.6 0.2 0.2 0.5 OA (l.3 0.1 lW 
0.5 0.1 0.1 0.4 ru (l-2 0.1 0.0 
0.3 IJ.1 0.1 0.3 Q.2 0.2 (}J} 0.0 

l 2 2 3 3 3 2 2 
Models unable to !l$se:l& cham.;s 111 liouid assets f oortfnlio credrt risk models} 

8.7 7.3 6.4 
5.1 4.9 43 
3.1 3.2 2.8 
1.9 2.1 1.9 
1.3 t4 1.2 ~ 
0.9 0.9 0.8 

0.6 0.6 0.5 

0.5 0.4 0.3 

0.4 0.2 0.2 
0.3 i.U 0.1 

I 3 1 1 

7.2 ' 

I 4.6 

3-0 ' 
1.9 ' ' ' 
1.4 ' ' ' 
1.0 ' 
IJ.7 

I 0.5 
{1.4 ' ' 
03 

i 

I 
; 
! 

6 i 
1 Meeting the NSFR is modelled by a 12.5% incrfil:ase in the liquid asset ratio. :: Tl1e NSFR equals 112 it !iqukl 
assets increase by 50% for the average bank. " \Nhen only two models are reported these are the linear and 
non-linear BoJ models. 4 When only one model is reported this is !he Eslimated Portfolio Mode!. 5 Average 
across all reduced-form and portfolio credit risl< models. 
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Annex 3 

Mapping higher capital and liquidity requirements to lending spreads 

This annex provides details on how the increased cost of higher capita! and liquidity 
requirements are mapped to higher lending spreads. The calculations are based on a 
representative bank for each country, with the results averaged across countries to arrive at 
the estimates reported in Table 7. The calculation assumes that the ROE and cost of debt do 
not change with lower leverage, It also assumes that banks pass on any additional costs to 
lending spreads, and do not adjust other sources of income or operating expenses. For each 
country, the Impact on lending spreads is calculated (i} assuming no change in RWA, and (ii} 
allowing RWA to decline as steps are taken to meet the NSFR (namely holding more 
government bonds relative to other investments}. Within each scenario, the costs are 
calculated for incremental increases in capital ratios of 1 percentage point These costs are 
linear in the increase in capital ratios. 

The exercise is conducted as follows. A representative bank for each country is constructed 
based on aggregate banking sector data for 13 OECD countries. Income statement and 
balance sheet data from 6,600 banks are averaged over the 15-year period from 1993 to 
2007, These representative banks proxy for a long-run average or "steady state" reflecting 
each country's institutional setting and regulatory framework. All variables are standardised 
by dividing by a bank's total assets in a given year. 

Table A3. 1 shows the styl!sed balance sheet and income statement based on the simp!e 
average of the representative figures for each of the 13 countries. Al! items are shown as a 
percentage of total assets, Loans represent about half of the typical banks' assets, followed 
by investments {16.1'%), interbank claims {12.2%} and trading-related assets {10.4%). These 
assets are funded primarily by deposits (43.5%), trading-related liabilities (15.2°/o), debt 
(14,2%} and interbank funding (12.6%). Shareholders' equity represents 5.3% of assets, of 
which common equity is the majority (4.7%}. Risk-weighted assets represent around half of 
total assets, 
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TableA3.1 

Stylised balance sheet and Income statement across 13 countries, 1993-20071 

Balance shoot 

Cash and balances al cen:rai banks 

I ntDtbi.!nk claims 

T radlng·related assets 

Net loans, leases and mortgages 

Investments and securities 

Other assets 

Of w/lic/l· goodwill and intangfbfe assets 

TOT Al ASSETS 

Deposits by customers (retail, corporate) 

I nte<bank funding 

Trading.related liabililies 

Oet>l 

Olher liabilities 

TOTAL UABIUT!ES 

Common stock 

Preferred stock 

Minority interests 

Other reserves and equity 

TOT Al SHAREHOLDERS' EQUITY 

Average 

2,3 

12.2 

10.4 

51.S 

16.1 

7-4 

0.5 

100.0 

4;1_5 
12J) 

15.2 
14.2 

9.3 
94.7 

4.7 

03 

0.2 

0. 1 

5.3 

TOTAL LIABILITIES& STOCKHOLDERS' EQUfTY 100.0 

Risk·weighied assets I tots/ assets 53. 9 

1. As a percentage of total assets. 

Income starement 

!merest income 

Interest expense 

A Net interestincorne 

Trading income 

Nori..jnterest income ex lrodfog 

B. Non-interest fncome 

C. Total revenues {A+ B! 
Personnel experlOOS 

Ottier adm~nistrative expenses 

D, Totaf operaling expen$E$ 

E. Operating profit {D- E) 

F. Income tax provisiert 

G. Net income (return en assets) 

Re!um on equity (ROE} {%] 

L<Wetag& mulliple 

Average 

5.!t 
4.0 

1.8 

0.2 

1.3 

1.5 

3.3 

0.9 

1.Z 

2.1 
1.2 

0.2 

OJ! 

33.2% 

In terms of the composition of net income, net interest income is 1.8%, with non-interest 
income also important at 15%. Total operating expenses amount to 2.1%. Personnel 
expenses represent close to 43% of total operating expenses. Net income (or ROA) ls 0.6%, 
implying that the average return on equity (ROE) is 14.8°/n. The average historical tax rate is 
33,2'%,, 

Calculating the impact of higher capital requirements 

The impact of higher capital on loan spreads is measured as follows. All formulae referenced 
below are listed at the end of this annex. 

• A representative bank balance sheet and income statement for each country is 
constructed by taking the weighted average across a country's banks from 1993 to 
2007. Equations (1) through (4) show the standard accounting relationships. 

• The cost of equity is set at the 15-year average ROE for each country (equation 5). 
Equity is the most expensive form of capital. Debt is less expensive due to its higher 
claim cm a bank's assets and its tax advantage in a number of jurisdictions. A 
matglna! tax rate of 25% is used in this analysis. 

• The costs of deposits, short-term and long-term wholesale debt are calibrated to 
match the historical ratio of interest expense to total assets. With the cost of 
deposits equal to some value of x%, the cost of shorMerm debt is assumed to be 
x% + 100 basis points and the cost of long-term debt xO/i; + 200 basis points 
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{equations 6 to 8). These spreads are consistent with historical averages across the 
countries in this sample, and generate an upward-sloping yield curve. The share of 
debt that is less than one year in maturity (rho} is set at 25% (equation 10}. Interest 
expense is then calculated using equation (11). 

• Interest income is generated by interbank claims, loans and investments. Trading 
income is generated by trading assets minus trading liabilities. A portion of 
investments (theta) is invested in government bonds that return a risk-free rate of 
interest, while the remaining investments are invested in higher-yielding securities. 
The risk premium on these higher-yielding investments is the difference between the 
return on investments and the risk-free rate (equation 9). 

• From this starting point, the quantity or TCEIRWA is increased by increments of 
1 percentage point to meet specific targets of RWA {equation 14). The size and 
composition of the balance sheet is held constant but the relative share financed by 
equity and debt changes. 

An increase of TCEJRWA of 1 percentage polnt generates a smaller rise in equity as 
RWA are typically only 50% of total assets (equation 15). This increase in the 
quantity of equity is matched by a decrease in the quantity of debt (equation 16). As 
the most expensive form of debt, long~term debt is the first to be replaced with 
equity. 

• The change in capital structure leads to a rise in the bank's cost of capital, as tax. 
advantaged debt is substituted with more expensive equity. A higher quantity of 
equity for a given level of net income leads to a fall in ROE (equation 5}. Part of this 
fa!I in ROE is offset by the decline in interest expense due to the smaller quantity of 
debt outstanding {equations 11 and 16). 

• In the central scenario, it is assumed that the cost of equity and the cost of long-term 
debt are unchanged. In theory, the cost of equity and debt should both decline as 
leverage decreases and the risk of default becomes smaileL The estimates in this 
analysis therefore are conservative, as a fall in either of these costs would reduce 
the impact on loan spreads, 

• Banks respond to the fall in ROE by raising the spreads charged on loans (alpha, 
equation 17). The size of the Increase in loan spreads is determined such that the 
increase in net income exactly offsets the increase in the cost of capita!, allowing 
ROE to be unchanged (equation 18) 

Calculating the cost to meet the December 2009 proposal for the NSFR 

The formula for calculating the NSFR is detailed in the December 2009 BCBS consultative 
document, with a simplified version shown in equation 19. The numerator measures the 
sources of available stable funding (ASF), with greater weight given to funding sources that 
are more stable and least likely to disappear under stressed market conditions. Equity, 
longer-term debt and longer-term liabilities are the most stable forms of funding, followed by 
deposits_ The denominator shows assets that require funding, wlth a factor (or haircut) 
applied based on their expected liquidation value under stressed circumstances. Cash, 
securities with less than one year to maturity and interbank loans do not have to be funded 
and have a factor of 0%, Government debt is considered very liquid and must only be funded 
at 5% of face value. Corporate loans and retail loans that mature within one year must be 
funded 50% and 85%, respectively, assuming that they are not rolled over when they mature, 
All remaining assets must be funded at 100%. To achieve a target NSFR, banks must extend 
the maturity of their funding and reduce the maturity or the rlskiness of their assets, 
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An estimate of the impact of the NSFR requires details on the composition of investments 
held by banks, the stability of their deposits, and the size of "Other assets". This Information 
Is not available, but is being collected by the BCBS through the Quantitative Impact Study 
(Q(S). In the absence of QIS data, the only way to arrive at a starting value of the NSFR is to 
make a number of assumptions. Supervisors in some countries provided rough estirnates for 
their banks, and these estimates are applied to all the sample countries as follows: 

• 75% of deposits are stable 

• 25% of securities are less than 1 year in maturity 

• 25% of corporate loans are less than 1 year in maturity 

• 25% of reta!l loans are less than 1 year in maturity 

• 25% debt is less than 1 year in maturity 

• government debt initially makes up 25% of investments 

The calculation of the cost to meet the NSFR is very sensitive to these assumptions, as well 
as the relative size of these categories on banks' balance sheets. 
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Formulae used in calculations of cost of capital and liquidity 

1.Assets = Liabilities + Equity 

2.Assets =Cash+ !Bclaims + TradAssets +Loans +Investments+ OtherAssets 

3. Liabilities= Deposits+ Wfimd + TradLiabs +Debt+ OtherLiabs 

4. Netlncome = [(Income Loans + 01her lntlncome - Int Exp) + Non!nllncome ~Op Exp J · (1- ta.'() 

5 . = ROE = Netlncome .r,,,,.,,1y . 
Eqinty 

6. r o!q:""'11' = .x'}'Q 

7.r:'1rxm =x%+0.01 

8.ruv.& ""'(x + 0.02) 

9.rp = 1;,,,. -r fiw 

l O.Debt, = Debt, · p, + Debt1 • (1- p1 ) 

l I .Int Exp, = r ""f"W" ·Deposits+ rStJ:i.:,1>1 · (I!Jfimd + TradLiabs +Debt,· p,) + rw_i,,;,, · Debt1 • (l- p1) 

12. Investments, = Investments, · B1 +Investments, · {1-B,) 

13. Otherlntlncome,,.1 = Otherlntlncome, + Invesiments1 .. 1 • n(l - fJ) · rp + AOtherAssets · rp-11Cash · r,,,., 
E 

14.Tierl =--
RWA 

15.Eni = E1 + ATierl · RWA,,_1 

16.ADebt =-!!Equity 

17.Incomr:Loans,.i ,_,.~ lncomeLoans1 +a· Loans,;] 

[
(ROEH. EH) (0 h 1 ·1 J r. " r 1 " , o·· E ) 1 {1 _tax) - t er nt ncome, ;: - ntr......:p,.1 + 1von.mhnconu1.,1 - rp xp,,1 - ncomeloans, 

18.a = ..... ---··"··-------
LoansH 

ASF Equiry + Debt ~•yr + Liabs >l,,,. + ( StableDeposits~ 1 ,,.. • 85%) + ( OtherDeposits · 70%) 
19.NSFR;;::;~-= --- · .... 0--------~----

R...<:::F (GovtDebt · 5%) + (CorpLaans~1P • 50%) + (RetLoans"'"' · 85%) + (Othe·rAssets · 100%) 

20.tlRWA = (hrvestments, · 01 - lnvestments1;-1·81"" 1) • riskweight0,,,.<A<>•~· 
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Summary of assumptions and impact on results 

Assumptions Sensitivity of results 
_,_vvvvvvvvvvvvvv...,v..<«..<..<..<..<..<..<..<..<..<..<~" 

Cost of deposits < cost of short-Jenn debt < cost of long~ A flal or downward-sloping yiekl curve would 
term debt. where the cost of short-term debt is the cost of reduce the cost to meet the NSFR. 
deposits + 100 basis points, and the cost of long-term 
debt is the cost of deposits + 200 basis points. Interest 
rates fur these liabilities are then ca!lbrated to the long-run 
average interest expense based on observed balance 
sheet quantities. 
Cost of equity in steady-state = long-term average of ROE The results are sen$itive to the gap between the 

cost of deb! and equity. 
Mar;:iinal tax rate = 25% H~torical average across sample= 33% 
Steady-state balance sheet and income statements can The cost of mooting the higher capita! and liquid~ 
be approximated by the Jong-term hi$lorical average. requirements is conditional on the structure of 

banks' balance sheets. For !hi$ reason, results are 
reported for 13 different countries with different 
balance sheet structures. 

ROE and the cost of debt do nol change wlth changes in ReducUons ln ROE and cost of debt would reduce 
capita! levels. In theory, a rise in capital levels and a fall in the cost of meettng capital requirements. 
financial leverage shOuld be associated with a decline in 

-~.£!!:..!~~-s:?~!.:?'. .. ~.uity (ROE} and the cost of debt 
~~~-~""'"'""~ -The relative shares of the following items on bank balance Changes rn these quantities would require an 

sheets do not change with changing capita! levels; estimate of the change in the related income items 
interbank claims and funding, trading assets and liabilities, ( eg irading income), or the cost of different sources 
loans, deposits and other liabilities. 

~--~ 

of fonding (eg deposits}_ 
~--""" 

Al! items in shareholders' equity qualify as Tier 1 capital. The estimate of the margftiJ5l cost to rncrease Tier 
The cost of preferred shares and other hybrid instrumen'ts 1 capital lS not affected by the levels of these 
is assumed to be the same as !he cost of equity. ilems. Reducing their relative cost would reduce 

!he impact on lending spreads. 
Al! increases in !he quantity of Tier 1 equity are offset by Reducing shOrMerm debt instead would raise the 
reductions in the quantity of long-term debl cos! of capital by more, as the cost of short-term 

debt is beklw rong-term debt But this option would 
worsen the NSFR. 

~ ....... ~~~~~~- ~ 

Off-balance sheet ilems are not included, except Excluding contingent liabilities would reduc-e the 
contingent liabl!rtles. Commilled but undrawn credit lines cost of meeting the NSFR, as these items are in 
and other contingent liabilities are each a$$ume-d to be lhe denomtnator of !he NSFR 
3% of total assets. 
The relative shares of the foliawing items on bank income Increases ~n sources of moome or reductions in 
statements do not change: trading income. non·interest expenses would reduce !he cost of meeting capital 
income excluding trading (eg fees and commissions), and liquidity requirements. 
operating expenses and taxes payable, 
The opportunity cost of reducing risky investmen An increase in the opportunity cost mises !lie cost 
holding more government bonds is 1 pp per annum ~L'lieeting the NSFR !!nearly. 
The starting value of NSFR is base<; on a series of Redudng \raising) the starting value would 
assumptions. incre:;ise (reduce) the cost of meetmg the NSFR. 
A 50% risk weight is applied to (i) other assets and An increase in this risk welght would reduce the 
(Ji} investments other than government bonds. cost of meeting the NSFR, as the fa!! in RWA from 

holding m~~J~ovemtf!.~~t bonds would be fJ!~ater, 
The lnrtia! average !ending rate is the average rate over The results are not sensitive to the level of this 
1 o years based on data from the !MF IFS. rate. 
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Annex4 

Description of the models used to assess the 
long .. term cost of the new regulatory framework 

Table A4.1 reports the !ist of the models that have been used in the LEI group to assess the 
long term cost of the new regulatory framework and a summary of their key features. The 
models differ in many respects. First they refer to different countries or areas. Second, some 
are almost fully estimated, whereas others are largely or entirely calibrated (the value of the 
coefficients are taken from unrelated, generally microeconomrc, studies casting light on the 
specific parameter). Finally, and more importantly for our purposes, some models explicitly 
feature a banking sector and a role for bank capital and liquidity, while others do not 
Specifically, eight models feature bank capital, only five feature both bank capital and bank 
fiquidity. 

TableA4.1 

Key features of the models used in the analysis 

Model 
Model 
type 

eference 
country/ 

aNta 

Features Key 
bank !endio~ 

liquidity spread 
largely 

(1) Gera!i et a! (2010) DSGE euro area estimated yes no 

{2) Roger and Vlcek (2010} DSGE euro area calibrated yes yes it· i4 
{3) Roeger (2010) DSGE euro area calibrated yes yes it· icr 
{4) Chris!lano et al (20101 DSGE euro area estimated yes yes h· la 
(5) Antipa et al (2010) DSGE euro area estimated no i.' no ii- id 
{6) Roger and Vlcek {2010) DSGE US calibrated yes i yes fr- ta 

{7) Van den Heuvel {2008) DGE US calibrated yes ! no ::= % 
(8) Curdia and Woodford i2009) DSGE US estimated no i no i;- i" 
(9} DeUas et a! {2010) DSGE US calibrated no ! yes h· i,; 

....;;;..;.;.=-;;'-'~:::.:~::.:.~:..:.:k~:..::~c::;;~:;;.;.~..:.::~'""I~::::.::::;;..;:;..::;~,_) -8-) -~·---"'-"~.:oc~:""'~:_,: _i""~~~-...:..:"'"';""~'"""~'°'~~;;;;~::::..d....._j ~··-~~l_\~:-
1 ti: interest rate on loans to firms; it: interest rate on long-ierm bonds: (.,: interest rate on bank deposits; i,,: 
return on bank eciuity; ;,,,: monetary policy rate. 2 Model caiibraled based on eight euro area countries. 

The main channel through which changes Jn capital and liquidity regulation affect economrc 
activity is via an increase in the cost of bank intermediation. More specificaHy, for given 
assets banks must hold more capita!, le they must deleverage. This reduces banks' margins. 
Banks can adopt a whole array of reactions to this reduction. 47 In this report, In those models 
not featuring bank capital and/or liquidity we assume that they increase !ending spreads. In 

•7 Banks can issue new equity; increase retafned earnings (by reducing dividend payments, by increasing 
operating efficiency, by raising average marglns between borrowing and !ending rates, by 1ncreasing non
inlerest income}. They can also reduce RWA by cutting !he overall size of thelr portfolios of loan and/or 
non-loan assets. or by shifting th& composition of portfolios towards ress risky assets. 
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the models in which bank capital and/or liquidity are explicitly modelled, the Increase in 
!ending spreads arises endogenously as the response to the new regulation. Owing to 
Imperfect substitutability between bank credit and other forms of market financing (such as 
bonds), this leads to lower investment and consumption, which then affects employment and 
output 

The reduction of investment activity induces a one-off loss of output in the long run as the 
marginal product of capita! has to rise in line with the lending rate spreads. Over the !ong run 
monetary policy is assumed to be neutral. 411 By contrast, the short-term moneta1y poUcy 
reaction is important to assess the effect of the new regulation on output variab!Hty (see 
Section ILB). 

Most of the models used in the simulations carried out specifically for this exercise belong to 
the Dynamic Stochastic General Equilibrium {DSGE) family. These models have a 
number of advantages for the purpose at hand. By choice, most of the models feature banks' 
balance sheets and credit markets explicitly. This permits us to analyse in a unified 
framework how changes in capital and liquidity requirements affect banking conditions 
(spreads and lending) and ultimately output. In addition, DSGE models allow counterfactual 
policy experiments in a conceptuaHy consistent manner. As agents' expectations are 
explicitly modelled, so is their reaction to the simulated policy change. Finally, DSGE models 
allow us to study the effect of the policy changes not only on the steady-state values of the 
key macroeconomic variables, but also on their long-term variability. That said, DSGE 
models have disadvantages too. Many of the available models are fully or partla!ly calibrated, 
since estimation is often daunting. As a result, quantitative results from some of these 
modets might be questionable And the variants used here are still experimental, so that they 
are not fully integrated in the policy~maklng process. 

ln a few cases it has been possible to use semi-structural models. Most central banks and 
many other economic agencies have one or more, regularly updated, macroeconomic 
models that have demonstrated their usefulness over time for forecasting and policy 
analysis, For the most part, however, these models do not directly incorporate balance sheet 
conditions and income statements of banks as input variables. Instead, these effects must be 
incorporated into other variables, such as lending spreads. This means that the ftrst step of 
the transmission channel highlighted above {the impact of bank capital and liquidity on 
lending spreads) is not included. Moreover, the computation of steady-state effects is in 
many cases difficult due to the size of the models, and lon~Herm effects can be 
approximated only by simulations over a reasonably large number of years. For this reason, 
we had to restrict the use to only two models of this class, those of the Bank of Italy and 
Bank of England. The mechanism at work in the semi-structural models is similar to the one 
outlined above. 49 

4a !n stylised macro models that do not dlfferen!late between deposit and len<Mg nrtes the long-run real rate is 
unique and it i$ not affecteO by monetary po!icy (long-run neutrahly}. The spread between fending and deposit 
rate$ present in an the modals used for this report is determined by regulation and by bank·spedfic factors 
(efficiency, competition, etc). and is indepenoent of the monetary policy stance. Tighter rego~ation increases 
!he spread. In principle, this can happen via an increase in the lending rate for a given deposit rate, or via a 
deciine in the deposit tale for a given lending rate, or via a combinaiion of both. A looser monetary policy 
could keep the lending rate constant. In this case, the deposit rate would fall below !ts ieve! prevailing before 
the new regulation. Olher things equal. this would cause a decHne in the demand for bank deposits, and 
hence a decline in banks' liabilities, and therefore affect loans as welt. The final effect on steady-state output 
need not be identica! in the two case$, and is likely to be modeH!.pecific. 

49 Specifically, an increase in the spread leads lo higher bank lending rates, which trarislates into a higher cost of 
capital. The latter typicaily implies a reduction of the optimal capitaH,utput ratio, leading to a decrease in 
equipment investment (in the Bank of Italy model the increase in bank lending rates directly affects a!so 
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Finally, we also present results obtained with a Vector Error Correction Model (VECM) that 
estimates long~run relationships among a small set of macro variables (these Include bank 
ROE, interest rates, lending, bank liquidity and capitalisation). The main advantage of this 
approach is that it helps to disentangle loan demand and loan supply factors in the steady 
state. The main disadvantage is that it does not allow us to conduct counterfactua! 
experiments, such as the introduction of countercyclical cap!ta! buffers. 

residential investment in the short run). In the steady state. the rower cap!taHabour ralio folfowing a 
permanent modification of the relative price of factor inpuis would be associated with a lower output per head. 
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Annex5 

Translating TCE/RWA into different bank capital ratios and modelling the 
link between the NSFR and banking crises 

This Annex provides a mapping from the ratio of tangible common equity to risk-weighted 
assets {TCE/RWA) to different capftal measures, and describes in detail how meeting the 
NSFR is mapped into the models assessing the probability of systemic banking crisett 

A5.1 Translating TCE/RWA into different bank capital measures 

The mapping from TCEJRWA to different bank capital ratios is based on a simple regression 
using Bankscope data for US and euro area banks. 

The baseline specification is a weighted OLS regression of the form: 

(1) X; ""'fi*TCE/RWA; +c 

where i = 1, . .. N and N is the number of banks. The variable X represents the specific bank 
capital adequacy ratio that we want to map into the TCE/RWA ratio. The regressions are 
weighted based on total assets. Pooled OLS regressions are run for aH years, with and 
without clustering by firm (eg firm dummies). Note that al! regressions are run without a 
constant and f3 represents the slmp!e estimated proportion between the selected ratios. 

Prior to running the regressions, the data had to be cleaned to remove ourners. 00 The final 
sample after cleaning was composed of 10,718 banks (6,082 US and 4,636 euro area) and 
73,662 observations (41,191 US and 32,471 euro area). 

Table A5, 1 provides a translation from a 6%,, 9% and 12% TCEIRWA into each capital ratio 
using estimated coefficients. 

50 The Bank.scope data contain a number of oi.!tl!ers that need to be removed prior to Nnning the regressions. 
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We drop all observations that do not meet the following conditions: langible common equ~ty s common equity 
.:;:; Tier 1 s Tier 1+2. Moreover, in order to ruie out other possible oulliem, in the regressions we do not use 
observations be!ow 1% and above 99% of the distribulfon far these ralios, 



TCE/ Tier1/ 
RWA TA 

6 3.8 
9 5.7 
12 7.6 

6 3.7 
9 5.6 
12 7:4 
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TableA5.1 

Translation of target TCE/RWA ratios into other capital ratios 
\in percentage points) 

US banks 
TierH (Tier1 + Tier2)1 (T!er1 + Tier2)f Sharehotders' Common 
RWA TA RWA e ui!f!.fA e ul JTA 
6.6 5.4 7.8 5.3 3.8 

8.1 11.7 8.0 5.7 
10.8 15.6 10.6 HI 

5.5 .a 
8.3 .2 
11.0 .6 

ATTACHMENT G 

Average 

s.s--
8.3 
1i 1 

5.6 
8.4 
11.1 

Note: Shareholders' equity "' Iota! assets - total liabilities = common equity + preferred + m~nority interest + 
other equily and reseNes; common equity "' common stock + additional paid-in c-apital + retained earnings -
treasury shares; tangible common equity = common equity - intangibles - goodwm 

A5.2 Modelling the link between meeting the NSFR and the probability of systemic 
banking crises 

Estimating the impact of meeting the NSFR on the probability of banking crises requires 
mapping the balance sheet adjustments necessary to meet the NSFR onto the specific 
liquidity ratios used in models that estimate those probabilities. 

The liquidity ratios used in these models are either the ratio of deposits to total !!abilities or 
the ratio of liquid assets to total assets. Liquid assets are defined as the sum of cash, 
deposits with the central bank and total securities holdings. (This is a broader definition of 
liquid assets than that used in macro models employed to estimate the output costs of the 
requirements or the benefits in terms of lower output volatility.) 

The mapping is consistent with the approach fotlowed in the analysis of the impact of 
meeting the NSFR on bank lending spreads (Annex 3): 

1. Banks that fall short of the NSFR are assumed to first lengthen the maturity of their 
wholesale funding. 

2. If this ls not sufficient, banks are assumed to substitute non.qualifying bonds with 
highly rated, liquid securities. 

3, Finally, banks are assumed to reduce their holdings of other assets, which are illiquid. 

None of these actions changes the ratio of deposits relative to total liabilities. This implies 
that only three mode!s (the FSA model and both Bank of Japan models) can be used to 
assess the impact of meetlng the NSFR on the probability of systemic banking crises. 5t 

The ratio of liquid assets, as defined in these models, is unaffected by step 1 but also by 
step 2 because the substitution of one security for the other does not change the total 

51 ln principle, this analysis could also include the results of the s1ress testing exercise conducted by !he Bank of 
Canada, However, the fact that these results reflect the lfnks. between liquidity, capita! and crises under 
stressfui scenarios sets them apart from the results of models that are more geared to average re!alionsh<ps 
Had these results been included ln the averages reported in Table 4 in the main !ext the conclusions would 
have been qualitatively identical but the marginal impact of liquidity would have been smaller. 
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volume of securities. The liquidity ratio will only increase when the holdings of other (non
liquid} assets are reduced to the benefit of {more liquid) securities. Using the stylised balance 
sheets used throughout Section II, the required reduction in other assets in order to meet the 
NSFR amounts to roughly a 12.5% increase in the ratio of Jiquid assets over total assets. 
Increasing the liquid asset ratio by 50% implies that the NSFR equals 1. 12. 
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Annex 6 

Impact of tighter regulatory constraints on consumption 

This annex outlines an alternative approach to macro models to measure potential effects of 
higher capita! and liquidity requirements on output (see Van den Heuve! (2008)). In this 
model welfare can be reduced if higher capital requirements result in less liquidity provision 
by the banking system to households and firms, a type of ccst which is analogous to the 
welfare cost of Inflation. Under standard assumptions the welfare cost per unit change in the 
capita! requirement can be measured by the product of two indicators: {i) the spread between 
the cost of bank equity and deposits, and (ii} the ratio of total bank debt to consumption. 
Intuitively, the spread captures the value of liquidity creation by banks, which in tum allows 
them to lend at lower rates to firms and households, while the bank debt-to-consumption 
ratio captures the importance of bank-intermediated finance in the economy. 

This methodology is applied to a panel of OECD countries and results are shown in Table 
A6.1 (expressed in terms of the percentage deviation of consumption from the base!lne 
steady state). Consistent wlth the results of the macro models reported in Table 8, a 
2 percentage point Increase in the capital results, on average, in a long-run consumption loss 
of approximately 0.2%. 

TabieA6.1 

Steady'"'5tate welfare loss due to higher capftal requirements 
in terms of consumption equivalents: formula-based measures1 

; 

Spain I ' 
tncrease in capita! ' Franc11 rNether· i Japan 

ratio mlatlve to Canada Germany Italy : lands UK us ' Avg 
' current level I ' ' i i t 

{percentage points) {percentage ch:Vialion from [2008 nominal} oonsumpt<on) 

2 0.2 0.1 0.1 0.1 0.4 0.2 l 02 i 0.1 1)_1 (),2 

4 0.5 0.1 02 0.3 0.8 0.4 I~ 02 0.4 

6 0.7 0.2 0.3 QA I u M 0.3 n.s I i OA 

1 Welfare loss due to tightening of capita! requirement as computed in Van den Heuvel {2008}. 

St. 

Dev. 

(U 

0.3 

0.4 

59 



Page 381 

ATTACHMENT G 

References 

Alfaro, Rand M Orehmann (2009): "Macro stress tests and crises: What can we learn?", BIS 
Quarterly Review, December. 

Antipa, P, E Mengus and B Mojon (2010): "Macroprudential and monetary policies", Bank of 
France, mimeo. 

Base! Committee on Banking Supervision {2009): "Strenghening the resilience of the banking 
sector", Consultative Document, December 

- (2010): "Countercyclical capital buffer proposal,, Consultative Document. Jufy. 

Barrel!, R, E P Davis, D Karim and I Liadze (2010a): "The effects of banking crises on 
potential output in OECD countries", mimeo. 

-- {2010b): "The impact of global imbalances: does the current account balance help to 
predict banking crises in OECD countries?", mimeo. 

Bordo, MD, B Eichengreen, 0 Klingebiel and M Soledad Martinez-Peria (2001_): "Is the crisis 
problem growing more severe?", Economic Policy: A European Forum, 51-75, 

Boyd, J H, S Kwak and B Smith (2005): "The Real Output Losses Associated with Modem 
Banking Crises~. Journal of Money, Credit and Banking, 37, 977-99. 

Capie, F and M Bill!ngs (2004): "Evidence on competition in English commercial banking, 
1920-1970", Financial History Review, Vol 11 ( 1 ), 69-104. 

Cecchetti, S G, M Kohler and C Upper (2009): "Financial crises and economic acUVity", paper 
presented at the Federal Reserve Bank of Kansas City symposium at Jackson Hole, August. 

Cerra, V and S C Saxena (2008): "Growth dynamics: the myth of economic recovery", 
American Economic Review, 98, 439-57. 

Christiano, L, R Motto and M Rostagno (2010): "Financial factors in economic fluctuations", 
ECB Working Paper No 1192. 

Cifuentes, R, G Ferrucci and H S Shin (2005): "Liquidity risk and contagion", Journal of the 
European Economic Association, 3, 55~6. 

Curdia, V and M Woodford (2009); ~credit frictions and optima! monetary policy", 
unpublished, Federal Reserve Bank of New York and Columbia University" 

Dellas, H, B Diba and O Loisel (2010): "Financial shocks and optimal pciicy", Banque de 
France Working Paper No 277. 

DemirgO~-Kunt, A, E Detragiache and P Gupta (2006}: "Jnside the crisis: an empirical 
analysis of banking systems in distress", Journal of lntemationaJ Money and Finance, 25, 
702-18. 

Elliott (2009}, 'Quantifying the Effects on Lending of Increased Capital Requirements', Pew 
Financial Reform Project, Briefing Paper# 7. 



Page 382 

ATIACHMENTG 

-- (2010), 'A Further Exploration of Bank Capital Requirements; Effects of Competition 
from Other Financial Sectors and Effects of Size of Bank or Borrower and of Loan Type', The 
Brookings Institution 

Elsinger, H, A Lehar and M Summer (2006}: "Using market infomiation for banking system 
risk assessmenr, International Journal of Central Banking, 2, 137-65. 

Furceri, D and A Mourougane (2009): ~The effect of financial crises on potential output: new 
empirical evidence from OECD countries", OECD Economics Department Worl<fng Papers 
699. 

Furceri, D and A Zdz!enicka (2010): "Banking crises and short and medium term output 
losses in developing countries: the role of structural and policy variables". 

Gambacorta l (2010): ~Do bank capital and liquidity affect real economic activity in the long 
run? A VECM analysis for the US", BIS, mimeo. 

Gauthier, C, A Lehar and M Souissi (201 O); "Macroprudential regulation and systemic capital 
requirements'', Bank of Canada Working Paper2010-4. 

Gerali, A, S Neri, L Sessa and FM Signoretti (2010}: "Credit and banking In a DSGE model', 
Journal of Money, Credit and Banking, forthcoming. 

Haldane, A (2010): 'The $100 billion question'', speech at the Institute of Regulation & Risk, 
North Asia (!RRNA), Hong Kong, 30 March. 

Haugh, D, P O!livaud and D Turner {2009}: "The macroeconomic consequences of banking 
crises in OECD countries, OECD Economics Department Working Paper 683. 

Hoggarth, G, R Reis and V Saporta (2002): "Costs of banking system instability: some 
emp!r!ca! evidence'', Journal of Banking and Finance, 26, 825-55_ 

Hutchison, M and I Neuberger (2005): How bad are twins? Output costs of currency and 
banking crises~, Journal of Money, Credit and Banking, 37, 725-52. 

IMF (1998): World Economic Outlook, May. 

-- (2009): World Economic Outlook, Octobe:r. 

Kannan, P, P Rabanal and A Scott (2009), "Monetaiy and macroprudent!al policy rules in a 
model with house price booms", IMF Working Paper n¢ 09/251. 

Kashyap, A K, Stein, J C and S Hanson (2010): "An analysis of the Impact of substantially 
heightened capital requirements on large financial institutions", Working Paper, University of 
Chicago Booth Schoo! of Business and Harvard University. 

Kato, R, S Kobayashi and Y Saita (2010): "Calibrating the level of capital: the way we see it", 
mlmeo. 

King, M (2009): "The cost of equ;ty for global banks: a CAPM perspective from 1990 to 
2009", BIS Quarterly Review, September. 

Laeven, Land F Valencia (2008): "Systemic banking crises: a new database, IMF Working 
Paper WPJ081224. 

61 



Page 383 

ATTACHMENT G 

Locarno A (2004}: "A reduced-scale version of the Bank of Italy Quarterly Model", Bank of 
Italy, mimeo. 

Meh, C and K Moran (2008). ~The role of bank capital in the: propagation of shocks", Bank of 
Canada Working Paper No. 2008-36. 

Merton, R C (1974): "On the pricing of corporate debt: the risk structure of interest rates", 
Journal of Finance, 29-

Modigliani, F and M Miller (1958): ~The cost of capital, corporation finance and the theory of 
investment", American Economic Review, 48, 261-97. 

Ramirez, C D (2009): ~sank fragillty, 'money under the mattress', and long.run growth: US 
evidence from the 'perfect' panic of 1893". Journal of Banking & Finance, 33, 2185-98. 

Reinhart, C. M. and K. Rogoff (2008): "Banking crises: an equal opportunity menace", NBER 
Working Paper 14587. 

Reinhart C M and K S Rogoff (2009}: "The aftermath of financial crises", American 
Economic Review, 99, 466-72. 

Roeger, W {2010}: ~The transition and long run effects of increased capital and liquidity 
requirements", mimeo. 

Roger, S and J Vlcek (2010): "Macroeconomic costs of higher capital and liquidity 
requirements", IMF Working Paper, forthcoming. 

Tarashev, N. and H. Zhu (2008): "Specification and Calibration Errors in Measures of 
Portfolio Credit Risk: The Case of the ASRF Model", International Journal of Central Banking, 
4, 129~173_ 

Turini, A, W Roger and I P Szekely (2010): "Banking crises, output loss and fiscal policy", 
CEPR Discussion Paper7815. 

Van den Heuvel, S J (2008}: 'The welfare costs of bank capital requirements", Jouma! of 
Monetary Economics, 55, 298-320. 

Wond Bank (2003}: Wond Bank database of banking crises_ 

Zimmer, S A and R N McCauley (1991 ): "Bank cost of capital and International competition", 
FRBNY Quarterly Review, Winter, 33-59. 

62 



Page 384 

ATTACHMENTG 

Working group members 

Co-Chairmen 

Canada 

China 

France 

Germany 

Italy 

Japan 

Korea 

Netherlands 

Spain 

United Kingdom 

United States 

European Central Bank 

lnternationat Monetary Fund 

Bank for International Settlements 

Basel Committee Secretariat 

Mr Claudio Borio 
Mr Thomas Huertas 

Mr Graydon Paulin 
Mr Neville Arjan! 

Ms Jingchun Zhang 

Mr Laurent Cterc 
Mr Jean Pierre VilleteHe 

Mr Thl!o Pausch 

Mr Paolo Angelini 
Mr Andrea Gerali 
Mr Alberto Locamo 

Mr Ryo Kato 

Mr Byungchii Kim 

Mr Jan Kakes 
Mr Jan VVillem van den End 

Ms Isabel Argimon 

Ms Maria-Jose Barbero 
Mr Sujit Kapadia 

Mr Hamid Mehran 
Mr Simon Potter 
Mr Skander Vandenheuvel 

Mr F!orian Heider 

Mr Scott Roger 
Mr Jan Vlcek 

Mr Kostas Tsatsaronis 
Mr Mathias Drehmann 
Mr Leonardo Gambacorta 
Mr Michael King 

Mr Neil Esho 



Page 385 

FEDERAL DEPOSIT INSURANCE. CORPORATION, wasti<ngton, oc 20429 

OFFICE OF THE CHAIRMAN 

Honorable Tim Johnson 
Chairman 
Committee on Banking, Housing, 

and Urban Affairs 
United States Senate 
Washington, D.C. 20510 

Dear Chaim1an Johnson: 

November 27, 2012 

Thank you for your letter concerning the results of the recent FDIC Inspector 
General's audit report entitled, "The FDIC's Examination Process for Small 
Community Banks." Enclosed are our responses to your follow up questions. 

If you have additional questions or require further information. plea<>e contact 
me at {202) 898-3888 or Eric Spitler, Director of the Office of Legislative Affairs, at 
(202) 898-7l40. 

Sincerely, 

Enclosure 

(b)_( J_ 
-···~········· ...... ···················· 
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Response to Questions from 
The Honorable Tim Johnson 

Q1: While I understand that many exam issues are resolved informally, I would appreciate 
your feedback of the reasons for the low usage of formal appeals by regulated institutions, 
including whether your agency ensures that institutions arc routinely made aware of the 
ability to appeal examination results. 

Response: We would attribute the low usage of the FDIC's formal appeals process to two 
critical factors documented in the Audit Report, 

1. The FD lC' s quality control process that ensures consistency in examination policy while 
considering the unique circumstances of each institution and the community in which it 
operates; and 

2. 1ne FDIC's emphasis on communication with bank management at aJi stages of the 
examination process, including the regional office review and the initial stages of a 
formal appeaL 

As part of the examination process, examiners or field management serve as the first~level of 
review in an attempt to resolve disputed or unresolved examination issues, Issues that remain 
unresolved after the conclusion of an on-sjte examination are elevated to the appropriate regional 
office fot a second~level review. If the regional office and the institution are unable to resolve 
the disputed issues, it is standard practice for the FDIC's regional management to verbally notify 
the institution's management and board of directors of the bank's appeal rights during exit 
meetings v..ith the bank. 'The bank also may be provided \YTitten notification ofits right to appeal 
as part of correspondence discussing the specific issue in dispute. 

If an institution chooses to formally appeal a material supervisory determination, the first stage 
of the appeals process is to request a review of the disputed finding by the appropriate Division 
Director in the FDIC's Washington Office. The Division convenes a panel of subJcct-matter 
experts who arc familiar with the relevant policy issue and are independent of the examining 
region's reporting chain to review the request. At the conclusion of the division-level review, 
the bank receives a comprehensive response to its request that summarizes the bank's position 
and supporting arguments, the regional office's support for its findings, a discussion of the 
applicable policies and examination guidance, and the Division's final decision and rationale. 
Given the comprehensive nature of the Division's response, many banks choose not to pursue the 
second~stage appeal to the FDJC's Supervisory Appeals Review Committee (SARC). 
Alternatively, some institutions narrow the scope of their appeai to the SARC in light of the 
divisional response. 
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Q2: Describe how your agency ensures the deadlines for filing appeals are communicated 
effectively to regulated institutions. 

Response: Details on the _FDIC's supervisory appeals process, including deadlines for filing, are 
documented in the Guidelines for Appeals of Material Supervisory Determinations {Guidelines). 
The Guidelines were established in 1994 and most recently updated in 2010. The Guidelines 
specify timelines for each step of the appeals process, FDIC-supervised institutions have most 
recently been reminded of these Guidelines in a Financial Institution Letter dated Match 1, 
2011, \ and in an article published in the Summer 2012 issue of the FDIC's Supervisory fnyigflts 
joumal.2 Links to the Guidelines are posted in several places on the FDIC website 
(ivww.FDIC,gov), including the FDIC Ombudsman's web page and under the Quick Links for 
Bankers web page, 3 

Q3: Please comment on your plans to implement the Audit Reflort~s recommendations and 
any planned enhancements to the examination and supervisory prnce.,ses, particularly 
those plans geared toward ensuring tltat examinations are well-calibrated to smaller 
institutions. Also, please comment on any plans your agency may have to imp.rove 
awareness of the examination appeals process and the dialogue between agency and 
regulated institution staff. 

Response: As the primary federal supervisor for the vast majority of the nation's: community 
banks, the FDIC ensures that the banking agencies' rules, policies, and guidelines consider the 
implementation challenges facing community banks. Similarly, our examination program has 
been calibrated to the community bank model. Although the Audit Repm1 contains no 
recommendations, we are reviewing our communication methods regarding the appeals process 
as part of the FDIC's Community Banking Initiatives, through which we are undertaking a 
comprehensive review of our examination, rulemaking, an<l guidance processes. The FDfC's 
goal in undertaking these initiatives is to identify ways to make the supervisory process more 
efficient, consistent, and transparent, The activities under review fall into three broad categories: 
Communication and Outreach, Examination Processes, and Analytics and Reporting. As we 
proceed, we wlll incorporate input received from the FDJC's Advisory Committee on 
Community Banking, whose members represent community banks of various sizes, charter 
types, and geographic regions, as well as from the participax1ts in our seven community banking 
roundtable events held across the country during 2012. 

1 FTL- ! 3~201 I, "Ren1indc1 on FDIC Examination Findings," March l, 20 ! I, 
!J1tp;ilwww.fdi£ WLlll?b:knewslfirand4J,1;?01J.Ltli1 l 013 .htm L 
1 "The Risk Management Examination and Your Community Bank," Supervirory Insights, Summer 20i:t 
http:! /www.fd ;c,gc.vfnews/nc\Yiiliirnu1ciali20l2ifil12022,html, , 
~The Guidelines are available at hup:Hwww_f\!i!;,&9..Ylregu!mionsf!aw:;;lsarv/, 
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Board of Governors of the Federal Reserve System 
Federal Deposit Insurance Corporation 

_________ O_f_fi_c_e ~.f the Comptroller of the Currency 

Honorable Randy Neugebauer 
Chainnan 
Subcommittee on Oversight and Investigations 
Corrunittee on Financial Services 
House of Representatives 
Washington, D.C 20515 

Dear Mr. Chairman: 

November 28, 2012 

Thank you for your letter expressing concern about the potential effect of the 
federal banking agencies• recent regulatory capital proposals on community banking 
organizations. The agencies recognize the important ro1e that con11mmity banking 
organizations play in the financial system and local economies, which includes providing 
credit to small businesses and local communities throughout the country. 

As you know, our agencies published two notices of proposed mlemaking (NPR) 
that would potentially affect community banks. The first, often referred to as the Basel III 
NPR, focuses primarily on strengthening the level of regulatory capital requirements and 
improving the quality of capital, and the other, rommon1y referred to as the Standardized 
Approach NPR, proposes a number of enhancements to the risk-sensitivity of the agencies' 
capital standards. The agencies have taken a number of steps to help community bankers 
to better understand the proposals and to help the agencies, in tum, to better understand the 
concerns of community bankers. Specifically, the agencies have conducted informational 
sessions for community bankers across the country, and also have developed an estimation 
tool that was posted to each agency's public website to help community banking 
organizations identify the potential effect of the proposals on their capital ratios. These 
efforts were designed to facilitate bankers' understanding of the proposals and to help them 
identify issues of specific concern. 

Your letter raises specific concerns about potential difficulties for community 
banking organizations in complying with the proposed rules, many of which also have 
been raised by cornmenters. The agencies recognize that these are serious issues and we 
will take them fully into consideration as we finalize the rules. 
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Sincerely, 

Manin J, Gruenberg 
Chairman 
Federal Deposit Insurance Corporation 
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Board of Governors of the Federal Reserve System 
Federal Deposit Insurance Corporation 

--~~-----------O_f~ce .. ~f the Comp!!:ol!~r of tile Currency 

Honorable Jcb Hensarling 
Vice Chairman 
Committee on Financial Services 
House of Representatives 
Washington, D.C. 20515 

Dear Congressman Hensarling: 

November 28, 2012 

Thank you for your letter expressing concern about the potential effect of the 
federal banking agencies' recent regulatory capital proposals on community banking 
organizations. Tbe agencies recognize the important role that conununity banking 
organizations play in the financial system and local economies, which includes providing 
credit to smaU businesses and local communities throughout the country. 

As you know, our agencies published two notices of proposed rulemaking (NPR) 
that would potcntial1y affect community banks. The first, often referred to as the Basd III 
NPR, focuses primarily on strengthening the level of regulatory capital requirements and 
improving the quality of capital, and the other, commonly referred to as the Standardized 
Approach NPR, proposes a number of enhancements to the risk.sensitivity of the agencies' 
capital standards, The agencies have taken a number of steps to help community bankers 
to better understand the proposals and to help the agencies, in tum, to better understand the 
concerns of community bankers. Specifically, the agencies have conducted informational 
sessions for community bankers across the country, and also have developed an estimation 
tool that was posted to each agency's public website to help cormnunity banking 
organizations ideniify the potential effect of the proposals on their capital ratios. These 
efforts were designed to facilitate bankers' understanding of the proposals and to help them 
identify issues of specific concern. 

Your letter raises specific concerns about potential difficulties for community 
banking organizations in complying with the prnposed rules, many of which also have 
been raised by commenters, The agencies recognize that these are serious issues and we 
will take them fully into consideration as we finalize the rules. 
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Sincerely, 

~~-:-~-=-:-:-~:-· '"'.'.':G,_ru_e--:nb,....e"'""'-ti~-------r--·-··-~Z 
Federal Deposit Insurance Corporation 
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Board of Governors of the Federal Reserve System 
Federal Deposit Insuran\;e Corporation 

Office of the Comptr~~ler of the Currency~ 

Honorable Shelley Moore Capito 
Chairman 
Subcommittee on Financial Institutions 

and Consumer Credit 
Committee on Financial Services 
House of Representatives 
Washington, D.C. 205l5 

Dear Madam Chainnan: 

November 28, 2012 

Thank you for your letter expressing con<;em about the potential effect of the 
federal banking agencies' recent regulatory capital proposals on community banking 
organizations. The agencies recognize the important role that community hanking 
organizations play in the financial system and local economies. which includes providing 
credil to small businesses and local cornmWlities throughout the country. 

As you know, our agencies published two notices of proposed rulenmking \NPR) 
that would potentially affect community banks. The first, often referred to as the Basel m 
NPR, focuses primarily on strengthening the level of regulatory capital requirements and 
improving the quality of capital, and the other, commonly referred tn as the Standardized 
Approach NPR, proposes a number of enhancements to the risk-sensitivity of the agencies' 
capital standards, The agencies have taken a number of steps to help community bankers 
to better understand the proposals and to help the agencies, in turn, to better understand the 
concerns of community bankers. Specifically, the agencies have conducted informationai 
sessions for community bankers across the country, and also have developed fill estimation 
tool that was posted to each agency's public website to help community banking 
organizations identify the potential effect of the proposals on their capital ratios. These 
efforts were designed to facilitate bankers' understanding of the proposals and to help them 
identify issues of specific concern. 

Your letter raises specific concerns about potential difficulties for community 
banking organi1.ntions in complying with the proposed rules, many of which also have 
been raised by commenters. Tue agencies recognize that these are serious issues and we 
will take them fully into consideration as ·we finalize the rules. 
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Sincerely, 

Martin J. Gruenbfltg 
Chairman 
Federal Deposit Insurance Corporation 



Page 394 

Board of Governors of the Federal Reserve System 
Federal Deposit Insurance Corporation 

-------~------O_r_fi_ce_of_th_e_C_omptrolleroft~~M~urreu~y 

Honorable Spencer Bachus 
Chainnan 
Committee on Financial Services 
House of Representatives 
Washington, D.C. 20515 

Dear Mr. Chairman: 

November 28, 20 l2 

Thank you for your letter expressing concern about the potential effect of the 
federal banking agencies' recent regulatory capital proposals on community banking 
organizations. The agencies recognize the important role that community banking 
organizations play in the fioancial system and local economies, which includes providing 
credit to small businesses and local communities throughout the country. 

As you know, out agencies published two notices of proposed rulemaking (NPR) 
that would potentially affect community banks. The first, often referred to as the Basel III 
NPR, focuses primarily on strengthening the level of regulatory capital requirements and 
improving the quality of capital, and the other, commonly refem~d to as the Standardized 
Approach NPR, proposes a number of enhancements to the risk-sensitivity of the agencies' 
capital standards. The agencies have taken a number of steps to help community bankers 
to better understand the proposals and to help the agencies, in tum, to better understand the 
concerns of community bankers. Specifically, the agencies have conducted inforrnationai 
sessions for community bankers across the country, and also have developed an estimati<m 
tool that was posted to each agency's public website to help community banking 
organizations identify the potential effect of the proposals on their capital ratios. These 
efforts were designed to facilitate bankers' understanding of the proposals and to help them 
identify issues of specific concern. 

Your letter raises specific concerns about potential difficulties for community 
banking organizations in complying with the proposed rules, many of which also have 
been raised by commenters. The agencies recognize that these are serious issues and we 
v.ill take them fully into consideration as we finalize the rules. 
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Sincerely, 

Martin J. Gruenberi 
Chairman 
Federal Deposit Insurance Corporation 
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8 FEDERAL DEPOSIT INSURANCE CORPORATION, Washington, DC 20429 

OFFICE OF THE CHAIRMAN 

Honorable Barney Frank 
Ranking Minority Member 
Committee on Financial Services 
House of Representatives 
Washington, D.C 20515 

Dear Congressman F'rank: 

December 18, 2012 

Pursuant to the provisions of the Federal Advisory Committee Act (5 U.S.C. App.) (the 
Act). the Federal Deposit Insurance Corporation is renewing the FDIC Advisory Committee on 
Economic Inclusion. 

Section 9(c) of the Act (5 U.S.C. App., 9(c)) requires each federal agency that establishes 
a new advisory committee to file a charter "with the standing committees of the Senate and of 
the House of Representatives having legislative jurisdiction of such agency." Section 14(b)(l) of 
the Act requires that any established advisory committee file a charter upon its renewal. 
Enclosed is the charter for the FDIC Advisory Committee on Economic Inclusion. Notice of t11e 
renewal of the committee wil1 be published in the Federal Register. 

If you have any questions, please do not hesitate to contact me at (202) 898-388& or 
Eric J. Spitler, Director, Office of Legislative Affairs, at (202) 898-7140. 

Enclosure 
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FEDERAL DEPOSIT INSURANCE CORPORATION 

CHARTER OF THE 
FDIC ADVISORY COJ.\IMITTEE ON ECONOMIC INCLUSION 

1. Committee's Official Designation (fitle): FDIC Advisory Committee on Economic 
Inclusion ("the Committee"). 

2. Authority: Discretionary committee established under agency authority and in 
accordance with the provisions of the Federal Advisory Committee Act, as amended, 5 
ffS.C App. 

3. Objectives and Scope of Activities: The Committee will provide advice and 
reconunendations on initiatives to expand access to banking services for widerserved 
populations. The Committee will review various issues that may include, but not be 
limited to, basic retail financial services such as check cashing, money orders, remittances, 
stored value cards, short-term loans, savings accounts, and other services to promote asset 
accumulation and financial stability. 

4. Description of Duties: The Committee wm provide advfoe and recommendations only. 
It will have no formal decision-making role, will have no access to confidential supervisory 
or other confidential information, and \\<ill not have access to or discuss any non-public 
information regarding specific financial companies. 

5. Agency or Official to Whom the Committee Reports: The Committee reports to the 
Chairman of the Board of Directors of the Federal Deposit Insurance Corporation 
("'Chairman"). 

6. Supp<>rt: The FDIC wi.11 establish such operating procedures as required to support the 
Committee, consistent with the Federal Advisory Committee Act, as amended. In addition, 
the FDIC will provide whatever support is required for the Committee's activities, to the 
extent permitted by law and subject to the availability of resources_ 

7. Estimated Annual Operating Costs and Staff Years~ The annual operating costs 
associated with supporting the Committce1s functions a.re estimated to be $300,000 per 
year, including staff time. It is estimated that two staff-years per year, of FDIC person11el 
time, will be required to support the Committee on a continuing basis. Committee 
members will be reimbursed for expenses for travel, per diem, and other miscellaneous 
expenses incurred in the performance of their duties for the Committee subject to FDIC 
approvaL 

8. Designated Federal Officer: A full-time or permanent part-time employee, appointed 
in accordance with agency procedures and designated as such by the Chainnan, will serve 
as the Designated Federal Official (DFO). The DFO will approve or caH all of the 
Comminee's and subcommittees' meetings, prepare and approve all meeting agendas, 
attend all Committee and subcommittee meetings, adjourn any meeting ·when the DFO 
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determines adjournment to he in the public interest, and chair meetings when directed to do 
so by the official to whom the Committee reports. 

9. Estimated Number and Frequency of Meetings: The Committee shall meet at such 
intervals as are necessary to carry out its functions. It is anticipated that the Committee 
will meet at least 2 times per year, 

10. Duration: The Committee will exist for two years from the date of the Charter, unless 
earlier renewed. 

11. Termination: The Committee will terminate two years from the date of charter filing, 
unless sooner renewed. 

12. Membership and Designation: The groups represented in order to achieve a fairly 
balanced membership are the federal government, banking industry, state iegulat.ory 
authorities, consumer or public advocacy organizations, community-based groups, 
academia, philanthropic organizations, as well as others impacted by banking-related 
practices. Members will serve for a term of two years, which may be renewed, and the 
number of members of the Committee will not exceed 25. The Chairman of the 
Committee, to the extent one is desired by the FDIC, will be selected from among the 
members of the Committee by the Chairman oft he Board of Directors of the FDIC. No 
Special Government Employees are expected to be on the Committee; the Committee will 
be composed exclusively of representatives of the above-described groups. Committee 
members will not receive compensation for their services. 

13. Subcommittees: The Chairman is authorized to create any subcommittees that may be 
necessary to fulfill the Committee's mission. Any subcommittee created 'Nill report back 
to the Committee and ¥till not provide advice or work products directly to the FDIC. 

14. Recordkeeping; The records of the Committee \\ill be handled in accordance with the 
FDIC's records disposition schedule. These records will be available for public inspection 
and copying, subject to the Freedom oflnformation Act, 5 U.S.C. § 552. 

15. Filing Date: This charter bas been filed with the Chairman of the FDIC, the Senate 
Committee on Banking, Housing, and Urban Affairs, the House Committee on Financial 
Services, and the General Services Administration's Con;miittee Management Secretariat, 
and furnished to tbe Library of Congress on December 18, 2012. 

'-~~! \?/ j~ 
Dated 

t 
Manm J. Gruenbdig 
Chainnan 

LI·· m • mm"m••m • .(QJ(f:i) 

Federal Deposit Insurance Corporation 
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October 26, 2012 

Committee on Homeland Security and Governmental Affairs 
Unlted States Senate 
340 Dirksen Senate Office Building 
Washington, DC 20510 

The Honorable Susan Collins 
Ranking Member 
Committee on Homeland Security and Governmental Affairs 
United States Senate 
340 Dirksen Senate Office Building 
Washington, DC 20510 

Dear Chairman Lieberman and Ranking Member Collins: 

We are writing to express our concerns with S. 3468. the "Independent Agency 
Regulatory Analysis Act of 2012," which we understand is being considered for possible mark
up by the Committee on Homeland Security and Governmental Affairs. 

lndependent regulatory agencies were established by Congress to exercise policymaking 
functions -and in pa11icular, rulemaking functions-independent of the control ofany 
Administration, Independent regulat<iry agencies have sought to implement statutes in a manner 
faithful to the statutory language and consistent with our respective missions without imposing 
unnecessary costs. S. 3468 authorizes the President to require indepern:lent regulatory agencies 
to submit their rulemakings to OMB's Office of Information and Regulatory Affairs for prior 
review. This would give any President unprecedented authority to influence the policy and 
rulemaking functlons of independent regulatory agencies and would constitute a fi.mdamental 
change in the role of independent regulatory agencies. Beyond injecting an Administration's 
influence directly into our rulemaking, the bill also would interfere with our ability to 
promulgate rules critical to our missions in a timely manner and would likely result in 
unnecessary and unwarranted litigation in connection with our rules, 
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We urge you to consider the potential negatiY:!' ccnsequcnccs of this bill before 
proceeding with it legislatlvely, and would be happy to discuss it in morn detail at your 
convenience, 

( b) ( 6) l..,,..____,,.....,,,....-____,.--.....1 
Ben S, Bemarike 
Chairman ofthe Bomd of Governors of 
the Federal R""'""""'"'_,., 

(1 - I 
Klt!JRIO CO! arny • 
Director of the Consumer Fina1,dn! 
Protection Bureau 

Sincerely, 

I uml 
Mary [ Schapiro 
Chairman of the lJS. SecmWes ~mo 
Exchange Coinmtssion 

az 
Chairman nf the National 
Adminli-tnition 

cc: All 01her Members of the U.S. Senate ConimiHee on Homeland Scct:rity and 
Governmental Affairs 
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December 21, 2012 

Committee on Banking, Housing, and Urban Affuirs 
United States Senate 
Washington, D.C. 20510 

Dear Mr. Chairman: 

Thank you for your letter enclosing questions subsequent to testimony by George French, 
Deputy Director of Policy, Division of Risk Management Supervision, at the Committee's 
November 14, 2012 hearing "Oversight nfBasel Ill: Impact of Proposed Capital Rules." 

Enclosed are our responses. If we can provide further information, please let us know, The 
Office of Legislative Affairs can be reached at (202) 898-7055. 

Enclosure 

'Sincerely, 

Eric J. Spitler 
Director 

+ 
Office of Legislative Affairs 

............ (~)(§) 
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Response to questions from the Honorable Mark \Varner 
by George French, Deputy Director of Policy, Division of Risk Management Supervision, 

Federal Deposit Insurance Corporation 

Ql: I, and many other Members, have brought up concerns about the need to tailor rules 
to the size and type of entity. However, I recognize the U.S.'s leadership role on the Basel 
Committee, and the need to move through this period of regulatory uncertainty so that 
businesses can make investment decisions. How can the Commiitee provide regulated 
entities more certainty about the timeline of rules being re-proposed or finalized in the 
future'? 

At: Basel Committee capital standards are not legally binding, and implementing any Basel 
Conunittee standard is ultimately a matter of national discretion. The foderal banking agencies 
have chosen to apply many Basel standards to large banking organizations. in part to promote 
internationally consistent regulatory capital standards. The banking agencies have not proposed 
to apply a number of important Basel standards to small banks, Basel II, Basel ll.5 and 
important parts of Basel III, for example, do not apply to small U.S. banks. However, the 
agencies have proposed to apply the aspects of Basel III dealing with the definition and level of 
capital to all banks, along with aspects of the so-called Basel II Standardized Approach. 

1n considering changes to regulatory capital requirements, it is incumbent on the federal banking 
agencies to make the process as transparent and understandable as possible, including reducing 
wicertainty about timelines to the ex: tent we can. In the case of the Basel III and Standardized 
Approach proposed rules, the FDIC engaged in an intensive technical assistance effort to help 
small banks understand the proposals and identify aspects that are of concern to them. This 
included providing detailed but concise summaries of the proposed rules, conducting a series of 
regional outreach meetings and a national call-in, posting a video describing each rule on our 
website, and working with other agencies to post a capital estimation tool on our respective 
websites. 

With regard to timelines, the Basel III NPR proposed a muJti~year phase~in period that extends as 
far as ten years in the future for some aspects of the proposals. The phase-in period was 
proposed to begin January l, 2013. In light of the large volume of comments received, the 
agencies have clarified that the proposed rules will not take effect on January 1, 2013. We are 
working expeditiously to finalize the rnlemaking process and will pay close attention to the need 
to provide adequate time for institutions to comply \.\iih a final rule. 

These NPRs provide an example where the proposed timeline was much less important than the 
need for careful deliberation about ihe issues raised by conunenters. We nevertheless agree with 
your comment about the importance of minimizing uncertainty to the extent possible in the 
rutemaking process, including rulemaking processes that are proposing to implement Basel 
Committee capital standards. 
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Q2. I've heard concerns that the proposed rules require unrealized gains and losses rm 
available for sale assets to be recognized within AOCI. [nsurers that are Savings & J_.oan 
Holding Companies are especially apprehensive about managing increased asset-li.lbility 
mismatches. Can you discuss your broader goals to entourage a long-term focus in capital 
management, and address these AOCI concerns? 

A2: The Basel Ill NPR seeks comment on the proposed treatment of unrealized gains and losses 
on available-for-sale (AFS) debt securities. Specifically, the proposal seeks comments on the 
potential volatility of capital that could arfae from the proposed treatment as well as the effects 
this potential volatility could have on the ability of in&i:itutions to manage liquidity and their 
investment portfolios. We recognize that some volatility in accumulated other comprehensive 
income (AOCI) occurs purely due to changing interest rates, as opposed to changing credit 
quality, and the NPR seeks comment on an alternative treatment for those instruments~ like U.S. 
government securities - that have market risk but little to no credit risk. 

Among the broader policy goals is to ensure the components of regulatory capital are available to 
absorb losses during a period of stress. In general, AOCI represents the difference between the 
book value and the market value of the AFS securities. As such, if an institution neede<l to sell 
securities from its AFS portfolio to absorb losses, tbe amount the institution would realize would 
be only the market value. 

Q3; we~ve seen some receni sales of MSRs from banks to non-banks since the proposal 
was released saying that MSRs may only he counted for up to 10'% of CE'Il, and 
additional MSR holdings will be weighted at 250%. This is a significant change from 
allowing MSRs to be counted up to the equh·alent of 100% of Tier 1 capital The MSR~ 
change comes in combination with more sophisticated risk-weights for mortgages that will 
require more capital for non-standard and high LTV mortgages. We also have QM and 
QRM on the way, which will have distinct definitions from Basel rules. I am supportive of 
a more nuanced approach to holding capital for mortgages, but is the panel concerned that 
the limited overlap in these regulations could cause much greater compliance difficulty for 
small institutions and negatively affect access to credit among low-to-middle income 
borrowers? 

A3: We share your concern about the need to coordinate regulations to ensure harmonization, 
Many of the comment'i we received have expressed concern about the proposed residential 
mortgage risk weights, including the overlap with other mortgage regulations. Therefore, we 
continue to carefully evaluate the relationship of the Basel III NPR and the Standardized 
Approach NPR with other rulemakings, including QM and QR.!\1. For instance, the Standardized 
Approach NPR specifically requested comment on the appropriate interaction behveen the 
mortgage risk-weight proposals and the QM and QR.\1 rnlemakings. 

Q4. Trade finance transactions rely on letters of credit and other off-balance sheet items, 
and lenders will have to set aside 100°/n capital for these items if current proposals are 
implemented. This transition requires 5 times more capital compared to Basel II. Do you 
believe ibat these changes are likely to affect smaller companies and emerging countries to 
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a much greater extent? Can you respond to concerns that these proposals, as they are 
written, could constrict trade finance opportunities? 

A4: The supplementary leverage ratio, which is applicable only to the largest banking 
organizations with total consolidated assets of S250 billion or more, would require such banks to 
capitalize for off-balance sheet items, using a l 00 percent credit conversion factor. This is not 
the same as a 100 percent capital requirement as the credit conversion factor is then multiplied 
by a minimum capital requirement of three percent. As such, large banking organizations would 
be required to hold three percent capital for letters of credit and other off-balance sheet items 
under the supplementary leverage ratio. Although we will continue to evaluate these comments, 
we would not expect a three percent capital requirement to materially affect trade finance 
opportunities. 
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Response to questions from the Honorable Robert Menendez 
by George French, Deputy Director of Policy, Division of Risk Management Supervisiou1 

Federal Deposit Insurance Corporation 

Qt: A fundamental objective of Dodd Frank was to reduce systemic risk. I am concerned 
that the Fed's Basel III proposal could result in bank clearing members h.aving to hold 
significantly more capital when their customers use less-risky instruments. Some argue 
that this incentive will make it more expensive to use exchange-traded futures than bespoke 
swaps. Should the rule be designed to encourage the use of lower risk profile products, 
rather than potentially discourage it? 

Al: We recognize that the capital charge for exposures to exchanges has risen from zero under 
Basel II to a 2 percent risk weight under the proposed rule. However, notwiU1standing this 
increase, the proposed rules continue to recognize the risk mitigating benefits of using centrally 
cleared or exchange-traded products. It is certainly not our intent to discourage the use of lower 
risk profile products, and we are carefully reviewing comments regarding this issue. 

Q2: \Vith the proposed use of Loan-tt>-Valuc (LTV) ratios on home mortgages in Basel lllt 
community banks would be required to record keep (or keep records of) the I, TVs of 
future and existing mortgage. Some have argued that going back through their existing 
portfolios and determining each individual loan's LTV at origination would he 
burdensome and costly. Have you considered applying this standard }ltOSpectively for 
smaller banks and what thoughts have gone into that? 

A2: You are correct that the Standardized Approach NPR would re-quire banks to review LTVs 
of each mortgage loan to detennine the appropriate cap)tal charge. Generally, we believe the 
LTV ratio of a residential mortgage is an important indicator of its risk of default. TI1at being 
said, the compliance costs of the proposal is one issue among ma."ly that have been raised 
regarding the proposed Standardized Approach NPR treatment of residential mortgages. We 
take the concerns very seriously and are carefully reviewing these cornments with our follow 
regulatory agencies. 

Q3: Elizabeth Duke recently said that in her discussions with community bankers, more of 
them report that they arc reducing or eliminating their mortgage lending due to regulatory 
burdens than are expanding their mortgage business. In fact, she says that even if the 
specific issues in capital proposals can be addressed, the lending regulations might still 
•~seriously impair1~ the ability of community banks to offer traditional mortgages. How or 
what are you going to do to ensure that the fragile housing market does nut take another 
hit as it relates to capital requirements and Basel implementation? 

A3: We have received many comments and concerns about the proposed i;hanges to the 
regulatory capital rules and their impact on mortgage finance and the housing market. During 
the financial crisis, the U.S. housing market experienced unprecedented defaults, which 
negatively affected the banking system. The proposed changes to the regulatory capital rules 
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seek to increase the risk sensitivity with respect to residential mortgage Joans_ Furthermore, the 
proposals aim to increase the resiliency of the banking system so institutions are able to continue 
lending through periods of financial stress. However, we take very seriously the concerns of 
commenters about the proposed risk weights for residential mortgages in the Standardized 
Approach NPR. Concerns raised by commenters include compliance costs, efteds of the higher 
risk weights on their willingness to offer established products in their communities, uncertainties 
about the interaction of the proposed rules with other mortgage regulations, and concerns about 
the fragility of the housing market These concerns are receiving careful attention as we decide 
how to proceed with this aspect of the rulemakings, 
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Response to questions from the Honorable Richard Shelby 
by George French, Deputy Director of Policy, Division of Risk Management Supuvision, 

Federal Deposit Insurance Corporation 

Ql. Is the U.S. banking system currently adequately capitalized? Please list any studies or 
data you relied upon to make this determination. 

Al: FDIC-insured institutions' weighted average tier 1 capital as a percent of assets (the tier 1 
leverage ratio) stood at 9.28 percent as of September 30, 2012. This is a high level of average 
capitalization relative to recent historical experience and reflects the industry's gradual recovery 
from the effects of the banking crisis. The regulatory capital NPRs are intended to ensure the 
industry's capital strength is maintained going forward. 

From the FDIC's perspective as deposit insurer, it is very important that the regulatory capital 
rules provide a sufficient check against excessive leverage in the banking system. In this regard, 
regulatory capital rules that pennitted institutions to enter the crisis \vith inadequate capital 
remain in effect. Since January l~ 2008, more than 460 banks have failed and hundreds more 
became problem banks, reflecting supervisory concern about the inadequacy of their capital 
relative to the risks they face. Although problem bank numbers are trending down, there were 
still 694 problem banks at September 30, 2012. 

We do not believe the existing capital rules are adequate to prevent a recurrence of the excessive 
leverage in the banking industry that preceded the recent crisis. The NPRs are an attempt to 
strengthen the existing rules to better provide for an adequately capitalized industry in the future. 

Q2. If the proposed Basel III rules were implemented, would your agency consider the U.S. 
banking system to be adequately capitalized? Please explain how you made that 
determination and what studies and data you relied upon. 

A2: 'The analysis attached to my November 14 testimony suggests that changing the capital 
rules as proposed in the NPRs would require a relatively small subset of insured banks, less than 
ten percent of insured banks, to increase their capital to comply with the proposed re,quirements. 
Tue vast majority of banks hold capital wel1 in excess of the current rules and of the proposed 
rules. 

This analysis suggests the actual capital held by insured banks would be in aggregate slightly 
more under the proposed rules than under the current rules. However, the key change is that, as 
compared to the current rules, the proposed rules would set a stronger floor under banks' actual 
capital levels. Compared to current rules, the proposed rules wouJd serve to better maintain the 
capital strength of the industry going forward. 

If the NP.Rs were implemented, many specific aspects of our current capital rules would be 
strengthened to reduce the likelihood of future capjta] inadequacy, and increase the likelihood 
that the industry's current broad position of capital strength would be maintained. In particular, 
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the NPRs would strengthen the definition of regulatory capital to increase its ability to absorb 
losses in a number of specific respects; increase the level of minimum and well-capitalized tier l 
risk~based capital requirements by two percentage points; establish a graduated series of capital
distribution restrictions that become progressively more stringent as an institution approaches its 
minimum capital ratio; and, for the largest banks, establish a supplementary leverage 
requirement that addresses off-balance sheet activities and significant new capital requirements 
for derivatives. 

Q3. At an FDIC meeting in July, FDIC Director Thomas Hoenig stated that "as proposed1 

the minimum capital ratios will not significantly enhance financial stability.n Bank of 
England Governor Mervyn King and several prominent economists have said that Basel III 
capital standards are insufficient to prevent another crisis. Do you disagree with these 
assertions? If so, why? 

A3: The proposed rules strengthen existing capital requirements in a number of specific respects 
as described in the answer to question 2. By definition1 a stronger capital position means less 
reliance on debt and, correspondingly, a financing structure that is more flexible in times of 
adversity. Compliance with the new rules, coupled with strong supervision, should reduce the 
extent of excessive financial leverage at banking organizations and thereby mitigate the severity 
of future banking crises. 

Q4. Given the cost and complexity of Basel III, do you have any concerns that Basel III 
will further tilt the competitive landscape in favor of big banks to the detriment of sman 
banks? Have you studied the jmpact of Basel III on small institutions as compared to their 
larger counterparts? 

A4: We do not believe that Basel III, or the three separate NPRs, colle-etively favor large banks. 
There are substantial additionaJ capital requirements for large banks contained in these NPRs, 
These include a supplementary leverage ratio for advanced approach banks that incorporates off
balance sheet items, capital requ1rements for credit valuation adjustments associated with 
derivatives, a countercyclical buffer, and substantial new disclosures. The changes to the 
agencies' market risk capital requirements finalized in June 2012 further increase capital 
requirements for the largest organizations. Moreover, it is anticipated that so-called G-SJB 
capital buffers v.ill be proposed and implemented in a future rulemaking ("G-SIB" refers to 
"global systemically impor"..ant bank"). 

Each agency conducted a statutorily required Initial Regulatory Flexibility Act Allalysis of the 
effect on each NPR on banks with assets less than $175 million. Tbe FDIC concluded that while 
the Basel III NPR would not have a substantial cost impact on a large number of small 
institutions, the Standardized Approach NPR would have a substantial cost impact on a large 
number of small institutions, For purposes of this analysis, a substantial cost impact was 
considered to be an initial year's expense of at least 2.5 percent of a bank's total non-interest 
expense or at least five percent of its annual salary and employee benefits expense. Our 
framework for this analysis was similar to mat conducted by the OCC and Federal Reserve. 
Comments are shedding additional light on these costs, and the FDIC is carefully considering 
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with our fe11ow regulators how to address the concerns about implementation costs. As indicated 
in rny testimony, these are proposed rules. not final ruJes, and we anticipate making changes in 
response to comments. 

Q5. Recently, the agencies announced that they are pushing back the effective date of the 
proposed Basel III rules beyond January 1, 2013. This affords the agencies more time to 
carefully review comment letters, engage in additional outreach and collect additional data. 
\Vill the agencies use this extra time to conduct an analysis about the impact of the 
proposed rules on the U.S. economy and a quantitative impact study that covers all banks, 
regardless of size, before implementing the final rules? 

AS: The agencies have conducted a great deal of analysis of the proposals and their potential 
effects. This includes, as an important part of our process, the review of over 2400 comment 
letters that have raised a number of substantive issues with specific parts of the proposals. The 
agencies have not reached decisions about how best to address the comments or ~vhethcr 
additional analysis is needed. 

Q6. What is the estimated impact of the Bastl lll rules, if finalized as proposed, on: 

a: The U.S. GDP growth? 

A6a: A better capitalized banking system should be less susceptible to severe crises. 
Experience with banking crises is that they have a severely negative effect on economic grov,th. 
A study that the agencies participated in developing with the Basel Committee concluded that the 
beneficial effects on GDP growth over time from reducing the severity of banking crises would 
be expected to outweigh any economic costs resulting from a modest increase in the cost of 
credit In the U.S., where our analysis suggests that most banks' capital already well exceeds the 
proposed standards, capital-raising costs would not be expected to be substantial. 

h, The probability of bank failure? 

A6b: There is extensive literature that deals with how banks' financial ratios atlect their 
probability of failure. In all such studies of which we are aware, the level of a bar.k's capital as a 
percent.age of some measure of its assets is an important indicator of the probability of failure. 
This is to be expected, as capital is the shock absorber that allows a bank to absorb unexpected 
losses while continuing to operate. 

In our view, the crisis demonstrated that the current capital rules allowed many institutions to 
operate with capital levels that were too low. Put another \vay, the rules allowed these 
institutions to operate at capitai levels such that their probability of failure was inappropriately 
elevated. The proposed rules arc intended to give comfort that banks could absorb a high level 
of losses relative to historical experience, and thereby reduce their probability of failure. 
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We have noi performed numerical estimates of the probability of bank tailure under the proposed 
rules. Such estimates would be bank specific and would depend on a number of factors, 
including whether a bank needed to raise capital under the proposed rules and the likelihood and 
severity of future economic shocks. 

c. Availability and cost of mortgages; auto loans> student foans and small business eredit? 

A6c: In general terms, banks should be better able 1o provide these types of credit going 
fornrard, especially during times of economic stress, if they have a strong c.apital base. 

We have received many comments regarding the potential effects of the proposed Standardized 
Approach rule on the availability and cost of mortgage crediL We are concerned with this 
potential impact and are carefully studying the comments. 

The risk weight on consumer loans held directly by hanks is unchanged in the Standardized 
Approach NPR Thus, to the extent auto loans and student loans are directly held by banks, their 
risk weight would be unchanged. In regard to securitizcd loans, the Standardize<l Approach NPR 
proposes to remove references to credit ratings consistent with the Dodd-Frank Act, and the 
resulting changes may affect the risk weights for sccuritized auto loans. However, we believe 
that the senior positions of most securitized auto and student loans held by banks would continue 
to receive the same 20 percent risk weight they receive today. We continue to study the 
comments we received on this issue. 

With regard to small business credit, the risk weight on commercial loans to small business 
would remain unchanged under the Standardized Approach NPR We have heard concerns from 
commenters that small business loans are often structured as home equity loans, The proposed 
residential mortgage risk weights could increase the capital requirements for many small 
business loans structured as home equity loans. As noted above, we are concerned about the 
comments we received regarding the mortgage risk-weight framework in general and are 
carefully considering bow to proceed. Another aspect of the Standardized Approach NPR that 
could affect the capital requirements for small business loans is the proposed risk weight for 
high-volatility commercial real estate (CRE), These are certain loans with CRE collateral that do 
not comply with the agencies' existing real estate lending standards or where the borrower does 
not have meaningful equity at risk. The agencies proposed the higher risk weight because 
imprudent concentrations in CRE lending have been associated >n'ith elevated risk of bank failure 
or problem~bank ~i:atus. 

d, The compliance costs for small, medium and large banks? 

A6d: As noted in the answer to question 4, our analysis sugge~'ts that the Standardized 
Approach NPR would have an initial year's implementatiQn cost that exceeds 2.5 percent of total 
non~interest expense or five percent of annual salary and employee benefits expense for a 
substantial number of small institutions (ihose v.ith assets less than $175 million). We have not 
conducted a similar analysis for larger institutions, but we are reviewing the comments in this 
respect. 



Page 411 

We will carefully consider how to weigh the compliance costs and potential unintended 
consequences identified by conunenters against the goal of a banking system that is more likely 
to maintain its capita! strength going forward so that it can continue to serve as an engine for 
economic gro-wth. We do expect to make changes to the proposed rules. 

c. The eost of insurance for consumers? 

A6e: The proposed rules for institutions supervised by the FDIC are not relevant for insurance 
activities, It is important to note, however, that the July 2011 final rule implementing the risk
based c.apital floors under the Collins Amendment (Section 171 of the Dodd-Frank Act) 
amended the FDlC's (and the other banking agencies') general risk-based capital rules to provide 
that for certain low risk: exposures not typically held by banks, the agencies' general risk~based 
capital requirement would be the requirement established by the Federal Reserve for bank 
holding companies, This provision was intended to allow the Federal Reserve to appropriately 
tailor the risk-based capital requirement for certain insurance activities while remaining 
consistent with the requirements of Section 171. 

Q7: Mr. French~ in your prepared remarks you stated that the proposed roles "arc 
intended to address identified deficiendcs in the existing capital regimen and that "for most 
insured banks, the proposals would not result in a need to raise new capital." How would 
the proposed capital standards remedy existing deficiencies if most hanks would not need 
to raise new capital? How do you reconcile your statement that most banks already meet 
the Basel III standards with your assertion that the proposed rules will improve the quality 
of capital? 

A 7: The current rules allowed some banks to enter the crisis with insufficient capital. Since the 
onset of the crisis, the industry in aggregate has rebuilt its capital strength, but the rules remain in 
place that would allow banks w:ith a higher risk appetite to unduly increase their leverage, as 
some did pre-crisis. Strengthening the rules will help ensure the industry maintains its aggregate 
capital strength going forward. 

We also would emphasize that according to the analysis attached to my testimony, roughly five 
percent to ten percent of insured institutions would need to raise capital to comply with the 
proposed rules. Although most banks are comfortably above the current and propused regulatory 
capital requirements. those proposed rcguirements are highly relevant for the segment of the 
industry that drives the costs to the FDIC's Deposit Insurance Fund. 
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Response to questions from the Honorable Roger Wicker 
by George French, Deputy Director of Policy, Division of Risk Management Supervision, 

Federal Deposit Insurance Corporation 

Qt. lu comment letters to federal regulators, the Conference of State Banking Supervisors 
raised concerns regarding the complexity of the approach proposed by federal banking 
agencies for implementing the Basel III capita.J accords. How has this input influenced 
your approach to the rulemaking process? 

Al: Many industry participants, including the Conference of State Banking Supervisors, have 
raised concerns regarding the complexity of the proposed changes to the regulatory capital 
framework These concerns, as well as many others expressed through tl1e comment process, are 
extremely important to the rulemaklng process. The FDIC takes these concerns seriously, and 
we will strive to reduce complexity where feasible. 

Q2. In applying Basel III to community banks; did the regulators consider that most 
privately~hcld community banks have fewer options for sources of capital than large hanks, 
making it especially challenging for them to raise additional capital in the current 
economic climate, and that the Basel III proposal could disproportionately impact such 
community banks? 

A2: The FDIC understands that privately held community banks generally have access to fowcr 
sources of equity capital than do larger publicly traded banks. Small banks often raise capital 
from directors, large shareholders, or other members of their local conununities. In part because 
of their more limited options for raising capital, smaller banking organiz,ations typicaHy hold 
higher levels of capital relative to their asset size than larger banks. The analysis attached to my 
testimony suggests that mosi small banking organizations already hold capital sufficient to meet 
the higher capital requirements under the proposed Basel Ill NPR Further, the prolonged 
transiti-0n period contemplated in the proposal is intended to provide additional time for banks to 
comply with the changes to the regulatory capital requirements. 

These observations are not intended to minimize or diminish the real concerns that many 
community bank commenters have with some aspects of the Basel III NPR or other NPRs. As I 
indicated in my testimony, we take these concerns seriously and will work to address concerns 
about unintended consequences as we consider how to finalize the NPRs. 

Q3. Will the implementation of the proposed Standardized Approach and the mandate 
that mortgage loan-to-values (LTVs) be tracked require many of the nation's smaller 
banks to make costly software upgrades? If so. have you considered the cost impact of 
such a rcquiremeut on community banks? 

A3: Generally, we believe that the loatHc-valuc ratio of a residential mortgage is a key risk 
driver that may enhance the risk sensitivity of the capital framework. Nonetheless, we 
understand the implementation of the proposed Standardized Approach may require many 
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institutions to make changes to their systems or software, We take very seriously the potential 
compliance burden of the proposed rules, along wiih many other concerns that have been raised 
about the residential mortgage proposals in the Standardized Approach NPR. These concerns are 
receiving careful attention as we decide how to proceed Vvith th.is aspect of the NPRs. 

Q4. Did the regulators consider the effect on the economy and consumers if community 
banks reduce mortgage lending significantly due to Basel ID? 

A4: We have received many comments indicating that the proposed risk weights in the 
Standardized Approach NPR would reduce mortgage lending significantly. This is not an 
outcome we desire, and we are giving a great deal of attention to this issue as Vfe decide how to 
proceed with this aspect of the NPRs. 

QS. Please explain whether or not the proposed higher capital requirements for past due 
loans are a form of "double accounting," given that banks already are supposed to reserve 
for these losses. 

AS: The proposed Standardized Approach NPR does include a high.er risk weight for past-due 
loans in recognition that these loans are at a higher risk of loss to the banking institutions, 
Although banks do reserve against expected loan losses, past-due loans may still represent a 
heightened risk of loss, To the extent a past-due loan has been written down, only the remaining 
balance on a bank's balance sheet would be assigned the higher risk weight. That said, we 
understand the concern that cornmentcrs have raised about this issue and are carefuHy 
considering how to proceed. 
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Office of the Comptroller of the Currency 
Board of GoYernors of U1e f'ederal Reserve System 

Federal Deposit Insurance CorpQration 
Securities und :Exchange Commission 

Commodity Futures Trading Commission 
~~~~~~~~~~~~~~..,.,.,,,.,..~~~~~~~~~~ 

'Dlc Honorable Spencer Buchus 
Chairman Emeritus 
Con)mit1ee on Financial Services 
House of Representatives 
Wushing1on, D.C. 205 J 5 

Dear Cbalnncrt Bnchus nnd Hcnsuding: 

March 18, 2013 

The Honorable fob Hcn~trling 
Chuirman 
Committee on Vinunchd Services 
House ofRcp~scntativcs 
\Vasbingwn, D.C. 20515 

This corresp0ndcnce is in response to your letter regarding section 6i 9 orthe Dodd
Frank Wall Street Rttfarm and Con.sttmer PrmactianAct. As you kllt)W, the Board of Governors 
of the federal Rest.n;c System, the Office ofthe Comptroller of the Currency. the Federal 
Deposit Insurance CorporuHon. the Securities. and Exchange Commission, and the Commodity 
Vuture$ Trading Commission (collectively, "the Agencies") previously proposed rules to 

implement scction619. 

The proposed rules invited comment on a.muhi~faceted regulatory framework to 
implemt.>flt the statute consistent with the statutory fanguuge. ln addition, the Agenc.ies invited 
commc11ts rn:ttl'IC potemi;)l economic im~ts: oflhe proposed rule and posed a number of 
questions seeking information on the cos:ls {md benefits associated with each aspect of the 
proposal, as wen as.on 3'1Y significant alternatives lhat would minimize the burdens or umpHty 
the benefits of the pmpm1al The Agencies also encour~1ge<l i:ommentcrs K• provide. q1..mntitative 
information and datu about the impact of 1he proposal not only nn entities subject t0 section 619, 
butalso on lheir clients. customers, and cnunterparties, specific markets or asset class~s, and any 
otl1er entities potentially affected by the proposed rule, including non~fimmciul small und mid
sizc businesses. The Agencies ret'CiVc!J rnore than 18,(/00 <:(nnmenls regarding the propos:cd 
implemcmlng mies and are carefully c1.msidcring these cmnment<5 as we work toward 
devclopnicnl of final rules, 

As noted in your letter, by its terms. section 619 became effective on July 21, 2012. i\s 
provkled by section 619. the Fcdcrnl Reserve. in consultat1011with the other Agencies, issued 
rules governing the period for conforrt1ing with scctto11 619 ("Cottfortnartcc Rule") and, along 
witb the Other /\gcncics, indicated that banking entities. are expected tti ftdiy conform their 
<ietivhfo!t to the statutory provisions and any final agency rules by tiw end of the st<1tutory 
compliam.:e period, which is July 1 L 20 I 4 unless e.xtcndcd by the Federal Reserve. ·me 
Federal Reserve also explained that it would revillil the Confommncc Rule, as necessary, in light 
ofthc requirements oft1m final rules implementing the sobstmnive provisions of section 619. ln 
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doing SO; the Federal Reserve will caretl.illy consider your suggestions to extcttd the cunfonmmce 
,pe:ritxL 

TheAgencjes oontfoue to devote ,significant fone and resources lo reviC\ving lhc 
cmnment:s submitted during tl1e mlemuking process nnd developing final rules consistent with 
the statutory language. To ensure, to the extent possible, that the rules imp!ententing section 619 
are comparable and provide for consistent upplicatkm, the Age11cies have bW'.!n regularly 
consulting with each other and wUl continue to do so. 

We \"ill carefully consider the issues you note, including the t.-etmomic impact of any 
implementrng rules. as we coriti1u1e to develop finul rules cm1sistcnt with thee requirements of 
section 619. 

Sfocerdy, 

tBlt@l : : :=---I·........,,,,.' ___ ___.L== 
Ben S. Bcmanke 
Chairman 

(b)(6) ················· ................................... . 

Board of Governors ,of 1hc ----. 
(b )(6) -------..---==F=-----~ ____ ,, ___ n_u._R_cse __ Pl_.--:.c_-.s ..... y_, ='......__ _ ___._ __ 

rnH§L 

(b )(6) __ ,_, 
( b ) ( 6 ) ---------------

rn H~~ 

(b)(6) er 
Chat··--
Co ty Futures Trading Commission 

Federal Deposit Insurant.:'e Corporation 

Elisse H. Walter 
Chairmaa 
Securities and Exchtin:ge Con:uriisston 
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FEDERAL DEPOSIT INSURANCE CORPORATION, "'"'""'qit"". oc2~2'.I 

MARTIN J. GRUENBERG 
CHAIRMAN 

Honorable Benjamin L, Cardin 
Co-Chair 
Bicameral Task Force on Climate Change 
Chairman 
Subcommittee on Water and Wildlife 
Committee on Environment & Public Works 
United States Senate 
Washington, D.C. 205 l 0 

Dear Mr. Chairman: 

April 23, 2013 

Thank you for your recent letter requesting cooperation to facilitate a timely and 
comprehensive response to your letter of February 25, 2013 to the Federal Deposit Insurance 
Corporation Inspector General seeking input on how the FDIC is responding to the threat of 
climate change. 

The FDIC Inspector General's Office, headed by Jon T. Rymer, is in the process of 
conducting a review to address the questions posed in your letter. I want to assure you that the 
FDIC is committed to full cooperation with the Inspector General so his office can accomplish 
that review as soon as possible. The FDIC's Division of Administration is working closely with 
the Office of Inspector General to provide information regarding our accomplishments and plans 
to meet the requirements of legislation, regulation, executive order, and other directives on 
climate change that apply to the FDIC 

Thank you for trucing the time to write about this important topic, If you have further 
questions or comments, please do not hesitate to contact me at (202) 898-3&88 or Eric Spitler, 
Director, Office of Legislative Affairs, at (202) 898~7140. 

Sincerely, 
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e FEDERAL DEPOSIT INSURANCE CORPORATION, waM•'1J•w, oc .le<29 

MARTIN J. GRUENBERG 
CHAIRMAN 

Honorable Edward J. Markey 
Co-Chair 
Bicameral Task Force on Ciimate Change 
Ranking Member 
Committee on Natural Resources 
House of Representatives 
Washington, D.C. 20515 

Dear Congressman Markey: 

April 23, 2013 

Thank you for your recent letter requesting cooperation to facilitate a timely and 
comprehensive response to your letter of February 25, 2013 to the Federal Deposit Insurance 
Corporation Inspector General seeking input on how the FDIC is responding to the threat of 
climate change. 

The FDIC Inspector General's Office, headed by Jon T. Rymer, is in the process of 
conducting a review to address the questions posed in your letter, I want to assure you that the 
FDIC is committed to full cooperation with the rnspector General so his office can accomplish 
that review as soon as possible. The FDIC's Division of Administration is working closely with 
the Office of lnspector General to provide infonnation regarding our accomplishments and plans 
to meet the requirements of legislation, regulation, executive order, and other directives on 
climate change that apply to the FDIC. 

Thank you for taking the time to v.Tite about this important topic. ff you have further 
questions or comments, please do not hesitate to contact me at (202) 898-3888 or Eric Spitler, 
Director, Office of Legislative Affairs, at (202) 898-7140. 

Sincerely, 

(b )(6) . . . . - . - - . __ , 

.__~~"""TM7a-rt~1-n~J-.G,..-ru_e_n~b-er~g~~~~~~---J 
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FEDERAL DEPOSIT INSURANCE CORPORATION, w""~•ngior" m; 2o,;29 

MARTIN J. GRUENBERG 
CHAIRMAN 

Honorable Henry A Waxman 
Co-Chair 
Bicameral Task Force on Climate Change 
Ranking Member 
Committee on Energy & Commerce 
House of Representatives 
Washington, D.C. 20515 

Dear Congressman Waxman: 

April 23, 2013 

Thank you for your recent letter requesting cooperation to faciiitate a timely and 
comprehensive response to your letter of February 25, 2013 to the Federal Deposit Insurance 
Corporation Inspector General seeking input on how the FDIC is responding to the threat of 
dimaic change. 

The FDIC Inspector General's Office, headed by Jon T. Rymer, is in the process of 
conducting a review to address the questions posed in your letter. I want to assure you that the 
FDIC is committed to full cooperation with the Inspector General so his office can accomplish 
that review as soon as possible. The FDJC's Division of Administration is working closely with 
the Office of Inspector General to provide information regarding our accomplishnlents and plans 
to meet the requirements of legislation, regulation, executive order, and other directives on 
climate change that apply to the FDlC. 

Thank you for taking the time to write about this important topic. If you have further 
questions or comments, please do not hesitate to contact me at (202) 898-3888 or Eric Sp:itJer, 
Director, Office of Legislative Affairs, a1 (202) 898-7140. 

Sincerely, 

(b )(6) ··············································································································· _ _ _ _ _ I 
- . -_ 

--"""TMT:a~r:":'tm=-rJ.""'lG"Tru=e=int~•e'!':r~g-----o-··· .-...... -....J············ ............... _ _(l:J)(§) 
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FEDERAL DEPOSIT INSURANCE COFl.PORATION, W"""'"'.J'cc,OCW42!1 

MARTIN J. GRUENBERG 
CHAIRMAN 

Honorable Sheldon Whitehouse 
Co~Chair 

Bicameral Task Force on Climate Change 
Chairman 
Subcommittee on Oversight 
Committee on Environmeni & Public Works 
United States Senate 
Washington, D.C. 20510 

Dear Mr. Chairman: 

April 23, 2013 

Thank you for your recent letter requesting cooperation to facilitate a timely Md 
comprehensive response to your letter of February 25, 2013 to the Federal Deposit Insurance 
Corporation inspector General seeking inpui on how the FDIC is responding to the threat of 
climate change. 

The FDIC Inspector General's Office, headed by Jon T. Rymer, is in the process of 
conducting a review to address the questions posed in your letter. I want to assure you that the 
FDlC is committed to full cooperation with the Inspector General so his office can accomplish 
that review as soon as possible. The FDIC's Division of Administration is working dosely with 
the Office of Inspector General to provide information regarding our accomplishments and plans 
to meet the requirements oflegislation, regulation, executive order. and other directi'ves on 
dimate change that apply to the FDIC 

Thank you for taking the time to write about this important topic. If you have further 
questions or comments, please do not hesitate to contact me at (202) 898-3888 or Eric Spider, 
Director, Office of Legislative Affairs, at {202) 898-7140, 

( b) ( 6) _ _ _ ----------------------------------------------------------------------------- _ ________________ I 
---------------------------------------------------------------------

--~~~~~~~~~~~~~~~~...J 

Sincerely, 

Martin J. Gruenberg 
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