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A REVIEW OF REGULATORY
PROPOSALS ON BASEL CAPITAL
AND COMMERCIAL REAL ESTATE

Thursday, September 14, 2006

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

The subcommittee met, pursuant to notice, at 11:03 a.m., in room
2128, Rayburn House Office Building, Hon. Spencer Bachus [chair-
man of the subcommittee] presiding.

Present: Representatives Bachus, Royce, Kelly, Feeney,
Hensarling, Garrett, Price, McHenry; Sanders, Maloney, Sherman,
Moore of Kansas, Frank, Carson, and Crowley.

Chairman BACHUS. Good morning.

The Subcommittee on Financial Institutions and Consumer Cred-
it holds its sixth hearing today on Basel reform since the 106th
Congress.

Today’s hearing will focus on the current status, recent develop-
ments, and potential impact of proposals from the financial regu-
lators on Basel capital reform and commercial real estate lending
guidance.

All of the regulators have worked hard to develop the proposals
we will be discussing.

Governor Susan Bies deserves special appreciation for her dedi-
cation and leadership on the Basel accord.

Governor Bies has created an open dialogue with Members of
Congress and the financial services industry. She understands the
concerns that members of this committee have raised with past
proposals, and has worked diligently to address those issues.

To the other agencies and regulators, let me say this, I very
much applaud your efforts. I think you've been very responsive to
the industry.

There’s not a consensus among the regulators. There are still
some important differences. But we’re so far away from where we
were last year, and we're very, very close, and I applaud all of you.

I was pleased this month when the regulators met and approved
the notice of proposed rulemaking on Basel II that requested com-
ment on whether the so-called core banks and opt-in banks should
be able to use the standardized approach.

Alternative compliance options are a feature of the original ac-
cord, and banks outside the United States are provided this option.

o))
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I've lost a page of my opening statement. Actually, this isn’t the
one I wrote. This was an early one. We'll try to find it.

Well, I tell you what I'm going to do. I'm going to let Mr. Sanders
give his opening statement, and I'm going to come back.

Mr. Sanders.

Mr. SANDERS. I haven’t lost my paper. I still have it.

Mr. Chairman, thank you for holding this important hearing, and
I look forward to hearing from our witnesses.

In the interest of time, I'll make my remarks very brief, and then
hand the ranking member responsibilities over to Ms. Maloney,
who has worked on this issue for a number of years.

This hearing will review both the recent Basel II and commercial
real estate proposals put forward by the ranking regulators.

This subcommittee has held several hearings on the Basel capital
accords, and I would like to applaud the chairman, Ranking Mem-
ber Frank, Ms. Maloney, and others for their leadership on this
issue.

The Basel accords determine the process by which banks deter-
mine the capital they must hold in reserve to meet regulatory re-
quirements.

The Basel II accords apply to the 10 largest banks, while the
Basel I accords apply to the smaller banks.

In my opinion, it is extremely important that big banks are not
given an unfair advantage over smaller banks in this process, and
I'm not convinced that has happened to date.

Mr. Chairman, I'd like to ask for unanimous consent to insert
into the record a statement by the National Association of Realtors.

Chairman BAcHUS. Without objection.

Mr. SANDERS. Mr. Chairman, I share the concerns of the Na-
tional Association of Realtors that both the proposed regulations
and the proposed guidance on commercial real estate lending un-
derestimate the strength and stability of the commercial real estate
market and do not sufficiently recognize the diverse performance
traits of the different classes of commercial real estate.

The combined effect of these two regulatory proposals may
prompt banks either to avoid making loans for sound real estate
ventures or to increase the cost of capital required for commercial
real estate.

I am also concerned that if the regulatory parameters are not ap-
propriately set, the flow of capital to commercial real estate would
be diminished, leading to a weakening of the commercial real es-
tate market. Mr. Chairman, we must not allow that to happen.

We must ensure that the final guidelines on commercial real es-
tate, risk management guidelines, preserve and strengthen the
safety and soundness of the banking system while not unduly
harming the flow of capital to commercial real estate.

Again, I thank the Chair for holding this hearing and I look for-
ward to hearing from our witnesses.

Mr. Chairman, is it appropriate to give the microphone over to
Ms. Maloney for a few words at this point? Can I yield to Ms.
Maloney to complete my statement?

Chairman BACHUS. Actually, I'm going to recognize—oh, for part
of your time?

Mr. SANDERS. Yes.



Chairman BacHUS. Okay.

Mrs. MALONEY. Thank you, Mr. Chairman, Ranking Member
Sanders, and Ranking Member Frank.

I first would like to welcome all of the witnesses, particularly one
who is a constituent from my district, Mr. James Garnett of
Citibank, who is testifying today on behalf of the Financial Services
Roundtable.

As a representative from New York, the financial capital of the
Nation, I have been deeply interested in the development of the
Basel II capital accord since its inception.

The concept of adjusting capital requirements to reflect risk more
accurately than the present regulatory system does is a tremen-
dous opportunity for the American financial services industry and
for the U.S. financial regulatory regime, but also it is a great risk.

The process of financial services regulation in this country is
more complex and involves many more players than in most na-
tions, with different agendas and powers, and our regulatory sys-
tem is by far the most robust in the world.

We have a more diverse and multi-faceted industry in many na-
tions with different needs and concerns.

As T have said at many stages of this process, if we are not care-
ful, these factors can drive us to a new regulatory scheme that dis-
advantages our financial services industry rather than making it
more competitive, while not improving safety and soundness.

We can end up with a situation in which the new capital require-
ments provide incentives to increase, rather than reduce, risk, and
thus threaten the safety and soundness of the system.

Congress is certainly not well-equipped to legislate a regulatory
scheme of this complexity, but it is our job to guide regulators to-
ward policy goals.

Our goals are the same as those of the Basel Committee, to con-
tinue to promote safety and soundness while enhancing competitive
equity and instituting a more comprehensive approach to evalu-
ating and addressing risk.

I have to say that I am not confident that the present proposal
is well designed to achieve that end.

As I am sure we will hear from the industry witnesses, financial
institutions, even the biggest ones who are up now, have been pre-
sumed to be the biggest beneficiaries of the new rules. Many are
very apprehensive that the new rule will leave them at a signifi-
cant disadvantage as compared to foreign financial institutions.

The regulators have taken the position that the revised formulas
are necessary to maintain overall capital in the system and re-
spond to the concerns raised by the results of the last quantitative
impact study, the QIS.

I am sure that the regulators also want a competitive U.S. indus-
try, but they do not appear to have the confidence of their industry,
and they have put our banks in as good a position as those of other
nations.

One point that I hope the witnesses address is the apparent gap,
the gap between the practices mandated by the proposed U.S. rules
to measure risk and those used by the financial institutions at
present.
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Large banks already have very complicated and sophisticated in-
ternal risk models and risk management systems, all subject to
oversight.

According to some of the financial institutions I've talked to, the
proposed U.S. rules mandate systems that are so different that
banks will have to keep literally two sets of books, one to measure
what the regulators want to know about risk, and one to measure
what the banks think they know to do the job.

As a policymaker, this is deeply disturbing, since it suggests that
either the markets or the regulators are missing the boat and
measuring irrelevant variables.

I also hope the witnesses will address the cost of compliance and
the return in terms of better risk management. We cannot institute
a system that is not cost effective because it will unnecessarily
hamper our financial institutions and make them uncompetitive in
the global market.

Chairman BACHUS. Ms. Maloney.

Mrs. MALONEY. I have a lot more to say, but I'll put it in the
record.

Chairman BACHUS. Thank you.

Mr. Frank.

Mr. FRANK. Thank you, Mr. Chairman.

I appreciate our having the chance to talk about both of these
events.

Let me start on the question of Basel, and I appreciate Governor
Bies’s diligence in working with us.

You know, there is a view that says that when Congress inter-
venes in something, particularly if it is complicated and technical,
we either muck it up or corrupt it, that we are either looking to
benefit some undeserving group or we will get in over our heads;
and that is not always untrue, but neither is it true as often as
people say, and I really want to hold up the Basel issue as an ex-
ample of an extremely constructive Congressional intervention.

I believe that the result of the process we’ve had, it’s been con-
versations back and forth. I think we have a better proposal. We
are still working on it.

I think, frankly, we were the catalyst for there being better co-
operation among the regulators. I think we had a situation when
we first got into this where the relationships among the regulators
were dysfunctional and I think our impact has been helpful.

And so I want to say that I think this is a case, on a bipartisan
basis, where we have played a constructive role. Of course, since
it has been both bipartisan and constructive, it is rarely chronicled,
and so that is why I thought it was worth underlining.

I will say to the regulators, particularly to the Federal Reserve,
which has had a major initiative, I am skeptical of the resistance
to the notion about the standardized approaches.

You know, sometimes, when all the people in industry get to-
gether, you get nervous. As Adam Smith said, when all the people
in the same trade get together, you have reason to worry.

In this case, I think the consensus that has emerged among the
banks is a constructive and helpful thing. This is not a case of the
banks versus the public interest. It’s not a case of the banks versus
the consumers or the banks versus the securities.
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In this situation, I don’t think we have the concern that this is
a group of people who have a common economic interest in contra-
distinction to others in the society, and in fact, as we all know,
many of the problems we had were the differential impact that cap-
ital standards could have within the banking industry.

I am impressed by this consensus. I congratulate the people in
the banking industry for a very responsible effort to come together
on this, and I would say to the regulators, this is a case where, in
my mind, the burden of proof is on those who would say, “No,
that’s not going to work given the commonality of interest.”

The next area is the real estate guidance.

First of all, I have to say I don’t mean to impugn motives. We're
not talking about personal stuff here. But I think it would be dis-
ingenuous for the regulators to say, “Oh, this doesn’t have any real
impact, this is just kind of generalized guidance.”

In the first place, when someone says to me, “Oh, listen, you
know, I just want to point out to you that being extremely badly
dressed is a great defect in your business, and having clothes that
are ragged and dirty and mismatched, you know, that is something
that you certainly don’t want to fall into, oh, and by the way, noth-
ing in what I said suggests that you're at all guilty of this or that
you have to change your pattern”—no one would believe anybody
who said that.

I mean, there are a lot of things in the world to say, and the very
fact of singling something out to say it has a great impact, particu-
larly, frankly, when you are you, the regulators. You are enor-
mously powerful people with great impact.

And so I think we have to begin by saying the fact that you have
singled out this kind of real estate lending for guidance, I mean,
whenever someone says to me, “Oh, by the way, I want to tell you
not to be stupid and not to be dangerous, but please don’t be of-
fended,” I'm offended, because the fact that you felt the need to tell
me not to be stupid doesn’t make me think you think I'm all that
bright. So let’s be clear about that.

I am therefore worried, because, yes, I understand that there is
an increase in the lending, but by your own figures, there is no in-
crease in risky lending. There does not appear to be a problem.

And there is a negative side to this. Clearly, if I am a bank, I
would rather not have you give me explicit guidance on something.
That is not a good sign.

I have to say this to cover up my own staff. If I get a letter from
somebody saying, “By the way, Congressman, I just would like to
point out to you that it would not be a good idea for your staff to
be rude or forgetful or make any enemies; by the way, nothing in
this suggests”—I would call in the staff and say, “What is this?
What happened? Who did what to whom?” I mean, anybody would
do that.

So I am afraid you will discourage some of this, and there are
two areas.

One, we work a lot with mayors and municipal officials. Down-
town lending is very important for them, the commercial develop-
ment, but even more for me, the fact that multi-family housing is
included in here.
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We have a terrible social crisis in America with housing that is
far too expensive for a lot of working people. We have municipali-
ties where police officers and firefighters and teachers and sanita-
tion workers can’t live in the city where they work.

I would hope that you would be extremely loathe to do anything
that might diminish the construction of multi-family housing. We
have too little of it in this country. We have local prejudices ex-
pressed through zoning that are problems, etc.

And I believe that you, by your guidance, you have really dis-
couraged to some extent that kind of lending, and unless you’ve got
a pretty good reason, the fact that there is more lending absent
anything shouldn’t be the reason, and at the very least—and I ap-
preciate the time, Mr. Chairman, I'll close with this—you’ve al-
ready done that, you say to us, “Well, this doesn’t mean they
should cut back.” Then I would hope that would be part of the offi-
cial statement.

Everybody has gotten that guidance. You ought to write to them
and say, “By the way, nothing in here suggests that you have done
anything wrong, that you have been in any way imprudent, or that
you should in any way be cutting back on this area.”

That would at the very least reassure me. A failure to do that
would reinforce my nervousness.

Thank you for the indulgence, Mr. Chairman.

Chairman BACHUS. Thank you, Mr. Frank.

Now I'm going to give the remainder of my opening statement.

I want to apologize to the staff first for doing the impossible, and
that’s that I wrote out my speech, my second draft, in longhand,
and I neglected to give it to them.

[Laughter]

Chairman BACHUS. So it was pretty impossible for them to in-
clude the additions.

The goal of Basel is to develop a more flexible and forward-look-
ing capital adequacy framework that better reflects the risks facing
banks and encourages them to make ongoing improvements to
their risk assessment capabilities.

Over the past 7 years, the United States Federal banking regu-
lators have been engaged in negotiations with their foreign coun-
terparts about improving the standards that govern the capital
that depository institutions must hold against their assets.

We must ensure throughout this process that we do not include
a framework that is too complex or too costly to be followed.

There is a wide variety of views expressed in the testimony that
we will receive today.

On one hand, the Federal banking regulators are testifying that
they have developed a Basel II rule that is intended to produce
risk-based capital requirements that are more risk-sensitive than
the existing rules.

On the other hand, industry witnesses will testify that the cur-
rent U.S. version of the Basel II rule is less risk-sensitive than the
internationally negotiated Basel II accord and that the differences
between the U.S. rule and the accord creates serious competitive
issues, both within and outside the United States.

This suggests to me that more work needs to be done on the rule.
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I was pleased this month that the regulators met and approved
the notice of proposed rulemaking on Basel II that requested com-
ment on whether the so-called core banks and opt-in banks should
be able to use the standardized approach.

Alternative compliance options are a feature of the original ac-
cord and banks outside the United States are provided this option.

In addition to the issues arising from Basel II, our hearing today
addresses a January 2006 interagency guidance on concentrations
in commercial real estate proposal by the bank regulators. The pro-
posal seeks to address high and increasing concentrations of com-
mercial real estate loans at some banks and savings associations.

The agency suggests recent examinations show that risk manage-
ment practices and capital levels of some institutions are not keep-
ing pace with their increasing CRE loan concentrations.

In return, the guidance sets forth thresholds for assessing wheth-
er an institution has a CRE concentration that should employ
heightened risk management practices. The guidance urges those
institutions with elevated concentration risk to establish risk man-
agement practices and capital levels commensurate with the risk.

Some institutions have expressed the concern, however, that the
proposed guidance is too much of a “one size fits all” formulation,
and is effectively a cap on commercial real estate lending. They in-
stead urge that the regulators utilize the examination process that
identifies lending weaknesses in particular institutions.

They contend that the data does not support the proposition that
real estate lending, per se, is more risky than commercial and in-
dustrial lending, for example.

Further, there is concern that the proposed guidance is unfairly
burdensome for community banks that do not have opportunities to
raise capital or diversify their portfolios like larger banks.

It is my hope that, by the end of this hearing, we may all be
working for the same set of underlying facts with respect to how
the real estate works. In turn, I would hope that this will help en-
sure better regulation that will protect the taxpayer while not arbi-
trarily discouraging sound lending.

In closing, I want to thank Chairman Oxley, Ranking Member
Frank, and all of the members of the committee for their interest
in working to ensure that we get Basel right.

I look forward to hearing from the witnesses today.

At this time, I recognize Mr. Hensarling.

Mr. HENSARLING. Thank you, Mr. Chairman.

First, let me thank you for holding this hearing. I frankly think
it’s one of the more important hearings that your committee could
hold. It’s a very, very tough issue that we have to deal with.

On the one hand, as somebody who represents a district in
Texas, although I was not in Congress at the time, I still have a
very firm memory of the late 1980’s and early 1990’s and the S&L
meltdown, and how an over-concentration of real estate led to an
incredible economic contraction and a massive taxpayer bailout. So
my memory of that incident in American history is still quite clear.

On the other hand, today we’re enjoying one of the best econo-
mies that we have enjoyed in America, with historically low unem-
ployment rates, 5 million new jobs, we're awash in tax revenues,
we’ve got the highest rate of home ownership we’ve had in the his-
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tory of America, we have many other good and favorable signs, and
a very good case can be made that real estate has helped lead to
this economic boom.

So anything that would provide onerous burdens on further loans
to commercial real estate concerns me, and as many on this panel
know, and share with me, I have a concern about the future of
community banking in America, which with the help of almost ev-
erybody on this committee, we put together what I believe is a very
good regulatory relief bill that would be very significant for commu-
nity banks.

But if we don’t, if the regulators don’t get it right, that burden
is going to increase even further, and I am led to believe that this
particular niche in the marketplace is a very, very important niche
to their profitability and their survivability.

So I look forward to hearing from all the witnesses, but as al-
ways, I come into these hearings with a very strong bias in favor
of free people and free markets, and I always put the burden of
persuasion upon those who are proposing further restrictions upon
loans and loan limits, and I look forward to hearing what compel-
ling case might be made in this regard.

And again, Mr. Chairman, I thank you for holding this important
hearing and I yield back.

Chairman BACHUS. Thank you, Mr. Hensarling.

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

Ms. Kelly.

Ms. KELLY. I thank you, Chairman Bachus, for holding this hear-
ing.

I, too have shared the interest in this committee in learning how
the Basel II accords will impact our local communities.

Unfortunately, we now have the evidence that there is such evi-
dence, and it’s negative.

On January 10, 2006, an interagency guidance was issued re-
garding commercial real estate lending. This has been followed by
weeks of reports from community banks that examiners are now
questioning bank investments in their own communities that have
never before raised any concern.

While there’s a legitimate concern that banks not over-lend in
any category, commercial real estate is a single name for a very
broad range of activities. Everything from factories, hotels, golf
courses to warehouses, office buildings, and parking lots is con-
tained in the category of commercial real estate.

Unlike housing, which moves broadly to interest and employment
rates regionally and nationwide, each class of commercial real es-
tate responds differently, and to lump them together for the pur-
pose of bank examination doesn’t seem to make a whole lot of sense
to me.

Community banks exist to serve their communities, to under-
stand their needs, and to provide capital for worthwhile invest-
ment. By definition, they invest where their customers are. They
invest also for the long term and have a very large stake in the
success of their neighbors.
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Unlike capital from large institutions, they provide a continuity
which can often be the difference between the success or failure of
a whole town or even a county.

To require an artificial diversification out of the communities
that they serve doesn’t really benefit them or the taxpayers.

The guidance issued by the banking agencies, if confirmed, I be-
lieve will eliminate the small bank as a viable institution. Commer-
cial lending, like credit cards, home lending, and deposits will be
dominated by large banks and conglomerate financial institutions.

I urge these witnesses that are going to be before us today to
take a look at community banks and their portfolios as individual
institutions rather than lumping them together just to save regu-
lators time and effort.

I thank you and I yield back the balance of my time.

Chairman BACHUS. Thank you, Ms. Kelly.

Are there any other members? Mr. Price, did you have an open-
ing statement? Okay. No other opening statements.

All right. At this time, I'd like to introduce the first panel, which
needs no introduction.

Mr. Frank wanted to introduce Mr. Antonakes, but I'll introduce
all of them, I think.

The first panel consists of: the Honorable Susan Bies, Governor,
Board of Directors of the Federal Reserve System; the Honorable
Sheila Bair, Chairman, Federal Deposit Insurance Corporation; the
Honorable John C. Dugan, Comptroller, Office of the Comptroller
of the Currency; the Honorable John Reich, Director of the Office
of Thrift Supervision; Mr. Robert Colby, Acting Director, Division
of Market Regulation at the SEC; and Mr. Steven L. Antonakes,
commissioner, Massachusetts Division of Banks. And you're testi-
fying on behalf of the Conference of State Bank Supervisors; is that
correct? Okay.

We welcome all of the panelists and look forward to your opening
statements. Thank you.

Governor Bies.

STATEMENT OF HON. SUSAN SCHMIDT BIES, MEMBER, BOARD
OF GOVERNORS OF THE FEDERAL RESERVE SYSTEM

Ms. BiEs. Thank you, Mr. Chairman. I want to thank you, Rep-
resentative Sanders, and members of the subcommittee for this op-
portunity to join my colleagues to discuss both the recent develop-
ments in regulatory capital and our proposed guidance on sound
risk management for commercial real estate.

Let me begin by just saying that the completion last week of the
draft NPR for Basel II for comment reflects a lot of hard work
across all of the agencies and active input from many constitu-
encies, bankers and non-bankers, and Congress. We really appre-
ciate all of the effort that people put in; I think all of us know it
was important in achieving this milestone.

I want to make one comment before I get to Basel II, about the
market risk amendment that was also put out for comment. This
is an update of an old rule that we've had that deals with trading
book risk, and this is applicable to all U.S. banks currently that
have big trading book activity.
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What’s remarkable about this is that it’s based on the framework
that was jointly agreed to by the Basel Banking Committee and the
International Association of Security Commissioners. What we're
proposing here is both an update that reflects new risk-taking, but
more importantly, will help to level the playing field between in-
vestment banks and commercial banks who are subject to the simi-
lar regulatory environment for capital. We've been working actively
with the SEC and we appreciate their support on that; so we look
forward to those comments, too.

Let me turn to Basel II. As you know, as we’ve been working
through this, we have tried to emphasize not just the Pillar 1,
which has gotten most of the attention, but also Pillars 2 and 3.

The Pillar 1 proposal that we have put together in this NPR pro-
poses that only the most advanced organizations are required to
adopt it, and it uses the most advanced approaches of the Basel
2004 Accord. I want to compare that to what you’re hearing from
other countries and what they’re doing.

There’s a difference here, because in other countries, when Basel
II becomes effective, Basel I goes away. We've chosen, in the
United States, to listen to the smaller community banks and to re-
tain Basel I, which we are working to amend.

What this means is that since Basel II applies to all banks of all
complexity and size globally in those countries, there are three gen-
eral varieties of approaches to risk to reflect the differences in size
and complexity of those organizations. Again, we in the United
States have only focused on the most advanced approaches.

But it’s also important to realize that Pillar 2 is very important
in all of this, because it requires that an organization look beyond
credit and operational risk to look broadly at their risk through the
cycle, and make sure it agrees with their business strategy.

Finally, Pillar 3, which ensures additional disclosure, is impor-
tant because it reflects that we want market discipline to differen-
tiate risk.

We at the Federal Reserve have been consistently supporting the
most advanced approaches because today’s Basel I does not reflect
the changes in risk for these big organizations; it doesn’t reflect the
operational risks that have led to a lot of publicly charged off
events and some of the legal problems that banks have encountered
that required chargeoffs; it doesn’t reflect the fact that under Basel
I a certain portfolio could have very different kinds of risk expo-
sures across banks, and we think a bank who chooses to take on
more risk of a certain type should hold more capital.

Finally, we've got the safeguards in the proposal, both in terms
of parallel runs and transition periods, but we also have listened
to comments, done analysis based on QIS studies, and strength-
ened elements in this NPR to deal with weaknesses that we've al-
ready identified, and we’ll continue to do that as we move forward.

Finally, on commercial real estate. Commercial real estate has
our concern. As a banker, I lived through the hard side of working
through the southeast real estate problems in the 1980’s. We know
today that community and mid-size banks have exposure to com-
mercial real estate relative to capital twice what it was in 1990.

What we intended in this guidance, since we don’t have a lot of
information on the call reports, is to indicate to our examiners that
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they need to focus on the portfolio management of these banks, not
just the individual loan underwriting, and that they need to begin
a dialogue at the screen levels, which would not be ceilings.

And we do want our examiner to look at how the bank looks at
the types of real estate loans they have, and how they monitor the
markets, and to consider the broader aspects of portfolio concentra-
tion management which we find is not developing as quickly as
banks increase their concentration in this line of business.

Thank you, Mr. Chairman, for your comments, and I'll wait for
further questions.

[The prepared statement of Governor Bies can be found on page
96 of the appendix.]

Chairman BacHUS. Thank you.

Chairman Bair.

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

Ms. BAIR. Thank you, Mr. Chairman. I would also like to thank
you, Ranking Member Sanders, and the members of the sub-
committee for the opportunity to testify on behalf of the Federal
Deposit Insurance Corporation concerning the Basel II inter-
national capital accord and Federal banking agencies’ recent draft
guidance on commercial real estate lending.

Basel II and the commercial real estate guidance share one im-
portant feature, a focus on the importance of risk management. At
the outset, I would like to emphasize that we all support moving
ahead to the next step in the Basel II deliberative process.

The FDIC board of directors recently voted to publish the Basel
II notice of proposed rulemaking for public comment. U.S. bank
and thrift regulators also are developing a more risk-sensitive cap-
ital framework for non-Basel II banks, known as Basel IA, which
we hope to publish for comment in the near future.

While it is important to move ahead with the process, there’s
also agreement that we must not do so in a way that will result
in significant reductions in capital or in the creation of competitive
inequities among different types of insured depository institutions.

The agencies’ most recent quantitative impact study suggested
that the Advanced Approaches would result in a substantial reduc-
tion in risk-based capital requirements. The results also showed
wide variations in capital requirements for similar risks.

The agencies found these results unacceptable, and as a result,
included a number of important and essential safeguards in the
NPR to address these issues.

I look forward to receiving comments on the NPR and I will ap-
proach those comments with an open mind. I particularly look for-
ward to comments on the question of whether the regulators should
allow alternatives to the Advanced Approaches.

We have had a number of requests to allow any U.S. bank to use
the Standardized Approach to capital regulation that is part of the
Basel II accord. The United States is the only country proposing to
make the Advanced Approaches mandatory for any group of banks.

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

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

Before concluding my remarks on Basel II, I would like to say
a few words about the leverage ratio. The FDIC has consistently
supported the idea that the leverage ratio, a simple capital-to-as-
sets measure, is a critically important component of our dual cap-
ital regime. I am very pleased that all the bank regulators have ex-
pressed their support for preserving the leverage ratio.

I understand that banks in most other Basel Committee coun-
tries are not constrained by a leverage ratio, and that effective cap-
ital standards around the world vary widely as a result. For this
reason, I believe that the United States should ask the Basel Com-
mittee to initiate consideration of an international leverage ratio.

The leverage ratio has provided U.S. supervisors with comfort
that banks will maintain a stable base of capital in good times and
in bad times. Similarly, the establishment of an international le-
verage ratio would go far in strengthening the liquidity and sta-
bility of the international banking system and help limit the con-
sequences of reduced risk-based capital levels with Basel II imple-
mentation.

The committee also asked us to discuss the proposed guidance on
commercial real estate exposures. The need for this guidance stems
from the substantial growth in commercial real estate lending at
community banks in recent years.

At the end of March 2006, commercial real estate loans ac-
counted for more than 42 percent of all loans at institutions with
less than $1 billion in assets. Six years ago, these loans rep-
resented less than 28 percent of all loans at these institutions.

Loan concentrations add a dimension of risk that needs to be ap-
propriately identified and managed, and some examinations have
revealed that portfolio management practices may not have kept
pace in this growth.

The goals of the proposed guidance were to increase awareness
of commercial real estate exposures, reinforce existing regulations
and guidelines for real estate lending, and remind institutions that
strong risk management practices and appropriate levels of capital
are necessary to mitigate the potential concentration risk.

The FDIC and the other banking agencies have seriously consid-
ered commenters’ views on this proposed guidance. We appreciate
the importance of CRE lending, particularly for community banks,
and do not intend to limit CRE lending activity that is prudently
underwritten and appropriately managed.

In particular, we agree with the need to emphasize that the stat-
ed thresholds are not limits, but rather are designed to trigger
heightened scrutiny to assure adherence to sound credit principles
and best practices. Once these perspectives are reflected in the
final guidance, it should provide a useful tool for both examiners
and banks.
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This concludes my statement. The FDIC appreciates the oppor-
tunity to testify regarding Basel II and the CRE guidance. I look
forward to any comments or questions the subcommittee may have.

Thank you.

[The prepared statement of Chairman Bair can be found on page
78 of the appendix.]

Chairman BAcHUS. Thank you, Chairman Bair.

Now, Comptroller Dugan.

STATEMENT OF HON. JOHN C. DUGAN, COMPTROLLER OF THE
CURRENCY

Mr. DuGAN. Chairman Bachus and members of the sub-
committee, I appreciate the opportunity to discuss two important
initiatives of the U.S. banking agencies—our proposals to enhance
our regulatory capital program under Basel II and our proposed
commercial real estate guidance.

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

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

Last week, as you’ve heard, the agencies took a critical step for-
ward in this process by approving the NPR. In addition to estab-
lishing the basic Basel II framework in the United States, the NPR
addresses two key issues about implementation.

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

We cannot be sure, however. That’s why the proposed rule will
have strict capital floors in place to prevent such unacceptable re-
sults during a 3-year transition period. This will give us time to fi-
nalize, implement, supervise, and observe “live” Basel II systems.
If, during this period, we find that the final rule would produce un-
acceptable declines in the absence of these floors, then we will have
to fix the rule before going forward, and all of the agencies have
committed to do just that.

The second issue concerns optionality. The NPR asks whether
Basel II banks should have the option of using a simpler approach.
This is a legitimate competitive question, given that the largest
banks in other Basel II countries have such an option, although,
as a practical matter, all such foreign competitors appear to be
adopting the advanced approaches. We are very interested in com-
ments about the potential competitive effects of providing such an
option to U.S. banks.

The OCC has been a frequent critic of many elements of the
Basel II framework, and we've worked hard to make important
changes to the proposal that we thought made sense. But at critical
points in the process, the OCC has supported moving forward to-
ward implementation. Our reason for doing so is simple. An appro-
priate Basel II regime will help both banks and supervisors ad-
dress the increasingly complex risks faced by our largest institu-
tions.

While we may not yet have all the details right, and we will
surely make changes as a result of the public comment process, I
fully support the objectives of the Basel II NPR for the supervision
of our largest institutions. Likewise, for non-Basel II banks, I fully
support our interagency effort to issue the so-called “Basel IA” pro-
posal in the near future as a way to more closely align capital with
risk without unduly increasing regulatory burden.

Let me turn now to the proposed interagency guidance on com-
mercial real estate lending, which the agencies proposed for three
reasons.

First, although circumstances are different today and under-
writing standards are much improved, we know from the painful
experience of just 20 years ago that commercial real estate lending
has the real potential to fail banks.

Second, during the last 5 years, we have seen a dramatic surge
in the concentrations in commercial real estate lending in commu-
nity and mid-size banks, to levels beyond what they were in the
1980’s.

And third, our examinations revealed that risk management
practices in many of these banks have not kept pace with the surge
in concentrations.

While we believe that commercial real estate concentrations can
be safely managed, they must be effectively managed in order to
be safe. Accordingly, the basic message of the proposed guidance is
not “cut back on commercial real estate loans.” Instead, it is this:
“You can have concentrations in commercial real estate loans, but
only if you have appropriate risk management and capital to ad-
dress the increased risk.” And when I say “appropriate risk man-
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agement and capital,” that does not refer to expertise or capital lev-
els that are out of reach or impractical for community and mid-size
banks. Indeed, at its core, the proposed new guidance amplifies
guidance the agencies developed in the wake of the widespread
bank failures of the 1980’s.

In addition, the overwhelming majority of banks affected by the
guidance already hold capital significantly above the regulatory
minimumes, so these institutions generally would not be affected by
the capital adequacy part of the proposed guidance.

The proposed guidance would establish thresholds to help us de-
termine where enhanced risk management and adequate capital
are needed. I know some banks worry that the thresholds will turn
quickly into caps. But I can tell you categorically that this is not
what the guidance says and not how it would be implemented. The
OCC is emphasizing this very point—that these are thresholds for
better prudential practices, not caps—in discussions with our ex-
aminers in every region of the country.

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

Thank you very much.

[The prepared statement of Comptroller Dugan can be found on
page 117 of the appendix.]

Chairman BacHUS. Thank you.

Director Reich.

STATEMENT OF HON. JOHN M. REICH, DIRECTOR, OFFICE OF
THRIFT SUPERVISION

Mr. REICH. Thank you, Chairman Bachus, Ranking Member
Frank, and members of the subcommittee. I appreciate the oppor-
tunity to be here this morning. Borrowing a phrase often repeated
in Washington, that everything has been said and not everybody
has had an opportunity to say it, I'm going to make a few brief
comments and be quiet.

Let me say that OTS is supportive of the Basel II advanced ap-
proach and we are supportive of considering the standardized ap-
proach. Also, I'm very supportive of the safeguards that we have
included within Basel II.

I believe that the longer implementation process will provide us
with ample information, ample time over the next few years be-
tween now and the end of 2011 to have the opportunity to make
any changes that we feel may be necessary.

Regarding Basel IA, I'm very supportive of dating Basel I but I
also expect to be supportive of permitting the very well-capitalized
banks who have indicated a preference to continue operating under
the present Basel I framework to be able to do that.

With regard to the proposed commercial real estate guidance pro-
posal issued in January, we’re supportive of the general purpose
and intent to remind institutions that credit concentrations can
pose risks and that these risks should be assessed and addressed,
further, that risk management practices should be commensurate
with the level of concentration of commercial real estate loans
within the portfolio. The guidance has drawn substantial negative
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reaction, particularly to the specific thresholds which are included
in the guidance.

As a former community banker, I'm keenly sensitive to these
issues and highly cognizant of the magnitude of the public com-
ment received and the nature of that comment.

My expectation is that the guidance should be viewed as a set
of guidelines by the industry and our examiners. The proposed
guidance is not a rule.

As we continue to work on the guidance, I'm hopeful that it can
be modified to address the comments that we have received and to
clarify the Federal banking agencies risk management expectations
for the industry and to make sure the guidance conveys this intent
more clearly.

I look forward to working with my colleagues on this panel in fi-
nalizing the guidance.

Thank you very much, and I'll be happy to answer questions.

[The prepared statement of Director Reich can be found on page
244 of the appendix.]

Chairman BAcHUS. Thank you.

Acting Director Colby.

STATEMENT OF ROBERT L.D. COLBY, ACTING DIRECTOR, DIVI-
SION OF MARKET REGULATION, U.S. SECURITIES AND EX-
CHANGE COMMISSION

Mr. CoLBY. Chairman Bachus, Ranking Member Sanders, and
members of the subcommittee, I'm very pleased to have the oppor-
tunity this morning, on behalf of the Securities and Exchange Com-
mission, to describe the Commission’s program for monitoring cap-
ital at U.S. securities firms.

While the Commission has applied a conservative net capital rule
for many years to broker-dealers, as the securities business has ex-
panded and broker-dealers became part of international financial
conglomerates, the Commission became increasingly concerned
about the risks that a broker-dealer may fail, due to the insolvency
of its holding company or affiliates.

Therefore, in 2004, the Commission amended its net capital rule
to establish a voluntary alternative method of computing net cap-
ital for well-capitalized broker-dealers that have adopted strong
risk management processes.

This alternative method permits a broker-dealer to use mathe-
matical models to calculate net capital requirements for markets
and derivatives-related credit risk.

As a condition to that method, the broker-dealer’s ultimate hold-
ing company must consent to group-wide Commission supervision,
thus becoming a consolidated supervised entity, or CSE.

Formally supervising the financial condition of the broker-dealer
holding company and its affiliates on a consolidated basis allows
the Commission to monitor better and act more quickly in response
to any risks that affiliates and the ultimate holding company will
pose to regulated entities within the group or to the broader finan-
cial system.

The Commission’s program to supervise the CSE’s also re-
sponded to concerns of the U.S. investment banks regarding the ap-
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plication to their activities in Europe of the European Union’s fi-
nancial conglomerates directive.

The directive requires that firms active in Europe be supervised
at the group level under a regulatory approach equivalent to those
applied in the European Union or face significant restrictions on
their activities.

The European Union has recognized the broad equivalence of the
Commission’s CSE oversight program.

Currently, five U.S. investment bank holding companies are su-
pervised as CSE’s. Under the Commission’s program, the ultimate
holding company must provide the Commission with information at
the group level covering its global businesses whether or not these
activities are conducted in functionally regulated entities.

Those affiliates that do not have a principal financial regulator
as well as the holding company itself are subject to examination by
the Commission.

The CSE rule requires monthly calculation at the holding com-
pany level of a capital adequacy measure that’s designed to be con-
sistent with the standards adopted by the Basel Committee on
Banking Supervision.

In requiring a holding company calculation of capital in accord-
ance with the Basel standard, the CSE rules do not specify that
capital adequacy be calculated using the original framework, Basel
I, or the revised framework, Basel II. Likewise, the rule does not
prescribe the use of advanced approaches contained in Basel II.

Nevertheless, four of the five CSE firms have elected, with Com-
mission support, to satisfy the CSE capital calculation requirement
by applying Basel II in its advanced approach to credit risk expo-
sure.

The fifth firm, who because of its fiscal year was confronted with
a period of only 6 months between publication of Basel II and the
effective deadline imposed under the E.U. financial conglomerates
directive, opted to apply Basel I, but this firm is now in the process
of preparing to implement Basel II.

When the CSE firms began in earnest to implement Basel II dur-
ing the latter part of 2004, the only complete description of the
standard was the mid-year text. Thus, this text served as the basis
for implementation of Basel II by these firms.

This is not to say that implementation of Basel II by the CSE
forms has been simple. The Commission staff has worked collabo-
ratively with our banking colleagues to address issues that are cen-
tral to the CSE firms, and we believe that the CSE firms have im-
plemented Basel II in a manner that’s conservative while also re-
flective of the fundamental nature of the securities firms and their
business model.

Looking ahead, with the U.S. banking regulators’ formal issuance
of their notice of proposed rulemaking, Commission staff will re-
view the document carefully to apply the proposed approaches to
securities firms in the context of their history, risk profile, and
business mix.

Where further modifications to the calculation methodologies
used by the CSE firms are warranted, the Commission has author-
ity to require their adoption. The CSE firms understood, when they
elected to apply the Basel II standard in 2005, that the standard
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was still very much a work in progress and they were likely to
have to make various adjustments as the broader U.S. implementa-
tion process proceeded.

In summary, we’re confident that the CSE firms are currently
calculating capital adequacy measure consistent with Basel II in a
manner appropriately sensitive to the risks assumed by the firms.

To the extent that further modifications of the calculations be-
come necessary, and to achieve to the maximum extent possible
consistency with national and international regulatory authorities,
the Commission has the commitment and the authority under the
CSE rules to ensure that appropriate changes are made.

Thank you.

[The prepared statement of Mr. Colby can be found on page 113
of the appendix.]

Chairman BAcHUS. Commissioner Antonakes.

STATEMENT OF STEVEN L. ANTONAKES, MASSACHUSETTS
COMMISSIONER OF BANKS, ON BEHALF OF THE CON-
FERENCE OF STATE BANK SUPERVISORS

Mr. ANTONAKES. Good morning, Chairman Bachus, and distin-
guished members of the subcommittee. My name is Steven
Antonakes, and I serve as the commissioner of banks for the Com-
monwealth of Massachusetts. I also currently serve as the chair-
man of the State Liaison Committee to the FFIEC.

I'm pleased to testify today on behalf of the Conference of State
Bank Supervisors. CSBS is the professional association of State of-
ficials responsible for chartering, supervising, and regulating the
Nation’s 6,230 state-chartered commercial and savings banks and
400 state-licensed foreign banking offices.

While Basel II and the commercial real estate, or CRE, guidance
are clearly very important regulatory proposals, both have the po-
tential to impact the domestic financial system and could do par-
ticular harm to community banks by altering the competitive land-
scape and leading to the shifting of risk among business lines.

The role that a small bank plays in a local economy cannot be
overstated. I'm sure that each of you is well aware of the benefits
that are added to your districts by healthy, well-capitalized banks
of all sizes.

It is our responsibility as regulators and legislators to ensure
that regulatory proposals are prudent and do not create a competi-
tive imbalance.

CSBS is pleased with the inclusion of several of the safeguards
discussed already today that have been incorporated into the Basel
II NPR. While we’re encouraged by the incorporation of these safe-
guards, we do have process concerns.

Despite our status as the primary supervisor for the vast major-
ity of banks in the United States, State supervisors have not been
included in the drafting process of Basel II. State regulators,
through CSBS, should have a seat at the table when rules that af-
fect our institutions to such a substantial degree are being consid-
ered.

Additionally, the Basel II NPR does not provide a defined rule
for the States during the qualification process. There are 10 States,
including my home State of Massachusetts, that charter potential
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Basel II banks. For these banks, the State is their primary regu-
lator and must have a role in the implementation of Basel II.

Once Basel II is adopted and implemented, the States will be re-
sponsible for ensuring that our affected institutions are Basel II
compliant. In order to do so, we must be able to compare the data
of all Basel II institutions regardless of their chartering agent. Ac-
cordingly, information sharing with the Federal bank regulatory
agencies will be essential for States to properly supervise our Basel
IT banks.

In reference to the proposed CRE guidance, we share many of
the worries that motivated its drafting. However, as regulators, we
must not be overly prescriptive in how risk is managed.

In our opinion, the benefits of the guidance do not outweigh the
potential negative impact on competition and our communities.
Moreover, the guidance could have unintended consequences upon
t}f}e h(eialth of the community banking system and the availability
of credit.

The implementation of either the Basel II NPR or the proposed
CRE guidance could significantly impact our Nation’s financial sys-
tem. Sufficient capital must be maintained to ensure safety and
soundness and economic stability, and competition in the industry
must be preserved.

Our fear is that the impact of one or both of these proposals will
result in damage to community banks and a dual banking system
as a whole.

CSBS seeks to sustain the economic vigor of the local commu-
nities we serve. Certainly we share that goal with every member
of the subcommittee.

The vast majority of U.S. banks are state-chartered and it is crit-
ical that State regulators are given a full role in the regulatory
process as these and other proposals are discussed, debated, draft-
ed, and adopted.

I commend you, Chairman Bachus, and the distinguished mem-
bers of the subcommittee for addressing these matters, and on be-
half of CSBS, I'd like to thank you for the opportunity to testify.

[The prepared statement of Mr. Antonakes can be found on page
68 of the appendix.]

Chairman BACHUS. Thank you.

I appreciate the first panel’s testimony. I think it certainly helps
us understand where we are. I'm going to ask two questions.

First of all, it’s my understanding that large banks in Europe
and Asia will be subject to the Basel II rules in more or less the
same form that was agreed to internationally, but I've been told
that the U.S. proposal is significantly different in the advanced
capital approaches, different from the advanced approaches that
have been implemented abroad, and that for similar asset port-
folios, U.S. banks will likely have significantly higher minimum
capital requirements.

First of all, is that correct? And if it is, would this not be a com-
petitive advantage for foreign banks over our domestic banks? First
of all, are there going to be greater capital requirements for our
banks, and if that’s the case, won’t that disadvantage us from the
competitive standpoint?

Governor?
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Ms. BiEs. Mr. Chairman, let me respond in two ways. We have
had more time than some of the other national regulators to look
at the analysis of the QIS—4, and the QIS-5, which was done in
other countries but not the United States, because theyre on a
faster timetable.

We've included in our NPR some strengthening from the 2004
mid-year agreement, where we did see some weaknesses. For ex-
ample, we have a placeholder in the NPR that acknowledges that
models that we saw were not strong enough for downturn loss esti-
mates, and so it’s a methodology to use, because what we saw in
QIS—4 and QIS-5 is, when banks didn’t know how to measure their
downturn loss, they just used zero.

Well, in our view, your downturn loss should be higher than your
best loss of zero; and yet, when you look at the QIS5 report that
came out of the Basel Committee, they acknowledge that it’s some-
thing that still has to be looked at by other countries, and we’re
anticipating that they will also make some adjustments as the
banks are observed in the parallel run. So some of these, I think,
are timing differences.

Chairman BAcHUS. What if they don’t? What if they don’t make
those adjustments? What I hear you saying is that you’re using
this international agreement to strengthen or to increase capital
requirements domestically.

Ms. BiEs. We're doing it in our national implementation, in our
NPR. There are several areas where the Basel Committee knows
we have further work to do on Basel II, and we’ve all agreed to con-
tinue to work on that together as we get more information.

Chairman BACHUS. But are you saying that you anticipate some
of the other countries raising their capital requirements, but they
haven’t done that yet, but you’re almost raising ours anticipating
that they’ll raise theirs?

Ms. Bies. What I'm saying is that what we've done so far is to
implement specific changes that respond to risks in the existing
2004 mid-year agreement. Those weaknesses other countries ac-
knowledge, but they have not yet done anything to move forward
at their national level to implement any change.

Chairman BAcHUS. Now, if they don’t implement those changes,
though, it leaves us at a competitive disadvantage, does it not?

Ms. BiEs. Well, it could. But on the other hand, we've had dif-
ferences all along in capital rules.

Chairman BACHUS. Yes.

Ms. BIES. Part of this deals with differences in accounting rules.
We still don’t have global accounting. Some of that will make a dif-
ference.

Chairman BACHUS. I'm not sure that an international accord is
the proper place to unilaterally raise our capital requirements.

Ms. BIES. But as a U.S. regulator, my first priority is to make
sure banks in the United States have strong capital.

Chairman BAcHUS. I understand that. But to say it, to say you’re
doing it as a part of an international process, but, you know, that
it needs to be done for Basel II wouldn’t be correct, I mean, not
necessarily. You're saying it—

Ms. BiEs. We're doing it in the U.S. NPR, but I'm saying the
issues that we’re concerned with are shared globally around the
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table for Basel, and we know that there will be work in train to
address some of the issues.

Chairman BACHUS. But you understand what I'm saying?

Ms. BIES. Yes. But we need to move forward and deal with it in
the United States.

Chairman BACHUS. But would you acknowledge that, you know,
if you came to Congress and said, “We need to do these things be-
cause of Basel II, but we’re going beyond what we’re required to
do in an international agreement,” then it wouldn’t be a require-
ment.

It would be as if you're telling me the Fed may be going beyond
what it’s required to do, or that we’re going beyond what we'’re re-
quired to do in raising our capital requirements.

In other words, starting 2 and 3 years ago, I think our institu-
tions were told, as a part of an international agreement, you know,
we're going to implement certain requirements, but in fact, if our
foreign competition, those requirements are not—if their countries,
their regulators don’t require them to do that, then I see that as
a disadvantage, and I know Mr. Feeney and Mr. Hensarling and
Mr. Price, several of us on both sides of the aisle have actually ex-
pressed concerns that these international agreements don’t dis-
advantage our banks in the global marketplace.

Ms. BIEs. I think we are very proud that in the United States
we consider our capital standards to be the strongest in the world,
and we’re not going to weaken them.

Chairman BACHUS. Sure.

Ms. BIES. And this has not disadvantaged our banks. They con-
tinue to have the strongest capital and the highest profitability, if
you look at financial institutions elsewhere, and I think it’s because
we’ve been pushing a balance between capital and enhanced risk
management, and you need to look at all of these together, and I
think the results are that our banks are very effectively managing
through this.

We need to always aspire to make sure that our banks are seen
as a source of strength.

Chairman BAcHUS. I think you could say there’s a sense of pride
in that our capital requirements are strict, but I think that any-
time a capital requirement is higher than justified, then it raises
costs, and, you know, there are unnecessary costs then.

And I don’t want to debate the philosophy. What I'm simply say-
ing is, if we’re doing this as a part of Basel II, because it’s nec-
essary as a part of the international agreement, but, you know,
what we’ve sort of been told is that it’s going to happen overseas,
in other words our competition is going to—these requirements are
going to be put on those so we won’t be disadvantaged.

Now, I appreciate your candidness, I mean, in saying that you’re
anticipating that theyre going to catch up with us, but if they
don’t, I'm just saying there could be some problems.

Mr. Dugan.

Mr. DuGAN. Mr. Chairman, I do want to say that I think most
of the provisions of our version of the advanced approaches and
what the Europeans have adopted are pretty similar. There are
some safeguards that I mentioned in my testimony that we put in,
particularly on a temporary basis, because we were concerned
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when we did our study that the drops in capital were a lot bigger
than we thought they would be. We put in some capital floors dur-
ing a 3-year transition period, but if we get comfortable with the
rule and it doesn’t produce those kinds of declines once it is fully
implemented, then those floors should come off. And of course,
there is always the leverage ratio that applies in the United States
but does not apply outside the United States, and that is a dif-
ference.

Chairman BacHUS. Okay.

Ms. BaAIR. I would just, I would agree with everything that my
colleagues have said, and re-emphasize that’s one of the reasons
why I think it would be good to engage the international commu-
nity on an international leverage ratio to the extent we may con-
front competitive inequities.

I agree with Governor Bies, I'm not sure low capital is a competi-
tive advantage for the United States. I think our high capital levels
have been a strength of the U.S. banking system and have cer-
tainly been an important buffer for the Federal Deposit Insurance
Corporation in protecting the funds against bank failures.

So I think the premise of the question, I think we need to think
hard about whether low capital really is a competitive advantage,
and also, to the extent we do have differences, that we should en-
gage the international community in an international leverage
ratio.

Chairman BacHUS. Thank you.

Ms. Kelly.

Ms. KeLLY. Thank you, Mr. Chairman.

I'll address this to you, Comptroller Dugan.

You note in your testimony that guidances are often interpreted
as caps by bankers. In the recent experience of this committee,
guidance on the MSB’s was also, de facto, turned into caps by ex-
aminers in the field, despite regulator assertions to Congress of the
contrary.

I'd like to ask each of the regulatory agencies here if their small
bank examiners have specialized training in different types of com-
mercial real estate and the commercial real estate cycle.

So I'm asking this basically of you first, Mr. Dugan, and then I'd
like to hear from the other regulatory agencies.

Mr. DuGAN. Mrs. Kelly, we take great pride in the training that
we provide our examiners at the OCC. At the heart of what exam-
iners learn from their first day on the job is safety and soundness
supervision, and although there are many things that we have to
supervise institutions for, credit is at the heart of much of what ex-
aminers learn as a core skill.

I absolutely think we have the expertise. It’'s something that all
of the agencies have focused on because of the problems that oc-
curred in the 1980’s when we sat in this hearing room, in front of
the subcommittee members, because of all the bank failures that
were caused by concentrations of commercial real estate lending.

And I want to emphasize that. What we’re talking about here is
not that commercial real estate lending is bad, because it’s not. But
a prime principle of bank supervision is not putting all your eggs
in one basket, and we have seen such a dramatic rise in concentra-
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tions that we want to make sure institutions are appropriately
managing those risks.

Ms. KELLY. Who'’s going to pick that up next?

Mr. REIcH. T'll be happy to. I have a little bit different perspec-
tive.

I share Comptroller Dugan’s comments about the training that
our examiners receive in all of our agencies, and I share his views
about their abilities to examine various types of commercial real
estate loans. But my perspective as a former community banker,
and I've been away from it for quite a few years now, but as a
former community banker, I am keenly aware of the power of the
bully pulpit which we occupy as the heads of our regulatory agen-
cies, and I do have concerns that the degree of proscriptiveness
that is in the current proposal for commercial real estate lending
may have some consequences that we do not necessarily want to
see.

And so I am hopeful that, as we continue to work on the guid-
ance before it goes out, that we modify it to be clear about our in-
tent and not to suffer unintended consequences.

Ms. KELLY. That’s certainly refreshing.

It’s a very big concern that the examiners get out in the field and
they don’t have clarity of what the intent truly is, and then they
will take a guidance, turn it into caps, as we've seen that before.

I'm also concerned that asset class concentration levels issued in
the preliminary guidance are discriminatory against commercial
real estate as opposed to other types of bank assets.

In particular, the ILC’s often have 100 percent of their busi-
nesses in unsecured credit card debt and vehicle payments, but the
FDIC defends their safety and soundness, so how secured or par-
tially secured debt, how can secured or partially secured debt for
real estate combined with holding company supervision be any
more risky than holding a portfolio that’s made up entirely of credit
cards that are marketed to teenagers? I want to know why you’re
not mandating portfolio diversity for these institutions.

Ms. BAIR. Congresswoman, I don’t think by issuing the CRE
guidance that we were suggesting that other types of risk expo-
sures don’t also need to be appropriately managed.

I think the overall—I would be happy to—I'm uncomfortable to
try to get into institution-specific situations, but I think overall, the
safety and soundness record of the ILC industry today has been a
good one, and yes, diversification is a fundamental principle of
lending, and to the extent there are concentrations in those types
of depository institutions as well as others that perform service in
niche markets, they need to have more stringent risk management
systems and procedures in place.

But again, I don’t think just because guidance was issued on
CRE, that does not mean to suggest that other areas don’t need to
also be appropriately managed.

And as you know, we have a moratorium in place right now, and
we will offer comment on some of the broader issues regarding the
adequacy of holding company oversight and other unique issues
presented by the ILC charter, and we have not completed that re-
view, but should be trying to move forward with some of these
issues early next year.
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Ms. KeLLY. I would hope that you would look at some of these
institutions where they’re marketing heavily to young people, and
evaluate the quality of that risk vis-a-vis the quality of a local bank
holding a risk-based mortgage on commercial property.

Thank you for your answer.

Yes, Ms. Bies.

Ms. BIES. Let me just add a couple of things.

One, to make you aware that we are working inter-agency on the
training program for our examiners on the new guidance to make
sure that we are sending the right message and that we will be
consistent not only within our agencies but across our agencies on
how the new guidance will be implemented, and that will be in
train very quickly, too, to address your concern on the knowledge-
ability of examiners.

The other point I want to make about commercial real estate is,
there are certain asset types where an individual bank can do a
wonderful job in underwriting their credits, but they get contagion
from poor underwriting by others, and it’s really true in commer-
cial real estate.

A bank can do a great job of underwriting, but if projects in their
market are getting funded and create excess capacity so there are
a lot of vacancies or they’re poorly underwritten for cash flow, so
the maintenance and the property values go down, it can nega-
tively affect the bank because those other projects could, through
rent concessions and other things, attract tenants to competitive
projects.

And so what we're really emphasizing here is that the bank has
to go beyond individual loan underwriting and look externally and
make sure they’re always aware of what’s going on in the market,
because unlike other types of credit, bad lending can really affect
their good credits.

Ms. KeELLY. Thank you, very much.

Ms. Bair?

Ms. BAIR. I just wanted to add one more thing.

Our examiners also go through a very rigorous training program
through our corporate university, so I just want to get the flag up
for our examiners as well.

I'm also advised that 22 years ago we issued internal guidance
to our examiners on commercial real estate exposures to remind
them about what best practice is in terms of risk management and
to differentiate that obviously within that broad category there are
some types of assets that are more risky than others.

So yes, I have very—I’'ve actually been told by several community
bankers that they’ve had positive experiences actually when our ex-
aminers have come in and reviewed their CRE portfolios.

Ms. KeELLY. Thank you.

Mr. HENSARLING. [presiding] The time of the gentlelady has ex-
pired. The Chair would now recognize the ranking member, Mr.
Frank of Massachusetts.

Mr. FrRaANK. Thank you. I apologize. We have a bill on the Floor
that I had to speak on.

I want to focus in on again on the CRE. And the regulators did
respond, the four banking regulators, before Chairman Bair was
there, her predecessor, her acting predecessor did it, but all four of
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the agencies signed it, and it’s a response to questions that were
raised. And here’s what troubles me.

I got on this committee because of my interest in urban issues.
I've broadened it some. Being ranking member means a lot of
perks, but it means losing one significant perk, which is the ability
to ignore things you’re not interested in. You now have responsi-
bility for a whole lot of other stuff. So I accept that. But housing
is still very important to me.

Multi-family housing is a great, serious social need, and I worry,
and I really regret the fact that you appear to have swept multi-
family lending into this guidance without, it seems to me, a basis.

What troubles me is it may be cultural—I don’t know if you have
the letter you sent me, but on page 5 of the letter, in chart 5, it
has net chargeoff rate by loan type. I ask that this be put in the
record, Mr. Chairman.

Mr. HENSARLING. Without objection.

Mr. FrRANK. In 1991 and 1992, multi-family—Ilet me just ask my
1c’lolle(?gues, please, could I—I'm sorry, could you not be in the way

ere?

In multi-family, in 1991 and 1992, chargeoffs for multi-family
were significantly higher than the average of all loans, 2.10 to 1.61
in 1991; 1.63 to 1.28 in 1992. Then you began to get parity between
the multi-family and the average up until about 1996.

Beginning in 1997 and through 2005, multi-family chargeoffs
have been 25 percent or less than the average to the point where,
in the past couple of years, in 2005, multi-family chargeoff, .04 per-
cent. Similarly, in 2004. In 2004, that’s a 15 to 1 ratio. It’s 1/15th
as much for multi-family as all loans. It’s 1/16th in 2005. In 2003,
.03 to .91.

There does not appear to be any reason that multi-family homes
have been swept in here. Again, it’s cultural. Yes, they were a
problem, and you say this. Well, we had these problems in the
1980’s, late 1980’s, and early 1990’s. I went through it. It was a
terrible problem. But that’s no reason to deal as if things hadn’
changed.

And so given this—and by the way, none of the categories here,
all loans, .54 percent chargeoff in 2005. For multi-family, .04. For
non-farm, non-residential, .05. For construction and land develop-
ment, .03.

In fact, by your chart, for the last 8 or 9 years, the loans about
which you are worried have been significantly lower in chargeoffs
than the other loans, so that when you single those out, that’s why
people get nervous.

Could you address that? I mean, why did you put multi-family
in here when it has performed so well for the last 10 years?

Let me ask any of the regulators.

Mr. REICH. Well, Mr. Frank, I would plead guilty to signing onto
a letter that I didn’t necessarily agree with everything in it. I
agreed with—

Mr. FRANK. The letter to me?

Mr. REICH. I believe that’s the letter that you’re referring to.
That letter.

Mr. FRANK. Mr. Supervisor, that is very odd behavior.

Mr. REICH. Well, let me elaborate.
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I share your concern about multi-family lending. We at OTS have
been working with our regulatory colleagues to try to make some
progress in this area.

I totally agree that lumping multi-family loans with shopping
malls, strip shopping centers, office buildings, and warehouses,
with the experience that you just cited that has taken place over
the last 10 years, is inappropriate.

Mr. FRANK. Thank you.

Mr. REICH. And I would like to work with my colleagues in the
days and weeks to come to—

Mr. FrRaNK. Well, I appreciate that.

We are also talking about activities which are not all of equal so-
cial worth, and if people think that’s an irrelevancy, let me cite the
law called the Community Reinvestment Act.

And I do not think that items that will get a bank Community
Reinvestment Act credit are to be treated identically with items
that don’t.

You know, to some extent, we’re pushing them with one hand
and pulling them with another, and telling them they got to do this
for CRA credit, but then make—I wonder if any of the other regu-
lators would tell me why they think multi-family should continue
to be treated the same as everything else in here, although I have
to say in fairness to construction and land development and non-
farm, non-residential have also been low, though not as low as
multi-family.

Let me ask Mr. Dugan.

Mr. DUGAN. Mr. Frank, if you go back and look at those losses
in the 1980’s, they were in a family of risk exposures that did share
some correlation. They track each other over a long period of time,
antli they depend on rents, whether it’s residential or non-residen-
tial.

We've gotten a lot of comments about not just multi-family, but
residential real estate construction over time having been less risky
than office rentals. But both are part of a family of exposures
where we have seen the risks move somewhat in the same way.

But the main thing I want to come back to is, and I know you
had concerns that you expressed in your opening statement, we're
not telling people not to do this. We really aren’t. We're saying—

Mr. FRANK. Do you really think that this has no effect of that
sort of a discouraging kind?

Mr. DUGAN. I didn’t say it would have no effect because I think
it should have an effect. That’'s why we’re putting it out. We
want—

Mr. FRANK. A discouraging effect? Do you think, everything else
being equal, that they may say, “Well, you know what? Maybe we’ll
do less here and more there”?

Mr. DUGAN. I think that when institutions have concentrations,
and we say they're going to have to pay more attention to it be-
cause concentrations have failed institutions in the past, and they
have to do more, yes, that can be—

Mr. FRANK. Okay. But then again—and you know, you say, well,
they’re all in the same bucket. You made the bucket. I mean, you
know, God didn’t decide that all these—that construction and land
development had to be the same as multi-family.
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The fact is that the numbers do differentiate. Other buckets,
other types are, it seems to me, treated in a more risky way. But
there’s a real difference. C&I loans do appear to have been more
risky in some ways.

But, you know, it’s been 13 years. Not in 13 years have multi-
family loans been subject to a higher chargeoff rate than others.
And so when you tell a bank, “Be careful about these and not about
the others,” or “Be more careful about these than the others,” you
have the negative effect, and I would hope you would reexamine
that. It doesn’t have to all be in the same bucket. You can have
more buckets.

You know, if we need to appropriate more buckets for you, we’ll
do it. You don’t have to put them all in one thing. And when things
are not—you know, maybe you should watch Sesame Street, Mr.
Comptroller. One of these things is not like the other, you take that
into account.

Thank you, Mr. Chairman.

Mr. HENSARLING. The Chair now recognizes himself. And as the
father of a 4-year-old, and a 2-year-old, I actually do watch Sesame
Street. I'm very familiar with that routine.

I would like to follow up somewhat on the line of questioning of
the ranking member, because it’s a consistent theme that I hear
from bankers in the Fifth District of Texas, and that is that they
feel that the CRE guidance is essentially a single bucket that does
not account for the diversification of various CRE product types,
geographical diversification, and variance in loan to value ratio.

So I would like a little bit more specificity in addressing the con-
cerns of the bankers that I deal with in how do you plan to treat
these variances and will we see many buckets as opposed to one
bucket.

Whoever would like to hop in here first.

Ms. Bies?

Ms. BIEs. Congressman, let me put in perspective what we in-
tended with these 100 and 300 percent benchmarks. We didn’t in-
tend these to be ceilings.

When we scope out exams we try to, from afar, look at a bank
and look at what’s changing in its risk profile. We use our call re-
ports to do that; and unfortunately, our call reports today classify
loans by collateral, not business purpose.

So what we are trying to say to our examiners is, because of
where we are in the credit cycle, we want to make sure that we're
getting more information on the kind of commercial real estate
{:)hat’i’{s there. They can only do that by engaging directly with the

ank.

So for example, we know that some of the loans that are classi-
fied as commercial real estate are really loans that were made to
small businesses and middle-size companies, and in an abundance
of caution, the banks takes a mortgage lien on the property in case
the business cash flow doesn’t work.

That is not the commercial real estate we want to describe, but
today’s call report lumps it in as commercial real estate. We are
looking to change the call report classification so we get better sur-
veillance. One of the challenges we’ve got is trying not to create too
many buckets in the call report and make it difficult to handle.
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But what we want the examiners really to do is to step back and
meet with the bankers and say, “What is the mix of your lending,
what kind of projects are you in, what varieties do you have, how
do you monitor that?”

They have to have that conversation by engaging with the bank.
That was the intention, to say, “You need to begin to have these
conversations when the concentration on the call report gets above
that level.” It wasn’t intended as a ceiling. It was intended as the
beginning of more conversation.

hMl;. HENSARLING. Anyone else want to pick up the bucket meta-
phor?

Mr. DUGAN. The thing I would amplify is that part of what we’re
asking is that bankers be able to show that they have those dif-
ferent levels of risk. That’s exactly the kind of reporting and risk
management that we’d like to see, a demonstration that they know
where their risks are. When we examined some of the institutions,
they couldn’t tell us much about their risks, not even in some cases
what was owner-occupied and what wasn’t, which is a pretty basic
thing. And so the guts of this is, if you want to be in commerical
real estate in a bigger way, you have to have more sophisticated
ways to look at it to make these kinds of distinctions, and that’s
the kind of thing that will give comfort to examiners.

Mr. HENSARLING. As a firm believer in anecdotal evidence, would
anybody else on the panel care to elaborate what theyre hearing
from their field examiners, and what might be lacking in certain
risk management or reporting problems that you’re hearing and
seeing regarding the CRE concentrations?

Mr. REICH. Congressman, I would simply like to state that I
think that putting out a reminder to the industry of the risks of
Cﬁncentration is a good thing. I'm totally supportive of our doing
that.

But I do believe that being as proscriptive as we are, I hate to
be the skunk at this garden party, putting out the guidance as pro-
scriptive as it presently stands does run the risk of unintended con-
sequences.

As a former community bank CEO, I well remember how I used
to sort of hang on the words of the Comptroller of the Currency
when I operated with a national bank charter.

The power of the bully pulpit is very strong, and when there are
more than 3,000 bank examiners around the country trying to im-
plement the guidance and supervise the institutions according to
the guidance that we issue, I do have a concern that they will view
these limits as caps and that consequences will be not what we as
regulators intend for them to be.

I think that expressing the guidance without the numbers will
be—is a good thing for us to do, and that in our speeches and out-
reach meetings with bankers we can express our concerns and
those will be heard.

In fact, I'm under the impression that there are already some in-
stitutions that have assumed the guidance is the law of the land
and they’re already changing their policies accordingly.

I'm also concerned about anecdotal evidence that I'm hearing
that there are one or more financial analysts who are making buy
and sell recommendations of financial institutions based upon
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whether or not they have reached these thresholds that are in the
proposed guidance.

Mr. HENSARLING. Thank you, Mr. Reich, and also thank you for
your work on regulatory relief in your previous capacity.

The Chair’s time has expired. At this time, the Chair will recog-
nize the gentlelady from New York, Ms. Maloney.

Mrs. MALONEY. Thank you, and I thank the panelists. There was
a bill I had to go to the Floor for. I apologize.

I'd like to ask Susan Bies and Mr. Colby and anyone else who
would like to comment, the QIS—4 led the regulators to add their
additional safeguards to the U.S. version of the accord. And do you
think the QIS—4 is an accurate measure of risk?

Ms. BIES. Let me put QIS—4 in perspective. As the plan of work
was put together several years ago for moving to Basel II, what we
tried to do through the Basel Committee was encourage countries
to take a measure periodically through the process to help us iden-
tify where banks are in risk management, what issues are there
around the proposals, so that we could change them as we go.

QIS—4, and I would say the most recent one that was done glob-
ally that we didn’t do, QIS-5, that was released in May, continue
to find areas where we need to strengthen the framework.

Keep in mind that that’s the goal, to help us do diagnostics on
what needs attention, and it also allows the banks a way, in a con-
sistent framework with other banks, to get feedback from regu-
lators so that they may know where they’re lagging behind in the
development of the risk models.

Now, as the Comptroller said earlier, and my other colleagues
mentioned, the way QIS—4 was actually done, none of us would
have accepted QIS—4 as a standard we could use for banks. The
models were too early. We didn’t have our completed guidance out.
There wasn’t a track record to build the databases. There were a
lot of issues.

So QIS-4, per se, if that was going to be reality, I don’t think
any of us would be wanting to use this as the framework, but it
was meant to test where we are and look at how quickly we could
move and what we needed to do.

So from that perspective, it generally reinforced that the kinds
of things we’re trying to do were moving in the right direction, and
the quality of the work in QIS-5, for example, is better than what
we saw in 4, and so we're seeing progress being made as we move
forward.

Mrs. MALONEY. Would anyone else like to comment?

No? Okay.

I am concerned that if the present proposals are adopted, we will
have one risk management standard for large banks and then a
different one for small banks, and yet a different one for the securi-
ties market; and shouldn’t we be concerned that this will create the
same problems that Federal Reserve Governor Meyer was con-
cerned about in Basel I back in 1991 when he said, and I quote—

I'm sorry, we're being called for a vote. We're not supposed to be
called for a vote, so I don’t know why they’re calling us.

But anyway, to quote Governor Meyer on Basel I, he said:
“Banks are engaging in capital arbitrage to move their higher-qual-
ity, lower-risk assets to the security markets or similar arbitrage
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issues with the result being through the total capital charges are
not proportional to the total risk.” And capital arbitrage was the
reason given for many for moving away from Basel I, but aren’t we
heading in a similar direction in creating a similar problem with
Basel 1I?

And I'd like to ask Mr. Robert Colby and the Honorable Susan
Bies.

Mr. Colby?

Mr. CoLBY. Well, the implementation of the CSE rules was done
at a time when the securities firms were working off an early Basel
II text, and the story is not over.

Once the banking agencies move forward on their notice of pro-
posed rulemaking, we plan to work with them to try to bring the
two in as close alignment as we can.

Mrs. MALONEY. Honorable Susan Bies?

Ms. BIES. Thank you. First, let me address the small banks.

As we’ve been doing this exercise, we've done, as you know, at
the Federal Reserve a series of white papers. Other folks have been
doing research trying to look at competitive issues.

We're still working inter-agency on our Basel I proposal, but I
think you’ll see when that comes out in a few weeks that we are
addressing those portfolios where the competitive impact is likely
to be the greatest, and in putting it out, we’re going to be asking
the bankers, are we focusing on the portfolios that we should have?

So we are very conscious of it, and have been spending time try-
ing to craft that, while also listening to the smaller bankers who
want to make sure that the framework to measure risk is not so
burdensome that it adds to regulatory burden for them.

Mrs. MALONEY. I'm really very sympathetic to competitive equal-
ity, but what I'm concerned about is we’re in a global competitive
market, and I'm concerned that American financial institutions,
large or small institutions, not be put at a competitive disadvan-
tage to foreign banks and financial institutions because of the cap-
ital standards, and at the same time, I'm very concerned about
safety and soundness, and striking that balance to it.

But I keep hearing concerns from institutions that they feel the
capital requirements are going to be heavier and more onerous on
American institutions.

Ms. BIES. To keep the tie to American institutions, one of the
things that we are moving toward is again, if you look at the more
sophisticated products of the larger organizations and the histori-
cally different approach that securities regulators and bank regu-
lators have had to capital, one of the things in that new market
risk proposal that also came out with the Basel II NPR as a sepa-
rate issue, we have been working very closely with securities regu-
lators to try to make sure that a similar kind of position, similar
kind of, say, subordinated debt tranche, whether it’s held in a com-
mercial bank or a securities firm, would have similar treatment.

What was being proposed is something that globally we worked
on, and the United States here, I think we’re getting closer as a
result of this effort to similar treatment not just globally, but more
importantly, between commercial banks and securities firms for
those firms who do the risk-based kinds of capital.
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So we are concerned about competitive issues, but we try to ad-
dress them in the framework of safety and soundness and keep it
strong.

Just as the U.S. bank regulators have very strong capital re-
quirements and our banks have thrived in that environment, our
securities firms also have a very strict capital requirement and
they’ve thrived.

Mrs. MALONEY. Do you feel that our banks and securities firms
are put at any competitive disadvantage in the Basel II because of
the capital requirements?

Chairman BAcHUS. If you could wrap this up fairly quickly.

Ms. BIES. There are some places where we've felt, as U.S. regu-
lators, that we wanted something stronger, but those issues have
also been discussed around the Basel table, and I really think
many of these issues will be addressed long-term on a more global
basis by other national regulators, too.

So there could be a timing difference, but in terms of the Basel
II risk framework, I think we are getting closer.

Going to international accounting standards that are more har-
monized is going to go a long way, also, to make the impact of cap-
ital rules more similar across countries. A big part of the world has
never had capital on an off-balance sheet. They are finally getting
it. We've had that for years. So I would say they've moving up to
our standards.

That was a big missing piece in the global capital standard that
we're picking up and that, too, is moving us closer together.

Mrs. MALONEY. Mr. Chairman, if I could get one brief comment
fronll the New York banking supervisor and superintendent, Diana
Taylor.

She indicated that she had not been called in on any conversa-
tions on this debate, and would appreciate it if the committee
would listen to superintendents of banks across the country, that
they have a point of view that they feel needs to be heard, also.

Chairman BacHUS. Thank you, Congresswoman.

Let me just wrap up with one question, which is what you've
heard most of these questions are about.

I mean, we all agree that real estate lending ought to be done
prudently. We further agree that, as a regulator, one of their pri-
mary duties is to see that it’s done in a safe and sound manner and
to examine portfolios, loan ratios, and all of these factors.

That having been said, you heard the concern expressed by Mr.
Frank, Mr. Hensarling, and even, I think, Director Reich, that the
guidance doesn’t take into account the diversification, and that
even though it’s your intent that these are guidances to the exam-
iners, that it may create as a practical matter arbitrary ceilings
that don’t relate to actual risk, and that by setting number thresh-
olds, the concern is the examiners in the field may assume that
these ceilings are absolute.

We've been assured, I mean, even today, that that’s not going to
happen, and earlier in correspondence, but there’s certainly a lot
of anecdotal evidence to show that the concern is justified.

You were mentioning a Wall Street analyst, Director Reich, and
a lot of our banks are saying they're afraid that the examiner is
going to treat it this way.
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So my question is this. What plans do you have to address this
concern and to ensure that the examiners are open to getting into
the actual condition and diversification of a bank’s CRE portfolio
rather than simply assuming there’s a problem?

Or maybe another way, just to say that in a simpler way, is how
do you plan to address these concerns in order to ensure that the
guidance will be implemented appropriately by these examiners?

Mr. DUGAN. Mr. Chairman, we have already heard those con-
cerns loud and clear from the industry as bankers have come
through and talked to us, and I think it’s a legitimate apprehension
that we have to always be vigilant about. But we have embarked
on a campaign with our examiners, in every region of the country,
with every examiner who examines community banks, to deliver
the messages that you've just described, and we will follow up on
that.

We encourage bankers to come to us with specific examples of
where that’s not occurring, and we will address the issue. I think
we have to be sensitive, we have to keep repeating it, we have to
monitor to make sure that it’s clear, and that’s exactly how we will
approach it.

Chairman BAcHUS. Thank you. I might want you all, maybe in
the weeks to come, to write a letter to us, telling us in a little de-
tail what you have done, or plan to do, in that regard.

I'll close by saying that we’ve talked about commercial loan, lend-
ing money for commercial projects, and we haven’t mentioned resi-
dential as much, but I did read the new Chairman of the Federal
Reserve’s book on the causes for the Great Depression, and I'm not
going to try to paraphrase him, because I'd be incorrect. He did say
there were a lot of failures to do some things that you all are doing,
but he also, one of the themes of that was the failure to lend
money.

So sometimes a recession, depression, or bank failure can be be-
cause of imprudent lending. On the other hand, you can have a re-
cession or depression based on too tight money, or the banks not
lending money.

So I would hate to think that actually we end up with a down-
turn in the economy because of guidance which restricts commer-
cial lending and therefore depresses the economy, and then, as a
result of that, depresses commercial property values. So you might
want to pull out his book and read it. Thank you very much.

We're going to recess for an hour and 15 minutes, because we
have 45 minutes worth of votes on the Floor in actual minutes, so
I don’t think we can be back here before 2 o’clock, so we’re just
going to recess until 2 o’clock.

The first panel is discharged, and I very much thank you for
your attendance and testimony.

[Recess]

Chairman BAcHUS. Good afternoon.

First of all, I appreciate your patience in waiting.

I have read some of the testimony of the second panel, and I
think it will be very valuable to us as we proceed.

At this time, I'm going to formally introduce the second panel,
starting from my left. Mr. Harris Simmons, chairman, president,
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and CEO, Zions Bancorporation, on behalf of the American Bank-
ers Association. Mr. Simmons, where is that located?

Mr. SiMMONS. Salt Lake City.

Chairman BacHUS. Salt Lake City. Okay. We welcome you to the
hearing.

Mr. Weller Meyer, chairman, president, and CEO of Acacia Fed-
eral Savings Bank on behalf of America’s Community Bankers.
1And that’s located in?

Mr. MEYER. Falls Church, Virginia.

Chairman BacHuUS. Falls Church, Virginia.

Mr. James M. Garnett, head of risk architecture, Citigroup, on
iaehalf;l of the Financial Services Roundtable. We know where you’re
ocated.

Mr. James McKillop, president and CEO of Independent Bank-
ers’ Bank of Florida, on behalf of Independent Community Bankers
of America. And where in Florida are you?

Mr. McKiLLop. Orlando.

Chairman BACHUS. Orlando. Okay.

And then Mr. Marc Lackritz, president, Securities Industry Asso-
ciation. Marc, it’s good to have you back before the committee.

Mr. LACKRITZ. Thanks, Mr. Chairman.

Chairman BACHUS. Ms. Karen Shaw Petrou, co-founder and
managing partner, Federal Financial Analytics. It’s good to have
you back before the committee. Ms. Petrou has testified before the
committee on at least four or five occasions since I've been chair-
man.

Mr. Robert White, Jr., president of Real Capital Analytics. Where
is that located, Mr. White?

Mr. WHITE. New York City.

Chairman BACHUS. New York City. We're glad to have you.

And finally, Dr. Glenn Mueller, professor, Burns School of Real
Estate and Construction Management at Denver University. And
we all know where Denver University is. Thank you.

So at this time, we’ll proceed from my left to right, starting with
Mr. Simmons, and I think opening statements are going to be lim-
ited to about 3 minutes, although, you know, if it’s 3% minutes,
you won’t be interrupted.

Thank you.

STATEMENT OF HARRIS H. SIMMONS, CHAIRMAN, PRESIDENT,
AND CEO, ZIONS BANCORPORATION, ON BEHALF OF AMER-
ICAN BANKERS ASSOCIATION, SALT LAKE CITY, UTAH

Mr. SiMMONS. Thank you very much, Chairman Bachus, for hold-
ing this hearing. The ABA appreciates the opportunity to express
our views on these two very important issues.

Our Basel II message is simple. The current proposal will hurt
U.S. banks that compete internationally. It requires compliance
with the most complicated version of the international rules rather
than allowing U.S. banks the same flexibility that banks have in
other countries, and it adds layers of constraints that are com-
pletely at odds with the principle of tying capital to risk.

As a result, Basel II has evolved into a risk management exercise
disguised as a capital rule. This can be fixed if the agencies adopt
an approach very similar to the international Basel II accord.
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To avoid creating a capital disparity in the U.S. domestic market,
we believe it’s critical that the regulators also revise the capital
rules for all U.S. banks and implement those rules simultaneously.
Without this, the contradictory capital rules will invariably lead to
pricing advantages and shifts in market share.

It’s crucial that all banks in a given market competing for simi-
lar assets have similar capital charges, especially when imple-
menting a menu of capital rules. A menu of options could address
effectively the international and domestic competitive issues.

We encourage the regulators to consider both the so-called Basel
IA approach and the standardized approach under Basel II.

Regardless of the options provided, banks of all sizes and levels
of sophistication should be able to select an approach that is both
appropriate for them and that doesn’t place them at a competitive
disadvantage relative to one another.

Turning to the guidance on commercial real estate, I'd like to
leave you with one point. The guidance as proposed could inappro-
priately choke off the flow of credit.

How many commercial real estate loans a bank makes is not the
issue, it’s how well that bank manages the risk, and a “one size fits
all” approach as proposed simply doesn’t address the risk manage-
ment issue.

Moreover, there’s a danger that an examiner will require more
capital, regardless of how effectively a bank is managing the risk.
This could tie up funds that otherwise would be supporting addi-
tional lending and it could also lead a bank into riskier activities
to earn a return on that capital.

Community and regional banks are likely to be hit the hardest
by this guidance, as commercial real estate lending is a particu-
larly important activity for them.

It’s not enough to soften the tone of this guidance. Examiners,
hoping to avoid being second-guessed with problems that arise in
their banks, may apply the guidance more harshly than the agency
heads intended. To avoid this, the regulators should instead deal
with problems on a bank-by-bank basis.

If, however, final guidance is issued, it should first be changed
to clear up questions concerning the scope of the guidance and the
role of capital when a bank has a commercial real estate concentra-
tion, and the bosses in Washington must ensure that the exam-
iners in the field understand how the guidance is to be applied.

The ABA remains committed to working with the agencies on
both the capital rules and CRE lending issues. I appreciate the op-
portunity to appear before you on behalf of the ABA and I look for-
ward to answering any questions you may have.

Thank you.

[The prepared statement of Mr. Simmons can be found on page
253 of the appendix.]

Chairman BACHUS. Thank you, Mr. Simmons.

Mr. Meyer.
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STATEMENT OF F. WELLER MEYER, CHAIRMAN, PRESIDENT,
AND CEO, ACADIA FEDERAL SAVINGS BANK, FALLS CHURCH,
VIRGINIA, AND CHAIRMAN, BOARD OF DIRECTORS, AMER-
ICA’S COMMUNITY BANKERS, WASHINGTON, D.C., ON BE-
HALF OF AMERICA’S COMMUNITY BANKERS

Mr. MEYER. Chairman Bachus, my name is Weller Meyer, and 1
am chairman, president, and CEO of Acacia Federal Savings Bank
in Falls Church, Virginia, but I appear today on behalf of America’s
Community Bankers, where I serve as chairman of the board of di-
rectors. Thank you for this opportunity to present our views.

Let me thank the committee for its substantial oversight of the
Basel rulemaking process. Your interest has been instrumental in
the progress made in ensuring the public interest is served. We
also appreciate the thoughtful modifications made by the agencies
to the initial proposals.

However, ACB remains concerned about unintended competitive,
safety, or soundness consequences that might arise from the rule-
making. Basel II should not be implemented unless changes are
made to Basel I to more closely align capital with risk for other de-
pository institutions.

We are pleased that a proposal on Basel IA will soon be released
by the agencies in response to this concern. We hope that the final
capital standards will not add significant new regulatory burdens.

Flexibility is key to creating a successful new capital regime.
This flexibility should include the option for Basel II banks to chose
between the standardized approach and the advanced approach as
contemplated in the international Basel II accord.

It also must include the establishment of a Basel IA standard
that would permit the majority of banks to more accurately man-
age their risk and capital requirements, including additional risk
buckets to more accurately measure credit risk. In short, the sys-
tem must result in banks of all sizes having equivalent capital
charges against equivalent risk.

Moreover, Basel I banks should have the option of continuing to
comply with the current capital requirements, because that will be
less burdensome for many community institutions.

Finally, we strongly support the regulators’ intentions to leave a
leverage requirement in place. A regulatory capital floor must be
in place to mitigate the imprecision inherent in internal ratings-
based systems.

Turning to another topic of today’s hearing, we are concerned
that the CRE guidance could create competitive burdens for com-
munity banks with substantial commercial real estate assets.

In particular, we see no need for potential capital surcharges for
institutions that are well managed and well supervised. Any
changes in capital requirements should be considered only as part
of the Basel rulemaking and not through guidance.

We also have suggested two other substantial adjustments to the
guidance. First, the threshold test for commercial real estate con-
centrations must be adjusted to focus only on those types of lending
that are likely to reflect significant risk exposure. Second, the guid-
ance should not establish a “one size fits all” standard for manage-
ment of commercial real estate lending.
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We thank the committee for its attention to these important
issues, and I will be pleased to answer any questions.

[The prepared statement of Mr. Meyer can be found on page 185
of the appendix.]

Chairman BACHUS. Thank you.
. Mr. Garnett, I'm going to recognize Ms. Maloney just very brief-
y.
Mrs. MALONEY. Thank you so much. It is an honor to introduce
Mr. Garnett, whom I have the honor of representing in New York.
He is the head of risk architecture for Citigroup, where he is re-
sponsible for the oversight of group-wide market and operational
risks. In addition, he is responsible for Citigroup risk performance
reporting and measurements for all risks, including economic cap-
ital and credit risk rating, processes risk systems and implementa-
tion. He also receives all market risks for the Global Consumer
Group, and we're delighted to have him here today.

I look forward to your testimony. Thank you.

Chairman BACHUS. Thank you. Mr. Garnett, that’s why I didn’t
go into where you were from.

STATEMENT OF JAMES M. GARNETT, JR., HEAD OF RISK AR-
CHITECTURE FOR CITIGROUP ON BEHALF OF THE FINAN-
CIAL SERVICES ROUNDTABLE

Mr. GARNETT. Thank you very much. Chairman Bachus, and
members of the subcommittee, my name is Jim Garnett. Thank you
for inviting me to testify today. I'm responsible for the implementa-
tion of Basel II for Citigroup, but I'm here today on behalf of the
Financial Services Roundtable.

I would like to begin my testimony by emphasizing that the
Roundtable strongly supports the implementation of Basel II in the
United States. The Basel II accord is intended to better align regu-
latory capital to underlying economic risks. It is also intended to
promote equality in the international regulatory capital standards.

Last month, the Roundtable wrote to the Federal banking agen-
cies expressing concern over inconsistencies between these goals
and the proposed U.S. version of the accord. In its current form,
the Roundtable believes that the U.S. version of the accord: one, is
not appropriately risk-sensitive; two, disadvantages American
banks against foreign competitors; and three, creates significant
compliance cost issues.

The answer to our concerns is twofold. First, harmonize the U.S.
version of the accord with the internationally negotiated text. Sec-
ond, offer all U.S. banks the same options for compliance that are
available internationally.

Harmonization of the accord would prevent foreign banks from
gaining a competitive advantage over U.S. banks and better align
risk and capital. Offering U.S. banks compliance options such as
the advanced approach, the standardized approach, or Basel IA is
equally important.

Giving all American banks, large and small, a choice of methods
for risk-based capital compliance has several benefits. Choice gives
banks of all sizes access to simple and transparent methods. Choice
assures a competitive marketplace, both domestically and inter-
nationally.
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And finally, choice promotes safety and soundness by ensuring
appropriate minimum regulatory capital requirements.

In summary, the Roundtable supports the development of mod-
ern risk-sensitive systems. The international accord is such a sys-
tem.

The proposed U.S. version of the accord, however, is inconsistent
with the international accord. This creates significant risk, com-
petition, and compliance concerns.

We urge the harmonization of the U.S. version of the accord with
the international version and we recommend that all banks be
given a choice of compliance options. We hope Congress can en-
dorse these objectives as the rulemaking progress moves forward.

Thank you.

[The prepared statement of Mr. Garnett can be found on page
138 of the appendix.]

Chairman BacHUS. Mr. McKillop.

STATEMENT OF JAMES H. McKILLOP, III, PRESIDENT AND
CEO, INDEPENDENT BANKERS’ BANK OF FLORIDA, LAKE
MARY, FLORIDA, ON BEHALF OF INDEPENDENT COMMUNITY
BANKERS OF AMERICA (ICBA), WASHINGTON, D.C.

Mr. McKiLLoP. Thank you, sir. Mr. Chairman, Ranking Member
Maloney, and members of the subcommittee, I am Jim MecKillop,
president and CEO of the Independent Bankers’ Bank of Florida,
but I appear today on behalf of the Independent Community Bank-
ers of America.

ICBA appreciates this opportunity to testify on the bank regu-
latory agencies’ proposed guidance on commercial real estate lend-
ing and on the agencies’ proposal to implement Basel II rules. I
want to compliment the subcommittee for taking up these difficult
regulatory issues so late in the Congressional session. These pro-
posals deeply affect community banks in their ability to serve their
communities.

IBB, my bank, serves over 270 community banks in Florida, the
southern portions of Georgia and Alabama. We have CRE loans in
excess of 600 percent of capital. As a bankers’ bank, we serve only
community banks, not the general public. This unique focus gives
me an opportunity to hear and address the business challenges
faced by community banks throughout the region.

ICBA believes that the proposed commercial real estate guidance
is seriously flawed, and we have strongly urged banking agencies
not to go forward with its current form. Nearly 1,000 commenters
filed letters with the agencies expressing grave concerns. Many
community banks see it as a call to cut back on CRE lending.

If a community bank must cut back, it means cutting back on
one of its more profitable business lines, but we fear that it will
also lead to an artificial credit crunch in the CRE sector, with less
money being available to support community growth. A mentor of
mine once said, “You grow your community to grow your bank, not
vice versa.”

Existing real estate lending standards, regulations, and guide-
lines are sufficient to guide banks through any weakness in the
CRE market, and have already provided examiners with the tools
needed to address any unsafe and unsound practices.
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Banking regulators state that they have identified problems in
some banks, yet they would apply this guidance across the entire
industry. Instead, examiners should identify and address these
problems bank-by-bank.

The proposed thresholds of 100 percent of capital and 300 per-
cent of capital are seriously flawed; they do not give a clear picture
of the risk; they do not take into account underwriting, risk man-
agement, and other practices of individual banks; and they do not
recognize the different segments of the CRE markets that have dif-
ferent levels of risk. Market analysts could misapply the guidance
from these sorts of CRE ratios, giving investors an inaccurate pic-
ture of a bank’s level of risk.

Community banks conservatively underwrite and manage CRE
loans, requiring more and more down payments or taking other
steps to control collateral. They must carefully inspect what’s going
on at all steps of the occasion. They know their community and
they know how to underwrite.

I thank you for the time, sir.

[The prepared statement of Mr. McKillop can be found on page
162 of the appendix.]

Chairman BAcCHUS. Thank you.

Mr. Lackritz.

STATEMENT OF MARC E. LACKRITZ, PRESIDENT, SECURITIES
INDUSTRY ASSOCIATION (SIA)

Mr. LACKRITZ. Thank you, Mr. Chairman. Mr. Chairman, Rank-
ing Member Maloney, and members of the subcommittee, on behalf
of the SIA and the securities industry, I appreciate the chance to
testify today on Basel II as incorporated in the SEC’s framework
for consolidated supervised entities, and we commend the sub-
committee for holding this timely hearing.

As the number of large financial conglomerates has grown stead-
ily over the last several decades, regulators and market partici-
pants realized that a form of consolidated supervision was nec-
essary to obtain a comprehensive view of the entirety of a firm’s
activities and not just individual lines of business. Consequently, a
Joint Forum on Financial Conglomerate was formed to focus on the
oversight of those institutions, financial conglomerates.

In turn, the European Union’s financial services action plan used
portions of the Joint Forum’s work to develop a directive, the finan-
cial conglomerates directive, and that mandates that any financial
firm with significant operations in Europe demonstrate that it is
subject to and in compliance with a regime of consolidated super-
vision.

Under the terms of this directive, any non-E.U. firm must prove
that it’s subject to consolidated supervision by its home regulator
that is, “equivalent,” to that required of E.U. firms, and a failure
to demonstrate that equivalency would require that that firm’s Eu-
ropean operations would be fenced off or ring fenced, as the term
is used, from the remainder of its global activities. In response to
this initiative, the SEC undertook to craft a new regulatory frame-
work for consolidated supervision of major independent investment
banks not otherwise subject to consolidated supervision; this is so
that they could compete in Europe.
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Under the CSE framework, the SEC supervises certain broker-
dealer, their holding companies, and affiliates on a consolidated
basis, focusing on the financial and operational status of the entity
as a whole.

Parallel with the requirements of other global consolidated su-
pervisors, the CSE framework incorporates significant elements of
Basel II. In reviewing a CSE application, SEC staff assess the
firm’s financial position, the adequacy of the firm’s internal risk
management controls, and the mathematical models the firm will
use for internal risk management purposes and regulatory capital
purposes.

Following approval, the SEC staff reviews monthly, quarterly,
and annual filings containing financial, risk management, and op-
erations data on the CSE registrant. To date, the SEC has ap-
proved five CSE applicants.

Shortly after publication of the final framework by the SEC in
July 2004, the E.U. provided general guidance indicating that the
framework is equivalent to the form of consolidated supervision re-
quired under the financial conglomerate directive, and with the
U.K'’s financial services authority acting on behalf of the E.U., that
finding has been subsequently affirmed in its having made equiva-
lence decisions for each of the individual CSE registrants.

We congratulate the SEC on the implementation in a timely
fashion of this framework and all the work that went into it. It re-
quired an enormous effort by the agency in a relatively short period
of time, and we regard it as an excellent example of prudential su-
pervision.

The CSE firms also wish to thank this committee, Mr. Chairman,
and members of the Administration, particularly the Treasury, for
their interest in learning about the CSE framework and, most im-
portantly, in ensuring the process of finding of equivalency by the
E.U. was both fair and timely. That permits our firms to compete
globally and specifically to compete in Europe.

Thank you, Mr. Chairman, very much.

[The prepared statement of Mr. Lackritz can be found on page
155 of the appendix.]

Chairman BAcCHUS. Ms. Petrou.

STATEMENT OF KAREN SHAW PETROU, CO-FOUNDER AND
MANAGING PARTNER, FEDERAL FINANCIAL ANALYTICS, INC.

Ms. PETROU. Thank you, Mr. Chairman. It is a real honor to ap-
pear before this committee again. It’s an honor to appear before
you again on the Basel rules, having first been a witness at your
first hearing, and to have seen the significant difference in the
rules, as under the leadership of you, Chairman Bachus, Ms.
Maloney, and the Financial Services Committee, the regulations
have changed for the better, particularly with regard to the rec-
ognition now of the potential competitiveness impact.

However, as this panel makes clear, there are some ongoing
issues which I would like briefly to raise before you.

All of them, I think, are occasioned by the unique nature of the
U.S. financial system, and our rules must therefore be crafted to
recognize our own reality, not some abstract set of rules devised
who knows where sometimes.
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We've talked a lot about the risks of different provisions in Basel
II. If I may, I'd like to point to another one, which is the risk of
the United States staying too long under Basel I. We are now lag-
ging behind everyone else towards adoption of a modern capital
framework, and this poses significant risks, not just because of the
competitiveness concerns that have been voiced, but actual risk
ones.

I would suspect that one of the reasons the banking agencies put
the CRE guidance out as is, as you rightly said earlier today, Mr.
Chairman, as a blunt instrument, is because we don’t have regu-
latory capital standards that can appropriately distinguish between
high risk and low risk forms of commercial real estate, so blunt
asset limitations have been proposed instead.

Similarly, I think because our rules do not recognize risk prop-
erly, we have seen a huge buildup in high-risk mortgage structures
because our regulatory capital system does not well recognize those
and the agencies are now scurrying to try to remedy this, in part
again because our risk-based capital rules are woefully out of date.

We must move quickly. I think we must adopt as much of the
modern Basel II framework as quickly as we can, leaving the dis-
puted pieces aside, resolving those quickly, because again, the
longer we stay under Basel I, the greater our competitiveness
issues, but even more distressing, the higher the risk our system
will run as the business cycle starts to turn.

Now, I know that many of the agencies testifying this morning
discussed the leverage standard as one they think will allay some
of the risks they see in Basel II.

I believe that that would be a false safety net, and in fact, would
make the financial system here riskier if their leverage standard
is retained.

This committee well remembers the thousands of banks and
S&L’s that failed in the early 1990’s, and before that throughout
the 1980’s, when a leverage standard was fully in effect.

A leverage standard, particularly if applied to the parent holding
companies, creates incentives to take risk, not to reduce it, because
banks must find a way to make regulatory capital and economic
capital align as best they can, and an arbitrary leverage standard
forces them to take on more risk.

It also forces more reliance on complex off-balance-sheet assets
that escape the leverage rule, exacerbating potential risky com-
plexity.

I've testified many times on the operational risk standard. I'd
like again to remind the committee that it is an unfortunate aspect
of both the Basel II accord and now of the U.S. Basel II NPR. Hap-
pily, it is out of the 1A proposal and should stay out.

There is no agreement on methodology or measurement for oper-
ational risk and a capital charge will distract banks and super-
visors from urgent work to ready our systems, our contingency
plans, and disaster preparedness for the manmade, and sadly, for
the terrorist risks we must continue to face.

With regard to the standardized option, I would suggest that it
be put on the table for U.S. banks. I think it is up to the banks
to pick the capital regime right for them, not for the regulators ar-
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bitrarily to specify one or another for different types of banks based
solely on size.

If the banking agencies do not like the choice an institution
makes, they have Pillar 2, safety and soundness, and Pillar 3, mar-
ket discipline powers to review these decisions and, if necessary,
reverse them, but an arbitrary distinction about which capital op-
tion should be provided to whom is, I think, top down decision
making that exacerbates regulatory burden and competitiveness
concerns.

Thank you, very much.

[The prepared statement of Ms. Petrou can be found on page 239
of the appendix.]

Chairman BacHUS. Thank you, Ms. Petrou.

Mr. White.

STATEMENT OF ROBERT M. WHITE, JR., PRESIDENT AND
FOUNDER, REAL CAPITAL ANALYTICS, INC., NEW YORK, NEW
YORK

Mr. WHITE. Thank you, sir. Thank you for the opportunity to
speak to this subcommittee and to address several concerns I have
relating to the proposed guidance for CRE concentration risk.

The premise of the proposed guidance is that real estate is
among the most volatile of assets, but this premise is faulty. Real
estate remains a cyclical business, but it is no longer subject to the
extreme boom and bust cycles that were experienced in the 1980’s.
The capital market for commercial real estate has evolved into one
that is sophisticated, transparent, disciplined, and national, if not
international, in scope.

Moreover, the transformation of both the debt the equity markets
has occurred only recently, primarily in the past decade, and the
changes are secular in that they have permanently changed the na-
ture of this industry.

The level of information currently available concerning real es-
tate prices, mortgage terms, development activity, rental rates, and
occupancies make the 1980’s look like the dark ages.

In the capital markets, this new level of transparency translates
into greater liquidity and a diversity of capital sources, many of
which did not exist in the 1980’s.

For example, real estate investment trusts, or REIT’s, while cre-
ated in 1960, only became a material component of our capital mar-
ket in the mid-1990’s. The growth of the REIT industry has not
only expanded the investor base for real estate but brought a whole
new level of scrutiny to the industry. In 1990, there were less than
a handful of Wall Street analysts covering REITs and the commer-
cial real estate industry. Now there are approximately 500.

The introduction of public capital into the real estate debt mar-
kets in the form of commercial mortgage-based securities, or
CMBS, has had an even greater influence. The CMBS market helps
illustrate that a concentration of CRE loans is not inherently bad
if the portfolio is intelligently underwritten and diverse geographi-
cally and by property type.

Current subordination levels in the CMBS market approximate
15 percent, meaning that up to 85 percent of the bonds secured
solely by commercial mortgages would be awarded a AAA rating.
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The proposed 100 percent and 300 percent thresholds do not dif-
ferentiate between a portfolio that is well diversified and a portfolio
that is not.

The CMBS market has also revolutionized transparency and im-
posed much-needed standards regarding underwriting, documenta-
tion, and reporting for commercial mortgages. There is also another
aspect to the proposed guidance that troubles me. The 100 percent
threshold for construction loans could impede economic growth and
restrict capital for new housing and other development since com-
mercial banks are the chief source of construction loans.

Equity of all reporting bank holding companies totalled less than
$1 trillion according to the latest out data from the Federal Re-
serve. However, private construction spending also equates to an
annual rate of just under $1 trillion, although construction spend-
ing represents only a portion of overall development costs.

Thus, the 100 percent threshold outlined in the guidance would
be restrictive, even at current levels of construction activity, and
may have unintended consequences of creating a problem where
none currently exists.

Thank you for your time, and I welcome any questions.

[The prepared statement of Mr. White can be found on page 281
of the appendix.]

Chairman BacHUS. Thank you, Mr. White.

Dr. Mueller.

STATEMENT OF GLENN R. MUELLER, Ph.D., PROFESSOR, UNI-
VERSITY OF DENVER, FRANKLIN L. BURNS SCHOOL OF REAL
ESTATE & CONSTRUCTION MANAGEMENT AND REAL ES-
TATE INVESTMENT STRATEGIST-DIVIDEND CAPITAL GROUP,
INC.

Mr. MUELLER. Thank you. My name is Dr. Glenn Mueller, and
I'm a professor at University of Denver. I have a Ph.D. in real es-
tate and I was called here by the Committee for Sound Lending
and the Real Estate Roundtable to help educate you on some of the
problems that we have today.

The proposed banking agency guidance on commercial real estate
lending concentration appears to be predicated on some funda-
mental misconceptions of how the commercial real estate industry
functions today as opposed to 20 years ago when we had our major
problems. Today, the commercial real estate industry is a very dif-
ferent one than existed in the 1980’s and the early 1990’s.

The real estate asset class has two major groups—residential
home ownership real estate and commercial income-producing real
estate such as office, warehouse, retail, apartment, and hotel.

Residential real estate markets and commercial real estate mar-
kets are fundamentally different. Residential ownership, housing,
is not connected or highly correlated with commercial income-pro-
ducing real estate.

The commercial space market is local in nature, driven by local
employers for demand and builders for supply. Demand and supply
drive occupancy rates that drives rent growth. Occupancy rates and
rents drive earnings that make mortgage payments.

The real estate space markets today are different for every met-
ropolitan market, for every major property type. Thus, a Chicago
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office market and a Chicago retail market are in very different
places in their cycles and the Chicago retail market is in a very dif-
ferent place from the Miami or New York retail market.

In my written testimony, I have a copy of the market cycle report
that I do on a quarterly basis that goes out to most people in the
industry, that explains those differences.

The space cycle of the 1970’s was 10 years long, peak to peak,
while the next cycle was 21 years long, 1979 to the 2000 peak. The
current economic space market hit an occupancy bottom in 2003,
but price declines and loan defaults did not happen in this down
cycle as they did in the 1990’s.

Today’s space market is still in the recovery phase for most prop-
erty types and probably won’t peak until after 2010. The growth
phase of this cycle probably doesn’t start until 2008.

The severe cycle downturn that occurred in the commercial real
estate market during the 1980’s and early 1990’s was triggered by
factors that are not present in today’s environment, such as the
changes in the internal revenue code that allowed people to make
tax investment and tax shelter deals.

These deals were not based on underlying profitability of the
project as well as we had expansion of lending powers to thrifts
that allowed commercial real estate loans to be made for the first
time by people who were inexperienced in the marketplace. These
factors led to over-building. Then regulatory guidance in the early
1990’s shut down all capital flows to commercial real estate and
the problem was exacerbated, and hurt a healthy real estate indus-
try for many owners with good properties.

The agencies should gain a better understanding of the changes
in the marketplace today and develop guidance that addresses the
diversity and low risk of today’s real estate. They should also con-
sider an analysis of property type and metropolitan area concentra-
tions when they analyze risk.

We hope that the committee will think about, or rethink, the
need for these arbitrary thresholds that they are proposing.

Thank you.

[The prepared statement of Dr. Mueller can be found on page 214
of the appendix.]

Chairman BACHUS. Thank you.

Mr. Hensarling, thank you for your attention on this matter, and
for your involvement. It’s been invaluable.

Mr. HENSARLING. Thank you, Mr. Chairman. I offer an apology
to almost every witness. I was on the Floor engaged in debate and
frankly missed most of the testimony. I think I heard about half
of yours, Mr. White, and much of Dr. Mueller’s, which actually hit
upon a key point that I wanted to explore with our regulators and
ran out of time on the earlier panel. And that is really to compare
and contrast the underlying conditions in our risk assessment tools
we have today vis-a-vis roughly 15, 20 years ago, in the late 1980’s
and the early 1990’s.

One thing I guess I heard you say, Dr. Mueller, which rings very
loud to me, is that there was a lot of real estate that was built that
was essentially tax code driven, and to me that is obviously a very
fundamental difference we have in today’s economy versus that
which preceded the real estate bust of that time.
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But I'd be curious in exploring with any of the other witnesses,
as we get concern from the regulatory community, what is it that
your industry is doing differently today than it was 15 years ago
that should somewhat ease the concerns of members of this com-
mittee? How do we know it’s not going to be “deja vu all over
again?” Whoever would like to hop in.

Mr. McKiLLOP. I'd love to give it a try. In relationship to commu-
nity banks, we are seeing that there is a much, much closer cor-
relation to the banker understanding cash flow needs of the bor-
rower, the cyclical needs of that borrower, and their capacity to
pay.

The community banker goes to church and the Rotary Club and
the grocery store with these folks that they’re making loans to. It’s
not mystique. But in this cycle, we are not driven by a tax-laden
incentive to get things going.

We have been driven, however, by a low interest rate environ-
ment, which helped spur the economy out of the economic decline
following 9/11, which recognized that was the case.

The Federal Reserve led us to very low interest rates. It spurred
the economy along as prime dropped to 4. Prime is now back up
to slightly above 8. And that helped the economic cycle. There will
be some repercussions from negative cash flow as interest rates
have gone higher.

But the bankers are understanding the valuations, they’re taking
strong loan to value precautions, they are taking a guarantor or a
co-borrower position behind the collateral in addition to that and
monitoring on a monthly or quarterly basis.

Mr. HENSARLING. Anybody else?

Mr. LACKRITZ. Yes, Congressman. We don’t have a direct dog in
this particular fight concerning real estate loan regulation, but
talking about the capital markets and how that’s changed signifi-
cantly over the last 15 years, I can speak to the evolution of deep,
rich, liquid capital markets that in fact help to finance all the
mortgages and real estate loans that end up being made.

While they’re made at the front end by the banks, they end up
being laid off back into the capital markets and sold in the capital
markets and securitized, basically. And the capital markets have
grown dramatically in the last 15 years to provide additional li-
quidity to the sector, but in addition to that, with the evolution of
financial engineering, portfolio theory, and a number of other fac-
tors that go into managing risk more effectively, there are far bet-
ter products in the marketplace now to hedge that risk. There are
structured products to in fact try and provide some balance and
some risk.

And so while you've got evolution of technology and you've got
evolution of marketplaces, you still have human nature, which
hasn’t changed, and which will still cause boom and bust cycles,
but I think the capital markets have evolved in such a way that
it helps to cushion those ups and down a lot more significantly
than they used to.

Mr. HENSARLING. I'm being mindful of my time, and wanting to
slip in at least one more question.

Dr. Mueller, did you have one quick comment?
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Mr. MUELLER. Yes. Very quickly. In 1990, there were very few
real estate programs in the country. Today there are over 30 of
them. We have 500 students at the undergraduate and graduate
level in our program. We have people who are well-versed and un-
derstand the marketplace.

In the 1970’s, when I first went to work for a bank as a loan ana-
lyst, there were no standards for appraisal. Now we have appraisal
licensing.

And many times, banks didn’t even have good information about
the loans that they had made when they went bad. Today, we have
much better standards and much better underwriting and we'’re
underwriting economic deals that actually have tenants and leases
in place.

Mr. HENSARLING. A second question.

As I listened carefully this morning to the chairman of the FDIC,
I thought I heard her say that with respect to the CRE guidance,
that we do not have limits, we just have increased scrutiny. I'm not
sure all the bankers in my district feel thusly.

Do you feel that there is a de facto limit out there, and if so,
what evidence do you have of it?

How about you, Mr. Simmons?

Mr. SIMMONS. I guess I'd say that we found regulators, starting
about 3 years ago, really focusing on commercial real estate con-
centrations.

We are very active through the Southwest, Texas, Arizona, Ne-
vada, and Southern California, where it’s a major activity, and I'd
say first of all, to their credit, they have focused on strengthening
risk management, and I think the industry is doing a much better
job of that.

But I do think that there is a risk when you try to get the word
down to the examiners in the field, that it does turn into a very
prescriptive kind of approach that has a risk of really shutting off
credit to projects that are deserving of credit.

And so that’s—you know, we have yet to see how this will play
out, but I think we’re all nervous about the possibility of it really
becoming a great tightening.

Mr. HENSARLING. With the chairman’s indulgence, could the
other panelists answer the question?

Chairman BACHUS. Yes, sir.

Mr. MEYER. Mr. Hensarling, I would just add to that, not some-
thing different, but just a slightly additional perspective. And that
is that, in the hands of an examiner, the tendency is to interpret
guidance from Washington in the most severe fashion, and as I
read through the guidance, in fact, I used a highlighter, because
they make a very grand distinction between the word “should” and
the word “must,” which on a regulatory basis has significant impli-
cations.

If you count the number—I gave up. My yellow highlighter was
wearing out in terms of the number of “shoulds” that were con-
tained in the guidance. And I'm afraid what happens in the real
world is that the examiners tend to read that as “musts,” the
“shoulds.” Also, I would say that beginning with an examination
which we were undergoing when this guidance was first issued on
a proposal basis, that the examiners who were examining our insti-
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tution immediately started evaluating our performance using the
thresholds outlined in the guidance, and while we protested, they
said, “You might as well look at it from this perspective, because
here’s what’s coming.”

So I think the real world application may be different from what
is intended in Washington.

Mr. HENSARLING. Did anyone else wish to address the question?

Mr. McKiLLoP. I've been through an examination. I have 270
banks that I work with. Since January when these guidelines went
out, every banker that I've spoken with has been directed to be
using the new guidelines. My most recent exam used the guidelines
in August.

Mr. HENSARLING. Thank you. And I am very much out of time.

Chairman BACHUS. Thank you.

Ms. Maloney.

Mrs. MALONEY. Thank you. I thank all of you for your insights.
I'd like to ask Mr. Garnett, on the QIS—4, it led the regulators to
add their additional safeguards to the U.S. version of the accord.
And my question is, do you think the QIS—4 is an accurate meas-
ure of risk?

Mr. GARNETT. The direct answer to your question is no, and I
think we probably heard that same answer from at least one or two
of our regulators this morning, and let me describe why that is the
answer.

The QIS-4 was performed long before the practices in the var-
ious banks were in compliance with Basel II. We're still working
on that as we speak. As I think Comptroller Dugan mentioned,
there was no supervision to that exercise.

Most importantly, there was no assessment of what we call Pillar
2, and that is a very important part of the Basel II process. This
is the supervisory examination process where they sign off on your
process. So I would describe QIS—4 as a dress rehearsal without
the director in the house.

Unfortunately, we’ve drawn some conclusions, or conclusions may
have been drawn from that and have resulted in adjustments to
the advanced approach from the Basel accords which are obviously
now causing us some very serious competitive and cost burden con-
cerns.

Mrs. MALONEY. Would anyone else like to comment?

Ms. PETROU. I would. I would strongly agree with that. Indeed,
initially, the regulators expected that the QIS—4 exercise would be
very flawed and they intended to have supervisors at everybody’s
side, double checking all the entries. That quickly became impos-
sible and the survey results are just wholly unreliable as a result.

Mrs. MALONEY. I'd like to ask you, on your earlier statements,
you said, Ms. Petrou, that many of the industry—and you—stated
and others stated that the fact that the United States is behind
other countries in the implementation of the Basel II accord would
put U.S. banks at a disadvantage. And can you quantify that? In
other words, to what extent should we value implementing a rule
quickly over making further adjustments?

Mr. McKiLLoP. I think it’s impossible to quantify, because you’re
really asking me to judge when is the search for the perfect the
enemy of the good. And I think the Basel exercise, from its incep-



47

tion, when your committee first held these hearings in 2002, until
now, has often been one in which model builders wrestle each other
to the ground on what a probability of default is on a Tuesday, and
the larger scheme gets lost.

I was very honored to testify before this committee last year that
a lot of Basel debate has been among the “how to” people, both in
the regulators and in the banks, and the “should we.”

What does it mean for a financial system debate is only now com-
ing out as again your committee has forced the regulators and the
industry to really confront these issues.

If foreign takeovers occur in the United States, or we have bank
non-bank takeovers where institutions decide to lose their banking
charters because they see this as a necessary market evolution, so
be it, but if we have further consolidation or similar changes, more
non-bank charters, for example, creating new risks solely because
of an arbitrary regulatory capital charge, that I think would be a
most unintended consequences of the search for the perfect capital
accord.

Mrs. MALONEY. Building on what you said, are there parts of the
accord that could be adopted now while leaving room for further
adjustments, and would that make sense?

Ms. PETROU. With modifications for the United States, yes. For
example, the operational risk-based capital rule is ill-designed and
inappropriate around the world, and we should not impose it here,
especially in light of the many non-banks that are key competitors
in segments like asset management, and our leverage rule is prob-
lematic for the same reason.

I would note that the SEC did not impose a comparable standard
in the CSE charter, so big commercial banks like Citigroup are on
day one against a competitive challenge with big investment banks
like Goldman Sachs, as a result.

Mrs. MALONEY. Going to another point, I was really shocked at
the testimony this morning by some of the regulators where they,
if I heard them correctly, they said that if there were any prob-
lems, then they’d let the international community work it out.
Now, I don’t see the international community trying to protect the
American financial interests. I found that very troubling.

I also found it very troubling where no one would affirm or come
forward—I said, are American banks disadvantaged in the capital
requirements, and I got the impression that, “Yes, but don’t worry
about it, the international community will work it out.” Now, I
found that a troubling statement, but I invite anyone on the panel
to make a statement on it, or do you trust the international com-
munity to work out any problems that may be disadvantaging the
American financial institutions?

I'll go to Mr. Garnett. I'll pick on him, since he’s my constituent.
But I really invite anyone else to make a statement. But I found
that, quite frankly, a shocking statement.

Mr. GARNETT. I think the approach to fixing a significant prob-
lem that is unearthed, and quite frankly, I have yet to be made
aware of a significant problem that can’t be corrected through the
powers that the regulators have been granted in Basel II, particu-
larly through Pillar 2.
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But if there is a particular flaw that is found after a period of
time, we would obviously prefer that flaw be fixed universally, so
that we don’t find ourselves with an uneven or a disjointed regime
for regulatory capital.

I think that’s about all I can add to your thought.

Mrs. MALONEY. And if I could add to it, there’s significant dif-
ferences between the proposed U.S. version of the accord and the
version being implemented in the E.U. and other countries. I don’t
understand why we have this difference.

But there’s a different implementation schedule, there are overall
more conservative rules leading to a harsher decision, no choice of
compliance methods. There’s artificial definition of default not con-
sistent with current banking practices. These are a few differences
that we pulled out, but why should we have these differences?

As you said in your testimony, Mr. Garnett, why don’t we har-
monize it and move forward so that everybody is on a fair playing
field and that everybody has a competitive equality?

And my question to you, we should not put our banks at a dis-
advantage to foreign banks. At the same time, I am concerned
about safety and soundness, and is it possible to strike a balance
between these two policy issues? And again I'll start with Mr. Gar-
nett, and if anyone else would like to add anything.

Mr. GARNETT. As you stated, in our testimony, we think it’s ex-
tr%mely important to be operating from a consistent set of stand-
ards.

Again, if there appears to be a significant flaw in those stand-
ards, I think that flaw ought to be resolved within the Basel com-
munity at large, so that if there are—I am not aware of any signifi-
cant flaws. We are implementing as we speak, as a company, in
many locations, and we are not at this point aware of any signifi-
cant concerns that are being raised to us with regard to this imple-
mentation. So we feel, obviously, very comfortable with the safety
and soundness. That was a critical, critical piece of the objective of
Basel II, safety and soundness, and I want to underscore that, in
level of importance.

Chairman BACHUS. I thank the gentlewoman from New York.

Let me start by saying that the risk management procedures at
banks must be working, because I don’t think we’ve had a bank
failure—we’re at historic lows. No, we’ve had, you know, much ad-
vertised busting of the residential housing market in certain areas,
although as the testimony has been, you know, it’s different from
area to area. But the banks are obviously doing something right.

The regulators—the present regulatory scheme must be pretty
good. That having been said, what is proposed—Ilet me ask the
bankers, I'm going to start with the bankers. This question will go
to Mr. Simmons, Mr. Meyer, and Mr. McKillop.

What the regulators are proposing as far as the regulatory model
that they’re setting up under Basel, how does it fit with the
present-day banks’ procedures, risk management procedures?
Would it force a change in what you’re doing, and what would be
the cost or the result of those changes?

Mr. SiMMONS. Thinking about different sizes of banks, I think
youll find that the very largest banks are well down the road to-
ward developing economic capital models and risk management
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systems that are very compatible with the concepts underlying
Basel II. As you get to community banks, that would be less the
case.

But nevertheless, I think the standards have risen across the
board, over the last couple of decades, since we last had some real
problems in the industry, in terms of the structure internally in in-
stitutions, the risk management checks and balances, and ap-
praisal review functions as it pertains to commercial real estate,
etc.

But it’s important, I believe, that we have options, that the very
largest banks have a regime that’s compatible with their com-
plexity and the work that they’ve already done, and that the com-
munity banks, that we not add to the regulatory burden.

At the same time, we believe that it’s really important that we
not create capital allocations and charges for different classes of as-
sets that vary by size of institution.

So at the end of the day, I think it’s going to be really important
that we allow every size bank to apply the same type of capital
charge to the same type of asset. Otherwise, you're going to find
a great deal of arbitrage, shifting of market share, and I think a
great deal of risk that will arise as a result of that. So that’s going
to be important as we build new capital frameworks going forward.

Chairman BACHUS. Mr. Meyer.

Mr. MEYER. I'm not sure that I would differ with anything. I
would like to re-emphasize the point about similar charges for simi-
lar assets. I think that’s terribly important.

I think what’s going to happen, and I think what has happened,
as Harris was saying, is that we have seen a vast improvement and
change in modeling that banks do in their risk management prac-
tices, and I think that is universal, to a higher degree perhaps in
the more sophisticated larger institutions, and if you get to the
smaller community banks, less so.

But nonetheless, it has been a subject of concern and interest for
virtually everybody, and I think that the longer the good times
have gone on, and we’ve all enjoyed some pretty good times, I think
that the degree of scrutiny within institutions has risen because we
all realize that good times don’t necessarily last forever.

I think that the opportunity to have a bank choose the system
that best fits its business model and its risk parameters from hav-
ing available to them in the future Basel I, IA, and having the ad-
vanced approach as well as the standardized approach, it fits what
I think institutions are gravitating towards, and that is, choose the
model that best fits your institution and your risk model, your risk
parameters going forward as an institution.

And T think universally that will tend to strengthen the risk
management practices even further than it has in the past, as peo-
ple have broader opportunities.

Chairman BACHUS. Anyone else?

Mr. McKILLOP. Yes.

In trying to speak for community banks, I'd have to say that
there is a tremendous uncertainty in regard to whether or not it’s
going to make sense for a $100 million or $200 million or $300 mil-
lion bank to spend the money necessary on the computer side of
the business, which they don’t own—they don’t have the DP system
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inside, they don’t have the programmers inside. They have to go
out to an advisor and get a program written and get it run and pay
for it—the tradeoff. Where’s the tradeoff? I'm going to spend
$100,000 for this program to get $10,000 more in revenue, or not?

So the community banker really needs the opt-out provision, the
capacity to keep running like they’re running right now, as long as
they’re well-capitalized and well-managed. If, down the road, there
is a clear and directed economic bias that says that if I adopt these
standards, I can make a better business plan, then that community
banker could opt-in. They’re smart enough to be able to do it, and
hey’re independent enough to want the choice.

Chairman BAcHUS. All right. And Mr. Garnett, the larger insti-
tutions, do you have any comment on this?

Mr. GARNETT. As far as we’re concerned, the most effective way
of managing cost burden, or cost benefit we should be thinking
about, and level playing field, competitive marketplace, is permit-
ting options that fit the right shoe.

And I think by having on the table Basel I, Basel IA, standard-
ized and the advanced, and of course those last two approaches
need to be consistent with the international accord, I think provide
the marketplace here in the United States with the right balance
of options.

Chairman BAcHUS. All right. If we had not only advanced but a
standardized approach option, would it in many cases for the
banks—and I'll ask the bankers this again—would it reduce the
cost, or what would be the—what do you see as a cost prediction?

Mr. McKiLLopP. If T could just start, the standardized option is
clearly easier to adopt.

Chairman BACHUS. It’s more cost-efficient?

Mr. McKiLLopP. That’s correct.

Chairman BACHUS. And the smaller the bank, the more dif-
ference—

Mr. McKiLLoP. The more likely that they would move in that di-
rection.

Chairman BACHUS. Mr. Simmons?

Mr. SIMMONS. Yes, I would agree with that. The standardized ap-
proach is going to be much more cost-effective and lead to approxi-
mately the same kind of result.

Chairman BAcHUS. Thank you. Let me shift to the analytic and
our academic witnesses.

I guess, Mr. Mueller, what you said is something a lot of people
don’t appreciate. I think they lump real estate together. They talk
about a bubble, and they’ll be talking about a residential housing
bubble; in another place, there may be an overabundance of com-
mercial property or over-building.

But I would think that really, the people who can make the best
judgment of that would be the local institutions that are loaning
their money, as to whether it’s profitable.

I think that if you're a local bank, you're going to make a judg-
ment on whether you think you get your money back, and it prob-
ably depends more on who you’re lending it to and how deep their
pockets are, and they may even lose their investment, but at least
they would probably pay their loan off.
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But I just—what would you—I read your testimony. Would you
elaborate on the difference in the residential market and commer-
cial market again?

Mr. MUELLER. Sure. I guess one of the key things is that a resi-
dential loan to a homebuilder has a risk to it that, when the house
sells, the bank gets paid off.

In commercial real estate, and I put apartments in the commer-
cial real estate income-producing category, you basically pre-lease
space prior to building, and therefore you know that you have rev-
enue coming in that will help pay the loan. As a matter of fact, of
all the property sectors, of all the commercial property sectors,
apartments have shown to be the least volatile of all the property
sectors in history, and yet they’re very different, and let me give
you an example from my recent quarterly report.

Orlando, Florida, has an apartment vacancy rate that is under
2 percent today. It is one of the strongest apartment markets in the
country, because obviously the economy is doing well. A loan to an
apartment building in Orlando would be perceived to be extremely
low risk.

On the other hand, if you look at Hartford, Connecticut, their va-
cancy rate is above 10 percent, and it’s not a community that’s
growing, it’s not a community that needs more apartments, and
therefore a new building in Hartford, Connecticut, probably is not
economically justified.

Banks know that. Banks can look at it and say office buildings
today can’t be built unless at least 50 percent of the space is pre-
leased. That’s pretty standard in the banking industry today, so
there is much better understanding of what’s going on.

Banks, when they are doing larger loans, typically will syndicate
participations to other banks so that they aren’t just concentrated
in their own community, they actually are spread out.

They can also sell their commercial loan if they’re making a per-
mit mortgage into the commercial mortgage-backed securities mar-
ket and buy back the same amount of loan in the CMBS market
that is a pool that’s diversified across the country.

So what happened in the early 1990’s is very, very different from
what’s happening today.

Chairman BACHUS. I think in your testimony you mentioned that
the Middle Atlantic region consists of both Washington and Phila-
delphia, although those markets right now are diametrically op-
posed—

Mr. MUELLER. That is correct—

Chairman BACHUS.—their characteristics.

Mr. MUELLER. That is correct. As a matter of fact, even here lo-
cally, the downtown Washington, D.C., market is literally the best
in the country, and yet if you go out west towards Dulles Airport,
that market, that sub-market, if you will, is still kind of coming
through recovery and just beginning to go into growth. So even by
sub-market, there can be major differences.

Chairman BACHUS. How do you generally define a CRE market?
Is it a region? Is it a State? Is it a city?

Mr. MUELLER. It’s typically done by metropolitan area, is the
way that most people look at it, because the base industries that
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drive employment growth, for instance, between Seattle, Wash-
ington and Detroit, are completely different.

As the oil industry goes, so goes Detroit, but Seattle is done by
both technology and the airline and aircraft building. So metropoli-
tan areas are driven by the local economics and employment, and
the commercial property types follow those cycles, and that’s why
in the report it shows that they’re very, very different.

Chairman BAcCHUS. But even a bank examiner trying to deter-
mine a threshold or a cap could make a mistake reviewing a loan
portfolio.

Mr. MUELLER. Right. Well, I think if they looked at diversity of
loans within different metropolitan areas and just by different
property types as well—you can have a very good market for apart-
ments in Chicago, but a not-so-good office market, and so the dif-
ferent cycles by property sector make sense.

I think one of the biggest problems is that regulators and the
general public, when they hear real estate, they think of that one
thing, or the past 2 years every time, and on a weekly basis I get
a call from a reporter, “Will you give me some quotes for the real
estate bust?”

And my first question is, “Do you understand that there is a dif-
ference between the residential home ownership and the commer-
cial real estate market?”

Chairman BACHUS. Okay. Mr. White, you mentioned the condo
converters. We obviously—I have a property on the Hill, and I'm
constantly getting letters from these converters asking to buy my
property. And I've noticed the regulators have actually expressed
some concern about that.

But, you know, in my opinion, it actually adds liquidity to the
market, and I'm not getting as much—they’ve adjusted pretty well
to the market, because I used to be getting two or three, you know,
a month, and now I'm getting maybe once every—it’s been probably
2hmgnths since I've got a solicitation. But would you comment on
that?

Mr. WHITE. Sure, I'd be glad to. The condo conversions reached
a frenzied pace about a year ago. It was truly an area that every-
one in the industry was looking at, and if there was a bubble in
the commercial sector, it would probably be in that area, and the
lending to the condo converters was the most aggressive out there,
throughout the industry.

But while we are all looking at that, and thinking back to the
1980’s, it actually turned out to be a great example of the lender
discipline that’s out there.

At the first sign that the housing market started slowing, condo
conversion activity started to slow down, and it has come to almost
a complete standstill in just a matter of months, and that is really
a result of lender discipline out there.

Chairman BACHUS. So a lot of efficiency in the market is what
you're saying?

Mr. WHITE. Very much so.

Chairman BACHUS. Okay. Based on your research, do you see a
bubble in the commercial real estate market?

Mr. WHITE. Absolutely not. I don’t. Prices, if you look at them,
on a relative basis, relative to replacement cost, are still very much
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in line. Construction costs have been rising as fast, in fact faster,
than properties have been appreciating.

The yields on real estate, while low, and almost low on a histor-
ical basis, the spread between yields on real estate and 10-year
Treasuries, that risk premium there is not the lowest that it’s been.
There’s still a healthy cushion there. I see the buyers and the in-
vestors being very rational.

Chairman BAcCHUS. Let me conclude. And this is not so much a
question, but if anybody wants to respond to this bit of philosophy,
they can. I know Mr. Hensarling, I know where he comes from, so
I know he’ll agree with me on this.

But one of my greatest problems with these guidelines is that I
think unintended, in an unintended way it will cause—it may
cause banks to shift their lending pattern to comply with what the
regulator wants them to do as opposed to what the market dictates,
which could have consequences for the economy. It could actually
dry up lending in an area where lending ought to occur.

And I'm not sure that the government should be in the business
of telling a bank where it ought to loan money. What I think it
ought to be in the business of doing is reviewing the portfolio to
see that it’s sound and the default rate is low, and that each loan,
on itself, is—or the percentage of loans are good loans. Any re-
sponse to that?

Mr. McKiLLOP. I would just like to respond from the standpoint
that CRE guidance has for the first time a capital kicker, a require-
ment, a possible requirement for capital.

There are no other regulations or rules promulgated that direct
the necessity of additional capital. The regulators have all the tools
necessary to take care of these various aspects of CRE and portfolio
management and risk control. The addition of this capital compo-
nent really is quite bothersome, especially without clear guidance
on how it would be administered.

Chairman BACHUS. Do any of you share my concern that it could
actually drive the type of lending by the banks? And I'm not talk-
ing about, if they’re concerned about interest only, or certain types
of loans, or the number of adjustable rate mortgages, I can see that
as a valid concern.

But to tell banks that they may have too many commercial loans
or too many residential loans, in and of itself, as long as those
loans are being repaid, is to me an unnecessary intervention. Is
this an imaginary fear on my part or is there any basis for it?

Mr. McKiLLor. No, sir, it’s not imaginary. Out of about 270
banks, 10 percent have modified their policies and procedures im-
plementing those caps and, in essence, mandating a change in their
policies on where they are going to put loans.

Mr. MUELLER. If I may, you know, just a historic example. Back
in 1991, when basically the banking regulators said, “No more real
estate loans, period,” there were many very profitable, good compa-
nies. ChemCo would be one example out of New York City.

It forced them to take their company public to get capital to pay
off bank loans on loans that they had never missed a payment on
that were in complete compliance, but because there, you know,
was a 10-year loan that was coming due, and the bank couldn’t
redo the loan. They were forced by the regulators to foreclose on
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them and get out of it. It did change the real estate industry be-
cause of that.

But that kind of thing potentially could happen again, and in
many cases, it’s a very unintended consequence.

Chairman BACHUS. Thank you. I've been advised that we only
have about 5 minutes left on the vote.

Ms. Maloney.

Mrs. MALONEY. I think you've raised a lot of issues that really
merit another hearing on how financial policy impacts on the real
estate industry, in many cases unfairly, in driving the markets.

But fundamentally, this hearing is about Basel II and where we
go from here, and I would like to ask the panelists, what’s the next
step?

Chairman BACHUS. Let me say this. What you can do is, we can
direct a question to them, if that’s okay.

Mrs. MALONEY. Okay. I'm directing a question right now.

Chairman BAcHUS. All right, go ahead. Well, let me—

Mrs. MALONEY. If i could just say that it’s clear that, from the
testimony today, that the standard is a higher standard in capital
requirements for the American financial institutions, which I think
is unfair in a global market.

We as a Congress, as a country, as a Federal Reserve, should be
fighting to have our financial industry on the same playing field.

But what we’ve heard today is that there’s a different standard,
a stronger standard, a higher standard for American financial in-
stitutions. I think that that’s unfair. And we should be fighting to
make sure that our institutions can compete fairly and equally.
And so my question is, what is the next step? Where do we go from
here? I hope that the Federal Reserve and the committee that is
working on this will listen to the testimony and make the proper
adjustments as we go forward in the implementation of moving for-
ward with Basel.

I welcome any comments, and maybe you should send them to
me in writing, because I'm going to miss a vote if I don’t go.

Chairman BAcHUS. Thank you, Ms. Maloney. And TI’ll just con-
clude by this: I think what she asked is the very essence, where
do we go from here?

I would start by saying that this hearing has been very valuable.
I think it’s highlighted the need to develop a greater consensus on
how to regulate particularly real estate commercial lending. I think
Mr. Frank got to the bottom line in noting that the regulators need
to be careful in defining their buckets and what should go into
them.

I would encourage the regulators to meet with some of the panel-
ists—Dr. Mueller, Mr. White—in the process of refining their guid-
ance, as well as with the bankers and the industry.

The market seems to have changed significantly, and we want to
make sure that the bankers understand that, understand the mar-
ket as it exists today, and not as it existed in the past.

Given their expertise and the experience in the commercial real
estate market, I think this panel could play a significant role in
further defining and advising the regulators as they develop the
guidance.



55

So I, for one, am going to try to encourage some discussion be-
tween the first panel and the second panel. So with that, I will con-
clude.

That has been my basic policy as a subcommittee chair, is to try
to get the parties together, and to communicate, to resolve some of
their differences, if they can.

I'm going to discharge this panel, but before I do so, I have to
do two or three bookkeeping things.

I'm going to introduce testimony—I see no objection—the institu-
tional risk and analytics testimony—a statement by the Risk Man-
agement Association and a statement from the Real Estate Round-
table.

The Chair notes that some members may have additional ques-
tions for this panel, which they may wish to submit in writing.
Without objection, the hearing record will remain open for 30 days
for members to submit written questions to these witnesses and to
place their responses in the record.

This hearing is adjourned.

[Whereupon, at 3:21 p.m., the hearing was adjourned.]
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OPENING STATEMENT OF CHAIRMAN SPENCER
BACHUS )
SUBCOMMITTEE ON FINANCIAL INSTITUTIONS
AND CONSUMER CREDIT
“A REVIEW OF REGULATORY PROPOSALS ON BASEL
CAPITAL AND COMMERCIAL REAL ESTATE”
SEPTEMBER 14, 2006

Good morning. Today the Subcommittee on Financial
Institutions and Consumer Credit holds its sixth hearing on Basel
Reform since the 106t Congress. Today’s hearing will focus on
the current status, recent developments, and potential impact of
proposals from the financial regulators on Basel capital reform

and commercial real estate lending guidance.

The goal of Basel is to develop a more flexible and forward-
looking capital adequacy framework that better reflects the risks
facing banks and encourages them to make ongoing improvements
to their risk assessment capabilities. Over the past seven years,
United States federal banking regulators have been engaged in
negotiations with their foreign counterparts about improving the
standards that govern the capital that depository institutions

must hold against their assets.

The Federal Reserve Board, as the U.S. central bank, has
taken the lead on this issue for the U.S. banking regulators. 1
would like to thank Governor Susan Bies for her dedication and

hard work on the Basel Accord. Governor Bies has created an
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open dialogue with Members of Congress and the financial
services industry. She understands the concerns that members of
this Committee have raised with past proposals and has worked
diligently to address those issues. Under Governor Bies’
leadership, the banking regulators have worked to build
consensus, and I would like to commend all of them for their

efforts to improve the Basel framework.

We must ensure throughout this process that we do not
include a framework that is too complex or costly to be followed.
There are a wide variety of views expressed in the testimony that
we will receive today. On the one hand, the federal banking
regulators will testify that they have developed a Basel II rule
that is intended to produce risk-based capital requirements that
are more risk-sensitive than the existing rules. On the other hand,
industry witnesses will tell us that the current U.S. version of the
Basel II rule is less risk-sensitive than the internationally
negotiated Basel II Accord, and that the differences between the
U.S. rule and the Accord creates serious competitive issues, both
within and outside the United States. This suggests that more
work needs to be done on the rule. I was pleased this month that
the regulators met and approved the notice of proposed
rulemaking (NPR) on Basel II that requested comment on
whether the so-called core banks and opt-in banks should be able

to use the standardized approach. Alternative compliance options
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are a feature of the original Accord, and banks outside of the U.S.

are provided this option.

In addition to the issues arising from Basel II, our hearing
today addresses a January 2006 interagency Guidance on
Concentrations in Commercial Real Estate (CRE) proposal by the
banking regulators. The proposal seeks to address high and
increasing concentrations of commercial real estate loans at some
banks and savings associations. The agencies suggest recent
examinations show that risk management practices and capital
levels of some institutions are not keeping pace with their
increasing CRE loan concentrations. In turn, the Guidance sets
forth thresholds for assessing whether an institution has a CRE
concentration and should employ heightened risk management
practices. The Guidance urges those institutions with elevated
concentration risk to establish risk management practices and

capital levels commensurate with the risk.

Some institutions have expressed the concern, however, that
the proposed Guidance is too much of a "one size fits all"
formulation and is effectively a cap on commercial real estate
lending. They instead urge that the regulators utilize the
examination process that identifies lending weaknesses in
particular institutions. They contend that the data does not
support the proposition that real estate lending per se is more

risky than commercial and industrial lending, for example.
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Further, there is concern that the proposed Guidance is unfairly
burdensome for community banks that do not have opportunities
to raise capital or diversify their portfolios like larger banks. It is
my hope that by the end of this hearing we may all be working
from the same set of underlying facts with respect to how the real
estate market works. In turn, I would hope that this will help
ensure better regulation that will protect the taxpayer while not

arbitrarily discouraging sound lending.

In closing, I want to thank Chairman Oxley, Ranking
Member Frank and all of the Members of this Committee for their
interest in working to ensure the Basel Accord is adopted in
proper form. Ilook forward to hearing from our witnesses today
and I am now pleased to recognize the Ranking Member, Mr.

Sanders, for an opening statement.
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September 14, 2006

Opening Remarks Representative Maxine Waters, D-
35" caA

Subcommittee on Financial Institutions and Consumer
Credit

Hearing on

“A Review of Regulatory Proposals on Basel Capital

and Commercial Real Estate.”

Good morning ladies and gentlemen. I would like to
thank the Chairman of the Subcommittee Mr. Bachus and
the Ranking Member Mr. Sanders for holding today’s
hearing, “A Review of Regulatory Proposals on Basel
Capital and Commercial Real Estate.”

- The 1988 Basel Accord, or Basel I, is the basis for our
banking system’s current risk based capital standards.
However, by the 90’s the Basel I risk based capital
standards were no longer applicable to the risks being taken

1
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by within the banking system, particularly by our large
money center banks. In other words, these banks outgrew
the Basel Accord. In response to these circumstances, the
Basel Committee initiated efforts to move towards risk-
sensitive capital practices by adopting the Basel II
Framework. Our regulatory authorities support Basel 11,
which include the advanced internal ratings-based approach
(IRB) for credit risk and the advanced measurements
approaches (AMA) for operational risk. In fact, we are in
the 120 day comment period for proposed rules related to
Basel II, and 12 major U.S banks would be affected by the
new risk based capital rules.

I agree with the concept of aligning our capital
requirements to the actual risk being taken by our banks,
particularly for the larger banks. On then other hand, I am

concerned that the rules promulgated take into
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consideration the concept of flexibility. That is, the capital
rules must be tailored to fit the complexity of the bank’s
risks. Other banks in the system should be able to rely on
less advanced approached to risk than their larger
counterparts. In any event, I believe that the proposed rules
must ensure that we protect the safety and soundness of our
banking system. I understand that the rest of the world has
gravitated to risk based standards, but are we implementing
a risk-based capital framework for the U. S. banking
system that represents best practices? I hope that the
testimony will shed light on this question.

The focus of today’s hearing is also on the rapid
growth in commercial real estate loans held by some banks.
According to recent published reports, commercial loans
increased by 16 percent in 2005 to $1.3 trillion. In

response to the growth in commercial real estate lending,
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federal regulatory authorities, including the Federal
Reserve issued draft guidance in January. In effect, the
proposed guidance would have banks that exceed certain
levels of lending in construction and commercial real estate
to increase risk monitoring or add capital. Alternatively,
banks could be required to increase their capital, as well as
monitor risk.

What is at issue here is a possible repeat of the
financial crisis of the 80s and 90s where commercial banks
savings and loans with bad real estate loans suffered losses
beyond the absorption capability of the system. The former
Resolution Trust Corporation had to be created to deal with
the liquidation of assets of 1100 banks and 1000 S&Ls
from 1987 to 1994, costing the American taxpayer billions
of dollars. No one wants to see a repeat of that crisis. And

no one wants to overreact to these investments, lest we
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send signals to the financial markets leading to what some
observers warn would be a “credit crunch.” However, if the
regulators have identified a potential problem within the
financial services industry related to bank investments in
commercial real estate then we need to listen to what they
have to say.

Are the small banks being to aggressive in their
lending practices? If they are, will the end result be
beneficial to the economy, or will these practices result in
bank losses and closures. In the last several years, we
witnessed the incredible run up in the price of residential
real estate in many regions of the country. As the market
settles we know that many homeowners have mortgages
that are higher than the equity in their homes. Ifthis

phenomenon is duplicated in the commercial real estate
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market how will it affect the overall integrity of our

financial system?

There are as many as 1/3 of our national banks with
300 percent or more of their bank capital concentrated in
commercial real estate. One bank has commercial real
estate loans that represent “750 percent of, or 7.5 times, its
capital.” TIs this prudent banking practice, or is it inherently
risky? I welcome the witnesses and look forward to their

testimony. Mr. Chairman. Thank you.
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Good morning, Chairman Bachus, Ranking Member Sanders, and distinguished
members of the Subcommittee. My name is Steven L. Antonakes, and I serve as the
Commissioner of Banks for the Commonwealth of Massachusetts. I am pleased to testify
today on behalf of the Conference of State Bank Supervisors (CSBS). Thank you for
inviting CSBS to discuss the Basel I Notice of Proposed Rulemaking (NPR) and proposed
commercial real estate (CRE) lending guidance.

CSBS is the professional association of state officials responsible for chartering,
supervising, and regulating the nation’s 6,230 state-chartered commercial and savings
banks, and 400 state-licensed foreign banking offices nationwide. For more thana
century, CSBS has given state bank supervisors a national forum to coordinate,
communicate, advocate and educate on behalf of state bank regulation. What sets the U.S.
financial system apart from the rest of the industrialized world is a broad-based and diverse
banking industry marked by charter choice. Choice enables economic opportunity as well
as a healthy dynamic tension among regulators, resulting in a wider range of products and
services for businesses and consumers, along with lower regulatory costs and more
effective, more responsive supervision. I am pleased to be here today with my fellow
banking regulators to discuss two such timely and important issues that will affect the
American banking system.

The Basel II NPR and the proposed CRE guidance are of great interest to CSBS
because of their potential effect upon the banking system. Currently, ten states, including
my home state of Massachusetts, charter banks that are potential core Basel II banks or are
likely to opt-in to the Basel II framework. These ten states will be directly impacted by the

implementation of Basel I1. All regulators must be cognizant that these proposals could
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alter the competitive landscape and lead to the shifting of risk among business lines within
the system.

Most important, however, CSBS is concerned about the overall capital level in the
system. My fellow state supervisors and I have traditionally been conservative with
regards to capital requirements because of the pivotal role capital plays in ensuring safety
and soundness and in stimulating economic growth. Sufficient capital levels are a
prerequisite in maintaining the safety and soundness of an institution. As you know,
capital provides a cushion, or safety net, for an institution in the event of an economic
downturn. Overall, the U.S. economy has been strong and performing well for over a
decade now. And while we are currently enjoying a record-breaking period without a bank
fatlure, the last one occurring in June 2004, it is unlikely that this trend will continue
uninterrupted forever.

Obviously, the failure of an internationally active or nationwide bank would shake
the system and have severe ramifications. Conversely, the failure of a small bank or a
community bank would have little effect on the banking system as a whole. But the role
that a small bank plays in a local economy camnot be overestimated. I am sure each of you
is well aware of the benefits that are added to your districts by healthy, well-capitalized
banks of all sizes. As a state supervisor, I am very concerned with the disruption that
would be caused by a small bank failure in the communities I have sworn to serve. It is in
all of our best interests as bank regulators and legislators to ensure that banks, large and
small, remain competitive, manage their risks, and maintain adequate levels of capital. If
one or both of these proposals is implemented, the competition and risk within the banking

system in the United States will be altered. It is our responsibility to ensure that changes in
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capital requirements are prudent, do not negatively alter the competitive landscape, and the
transition is carefully managed.

With regards to the Basel II NPR, CSBS is fully supportive of the effort to provide
enhanced risk sensitivity to capital regulation. CSBS supports improving risk
managenient, while maintaining the level of aggregate risk-based capital in the system. In
our opinion, this is a wise course of action to pursue to ensure the continued safety and
soundness of our financial system.

Recently, CSBS requested that the federal agencies seek public comment on
offering the Standardized Approach in the United States. While we do not necessarily
endorse the adoption of the Standardized Approach, the issue should be open for public
debate and may be a solution to the competitive concerns of the Advanced Approach of
Basel II. The agencies have included such a question in the NPR, and we commend them
for doing so.

CSBS is also pleased with the inclusion of several safeguards that have been
incorporated into the Basel II NPR. Primarily, the maintenance of the current leverage
ratio is crucial in preserving safety and soundness in the system. My fellow state
supervisors and I believe strongly that the preservation of the leverage ratio is an
absolutely necessary component of the Basel II framework. As the NPR itself states, “the
leverage ratio is a straightforward and tangible measure of solvency and serves as a needed
commplement to the risk-sensitive Basel II framework based on internal bank inputs.”

A second useful safeguard is the trigger of regulatory changes if there is a material
reduction in minimum regulatory capital. If a 10 percent or greater drop in aggregate

capital occurs among the group of institutions that adopt the Basel II framework,
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regulatory changes will be required of the supervisory risk functions of the framework.
CSBS is wary of any proposal that could possibly lower the overall level of capital in the
banking system, so we are pleased with the inclusion of this safeguard.

And finally, the proposed transition period is a wise approach to ensure that
institutions are fully prepared for the implementation of the Basel II framework. The
required one-year parallel run and the three-year implementation period will make certain
that institutions are able to adopt the advanced Basel II approach while maintaining
adequate capital to ensure safety and soundness. This transition will also give us the
opportunity to evaluate the competitive implications and relative strength of the system.

While CSBS is satisfied with the incorporation of the above safeguards in the Basel
II NPR, we do have additional concerns that need to be addressed. The state supervisors
oversee and regulate the vast majority of financial institutions in this nation. Despite our
status as the primary supervisor for most institutions, we have not been inchided in the
drafting process of the Basel II NPR, or the Basel 1A NPR. We believe it would be
appropriate for state regulators, through CSBS, to have a seat at the table along with our
fellow regulators when rules that affect our institutions to such a great degree are being
considered. CSBS should, at the very least, have access to draft proposals well in advance
of the traditional public comment period.

Additionally, the Basel II NPR currently does not provide a defined role for the
states during the qualification process. The NPR repeatedly refers to an institution’s
“primary federal supervisor” as being responsible for qualification and transition to the
Basel I framework. As I stated above, there are ten states, including Massachusetts, that

charter potential Basel 1 banks. For these state-chartered, Basel I eligible banks, the state
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is their primary regulator. As the primary regulator for all banks chartered by the
Commonwealth of Massachusetts, the Massachusetts Division of Banks must have a part
to play in the qualification process. The states must have a role in the implementation of
the Basel I framework, but the federal agencies fail to address this issue in the Basel II
NPR.

Once Basel 11 is adopted and implemented, the states will be responsible for
ensuring that our affected institutions are Basel II compliant. In order to do so, we must be
able to compare the data of our Basel Il institutions against data of other Basel 1T
institutions. Therefore, the state supervisors must have access to confidential data for all
Basel I banks after implementation. Information sharing with the federal agenciesis a
necessary tool for states to properly supervise and regulate state-chartered institutions.

Despite the fact that state-chartered institutions will be directly impacted by the
changes to the capital rules, there is the view from some of the agencies that since these
rules are federal regulations, there is no part for the states to play in their development or
implementation. We believe the exclusion of state regulators from this process is
fundamentally wrong. As the members of the subcommittee are well aware, the United
States operates under a dual-banking system. The states should be authorized, as the
chartering agent for the majority of U.S. banks, to have a role in the development and
implementation of rules which directly impact state-chartered banks. We are hopeful that
Congress will pass the Regulatory Relief bill, giving state regulators a vote on the Federal
Financial Institutions Examination Council (FFIEC) as included in the Senate version of

the bill. If passed, the bill will provide a vehicle to address these concerns.



74

In reference to the proposed CRE guidance, we applaud the federal regulators focus
on rising concentration and share many of the concerns that motivated the guidance.
However, we fear the guidance will effectively become regulation that will pose unequal
and unnecessary burden on community banks. Supervisory tools are already available and
actively used by regulators to effectively deal with unsafe practices and unsound
concentrations in CRE lending.

1t is valuable to look ahead and try to identify areas that may be problematic in the
future. CRE lending, however, is a market that is being managed successfully. The states
scrutinize their chartered institutions to verify that risk mitigation measures are being
properly applied. Field examinations have illustrated that CRE risk is being successfully
identified and managed. For example, some of my fellow state regulators have
participated with federal regulators on joint examinations at institutions with high CRE
concentrations. In virtually all cases, either risk management practices were deemed
sufficient or corrective action was implemented in a timely manner.

As regulators, we must not be overly or broadly prescriptive in how risk is
managed. The requirements of the proposed guidance would place additional burden on all
institutions, but would place particular regulatory burden on community banks. The
proposal would entail significant costs and would be of little value to community banks.
Advanced and sophisticated risk mitigation measures in place at a large institution are not
necessarily compatible or practical if utilized by a small institution. The CRE market is
one market where banks of various sizes are still competitive. Large institutions have very
complex, diverse portfolios, allowing them to mitigate risk by doing business in other

markets. Community banks are not always allowed this opportunity. The guidance fails to
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recognize perhaps the greatest risk mitigation tool available to community banks—the
proximity of the lender to the borrower. Community banks, by their very nature, are closer
to the economic realities of their markets and the credit worthiness of their borrowers.

Risk monitoring tools deemed reasonable for the larger institutions may not be feasible,
valuable, or necessary for the smaller institutions. Simply put, one-size-fits-all regulations
do not serve the best interests of the financial system or local economies. We agree with
the principles advanced by the guidance, but believe that any problems that arise in this
area should be addressed through the supervisory process on an institution-by-institution
basis.

Like the Basel II NPR, the CRE guidance could impair competition in the banking
industry. Conceivably, banks may be led to leave the commercial real estate lending
market and shift to a business line in which they lack expertise. Diversion of bank
resources into other lines could have negative effects on competition in even the lowest-
risk segments of the CRE market and on the availability of CRE credit in local markets.
CSBS is concerned the CRE proposed guidance will lead banks to determine they have
little choice but to rethink the manner in which they serve their communities, impacting
community reinvestment, small business lending, and community revitalization programs.
Regulatory guidance should not chase banks from a business line where they understand
the market and risks, to a business line in which they lack expertise. This does not
promote safety and soundness or competition in the industry.

Finally, CSBS is concerned with the thresholds that will be used to determine if an
institution has a high CRE concentration in its portfolio. As you are aware, an institution

would be urged to adopt the proposed guidance if its construction loans represent 100% of
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the institution’s total capital or if multifamily and nonfarm nonresidential loans and
construction loans represent 300% of total capital. We do not believe the federal agencies
have justified these particular thresholds. Also, it is our belief that if this guidance is
implemented, examiners in the field and the industry may interpret these thresholds as
limits. Therefore, in practice, the thresholds will effectively cap an institution’s
involvement in these lending areas. This unintended consequence will result in punishing
small institutions that rely heavily upon CRE lending and effectively manage the risks of
their portfolio.

The implementation of either the Basel Il NPR or the proposed CRE guidance will
impact the financial system in the United States. It is absolutely vital that the systemic
impact of one or both of these proposals does not result in damage to our local economies.
In order to support the economic vitality of our communities, we must first preserve the
overall level of capital in the financial system. Sufficient capital is required to maintain
institutional safety and soundness and economic stability. The dual-banking system must
also be preserved by encouraging competition among institutions. Applying one-size-fits-
all regulations will provide insurmountable obstacles to community banks struggling to
compete with larger institutions. It is the goal of the Conference of State Bank Supervisors
to preserve the economic vigor of the local communities we serve. I believe we share that
goal with every member of this Subcommittee.

Therefore, it is critical that state regulators are finally given a full role in the
regulatory process to ensure that the states are heard as proposals such as Basel II and the

CRE guidance are initially discussed, debated, drafted, and adopted.
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I commend you, Chairman Bachus, Ranking Member Sanders, and the
distinguished members of this Subcommittee for addressing these matters. On behalf of
CSBS, I thank you for this opportunity to testify, and I look forward to any questions that

you may have.

10
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Chairman Bachus, Representative Sanders and members of the Subcommittee, I
appreciate the opportunity to testify on behalf of the Federal Deposit Insurance
Corporation (FDIC) concerning the Basel Il international capital accord and the federal

banking and thrift agencies’ recent draft guidance on commercial real estate lending.

Basel I1 and the commercial real estate guidance share one important feature: a
focus on the importance of risk management. A sound internal framework and system of
controls for managing risk are critical to the soundness of any bank, large or small. For
the largest and most systemically important banks, supervisors expect the highest quality

of risk management consistent with their size and complexity.

The Importance of Capital

The U.S. banking system is a network of institutions that are highly leveraged and
whose financial health bears directly on the health of our broader economy. Significant
problems or a lack of financial flexibility at many small banks, or at one or more large
systemically important banks, can have contagion effects that impose significant costs on
the deposit insurance funds and the overall econory. The special role of banks in our
economy creates a federal interest in their sound operation and the adequacy of their

capital.

Economic theory describes an important rationale for bank capital regulation.
The theory asserts that banks may tend to hold less capital than is optimal for prudential

purposes. When calculating economic capital needs, banks do not consider the
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substantial costs that their potential failure would impose on other parts of the economy.
In addition, a bank’s depositors and creditors benefit from explicit and perceived safety-
net protections. This benefit lowers the premium banks must pay for deposits and other
forms of debt. The result is a greater proportion of debt and 2 lower proportion of capital
in banks’ overall funding mix than would exist in the absence of federal safety net

support.

In the United States, we have a dual system of bank capital regulation. Banks’
Tier 1 capital, the high-quality capital that is most critical in absorbing losses, is required
to exceed defined percentages of balance sheet assets. This leverage ratio requirement
provides a baseline of capital for safety-and-soundness purposes. However, the leverage
ratio does not address all risks. For example, it does not address the risks of off-balance
sheet positions. Risk-based capital requirements provide a second measurement of

capital to capture risks that are not addressed by the leverage ratio.

The purpose of the Basel Il process is to improve the current risk-based capital
requirements. In designing and implementing these improvements, it is important to
recognize both the inherent limitations on the ability to precisely measure bank risk, and
the fundamental fact that supervisors’ and banks’ objectives in the capital regulation
process are not always the same. Thus, the more reliance the risk-based capital
regulation places on banks’ internal risk estimates, the more important is the hard-and-

fast capital baseline provided by the leverage ratio. As discussed later in this testimony,
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the critical importance of the leverage ratio in the context of the Advanced Approaches of

Basel 11 is an issue that is worthy of discussion in the international arena, as well.

Basel I1

As you know, Basel I is an international effort by financial institution supervisors
with the laudable goal of creating standards for capital requirements that are more risk-
sensitive and promote a disciplined approach to risk management at this country’s largest
banks. Basel If also is intended to address concerns that the regulatory arbitrage
opportunities available under Base] I threaten the adequacy of the regulatory capital
buffer needed to ensure financial system stability. U.S. bank regulators also are
developing a more risk sensitive capital framework known as Basel IA for non-Basel I

banks.

Basel II includes several options for banks to calculate their risk-based capital
requirements. Basel II’s Advanced Approaches allow banks to determine their risk-based
capital requirements by using their own estimates of key risk parameters as inputs to
formulas developed by the Basel Committee. The Advanced Approaches also contain an
operational risk capital requirement that is based on each bank’s own estimatés and
models of its potential operational losses. The key risk parameters used to determine
capital requirements for credit risk and operational risk in the Advanced Approaches are
subject to supervisory review. The principal issues with respect to the Advanced

Approaches revolve around how banks will set their risk inputs and the formulas that
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translate these inputs into capital requirements. The Advanced Approaches to Basel II
include significant expectations for banks to have high quality risk management systems

and have stimulated banks’ efforts in this area.

Basel I aiso provides for a Standardized Approach to calculate risk-based capital
requirements. The Standardized Approach includes a greater array of risk weights than
the current rules, an expanded set of options for recognizing the benefits of collateral and
other credit risk mitigants, and new options for computing exposures to derivatives. In
addition, the Standardized Approach includes new capital requirements for certain
exposures not captured by the current rules, such as short-term loan commitments and the
potential for early amortization of revolving credit securitizations. The Standardized

Approach also includes a capital charge for operational risk.

The FDIC Board of Directors voted to publish the Basel II Notice of Proposed
Rulemaking (NPR) for public comment on September 5, 2006. As the U.S. banking and
thrift agencies proceed with the deliberative process for implementing Basel I1, it is
important that the new capital framework does not produce unintended consequences,
such as significant reductions in overall capital levels or the creation of substantial new
competitive inequities between certain categories of insured depository institutions. In

this regard, there clearly remain several outstanding issues with the proposed rule.

The first of these issues is the impact of the new framework on minimum capital

requirements. One of the important premises on the part of financial supervisors for
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moving forward with Basel] IT was an expectation that it would not cause a substantial
reduction in minimum capital requirements. The agencies concluded, however, that
without additional safeguards, implementing the Advanced Approach formulas could

produce unacceptably large reductions in risk-based capital requirements.

For example, half of the banks surveyed in the recent U.S. Quantitative Impact
Study (QIS-4) reported that the Basel II formulas would reduce their minimum Tier 1
capital requirements by more than 31 percent, with a dollar weighted average reduction
of 22 percent. Alrfxost all of the banks participating in the QIS-4 reported Tier 1 capital
requirements that, if implemented, would not be permissible under the current U.S.

leverage ratio requirements.

The large reductions in capital requirements reported in the QIS-4 probably do not
reflect the full impact of the Basel II proposals. Among other things, the QIS-4 results do
not incorporate the effect of important changes in the Basel 1l methodology for
computing exposures to derivatives and other counterparty credit risks. These new
methodologies will likely reduce capital requirements for these exposures in a way that
was not reflected in the QIS-4. On the other hand, the QIS-4 does not reflect the impact
of the 1.06 conversion factor produced by the so-called “Madrid” compromise that would
partially offset the reduction in capital requirements that would otherwise be expected

under the Advanced Approaches.
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Another issue of concern is a lack of an objective process within the Advanced
Approaches for producing similar capital requirements for similar risks. The QIS-4
showed that similar risks received very different capital requirements across the
participating banks. The framework allows banks substantial flexibility in how they
develop risk inputs. It remains unclear how o reconcile the twin goals of individual bank

flexibility within the Advanced Approaches and regulatory consistency across banks.

These basic concerns about substantial reductions in capital requirements and lack
of consistency und.er the Advanced Apprpaches create an additional concern about
unintended competitive effects. Implementing the formulas in the Basel Il Advanced
Approaches without additional limitations could create a substantial difference in risk-
based capital requirements between large and small banks. With the exception of credit
card lending, banks using the Advanced Approaches likely will have substantially lower
risk-based capital requirements than other banks, even with the changes to the general
capital rules for other domestic banks under consideration as part of the Basel 1A
rulemaking (discussed in more detail later in the testimony). Given the wide variation in
capital requirements for the same risks that are possible in the Advanced Approaches,
unintended competitive effects also may develop among banks using the Advanced

Approaches whose internal methodologies reflect differing degrees of conservatism.

Concerns with the Advanced Approaches, with respect to undue reductions in
capital requirements and inconsistent requirements, are not unique to the FDIC. AIlU.S.

bank and thrift supervisors viewed the QIS-4 results as unacceptable and agreed to
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include substantial safeguards within the Basel Il NPR to address those concerns. These
include: the retention of the leverage ratio; an additional transition year; a more
conservative set of transitional capital floors during those transition years that would
apply at the individual bank level; and an aggregate 10 percent downward limit on
reductions in risk-based capital requirements that would trigger regulatory changes if

exceeded.

The next step in the process will be a public comment period following the
publication in the F ederal Register of the Basel Il NPR, along with an NPR on changes
to the market risk regulations (Market Risk NPR). In addition, the agencies will publish
two notices in the Federal Register that will propose certain sets of regulatory reporting
templates (referred to as reporting requirements in the NPRs) that insured depository
institutions and holding companies will use to report key aspects of their capital
calculations under the Basel IT and Market Risk NPRs, respectively, on a quarterly basis.
The Market Risk NPR will propose to update the agencies’ market risk regulations to
address strategies banks employ to use their trading books to lower capital requirements
in ways that were not originally intended. The regulatory reporting templates will
provide for public disclosure of the basic elements of each bank’s risk-based capital
calculation. A more extensive set of confidential supervisory reports will be shared
among the regulators and used for benchmarking, trend analysis and quality assurance
purposes. The data also will be used to evaluate the quantitative impact of these rules

and their competitive implications on an industry-wide and institution specific basis, and
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to supplement the on-site examination process. The industry and the public are being

asked to provide substantial comment on all aspects of these proposals.

As the members of this Committee are aware, the federal agencies have received a
number of letters in recent months requesting that U.S. core banks (large and
internationally active institutions that are required to implement the Advanced
Approaches of Basel IT) and other banks be given the option of using the Standardized
Approach to capital regulation that is part of the international Basel I Accord

(Standardized Approach).

The letters question whether any bank should be required by regulation to adopt
the Advanced Approaches of Basel II and whether an alternative framework should be
available in the U.S. Of the Basel Committee countries, the U.S. is the only country
proposing regulatory requirements that would make the Advanced Approaches
mandatory for certain banks. Supervisors in some Basel Committee countries have
informally made clear their expectations for their largest banks to use the Advanced
Approaches. Supervisors in other Basel Committee countries have indicated they have
no such expectation and that the choice among the capital frameworks offered in the

Basel II Accord is entirely the decision of the banks,

If the Advanced Approaches are not mandatory, an important question is what
capital rules will be used in their place? Current risk-based capital rules supplemented by

elements of the more risk-sensitive capital framework being developed for non-core



87

domestic banks contain some of the elements of the Standardized Approach with a few
important differences. For example, there are specific differences in risk weights
between the Basel Standardized Approach and Basel IA. In addition, Basel IA does not
include an operational risk capital charge. Finally, the Standardized Approach allows
qualifying banks to use some of the same new methodologies for computing capital
requirements for derivatives and other counterparty credit risks that are available to banks

using the Advanced Approaches.

One argument in favor of allowing core banks to use some version of the
Standardized Approach instead of the Advanced Approaches is that such an approach
would be a simpler and less costly way to improve the risk sensitivity of existing capital
regulations. Also, the Standardized Approach does not pose the same potential for a
large reduction in capital requirements and consequently would not pose the same
potential for significant competitive inequities. On the other hand, some argue that
excusing core banks from the requirement to adopt the Advanced Approaches would
have a deleterious effect on the evolution of the core banks’ risk management practices

over the long term.

In short, a fundamental issue is whether the core banks should be permitted
alternative approaches provided by the Basel II Accord. The Basel II NPR seeks
comment on this important question and public input will be valuable in evaluating this

issue.
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The federal banking agencies also will issue the Basel IA NPR in the relatively
near term covering changes in the capital regulations for non-core domestic banks. Basel
IA is expected to be a more risk-sensitive capital framework than the current capital rules
and may appeal to some community banks. However, many, if not most, community
barks are content to operate under the current risk-based requirements and do not wish to
be subject to Basel IA. This is another area where public and industry comment will be
valuable. The Basel IA NPR also will solicit comment on whether these rules should be
available to all U.S. banks, and whether additional elements of the Basel II Standardized

Approach should be incorporated into the U.S. rules for Basel 1A.

Over the long term, there may be a need to think creatively about other ways to
move forward. Most of the prescriptive elements of the Advanced Approaches can be
attributed to the regulators’ realization that, without clear standards, the Advanced
Approaches could have problematic safety-and-soundness implications. Banks, on the
other hand, chafe at the prescriptive elements and want to be able to use their internal

models to set regulatory capital.

As capital requirements continue to evolve, it is critical to preserve the strengths
that exist today. As menfioned earlier in my testimony, the U.S. has a dual framework of
capital regulation: a leverage ratio, which is a simple ratio of capital to balance sheet
assets, and the more complex risk-based requirements. The risk-based and leverage

components of capital regulation work well together. The leverage requirement provides

10
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a baseline level of capital to protect the safety net, while the risk-based requirement can

capture additional risks that are not covered by the leverage framework.

The Basel Committee acknowledged that other meastires of capital adequacy
might be appropriate, stating in the New Accord “that national authorities may use a
supplementary capital measure as a way to address, for example, the potential
uncertainties in the accuracy of the measure of risk exposure inherent in any capital rule
or to constrain the extent to which an organization can fund itself with debt.”

1 believe that further consideration of other measures of capital adequacy, such as
the leverage ratio, should be initiated by the Basel Committee, which would provide a
broader perspective on this important issue. The establishment of an international
leverage ratio would go far in strengthening the soundness and stability of the
international banking system. Such an agreement also would help to ensure that
differences in capital requirements do not lead to competitive inequality among
internationally active banks. These are fundamental objectives of the Basel Committee’s

work in revising the 1988 Basel Accord.

In addition to maintaining a simple baseline measure of solvency, the leverage
ratio provides U.S. supervisors with a great deal of comfort that banks will maintain a
stable base of capital in good times and in bad times. The U.S. banking system will not
be subject to the same degree of volatility in capital requirements that other countries will

likely experience once they adopt the Advanced Approaches.

11
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Another favorable aspect of a simple capital-to-assets measure is that it limits
balance sheet growth to manageable levels and serves as a powerful check against
excessive leverage, which has been a longstanding concern of supervisors across the
world. A more highly capitalized banking system provides investors with greater
comfort and provides banks with greater access to the capital markets for liguidity and
funding. The U.S. banking system has flourished under this dual capital framework as

banks continue to generate record profits and provide investors with healthy returns on
equity.

A recent paper writien by economists at the Swiss National Bank (although not
necessarily representing the position of the central bank) hits squarely upon issues that
confront the international supervisory community in the move toward approaches based
on models for determining capital adequacy. In that paper, the authors advance the view
that . .. it is essential that optimal risk-sensitive capital requirements be complemented
by a capital floor that does not depend on the riskiness of banks’ activities. By setting 2
floor to banks’ absolute (unweighted) capital ratio, a limit can be set to the consequences

arising out of the shortcomings of a risk-weighted capital requirement scheme.””

The paper even took issue with one of the often mentioned shortcomings of the
leverage ratio—that its crude approach to measuring capital adequacy invites regulatory
arbitrage. In their paper, the authors note that “the incentive to take advantage of

regulatory arbitrage opportunities and to incur excessive risks will be strongest at low

! Robert Bichsel and Jurg Blum, “Capital regulation of banks: Where do we stand and where are we
going?” Swiss National Bank Quarterly Bulletin (April 2005).
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levels of capital.” The paper also notes that, “the consequences of underestimating the
riskiness of barks are particularly damaging when the capital base is low.” Thisisa
sobering message, and one that I believe is deserving of further discussion among
international banking supervisors as we continue to grapple with the issues associated

with adopting models-based capital regulations.

Interagency Guidance on Concentrations in Commercial Real Estate Lending

In addition.to a new international capital framework, federal regulators also are
monitoring traditional risk issues, such as concentrations in commercial real estate
lending. Commercial real estate lending at community banks has grown substantially in
recent years. At the end of March 2006, commercial real estate loans accounted for more
than 42 percent of all loans at institutions with less than $1 billion in assets. Six years
ago, these loans represented less than 28 percent of all loans at these institutions. Real
estate construction and development continued to lead commercial real estate loan
growth, growing by $34.5 billion (7.7 percent) in the first quarter, and the volume has

grown by 35 percent over the previous twelve months.

Commercial real estate markets also experienced strong growth in the early and
mid 1980s, but declined significantly in the late 1980s and early 1990s. At that time,
banks with significant concentrations of commercial real estate loans suffered large
losses during the decline, and some failed. The FDIC is careful not to draw too many

parallels between today’s commercial real estate market and that of the 1980s. Many

13
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external factors contributed to the boom and bust in the 1980s. Tax law changes,
deregulation of thrift institutions that were inexperienced in commercial real estate
lending and unregulated appraisers all contributed to the volatility. In addition, many of
the commercial real estate loans that banks made in the 1980s funded speculative office
building construction. The FDIC’s on-site supervisory experience indicates that many of
the banking industry’s current commercial real estate loans have funded pre-sold housing
development. Finally, although evidence suggests some recent slippage, underwriting in
the industry is generally more stringent today than in the 1980s.

Commercial real estate remains a cyclical business. However, the risk
management of commercial real estate lending has changed with developments in risk-
based capital, real estate lending standards that include limits on high loan-to-value loans,
appraisal requirements, an active secondary market for commercial real estate loans and
improved information availability on local supply and demand. An institution’s
compliance with these real estate-related regulations and standards is assessed at every
examination, as is loan quality and any lending concentration. The FDIC also conducts
ongoing analysis of commercial real estate markets. While the rapid price appreciation
seen in recent years in several locations is certainly not sustainable over the long-term,
we do not anticipate a wide-spread decline in prices. Overall, market fundamentals are

generally sound and FDIC economists do not foresee a crisis on the horizon.

14
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Today, almost one-third of institutions report commercial real estate Joans® in
excess of 300 percent of capital—significantly more than the peak of the 1980s.
Concentrations add a dimension of risk that needs to be appropriately identified and
managed, and some examinations have revealed that portfolio management practices may
not have kept pace with growth in banks’ commercial real estate portfolios. Therefore,
on January 13, 2006, the bank and thrift regulators jointly issued for comment proposed
guidance entitled, “Concentrations in Commercial Real Estate Lending, Sound Risk
Management Practices.”

Summary of the Proposed Interagency Guidance

The proposed guidance was intended to increase awareness of commercial real
estate exposures at insured institutions, reinforce existing regulations and guidelines for
real estate lending, and remind institutions that strong risk management practices and
appropriate levels of capital are necessary to mitigate the potential risks of
concentrations. The proposed guidance was built around four principles: (1) if an insured
institution has construction and development loans in excess of 100 percent of capital or
total commercial real estate loans in excess of 300 percent of capital, the institution
should have heightened risk management practices; (2) senior management should be
active in the oversight of the institution’s commercial real estate lending strategy and
should establish policies and processes that identify, measure, monitor, and control

concentration risks; (3) management should monitor commercial real estate markets and

? This calculation includes loans secured by owner-occupied properties which are excluded from the
definition in the proposed guidance. Call and Thrift Financial Reports are being expanded to capture these
data.
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consider its potential impact on the institution’s loan portfolio; and (4) higher levels of

capital and reserves may be necessary to mitigate high levels of risk.

Industry Reaction to Proposed Guidance

The FDIC received over 1,000 comment letters from bankers, trade organizations,
holding companies, state regulators, and others on the proposed guidance. Commenters
interpreted the proposed guidance as new regulatory requirements for banks involved in
commercial real estate lending—a staple of many banks” operations. The comments
centered around four concerns: (1) the definition of commercial real estate was overly
broad and covered too many property types that had different risk characteristics; (2) the
100 percent and 300 percent thresholds would become new regulatory limits; (3) the
recommended risk management practices were overly burdensome; and (4) the guidance
promulgated new capital requirements without specific details. While the overwhelming
sentiment was negative, the comments provided valuable information that will result in

much improved and useful guidance for the industry.

Current Status of Interagency Guidance

Banking institutions play a vital role in providing credit for business and real

estate development, and the intent of the guidance is not to discourage institutions from

originating commercial real estate loans. Conversely, the proposed guidance reminds

16
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institutions that there are substantial risks posed by a credit concentration and outlines the

agencies’ recommended best practices for recognizing and addressing those risks.

The FDIC and the other banking agencies seriously considered commenters’
views on the proposed guidance. The agencies agree with the need to emphasize that the
stated thresholds are not limits, recognize that commercial real estate categories may
have different risk characteristics, and stress that risk management practices should be
commensurate with the complexity of the institution and its activities. It is important to
note that the propqsed guidance does not suggest changes to the risk weights that are
applied to commercial real estate for risk-based capital purposes and the appropriateness
of an institution’s capital level will continue to be analyzed in light of its specific risk
profile. With the above changes and clarification from the draft proposal, the final
guidance should be a useful tool for banks that emphasizes fundamentally sound credit

principles and industry best practices.
Conclusion

This concludes my statement. The FDIC appreciates the opportunity to testify
regarding Basel II and the commercial real estate guidance. These aspects of risk

management are of fundamental importance to financial institutions. I look forward to

any comments provided by the Committee and will be happy to answer any questions.
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Chairman Bachus, Representative Sanders, and members of the Subcommittee on
Financial Institutions and Consumer Credit, I thank you for the opportunity to discuss the
developments relating to bank regulatory capital requirements in the United States, including the
U.S. implementation of Basel IT and updates to regulatory capital rules for market risk, as well as
the regulatory agencies’ proposed guidance on commercial real estate (CRE) concentration risk.
Developments Related to Regulatory Capital Requirements in the United States

As Subcommittee members may know, last week there were some very positive
developments in the process to revise regulatory capital requirements for large, internationally
active U.S. banking institutions. First, the Federal Deposit Insurance Corporation board
approved the Basel I notice of proposed rulemaking (NPR) on the advanced capital adequacy
framework, commonly referred to as Basel IL. At the same time, the FDIC board approved an
NPR that would update the U.S. regulatory capital rules for market risk exposures. The Office of
the Comptroller of the Currency and the Office of Thrift Supervision tock similar actions on the
same day. Together with the Federal Reserve’s approval of the draft Basel II NPR in March and
the market risk NPR in August, these steps complete all necessary approvals for the two NPRs to
be published in the Federal Register for formal public comment. Proposed templates for
regulatory reporting requirements associated with the two NPRs will be published in the Federal
Register for comment at the same time.

Regarding market risk exposures, that NPR is based on a set of revisions developed
jointly by the Basel Committee and the International Organization of Securities Commissions
(I0SCO) in 2005 to update the Market Risk Amendment (MRA), developed a decade ago by the
Basel Committee. These amendments would apply to any banking organization that has

significant trading book activity, whether it stays on Basel I or moves to Basel I in the United
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States. The market risk NPR is intended to improve the risk sensitivity of the market risk capital
framework. Further, it will serve to level the playing field between U.S. banking organizations
and securities firms that are subject to similar capital requirements.

Moving to the main focus of today’s hearing, the Basel II framework represents an
important effort by supervisors to integrate modern risk-management practices with regulatory
capital requirements. We are pleased that the four federal banking agencies have reached
consensus to move ahead with the process for Basel II and the market risk update. We recognize
the significance of this development to the industry, the Congress, and others who have waited
for greater specificity about U.S. efforts to implement Basel IL It has taken quite a bit of work to
reach this point. I would like to thank my colleagues here at this table and their staffs, as well as
the Fed’s own staff, for their tireless efforts.

Overview of Proposed Rulemakings

The Basel II NPR is designed to improve the risk sensitivity of U.S. bank regulatory
capital requirements and to enhance the risk-measurement and -management practices of large,
internationally active U.S. banking organizations. The NPR is based on the 2004 capital
adequacy framework released by the Basel Commiittee on Banking Supervision. That framework
contains the now-familiar “three pillars” of minimum capital requirements for credit and
operational risk (Pillar 1), supervisory review (Pillar 2) and public disclosure (Pillar 3). As you
are aware, the agencies propose to adopt all three pillars in the United States. In Pillar 1 as
proposed by the Basel II NPR, only the most advanced internal ratings-based approach (A-IRB)
for credit risk and the advanced measurement approaches (AMA) for operational risk would be
available, and the framework as a whole would be required only for the largest, most complex,

internationally active U.S. institutions. In contrast, in many other countries all banking
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organizations are required to adopt Basel I because Basel I will be dropped when Basel II takes
effect. To make Basel II appropriate for the wide variety of financial institutions, three credit
risk and three operational risk approaches were developed in the 2004 framework.

The A-IRB approach for credit risk in the Basel Il NPR requires institutions to estimate
key risk parameters for each type of credit exposure, subject to supervisory review, and to
calculate a capital requirement by using those risk parameters as inputs. The AMA approach for
operational risk requires institutions to calculate a capital requirement based on their individual
operational risk profile--again, subject to supervisory review. The Basel Il NPR also specifies,
as part of Pillar 2, that each institution must develop a rigorous internal process for assessing its
overall or total capital adequacy in relation to its risk profile for other types of risk and through
economic cycles. These internal assessments will enable each institution to determine the
appropriate level of capital for its unique long-term business strategy. These infernal capital
assessments are, we believe, critically important, and are also subject to supervisory review,
Finally, institutions must publicly disclose key information relating to credit and operational
risks, under Pillar 3, to ensure adequate transparency for market participants, customers, and
counterparties, so that market discipline can also work effectively to differentiate risk exposures
among banking organizations. I would like to stress that the Basel II framework has three Pillars
and note that Pillars 2 and 3 are critical components of the overall framework. They should not
be overlooked.

To accompany the Basel IT and market risk proposals, the agencies plan to publish in the
Federal Register reporting requirements for institutions planning to adopt Basel II and the
updated market risk rules in the United States. Each institution that qualifies for and applies the

Basel 1I capital rules and the updated market risk rules would file quarterly regulatory data, some
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of which would remain confidential, for the agencies’ use in assessing and monitoring the levels
and components of each reporting entity’s risk-based capital requirements and the adeguacy of
the entity’s capital. These data also would support the agencies’ efforts to analyze the
quantitative impact and competitive implications of the Basel II capital rules and the updated
market risk rules on individual reporting entities and on an industrywide basis. In addition, the
reporting schedules will help clarify for these entities our expectations surrounding the systems
and other infrastructure necessary for implementation and validation of the two proposals. The
submitted data would supplement on-site examination processes, and the data released publicly
would provide other interested parties with information about banks’ risk profiles and capital
adequacy.

Importance of the Regulatory Capital Proposals

While our reasons for moving to Basel II have not changed since we began this endeavor,
I believe they are worth reiterating. Our core reason is that the current Basel I framework is
inadequate for the largest, most complex U.S. banking organizations. The current Basel I capital
requirements simply are not able to capture the full array of risks facing these organizations. For
example, they do not explicitly recognize the operational risk embedded in many of the services
from which the largest institutions generate a good portion of their revenues today.

Further, Basel I does not differentiate the riskiness of assets within the major asset types
based on either borrower creditworthiness or the presence of collateral or other risk mitigants.
This lack of sophistication can lead to significant distortions and capital arbitrage. The capital
required for the various types of exposures should reflect the unique business strategy of each
institution, rather than be based on an assumed homogeneous risk position. As banks

consciously choose to take higher risk exposures, Basel II requires them to hold additional



101

-5-

capital to reflect their business choice. Basel I capital is fixed throughout economic and business
credit cycles, and as such, does not require banks to increase capital as their potential for losses
rises. Basel II addresses this by including in Pillar 2 the requirement that the bank have a plan in
place to ensure that sufficient capital will be available in the downturn of the economic cycle.
Thus, for the largest organizations, we need to move beyond Basel 1 to a more risk-sensitive and
more comprehensive framework for assessing capital adequacy. Basel Il represents the
concerted efforts of the international and U.S. supervisory community, in consultation with
banks and other stakeholders, to develop such a framework, drawing upon well-known economic
capital concepts that the largest banks already employ as part of their risk management efforts.
In addition to its supervisory authority, the Federal Reserve, as the nation’s central bank,
has responsibility for maintaining stable financial markets and ensuring a strong financial
system. That responsibility mandates that we require banking organizations to operate in a safe
and sound manner with adequate capital that appropriately supports the risks they take. This is
especially critical in today’s environment where we have a growing number of banking
institutions with more than $1 trillion in assets, complex balance sheets, opaque off-balance
sheet transactions, and far-reaching operations that pose significant risk-management challenges
that are fundamentally different from those faced by smaller institutions. Naturally, we must
also ensure that our regulations and supervisory oversight are in tune with bank practice, are able
to identify the risks being taken by banks today, and have enough flexibility that they will
continue to be prudent and relevant in an ever-changing risk environment. As Chairman
Bernanke has noted, a regulatory and supervisory system that is not in tune with the financial
marketplace may increase the costs of regulation, stifle efficiency and innovation, and ultimately

be less effective in mitigating the moral hazard problems associated with the federal safety net.
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The advanced approaches of Basel 1I are much more risk sensitive, cover more areas of
potential risk facing banking organizations, and provide incentives for these institutions to
improve risk measurement and management. In addition, Basel Il provides supervisors with a
more conceptually consistent and more transparent framework for evaluating systemic risk in the
banking system, particularly through credit cycles. In sum, Basel II will establish a more
coherent relationship between regulatory measures of capital adequacy and day-to-day
supervision of banks, enabling examiners to better evaluate whether banks are holding prudent
levels of capital given their risk profiles.

Continuing the Implementation Process

The agencies’ proposed rulemakings, representing our view about how Basel II should be
implemented in the United States, are being published in the Federal Register for review by the
industry, the Congress, and the general public. The core goal of Basel II, as noted earlier, is to
promote the stability of the U.S. financial system by ensuring the safety and soundness of U.S.
banks. As Chairman Bernanke has said, the ability of Basel II to promote safety and soundness
is the first criterion on which the proposed Basel II framework should be judged. The agencies
have presented proposals and will now engage in a continuing dialogue with all interested parties
as to whether those proposals meet our stated objectives and can be improved.

During the entire process to develop our proposed rulemakings, the agencies have been
engaged in a dialogue with the industry, the Congress, and others about both the direction that
U.S. Basel Il implementation should take and specific implementation details. Many of the
comments received to date have been incorporated into our proposals. In that respect, we have
been carefully considering comments received so far and discussing among ourselves how to

address them. In addition, we have conducted extensive analysis of other information we have
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been collecting, such as the results of quantitative impact studies (QIS), and those results have
helped shape the proposals as well. In making adjustments to our proposals based on comments
and new information, we have been as transparent as possible. Going forward, we will seriously
consider all comments on the proposals. For example, the proposals contain a number of
specific questions soliciting comments in key areas. With these questions, the agencies are
trying to highlight areas on which the agencies would like additional information. The agencies
will continue to carefully consider all comments received and thoroughly analyze all relevant
information as we work to develop a final rule for Basel 11,

I also want to acknowledge that the agencies have received comments from several banks
and other parties suggesting that banks should have more choices with regard to both credit and
operational risk in Basel II in the United States. We have taken these comments seriously and
the NPR now includes a specific question on whether the U.S. version of Basel II should include
a so-called “standardized” approach to credit risk. We look forward to receiving detailed
comments on this and all aspects of the proposals.

The agencies’ proposals contain certain transitional safeguards beyond what is contained
in the 2004 framework. Indeed, these proposed safeguards reflect our intent to ensure that there
are no material weaknesses in our proposals prior to full operation. First, we continue to monitor
institutions” progress toward satisfaction of the Basel Il risk-measurement and -management
infrastructure standards. In addition, our proposals contain a parallel-run period in which we will
have the ability to analyze and directly compare capital requirements under existing rules and
those produced by Basel II while institutions remain subject to the current rules. Beyond the
parallel run, the agencies have proposed a three-year transitional floor period, more stringent

than that in the 2004 Basel II framework, to prevent an unwarranted decline in capital levels. In
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addition, current supervisory safeguards, such as the existing leverage ratio and prompt
corrective action, will continue to provide an important backstop against a potential unwarranted
decline in bank capital levels. In general, if we at the Federal Reserve see that the U.S. Basel II
proposals are not working as intended, we will seek medifications to them.
Proposals to Amend Existing Basel I Rules

At this point, I would like to say just a few words about ongoing efforts to revise the
existing Basel I regulatory capital rules for non-Basel I institutions. We expect only one or two
dozen institutions to move to the U.S. version of Basel II in the near term, meaning that the vast
majority of U.S. institutions will continue to operate under Basel I-based rules, which we intend
to amend through a separate rulemaking process. The U.S. Basel I framework has already been
amended more than twenty-five times since its introduction in response to changes in banking
products and the banking environment and as a result of a better understanding of the risks of
individual products and services. The agencies believe that now is another appropriate time to
propose modifications to our Basel I rules. The agencies have issued an advance notice of
proposed rulemaking (ANPR) discussing possible changes to increase the risk sensitivity of the
U.S. Basel I rules and to mitigate competitive distortions that might be created by introducing
Basel II. We are now reviewing comments on the ANPR and working on a notice of proposed
rulemaking. We are mindful that amendments to the Basel I rules should not be too complex or
too burdensome for the large number of small- and mid-sized institutions to which the revised
rules might apply. Indeed, a number of those commenting on the ANPR advocated leaving
existing rules unchanged.

With regard to both the Basel II proposals and the proposed Basel 1 amendments, we

understand the need for full transparency. For that reason, we expect to have overlapping
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comment periods for the Basel I NPR and the NPR for the proposed Basel 1 amendments. In
fact, we want all interested parties to compare, contrast, and comment on the two proposals in
overlapping timeframes. Accordingly, either of our proposals could change as a result of
comments received or new information gathered.

Conclusion

From the Federal Reserve’s perspective, the forthcoming publication of interagency
proposals relating to Basel 11 is a very positive development and demonstrates the ability of the
agencies to work cooperatively to modernize our regulatory capital framework. The Federal
Reserve’s commitment to the Basel 11 process remains as strong as ever, even as we recognize
that the proposals remain subject to further comment and that there is likely much more work to
be done. We encourage comments from all interested parties and will give them careful
consideration. I would like to emphasize the Federal Reserve desires to ensure that the final rule
for Basel I1 is a substantial enhancement over existing Basel I rules, appropriately capturing the
risks of our largest, most compiex banks, and encouraging continual improvement in risk-
measurement and -management systems. We look forward to working with the other agencies as
we enter into the final rule phase of the Basel II process.

‘We recognize that many institutions have been diligently preparing for Basel I
implementation and we understand our obligation, as supervisors, to support institutions wanting
to adopt Basel 1T at the first available date. We suggest that those institutions continue to move
forward with implementation planning, including identification of gaps in their own preparation.

Finally, I would like to assure the Subcommittee members that we at the Federal Reserve
are pursuing Basel Il because we believe it will help to preserve the safety and soundness of our

nation’s banking system. In our dual role as central bank and supervisor of banks, bank holding
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companies, and financial holding companies, the Federal Reserve is committed to ensuring that
the Basel IT framework delivers a strong and risk-sensitive base of capital for our largest and
most complex banking institutions. That is \;/hy we stand behind the additional safeguards
contained in the Basel II NPR to ensure strong capital levels during the transition to the new
framework. We will remain vigilant, on an ongoing basis, in monitoring and assessing the
impact of Basel II on both individual and aggregate minimum regulatory capital requirements
and in employing rigorous and thorough analysis to support our evaluation. By so doing, we
believe that the proposals being discussed today can be implemented responsibly and in a safe

and sound manner.

Proposed Interagency Guidance on Commercial Real Estate Concentration Risk

The four federal bank and thrift regulatory agencies issued joint proposed guidance in
January 2006 on the sound risk management of commercial real estate concentrations. The
comment period closed in April. The proposed guidance generated significant interest. The
Federal Reserve received more than 1,600 comment letters on the proposed guidance. Typically,
the comments raised concerns about the intent and purpose of the proposed guidance. Over the
past few months, the Federal Reserve and the other federal banking agencies have been
reviewing these comments carefully and have met with industry trade groups and individual
bankers.

In my testimony today, I would like to provide some perspective on why the agencies are
concerned about CRE concentrations and the risks they may pose, and why we saw the need to
issue the proposed guidance. I will also address the intent of the proposed guidance and some

misconceptions that have arisen.
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First, I would like to explain how we define commercial real estate. For purposes of this
guidance, CRE loans include land development and construction loans (both commercial and 1-
to-4 family residential construction) and loans secured by raw land, multi-family property, or
nonfarm nonresidential property where the primary or a significant source of repayment is
derived from rental income associated with the property or the proceeds of the sale, refinancing,
or permanent financing of the property. The proposed guidance does not apply to owner-
occupied CRE loans where the majority of repayment comes from income from the borrower’s
business operations.

Over the past dozen years, the agencies have observed a material rise in CRE
concentrations at many banks. For small- to medium-sized banks, in particular, the growth in
CRE concentrations has been significant. This growth in CRE concentrations is understandable
as community-based banks have experienced increasing competitive pressure from larger banks
and other financial services institutions in other lending areas.

We recognize that asset concentrations can, on a practical basis, be difficult to avoid due
to an institution’s marketplace, area of expertise, or competitive environment. However, as
experience has amply demonstrated, large and growing asset concentrations such as we are
seeing today in some banks can adversely affect banks’ earnings and capital, and indeed banks’
safety and soundness, if not properly managed. For that reason, prudent banks have long
understood the importance of managing credit concentration risks--it is one of the basic tenets of
banking that the Federal Reserve has long emphasized.

So what exactly are concentrations of credit and what risks do they pose to institutions?
Concentrations of credit are generally defined as groups or classes of loans or other credit

exposures that share common risk characteristics or sensitivity to adverse economic, financial or
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business developments. For a given concentration, when weaknesses develop in a common risk
factor or factors, loans within that concentration may be adversely affected, even if every
individual loan has been underwritten prudently. As bank supervisors, we have seen the dangers
of credit concentrations in previous CRE credit cycles.

Let me provide you with some details on the trend we have observed. CRE
concentrations have almost doubled between 1992 and 2005 for all commercial and savings
banks with assets between $100 million and $10 billion. During this period, for those banks with
assets between $100 million and $1 billion, CRE concentrations rose from 160 percent to 294
percent of capital, while for those with assets between $1 billion and $10 billion, CRE
concentrations rose from 143 percent to 266 percent of capital.

Why are the agencies focusing on CRE concentration risk? The agencies are concerned
that the high CRE concentrations would make institutions more vulnerable to adverse changes in
CRE markets. CRE markets tend to be among the most cyclical, prone to boom and bust
economic cycles. This is because a poorly underwritten project or overbuilding in a market can
have significant negative effects on CRE loans that are soundly underwritten. To increase
occupancy rates, weaker projects may lower rents and provide more generous terms to attract
tenants. This in turn can reduce cash flow to stronger properties and put those credits at risk.

As you know, in the late 1980s and early 1990s, concentrations in CRE lending, coupled
with weak underwriting and depressed CRE markets, contributed to large credit losses at some
banks, significant numbers of bank failures, and financial stress at many other banks. After
recovering from the severe credit losses of that CRE downturn, most U.S. CRE markets have

enjoyed very benign conditions. But investment in CRE is again growing strongly, and we
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expect banks to assess the vulnerabilities of their portfolios to loss in expectation of the next
downturn.

Compounding our concern about rising CRE concentrations is feedback from our
examiners that some institutions’ risk-management practices have not kept pace with the growth
in their CRE concentrations. Supervisory staff have found weaknesses in fundamental risk-
management areas such as board and management oversight, risk assessment, and monitoring.
In addition, examiners have observed that institutions have not always sufficiently addressed
CRE concentration risk in their strategic and capital planning.

We are also carefully monitoring underwriting standards. While the U.S. CRE market is
generally performing well, underwriting terms and conditions have been softening over the past
couple of years, albeit not to the extent seen in the late 1980s and early 1990s. Loosening loan
covenants, expanding interest-only periods, and extending amortizations are some examples of
the weakening underwriting terms that we are currently observing. Capitalization rates of CRE
projects--which measure the expected investor return on real estate investments--are also near
historical lows, which raises concerns about collateral values and loan-to-value ratios in the
event capitalization rates should return to historical mean levels.

Many bankers have argued that the agencies already have the supervisory tools available
to address concerns about concentrations at individual banks and that the guidance would add
unnecessary regulatory burden. Our current real estate lending guidelines were issued in 1993
under the Federal Deposit Insurance Corporation Improvement Act. The issuance of guidance to
banks and examiners is one of our most important supervisory tools for focusing attention on
emerging risk issues before they become larger problems and for articulating supervisory

expectations to our institutions. Given the rising concentration levels, and the current stage of
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this CRE cycle, we believe that there is now a need for additional CRE guidance to reinforce and
build upon our existing guidance and to ensure a consistent supervisory approach.

1t is important to stress that the intent of the proposed guidance is not to restrict CRE
lending but rather to provide a framework for a safe and sound CRE lending program. The
agencies recognize that financial institutions play a vital role in providing credit to their
communities. The main message in the proposed guidance is that banking institutions need to
identify and manage credit-concentration risks appropriately.

Under the proposed guidance, we would expect banks to strengthen their management
practices as their concentration risks grow. The proposed guidance sets forth risk management
practices that are well within the capabilities of many institutions and, in fact, a number of
institutions already have many of these practices in place.

Not surprisingly, the establishment of explicit thresholds in the proposal has generated
significant controversy. Bankers have argued that the thresholds are arbitrary and will be viewed
as hard lending limits by examiners and the industry. I want to re-emphasize that the agencies’
intent in proposing these thresholds was not to limit an institution’s CRE lending but to ensure
that risk-management practices are commensurate with this activity. Rather, the thresholds
should be viewed as supervisory screens that examiners should use to identify banks with
potential CRE concentration risk. Examiners would expect organizations to strengthen their
portfolio risk management as CRE concentrations grow. Institutions are expected to conduct
their own analyses of CRE concentration risk and establish their own concentration limits.
Institutions, after all, are in the best position to identify and understand their concentration risk.

Another significant concern expressed in the comment letters by bankers is that the

proposed guidance will be implemented in an inconsistent manner, creating an uneven playing
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field with some banks facing higher supervisory expectations. Issuing the guidance on an
interagency basis should encourage a consistent supervisory approach. Further, the agencies are
also developing interagency training materials about the new guidance for their examiners to
support more effective and consistent implementation.

Another concern expressed by bankers is that examiners will take a “one-size-fits-all”
supervisory approach and will not consider a bank’s specific portfolio characteristics and risk-
management practices when applying the guidance. The supervisory evaluation of institutions’
CRE concentration risk would always be conducted on a case-by-case basis, taking into
consideration the institution’s own analysis of its CRE concentration risk. The diversity of an
institution’s CRE portfolio, the effectiveness of an institution’s risk-management practices, and
the presence of any other factors that mitigate its risks would be key considerations in the
supervisory evaluation of the level of an institution’s CRE concentration risk.

Bankers in their comments also have expressed concern about how examiners will
evaluate capital adequacy for banks with a CRE concentration. The proposed guidance
addresses capital adequacy in a principles-based manner, noting that institutions should hold
capital commensurate with the level and nature of all their risk, including their concentration
risk. This message is entirely consistent with the agencies” existing capital adequacy guidelines.
In evaluating capital adequacy, the agencies will consider, for example, the level and nature of
inherent risk in an institution’s CRE portfolio as well as management expertise, historical
performance, underwriting standards, risk-management practices, market conditions, and any
loan loss reserves allocated for CRE concentration risk. Moreover, the quality of institutions’
risk-management practices will be a significant consideration in the evaluation of capital

adequacy. Our concerns about capital adequacy will be reduced if an institution has strong risk-
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management practices. On the other hand, if an institution has inadequate risk management and
no prospects for near-term improvement, there could be a concern that the institution may not
have sufficient capital to serve as a buffer against unexpected losses from CRE concentrations.

Finally, bankers’ comments have expressed concerns about how the issuance of the
proposed guidance might affect the availability of CRE credit. The proposed CRE concentration
guidance is not intended to limit or discourage institutions’ CRE lending. We recognize that
such lending is an important business activity for banks. We also believe that CRE concentration
risk can be safely managed. In that regard, the proposed guidance is simply intended to reinforce
and build upon existing guidance on risk-management practices for addressing the risks arising
from concentrations in CRE lending.

In conclusion, although it is sometimes an unpopular strategy when loan performance is
good, we believe that it is far more prudent, and indeed our responsibility, to work proactively to
address small but emerging issues to help prevent their evolution into larger problems for the
banking industry and the economy as a whole. That is why we feel it is important to issue this
guidance at this time.

Thank you very much for your attention. I welcome any comments you may have and

will be happy to answer any questions.
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Chairman Bachus, Ranking Member Sanders, and Members of the Subcommittee:

As the Acting Director of the Division of Market Regulation of the Securities and
Exchange Commission, I am very pleased to have the opportunity this morning to
describe the Commission’s program for monitoring capital at U.S. securities firms.

Generally, each broker-dealer registered with the Commission must comply with the
Commission’s net capital rule, Rule 15¢3-1 under the Securities Exchange Act of 1934.
The net capital rule is intended to be a conservative capital standard that requires broker-
dealers to maintain liquid assets in excess of their liabilities. Illiquid assets, such as most
unsecured receivables, are deducted in full when calculating a broker-dealer’s net capital.
Further, when calculating net capital, a broker-dealer is required to take additional
deductions, known as haircuts, with regard to its proprietary securities positions. The net
capital rule is designed to require that a broker-dealer have sufficient liquid assets to meet
all of its obligations to customers and other market participants in an insolvency, without
the need for a formal liquidation proceeding or the use of the Securities Investor
Protection Corporation’s fund.

Although the net capital rule has been an effective capital measure for registered broker-
dealers, as securities business expanded and broker-dealers became part of international
financial conglomerates, the Commission became increasingly concerned about the risk
that a broker-dealer may fail due to the insolvency of its holding company or affiliates.
This risk was exemplified by the bankruptcy of the Drexel Burnham Lambert Group in
1990 and the consequent liquidation of its broker-dealer affiliate. Post-Drexel, the
Commission took a number of initiatives to conduct group-wide risk assessments of
financial institutions that have significant broker-dealer subsidiaries. The initiatives
included (1) Commission implementation of the Market Reform Act of 1990 to require
that larger broker-dealers report certain risk assessment information to the Commission
about their material affiliates, (2) encouraging the creation of the Derivatives Policy
Group consisting of securities firms active in over-the-counter derivatives that agreed to
voluntarily provide information to the Commission about their unregulated over-the-
counter derivatives activities, and (3) the Commission’s program for supervision of over-
the-counter derivatives dealers that register as limited broker-dealers. These initiatives
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assisted the Commission in understanding how investment banks with large broker-dealer
subsidiaries manage risk globally at the group-wide level.

Building upon those initiatives, in 2004 the Commission amended its net capital rule to
establish a voluntary, alternative method of computing net capital for well capitalized
broker-dealers that have adopted strong risk management practices. This alternative
method permits a broker-dealer to use mathematical models to calculate net capital
requirements for market and derivatives-related credit risk. As a condition to that
exemption, the broker-dealer’s ultimate holding company must consent to group-wide
Commission supervision, thus becoming consolidated supervised entities, or CSEs.
Formally supervising the financial condition of the broker-dealer holding company and
its affiliates on a consolidated basis allows the Commission to monitor better, and act
more quickly in response to, any risks that affiliates and the ultimate holding company
will pose to regulated entities within the group or the broader financial system.

The Commission’s program to supervise the CSEs also responded to concerns of the U.S.
investment banks regarding the application of the European Union’s Financial
Conglomerates Directive to their activities in Europe. The Directive requires that firms
active in Europe be supervised at the group level under a regulatory approach equivalent
to those applied in the European Union, or face significant restrictions on their activities.
The European Union recognized that there is broad equivalence in the Commission
supervisory approach with respect to the CSE oversight program.

Currently, five U.S. investment bank holding companies, The Bear Stearns Companies
Inc.; Goldman Sachs Group, Inc.; Lehman Brothers Holdings Inc.; Merrill Lynch & Co.,
Inc.; and Morgan Stanley, are supervised as CSEs. In addition, Citigroup Global Markets
Inc., a broker-dealer subsidiary of Citigroup Inc., has received an exemption to use the
alternative method to compute its net capital. A broker-dealer whose holding company
already has a principal regulator, such as Citigroup, can apply for the alternative method
for computing net capital, and the CSE rules rely on supervision by that principal
regulator as a basis for substantially less direct Commission supervision of the holding
company than one that does not have a principal regulator.

Under the Commission’s CSE program, the ultimate holding company must provide the
Commission with information at the group level covering its global businesses, whether
or not these activities are conducted in functionally regulated entities such as banks or
broker-dealers. Those affiliates that do not have a principal financial regulator, as well as
the holding company itself, are subject to examination by the Commission. The CSE rule
also requires monthly calculation at the holding company level of a capital adequacy
measure that is designed to be consistent with the standards adopted by the Basel
Committee on Banking Supervision. This should allow for greater comparability of a
CSE firm's financial position to other international securities firms and banking
institutions.

In requiring a holding company calculation of capital in accordance with the Basel
standard, the CSE rules do not specify that capital adequacy be calculated using the
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original framework, Basel L, or the revised framework, Basel II. Likewise, the rule does
not prescribe the use of the “advanced” approaches contained in Basel II that make
extensive use of internal models in the computation of credit risk capital charges.
Nonetheless, four of the five CSE firms elected to satisfy the CSE capital calculation
requirement by applying Basel II and its advanced approach to credit risk exposure, and
the Commission agreed to that approach. These firms were concerned that if they used
the standardized approach for calculating credit risk capital requirements, they would be
viewed as being less sophisticated than other internationally active institutions. The fifth
firm, who because of its fiscal year was confronted with a period of only six months
between publication of Basel 11 by the Basel Committee and the effective deadline
imposed under the EU Financial Conglomerates Directive, opted to apply Basel I. This
firm is now in the process of preparing to implement Basel IL. ’

When the CSE firms began in earnest to implement Basel II during the latter part of
2004, the only complete description of the standard was the “midyear text,” published by
the Basel Committee in June 2004. Thus this text served as the basis for implementation
of Basel II by the CSE firms.

This is not to say that the implementation of Basel II by the CSE firms has been simple.
Commission staff has worked collaboratively with our banking colleagues to address
issues that are central to the CSE firms. The staff believes that the CSE firms have
implemented Basel II in a manner that is conservative while also reflective of the
fundamental nature of securities firms and their business model.

Looking ahead, when the US banking regulators formally issue the draft Notice of
Proposed Rulemaking regarding the implementation of Basel II, Commission staff will
review the document carefully to apply the proposed approaches to securities firms in the
context of their history, risk profile, and business mix. Areas that will be reviewed
during this process undoubtedly will include the treatment of private equity positions, the
allowed methodology for computing the exposure at default for over-the-counter
derivatives and similar transactions, and conditions for the recognition of collateral for
capital purposes. Where further modifications to the calculation methodologies used by
CSE firms are warranted, the Commission has authority to require their adoption. The
CSE firms understood, when they elected to apply the Basel II standard during 20035, that
the standard was still very much a work in progress, and that they were likely to have to
make various adjustments as the broader US implementation process moved forward.

One final note: in addition to the Basel capital calculation required of CSE firms, the
Commission also requires CSE firms to meet certain liquidity risk standards. Securities
firms rely on a wide range of funding sources, notably repurchase and repurchase-like
secured financing of assets. In the face of any crisis — whether real or only perceived —
secured lenders are likely to require significantly more collateral, while unsecured lenders
may disappear altogether. Because the CSE firms do not have a lender of last resort, they
must conscientiously manage this liquidity risk through their own resources. There are a
number of instances where securities firms that were adequately capitalized by the
measures of the day collapsed because the asset side of the balance sheet proved
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insufficiently liquid to withstand a stress event. Thus, under the CSE program, the
Commission looks not just at capital adequacy, but also at the liquidity of the assets being
supported by that capital through an additional set of standards. Generally, each CSE
firm must have sufficient stand-alone liquidity and sufficient financial resources to meet
its expected cash outflows in a stressed liquidity environment for a period of at least one
year. To meet these standards, each CSE firm holds a substantial amount of liquid assets
that are available to the ultimate holding company and its subsidiaries to deal with a crisis
or perceived crises anywhere within the organization.

In summary, we are confident that the CSE firms are currently calculating a capital
adequacy measure consistent with Basel Il in a manner appropriately sensitive to the risks
assumed by the firms. To the extent that further modifications of the calculations become
necessary in order to continue to achieve this primary goal, while maintaining to the
maximum extent possible consistency with national and international regulatory
authorities, the Commission has both the commitment and the regulatory authority under
the CSE rules to ensure that the appropriate changes are made.

Thank you again for inviting me to appear before you today and I am happy to answer
any questions you may have.
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INTRODUCTION

Chairman Bachus, Ranking Member Sanders, and members of the Subcommittee,
I appreciate this opportunity to discuss two important initiatives of the U.S. banking
agencies — our proposals to update and enhance our regulatory capital program and our
proposed commercial real estate guidance. '

Though different in scope and structure, these two interagency efforts share a
fundamental goal - to ensure that bank risk management practices and regulatory capital
requirements are commensurate with the current and emerging risks facing the banking
industry. I view this goal as one of my highest supervisory priorities and critical to the
maintenance of the long-term safety and soundness of our banking system. While the
U.S. banking industry continues to operate profitably, supervisors must ensure that bank
risk management systems and regulatory capital rules appropriately address current and
emerging safety and soundness challenges.

The agencies have and will continue to foster an open process as we move
forward with these proposals to consider comments from all interested persons, heed
good suggestions, and address legitimate concerns. In this way, we can ensure that we
make prudent, well reasoned, and well understood changes to bank capital requirements

and supervisory policies.

RISK-BASED CAPITAL
Let me begin with the risk-based capital proposals. The agencies have developed
two distinct proposals to better tailor a bank’s capital rules to the complexity of its risks.
For our largest banks, the fundamenta! thrust of our efforts is the U.S. implementation of

the Basel II Framework — a more risk-sensitive regulatory capital system better suited to

“1-
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the complex operations and activities of these institutions. For banks not adopting Basel
11, the primary goal of our so-called Basel IA initiative is to increase the risk sensitivity

of our risk-based capital rules without unduly increasing regulatory burden.

Basel I

The 1988 Basel Accord, also referred to as Basel I, established a framework for
risk-based capital adequacy standards that has now been adopted by most banking
authorities around the world. The U.S. agencies have applied rules based on the 1988
Basel Accord to all U.S. insured depository institutions. Although Basel I was
instrumental in raising capital levels across the industry in the United States and
worldwide, it became increasingly evident through the 1990s that there were growing
weaknesses in Basel I. In particular, the relatively simple framework has become
increasingly incompatible with the incfeased scope and complexity of the banking
activities of our largest banking institutions. The crude risk-weighting mechanisms of
Basel I bear little resemblance to the complex risk profiles and risk management
strategies that larger banks are capable of pursuing. The misspecification of risk under
Basel I creates inappropriate incentives and arbitrage opportunities that can undermine
supervisory objectives. And dealing with outdated and mismatched regulatory
requirements is costly to banks.

In response to these issues, the Basel Committee commenced an effort to move
toward a more risk-sensitive capital regime, culminating in the publication of the Basel II
Framework. As the OCC has noted in earlier hearings, we firmly support the objectives

of the Basel Committee and believe that the advanced approaches of the Basel 1
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Framework — the advanced internal ratings-based approach (IRB) for credit risk and the
advanced measurement approaches (AMA) for operational risk — constitute a sound
conceptual basis for the development of a new regulatory capital regime for large
internationally active banks.

Last week, the agencies completed the internal approval processes necessary to
publish in the Federal Register a notice of proposed rulemaking (NPR) regarding the
implementation of Basel I in the United States. The Basel Il NPR, a draft of which is
already publicly available, has been sent to the Federal Register, and we expect it to be
published to begin the official 120-day public comment period within a few days.

Last week’s actions reflected a consensus by all U.S. agencies that
implementation of the Basel II Framework should move forward to the next stage in the
process. In that context, the agencies agree on two fundaméntal points: first, supervisors
must ensure that regulatory capital rules appropriately address existing and emerging
risks, and second, the current, simplistic Basel I framework no longer does that for our
more complex banks.

Indeed, the inadequacies of the current framework are especially pronounced with
respect to larger U.S. banks, which we know well, because the OCC is the primary
federal supervisor for the five largest. These institutions, some of which hold more than
81 trillion in assets, have complex balance sheets, take complex risks, and have complex
risk management needs that are fundamentally different from those faced by community
and mid-sized banks. For that reason, the agencies developed the Basel I NPR, which is
itself complex, but which would be required to apply to only a dozen of our largest and

most internationally active U.S. banks.
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The purpose of Basel IT implementation in the United States is not only to align
capital requirements much more closely to the complex risks inherent in these largest
institutions, which the proposal attempts to do. At least as important — and this is a total
departure from the existing capital framework — the proposal would also require our
largest banks to substantially improve their risk management systems, control structures,
risk information systems, and related public disclosures. These enhancements would be
accomplished using a common framework and a common language across banks that
would allow regulators to better quantify aggregate risk exposures, make more informed
supervisory decisions, and make peer comparisons in ways that we cannot today. If
successful, such improvements would establish a more rigorous relationship among risk,
risk management, and capital in our supervisory structure and measurably strengthen our
safety and soundness regime for our largest banks. In addition, the enhanced public
disclosure required under Basel I would better inform the market about a bank’s risk
exposures and provide a consistent and understandable disclosure framework that would
enhance comparability and facilitate market discipline.

As has been widely reported, we have received several comments on a draft
version of this NPR that was released earlier this year. Certain of those commenters
requested that we amend the NPR to permit Base! II banks the option of using simpler
approaches in the calculation of capital requirements for credit risk and operational risk.
To ensure that all interested parties have the opportunity to comment on this
fundamentally important issue, the agencies added a question to the Basel II NPR’s
preamble addressing this issue. As I mentioned earlier, one of the primary goals of the

agencies in developing these proposals is — as much as possible — to tailor a bank’s
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capital rules to the complexity of its risks. Thus, the advanced approaches of the Basel Il
NPR are targeted to large, complex banks. By the same token, the simpler Basel 11
approaches, as well as the forthcoming Basel IA proposal, have been developed with an
eye towards less complex banks with more traditional risk profiles and activities. In this
regard, we are very interested in comments on the appropriateness of permitting simpler
alternatives to the advanced approaches for our largest, most complex banks, especially
as it relates to safety and soundness and competitive equity concerns. I believe this is a
legitimate question, given that the largest banks in other Basel Il countries have the
option of simpler alternatives to the advanced approaches. On the other hand, as the
agencies note in the preamble to the NPR, virtually all non-US banks comparable in size
and complexity to our core banks appear to be adopting the advanced approaches, though
not with the changes that we propose in the NPR. I hope commenters will take all these
factors into account when responding to the question.

The agencies have also received comments from U.S. banks expressing concerns
about what they believe is the excessive conservatism of the NPR. Many of the specific
provisions of the NPR cited by the banks relate to safeguards put in place by the agencies
after an assessment of the results of our last quantitative impact study, discussed below,
including the enhancement of the NPR’s transition period to strictly limit potential
reductions in capital requirements through capital floors and other devices.

In previous Congressional testimony, in Basel Committee deliberations, and in
discussions with the industry and other supervisors, the OCC has repeatedly emphasized
that reforms to-our regulatory and supervisory structure must be adopted in a prudent,

reflective manner, consistent with safety and soundness and the continued competitive



123

strength of the U.S. banking system. In furtherance of those standards, the U.S. agencies
conducted Quantitative Impact Study 4 (QIS-4) in late 2004 and early 2005.

It is well known that QIS-4 helped us identify significant issues about Basel 11
implementation that have not been fully resolved. The QIS-4 submissions evidenced
both a material reduction in the aggregate minimum required capital for the QIS-4
participant population and a significant dispersion of results across institutions and
portfolio types. One measure produced by QIS-4 is the estimated change in “effective
minimum required capital,” which represents the change in capital components,
excluding reserves, required to meet the eight percent minimum total risk-based ratio.
This measure is independent of the level of capital actually held by institutions and of
their currently measured capital ratios. After application of a scaling factor as proposed
in the NPR, the decrease in effective minimum required capital compared to existing
standards was 11.7 percent, with a median decrease of 22.6 percent, aggregating over the
QIS-4 participants. Additional QIS-4 analyses also confirmed that the dispersion in
results — with respect to individual parameter estimates, portfolios, and institutions — was
much wider than we anticipated. In particular, the agencies’ additional analysis revealed
a wide dispersion of results between institutions with respect to individual credit
exposures and selected portfolios, even when controlling for differences in risk.

In short, the QIS-4 results and the inevitable questions they raise have been the
source of serious concern for the banking agencies. There is consensus among the
agencies that, if these were indeed the results that would be produced by a final Basel I
rule, that would be unacceptable. Having said that, there were very significant limitations

to QIS-4, and as a result, it would be a mistake to assume that the magnitude of the
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reduction and dispersion in capital requirements that were estimated would hold true with
a fully implemented Basel Il rule. In particular, because the regulators had not yet
specified all the requirements for a complete Basel! II regime, QIS-4 could not be
designed to take into account such requirements. Even more important, the integrity of
the final capital requirements produced by a “live” Basel I system will be affected
fundamentally by the scrutiny that examiners will apply to the inputs that banks will
provide to produce the final capital requirements. With a final rule, final supervisory
guidance, and rigorous examiner scrutiny, we believe the magnitude of capital reductions
and dispersion revealed by QIS 4 is likely to be mitigated.

Nevertheless, that outcome is not assured, and as a result, the process for
implementing Basel II as established in the NPR is designed to provide the OCC and
other ageneies a complete understanding of the Framework’s implications for the banking
system without risking unacceptable capital reductions. Specifically, the Basel [l NPR
includes several key elements that allow for the progress we believe is necessary, over
time, for risk management and supervisory purposes, while strictly limiting reductions in
risk-based capital requirements that might otherwise result from systems that have not
been proven.

The first element is a one-year delay in initial implementation, relative to the
timeline specified by the Basel Il Framework. As a result, the “parallel run,” which is the
pre-qualification period during which a bank operates IRB and AMA systems but does
not derive its regulatory capital requirements from them, will be in 2008. The parallel
tun period, which will last at least four quarters but could be longer for individual

institutions, will provide the basis for the OCC’s initial qualification determination for
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national banks to use Basel II for regulatory risk-based capital purposes. Following
initial qualification, a minimum three-year transition period would apply during which
reductions in each bank’s risk-based capital would be limited. These limits would be
implemented through floors on risk-based capital that will be simpler in design and more
conservative in effect than those set forth in Basel II. For banks that plan to implement
the Basel 11 Framework at the earliest allowable date in the United States, we are

proposing the following timetable and transitional arrangements:

Year Transitional Arrangements
2008 Parallel Run

2009 [95% floor

2010 90% floor

2011 85% floor

The OCC will assess national banks’ readiness to operate under Basel II-based
capital rules consistent with the schedule above and will make decisions on a bank-by-
bank basis about termination of the floors after 2011.

We will also retain the Prompt Corrective Action (PCA) and leverage capital requirements in
the proposed domestic implementation of Basel II. For more than a decade those provisions have
complemented our basic risk-based capital rules, and U.S institutions have thrived while building
and maintaining strong capital levels — both risk-based and leverage. This capital cushion has
proved effective, not only in absorbing losses, but also in allowing banks to take prudent risks to

innovate and grow.
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While we intend to be true to the timelines above, we also expect to make further
revisions to U.S. Basel II-based rules if necessary during the transition period (i.e., before
the system-wide floors terminate in 2011) on the basis of observing and scrutinizing
actual systems in operation during that period. That will allow us to evaluate the
effectiveness of the Basel II-based rules on the basis of real implementation and to make
appropriate changes or corrections while the prudential transition safeguards are still in
effect. In other words, we will have strict safeguards in place to prevent unacceptable
capital declines during the transition period, and if we believe that the rule would produce
such declines in the absence of these safeguards, then we will have to fix the rule. Of
course, any future revisions will also be subject to the full notice and comment process,
and we expect to look to that process where necessary to help resolve difficult issues.

Having said all of this — especially the need for caution during the transition
period — there may well be parts of the proposal that are overly conservative. The notice
and comment process will undoubtedly result in a complete discussion by commenters of
provisions that raise such concerns. I will carefully consider such comments, and to the
extent they are valid, I believe we should make changes to the rule before it becomes
final.

The OCC has been a frequent critic of many elements of the Basel IT Framework,
and we have worked hard to make important changes to the proposal that we thought
made sense. But it is also true that, at critical points in the process, the OCC has
supported moving forward towards implementation. Our reason for doing so is simple —
an appropriate Basel II regime assists both banks and supervisors in addressing the

increasingly complex risks faced by our largest institutions. While we may not have all
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the details of the proposals right yet, and we will surely make changes as a result of the
public comment process, I fully support the objectives of the Basel Il NPR. I want to see
these proposals work because I am convinced that, if they do, they will strengthen the

safety and soundness of the banking system.

Basel 1A

The complex Basel II NPR is neither necessary nor appropriate for the vast
majority of U.S. banks. Many of these institutions need meaningful but simpler
improvements in their risk-based capital rules to more closely align capital with risk. The
OCC’s primary objective in developing the Basel 1A proposals is to create a domestic
risk-based capital rule with greater risk sensitivity, but without unduly increasing
complexity or burden. That is no small challenge, and we recognize that there will be
limits in the level of risk sensitivity that we can achieve in a relatively noncomplex rule
designed for broad applicability to a vast array of credit exposures.

Nonetheless, we believe there are areas in which our current rules can be
significantly improved without requiring massive investments in new systems and
controls. In that respect, it is important to note that, unlike Basel 11, the Basel 1A
proposals are not intended, in and of themselves, to dramatically improve risk
management. Rather, they represent an effort to design a simple but better measure of
minimum regulatory capital requirements. Likewise, the results of Basel IA are not
intended to replicate Basel II results — but by moving risk measurements in the right
direction, we do expect to narrow some of the potential gaps between Basel IA and Basel

1 results,
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The agencies remain committed to issuing the Basel IA NPR in the near future.
We believe that overlapping comment periods for these two rulemakings is a critical
element of our on-going effort to assess the potential competitive effects of both sets of

proposals on the U.S. banking industry.

PROPOSED COMMERCIAL REAL ESTATE GUIDANCE

The agencies proposed guidance on January 13, 2006 to address sound risk
management practices for banks with concentrations in commercial real estate (CRE)
loans. The guidance focuses on concentrations in CRE loans that are particularty
vulnerable to cyclical commercial real estate markets, those where the source of
repayment primarily depends upon rental income from the property, or the sale,
refinancing, or permanent financing of the property.

Last year, banks held about $1.3 trillion in CRE loans nationwide ~ a 16%
increase in just one year. CRE lending is clearly an important and profitable line of
business for many banks, so it is not entirely surprising that our proposed guidance has
generated an outpouring of comment letters. We at the OCC have received more than
1,600. The concerns expressed in these comment letters have been amplified in many of
my face-to-face discussions with bankers, especially mid-size and community bankers.

These bankers point out that commercial real estate has been a very strong
business: the underlying collateral is real; demand has remained strong; and smaller
banks can compete. In this context, bankers worry that the proposed guidance will cap or

restrict their participation in one of their best performing sectors.
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That is not what the guidance is intended to do. The guidance is intended to
outline prudent risk management practices. Concentrations in commercial real estate
lending — or in any other type of loan for that matter — do raise safety and soundness
concerns. It is our job as regulators to focus institutions on ways to address those
concerns. But our message is not, “Cut back on commercial real estate loans.” Instead it
is this: “You can have concentrations in commercial real estate loans, but only if you
have appropriate risk management and capital to address the increased risk.” And in
terms of “the appropriate risk management and capital, ” we are not referring to expertise
or capital levels that are out of reach or impractical for community and mid-size bankers.

In response to some of the worries and misconceptions that have been expressed
about the proposed guidance, let me provide more detail about three points: why
regulators are concerned; what the guidance says to address those concerns; and, in
practice, what the guidance really means and does not mean.

In terms of our concerns, today 35 percent of national banks hold commercial real
estate Joans in amounts exceeding 300 percent of capital. Nearly all of these institutions
are mid-size or community banks which, as illustrated in the chart below, in the not-too-

distant past rarely exhibited this degree of concentration in this type of lending.
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CRE Loan Concentrations

National Bank CRE Concentrations as a Percentage of Capitai by Asset Size
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In some ways, the 45 degree slope of the red line speaks for itself, but let me
provide some additional context about what it means. Not very long ago, if a national
bank held loans of any type exceeding 300 percent of capital, that would have triggered a
serious discussion with the board of directors about plans for diversification and possibly
more capital.

Then as now, we emphasize the fundamental principle that loan concentrations
require enhanced risk management from bankers, and enhanced scrutiny from
supervisors. That is especially true if the concentration is in an asset category as volatile
as commercial real estate — a business well known for its sharp and unpredictable turns.

We saw this volatility most recently - and, for many bankers, disastrously — in the late
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1980s and early 1990s. The degree to which banks participated in the run-up of the
commercial real estate market in the early ‘80s proved to be one of the best predictors of
subsequent bank failure. On average, banks that failed had nearly three times as many

commercial real estate loans as a percentage of their total assets as banks that did pot fail.

Perhaps even more striking, all but the targest banks in that period had much lower
concentrations in commercial real estate than they do today. For example, in 1989
nationally chartered community banks as a group had commercial real estate loan
concentrations of approximately 169 percent of capital — compared to 308 percent today.
Thankfully, credit underwriting standards for commercial real estate lending
today are much more rigorous than they were in the 1980s. Nevertheless, we have seen
slippage at some banks in the last two years that has compounded our concerns with
increased concentrations. Beginning in 2003, the OCC conducted a series of “horizontal”
examinations — ones that focus on a single line of business across multiple institutions -
in order to supplement and deepen our regular examination analysis. We found erosion in
key areas: lengthening maturities, increasing policy exceptions, narrowing spreads, and
lack of independence and quality control in the appraisal process. As the attached chart
shows, our annual credit underwriting survey of the 73 largest national banks confirmed
that standards for underwriting all types of CRE loans eased again in 2006. While
underwriting standards generally remain acceptable, the easing trend is something we

will continue to watch closely.
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Our horizontal reviews also revealed that risk management practices had begun to

lag the risks raised by increasing commercial real estate concentrations. Some banks

demonstrated weaknesses in the fundamental risk management areas of board and

management oversight, sound underwriting and internal controls, risk assessment, and

monitoring ~ especially the type of monitoring that should be taking place through

effective management information systems. In other cases, banks were not taking

advantage of newer technological tools that help manage concentration risk, including

basic risk management models and stress testing methods. These tools do exist; they are

more powerful than ever before; and they are available to community and mid-size banks.
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In short, while we believe that commercial real estate concentrations can be safely
managed, they must be effectively managed in order to be safe. And because we were
seeing weaknesses in that management, we issued the proposed guidance.

The basic premise of the new guidance is unchanged from the 1993 interagency
guidance on commercial real estate lending, which the OCC updated and incorporated
into a separate examination handbook in 1998. It is this: where commercial real estate
loan concentrations exist, banks should have risk management systems and capital
appropriate to the risk of those concentrations. Indeed, at its core, the proposed new
guidance is simply a restatement and amplification of the supervisory guidance that the
agencies developed in the wake of widespread bank failures precipitated by commercial
real estate lending fewer than 20 years ago.

What the proposed guidance does for the first time is provide a simple definition
of what we mean by commercial real estate concentrations. This definition is intended to
answer the questions we have received over the years from many bankers frustrated with
the ambiguity and lack of clarity of our previous guidance. Specifically, the proposed
guidance provides more straightforward concentration thresholds that, once crossed,
trigger expectations for enhanced risk management and capital levels. The first threshold
is defined as those commercial real estate loans made for construction, land development,
or other land that in the aggregate exceed 100 percent of capital. The second threshold
applies when all commercial real estate loans made by a bank exceed 300 percent of
capital. Importantly, the definition excludes farm loans, residential loans, and owner-
occupied loans, where repayment depends upon the operating performance of a business,

but does include unsecured loans to developers and REITs.
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The agencies chose 100 and 300 percent as benchmarks after three years of
intensive discussions involving experts from the private ratings agencies, the banking
industry, and fellow regulators. These experts reported on their decades of experience in
assessing commercial real estate lending and correlating it with risk. The degree of
consensus on what constituted fair and reasonable benchmarks for concentration was
striking, and that consensus translated into the benchmarks that the agencies unanimously
proposed.

Having defined commercial real estate concentrations, the proposed guidance then
sets forth the agencies’ risk management and capital expectations for banks that have
concentrations. Regarding the former, the guidance elaborates on the principles and
components of an effective risk management program. For example, instead of simply
invoking the importance of effective board and management oversight, the guidance
discusses what that might include, such as timely reports on changes in market conditions
and the bank’s activity and risk profile. It further discusses the elements of a solid
information system that allows management to better understand risk by tracking
property type, geographic area, tenant concentrations, tenant industries, developer
concentrations, risk ratings, and the like. And it describes in detail enhanced underwriting
practices, so banks can take appropriate corrective action, if needed, before their next
examination.

In terms of capital, the proposed guidance is more general: it says simply that
banks with commercial real estate concentrations should hold capital higher than
regulatory minimums and commensurate with the level of risk in their commercial real

estate portfolios. While it is hard to argue with that basic proposition, commenters have
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indicated considerable uncertainty about what it will mean in practice, just as there have
been repeated questions about what we really mean by our discussion of effective risk
management practices.. I think it is important to address what the proposed guidance
would mean in practice, and what it would not mean, including several of the
misconceptions that surround the guidance.

Probably the most common concern expressed is that the 100/300 percent
thresholds will quickly turn into hard caps — that is, examiners will apply the guidance in
a way that will effectively leave banks no choice but to reduce their commercial real
~ estate lending in order to reduce their concentrations to levels below the thresholds.
Again, let me say categorically that this is not our intent. Far from being caps, these
numbers are simply screens to determine where enhanced risk management and adequate
capital is needed. Of course, those institutions that are unable or unwilling to make such
enhancements should reduce or avoid concentrations, but that is a very different point
from saying categorically that the thresholds are caps or limits. At the OCC, we are
emphasizing this very point — that the thresholds are triggers for better prudential
practices, not caps — in discussions with our examiners in every region of the country,
and we plan to further clarify this point in any final guidance.

The other concern most often expressed involves the capital part of the guidance.
Notwithstanding the actual language in the proposal, which is quite general, some
bankers are worried that supervisors plan to seize the guidance as an opportunity to
increase capital requirements for any institution exceeding the concentration thresholds.
Again, that is certainly not the intent of the OCC. It is true that the proposed guidance

calls for capital exceeding regulatory minimums for institutions that hold such
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concentrations. But the simple fact is that the overwhelming majority of such institutions
already hold capital cushions that exceed regulatory minimums by more than two
hundred basis points, and, as a result, these institutions generally would not be affected
by the capital adequacy part of the guidance.

More important, our focus in applying this guidance will be first and foremost on
risk management practices. To the extent that an institution with a concentration
exceeding one of the thresholds has enhanced risk management practices in place, or is
moving in that direction, our concern with increased capital is greatly reduced. By the
same token, an institution with a concentration but no prospect of enhancing risk
management practices within a reasonable period of time would indeed be a candidate for
capital above the regulatory minimums.

Finally, there is a certain amount of concern that the guidance will be
implemented in an arbitrary and inconsistent manner, disadvantaging some lenders and
benefiting others. In truth, one reason for issuing the guidance was that, over the decade
since similar guidance was last issued, bankers had complained about growing variances
in interpretation and application across charters and geographic regions. This was not
only a source of frustration and confusjon for the industry; it also tended to undermine
the credibility of our regulations and supervision. Our new proposed guidance is
intended in part to achieve greater consistency and a more level playing field among all
financial institutions.

In closing, any discussion of the supervisory implications of commercial real
estate lending inevitably evokes the banking crisis of more than a decade ago — a crisis in

which commercial real estate lending clearly played a critical role and left an indelible
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mark. It is hard to overstate the impact of that crisis on our economy, which ultimately
left more than 1,600 banks closed or in need of government assistance and nearly
bankrupted the deposit insurance fund. That experience profoundiy affected the views of
bank supervisors.

On the other side of the coin, many of us also have vivid memories of the so-
called “credit crunch” of the early 1990s, when credit for commercial real estate became
very difficult to find. Some argued that regulators had overreacted to the banking crisis
by mandating overly restrictive underwriting policies, while others believed that bankers
themselves were overreacting to the problems caused by past credit practices. Either
way, it was a painful period from which it took a good bit of time to recover.

Needless to say, when it comes to commercial real estate, regulators and bankers
should be doing all that we can to avoid both increased bank failures and a credit crunch.
The best way to do that is to address smaller concerns effectively before they grow into
much bigger problems that precipitate more extreme actions and reactions. That is
precisely what the proposed guidance is intended to do. As a result, we will continue to
work with our colleagues at the other agencies to address the concerns expressed in the
comment letters and to clarify that our focus is on the importance of sound risk
management practices.

Thank you very much.
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Chairman Bachus, and members of the Subcommittee on Financial Institutions and
Consumer Credit, my name is Jim Garnett, and I am the Head of Risk Architecture for Citigroup.
In that capacity, I am responsible for the implementation of the Basel II Capital Accord for
Citigroup within the United States and other countries in which Citigroup operates.

I am here today on behalf of The Financial Services Roundtable (“The Roundtable”). The
Roundtable is a national association of 100 of the largest integrated financial services firms in
the United States. Roundtable members provide banking, insurance, securities, and investment
products and services to consumers and business throughout the United States.

I would like to begin my testimony by emphasizing that The Roundtable strongly
supports the implementation of the Basel II Capital Accord (the “Accord™) in the United States.
The existing Basel I regime has become outmoded for our larger institutions that routinely
engage in sophisticated financial activities. Basel I does not accurately align regulatory capital
with risk, and as a result has the perverse effect of rewarding banks that hold riskier portfolios,
and penalizing banks that have more conservative banking practices. The U.S. needs to
modernize its capital regulations, and there are a variety of new approaches that all represent a
significant improvement over the current system, while the Basel I system could remain as an
option for smaller community banks that maintain a traditional balance sheet. In a modern
financial system, capital rules must be tied to economic risks. Inadequate regulatory capital
requirements create safety and soundness concerns. On the other hand, excessive regulatory
capital requirements constrain the lending and investment activities of the nation’s banks and,
thereby, reduce their ability to meet the credit needs of consumers and businesses.

The Accord establishes a three-part approach to capital regulation. Pillar] provides for

more risk-sensitive capital requirement for credit risk, market risk and operational risk. Pillar 2
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requires that banks assess the need to provide additional capital, if any, for risks not covered by
Pillar 1, such as credit concentration, and provides for supervisory review of a bank’s capital
adequacy and planning. Pillar 3 provides for market discipline through enhanced public
disclosure. These three Pillars are intended to better align regulatory capital to underlying
economic risks and to promote better risk management.

The Accord also is intended to promote consistency in international regulatory capital
standards. While this goal is important for all banks, it is a particularly important aspect of the
Accord for the members of the Roundtable that are active internationally. The harmonization
internationally of a capital framework assures that all banks will be competitive when operating
across national boundaries, and it avoids the significant compliance costs that would be
associated with different capital regimes in different countries. It is important to emphasize,
however, that competition and capital flows do not stop at national borders. Therefore, even
those U.S. banks that have mostly domestic operations will be put at a disadvantage if foreign
banks competing in the U.S. are subject to different capital standards.

Our concerns about the U.S. implementation of the Basel Il framework, and the fact that
the U.8. appears to be willing to significantly deviate from the international Accord, including
the failure to provide U.S. institutions with a range of compliance options, led us to write to the
four banking agencies on August 14 of this year. (A copy of the letter is attached to my
testimony.) The proposed deviations from the international standards for the advanced approach,
agreed to by all of the world’s leading banking authorities, including our own regulators, will not
only diminish the risk-sensitivity of this element of the Accord, but will also lead to unfavorable

competitive disparities. I would like to elaborate on these concerns.
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Diminished Risk Sensitivity

One of the key objectives of the Accord is to create an international capital framework
that is more risk-sensitive than the Basel I regime. Creating a risk-sensitive capital regime is
critically important for safety and soundness reasons:

o It aligns regulatory capital requirements with true economic risks.

e Ttrecognizes the benefits of modern risk-mitigation techniques.

s It reduces the current incentives for institutions to shift their best assets off-balance sheet
in order to achieve more favorable capital treatment.

Aligning capital with economic risk is also good for our economy. It ensures that
adequate capital exists to cover risk, but does not result in excess capital requirements, which
will have the economic effect of restraining the lending and investment capabilities of our
financial institutions.

Unfortunately, the proposed U.S. version of the Accord includes a number of provisions
that do not appear in the international Accord. These “add-on” provisions significantly diminish
the risk sensitivity of the rule. For example, the proposed U.S. version includes a 10 percent
limit on the amount aggregate minimum capital requirements may decline among Basel II banks.
This is an arbitrary limit, which has no relationship to economic conditions. In strong economic
cycles a drop in required regulatory capital of 10 percent or more may well be appropriate, and
would not pose any safety and soundnéss concern. This provision also is unnecessary in light of
Pillar 2, and the other supervisory tools currently available to the U.S. banking agencies to
mandate an increase in minimum capital.

The U.8. regulators also plan on permanently retaining the e;xisting minimum leverage

ratio. This is a blunt regulatory instrument that requires an institution to hold a fixed percentage
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of capital against total assets, regardless of risk. We recognize that the leverage ratio has had
strong support in the Congress. However, over the past decade banks and regulators have made
significant advances in risk management techniques. These advances are reflected in the
international Basel II Accord, and it is important to objectively review whether the leverage ratio
is still necessary in light of the new framework, or whether the leverage ratio is in fact
counterproductive to achieving a modern risk based capital system.

For many banks subject to Basel II, the leverage ratio will become binding. In other
words, more capital will be required to comply with the leverage ratio than to comply with the
risk based minimums. As a result, banks that invest in less risky assets will be penalized for such
a strategy, since the leverage ratio will not change no matter how conservative the bank operates.
Rather, some banks may be motivated to acquire riskier assets until their regulatory capital and
economic capital requirements are equalized.

Moreover, to the extent the leverage ratio results in a higher minimum capital
requirement than justified by the risk presented by the bank’s activities, the regulatory
requirement will have the effect of reducing the flow of credit to the economy. It will also make
U.S. banks a more attractive target for acquisition by foreign institutions that are not subject to
an equivalent leverage requirement.

While we do not support the permanent retention of the leverage ratio as referred to in the
draft US proposal, we do not object to retaining a modified leverage ratio rule during the capital

floor periods as an additional safeguard to mange the transition from Basel I to Basle IL
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Competitive Marketplace

Another basic objective of the Basel Capital Accord is to foster international consistency
in regulatory standards. Again, the proposed U.S. version of the Accord would frustrate this
objective. Foreign banks are not subject to the various “add-on” provisions that are broposed for
U.S. banks. They also have been permitted to implement the Accord more rapidly than U.S.
banks. As a result, foreign banks will have a distinct capital advantage over U.S. banks in
international markets. This not only helps them capture international business, but also gives
them an advantage in mergers and acquisitions.

Similarly, the SEC adopted capital rules for certain U.S. investment banks that are
consistent with the original Accord, and to date have not indicated any intent to modify these
requirements. Thus, these institutions, which actively compete with commercial banks both

domestically and internationally, will do so under a different, more advantageous capital regime.

The Costs of Compliance

The difference between the proposed U.S. version of the Accord and the version that is
being implemented in foteign countries also creates a costly compliance issue for large banks.
Large banks already have sophisticated internal risk models and risk management systems that
are designed to establish the levels of economic capital required to support their activities. As the
U.S. version of the Accord deviates from a truly risk sensitive system, the relationship between
the existing business internal models and systems and regulatory requirements diminishes. Asa
result, banks will be forced to spend, literally, millions of dollars to develop and maintain two
parallel systems for measuring risk: one that will be used for business purposes, and another that

will be used only for regulatory reporting purposes.
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What is the Rationale For the Proposed U.S. Version of the Accord?

What explains the proposed U.S. version of the Accord? The most obvious answer is the
quantitative analysis (the “QIS IV**). Preliminary results of that survey seemed to show that thé
original Accord could result in a significant decline in capital for large banks. That analysis
raised safety and soundness concerns among Members of Congress, competitive concerns among
smaller U.S. banks, and caused federal regulators to question the validity of the inputs used by
large banks in the survey.

In our opinion, the QIS IV quantitative analysis has assumed a greater significance than
is appropriate. First, it used the existing Basel I capital level as a baseline. If one of the key goals
of Basel II is to replace the non-risk sensitive Basel I regime with a more risk sensitive capital
regime that aligns regulatory capital to true economic risk, the limitations of using Basel I as the
baseline for measuring reform need to be understood. Second, the QIS IV measured only Pillar 1
risks. Tt did not evaluate the potential effect of capital for Pillar 2 risks. Finally, and most
significantly, the QIS IV analysis was conducted at an extremely strong point in the U.S. credit
cycle. What this means is that it examined the impact of the Accord on credit risk at a time when,
using a risk sensitive measure, minimum regulatory capital requirements would be expected to
be lower since the risks to the banks are lower when the economy is robust and credit is strong.

The Roundtable has data that indicates that if the analysis had been conducted during a
weak part of the credit cycle (e.g., the regession of 2001) the average minimum capital for large
U.S. banks under the Accord would have shown an increase in capital levels over the Basel 1
minimum. Additionally, it is important to distinguish minimum capital requirements from the

amount of capital an institution actually holds, which normally is well above regulatory
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minimums. Thus, it is our view that the safety and soundness concerns that followed the release
of the QIS 1V analysis were, to a large degree, overstated. The Accord appropriately recognizes
that minimum capital requirements should be reduced during good economic times, but then
appropriately increased during difficult economic times.

Additionally, we would suggest that if a bank’s capital plan called for excessive declines
in capital, Pillar 2 of the Accord is the proper tool for addressing this. Pillar 2 is the supervisory
review process that requires the regulators to assess a bank’s capital planning processes.

With respect to the competitive concern of smaller banks, the federal banking agencies
are addressing this concern through the development of the Basel IA proposal. Basel IA provides
smaller banks with a more risk-sensitive capital structure, and may be an appropriate choice for
many banks. The development of Basel A is a constructive step in the implementation of the
Accord in the United States, and we urge the federal banking agencies to publish the Basel 1A
NPR as quickly as possible.

Finally, we believe that concerns over the validity of existing internal models can be
resolved by the rigorous validation requirements in the rule, as well as through the supervisory
process. The large banks that use internal models have been doing so for years, and have
demonstrated their reliability throughout all phases of the credit cycles. Further, the largest U.S.
banks have fulltime, resident regulatory examination teams with detailed knowledge of and
access to the bank’s detailed capital management processes.

Our Recommendations

The answer to our concerns with the proposed U.S. version of the Accord is two-fold: (1)

harmonize the U.S. version of the advanced approaches with the internationally negotiated text;

and (ii) offer all U.S. banks the same options for compliance that are available internationally.
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Harmonization of the advanced approaches would ensure that those institutions that
choose to use the internal risk based models will have regulatory capital requirements that best
reflects the risk of their assets. It will enhance competition on the international level. 1t will
better align the actual business internal risk models and risk management systems with
regulatory requirements.

Offering various compliance options is likewise critically important. Options for US
banks should include the international Advanced approach and simpler approaches, which could
include Basel 1A and the international Standardized approach. We would also suggest that for
some small community based institutions, continued use of the existing Basel I standards may
well be appropriate.

Giving banks a choice of methodologies for risk-based capital compliance has several
benefits. It allows banks to choose among methodologies that are simple and transparent; it
assures a competitive marketplace both domestically and internationally; it ensures appropriate
minimum regulatory capital requirements; and it allows banks of all sizes to make their own
cost/benefit assessments of the risk sensitivity of each option.

We acknowledge that the introduction of options at this point in the rulemaking process
could result in some delay in the implementation of the Accord in the United States. We believe,
however, that any delay should be minimal. A Basel IA notice of proposed rulemaking is
expected to be released soon. The standardized approach (a summary of which is attached as an
appendix) has been part of the basic Basel II framework. Its terms and conditions are set forth in
great detail in the international Accord that the federal banking agencies approved in June 2004,

and those terms and conditions are fully known and understood by the federal banking agencies.
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On the whole, we do not believe material changes would be required and, therefore, the option

can easily be incorporated into the U.S. version of the Accord.

Conclusion

The development and implementation of a risk-based framework for U.S. depository
institutions that is consistent with the international community and creates a competitive
marketplace is extremely important, both for purpose of safety and soundness, and to ensure that
the capital resources of our nation’s banks are optimized for the benefit of our economy. The
Roundtable supports the development of a modern risk sensitive system, as developed by the
world’s leading developed countries represented on the Basel Committee on Banking
Supervision. Regulators in Europe and elsewhere have implemented the agreement consistent
with the original Accord. The current U.S. version of the Accord includes several provisions that
have not been adopted by other countries, and does not give banks a choice of compliance
methodologies, including the standardized approach. We urge the harmonization of the U.S.
version of the Accord with the version that is being implemented in other countries, and giving

all reasonable compliance options.

10
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THE STANDARDIZED APPROACH

Risk-Weights for On-Balance Sheet Items

The current Basel I framework establishes a relatively unsophisticated risk-based capital

standardized that places loans into broad categories, and does not evaluate counter-party risk. For

example, all commercial loans are given the same risk weigh (100%) and all traditional mortgage

loans are given the same weight (50%). The standardized approach significantly enhances the

risk sensitivity of the capital requirement by recognizing that different counter-parties within the

same loan category can present different risks. It also recognizes the value of various risk

mitigation techniques. The following examples illustrate the enhanced alignment between risk

capital under the standardized approach:

Claims Against Corporations — Claims against corporations are assigned a risk weight
according to the credit rating assigned to the corporation. Corporations with a credit
rating of AAA to AA- are given a risk weigh or 20%, corporations with a credit rating of
A+ to A- are given a risk weigh is 50%, corporations with a credit rating of BBB+ to BB~
are given a risk weight of 100%, and corporations with a credit rating of less than BB- are
given a risk weight of 150%. Unrated exposures receive a 100% risk weight.

Retail Exposuies (Loans to Individuals and Small Businesses) -- Loans to individuals and
small businesses, including credit card loans, installment loans, student loans, and loans
to small business entities are risk weighted at 75%, if the bank supervisor finds that the
bank’s retail portfolio is diverse. In comparison, retail and small business loans are
placed in the 100% risk weight basket under Basel 1.

Residential Real Estate -- Prudently written residential mortgage loans are risk weighted

at 35%. Although this capital charge is not adjusted for counter-party risk, the 35%
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charge is closer to the actual risk of these loans than the 50% charge under Basel 1.

¢ Commercial Real Estate Loans --In general, loans secured by commercial real estate are
assigned to the 100 percent risk basket. However, the Accord permits regulators the
discretion to assign mortgages on office and multi-purpose commercial properties, as
well as multi-family residential properties, in the 50 percent basket subject to certain
prudential limits. Under Basel I commercial real estate was assigned to the 100 percent
basket.

e (laims Against Sovereign Governments and Central Banks — Unlike the current Basel I
framework, which does not distinguish among OECD countries, the standardized
approach assigns risk weights to Government debt based on the credit rating assigned by

recognized Export Credit Agencies.

Off-Balance Sheet Items

Off-balance sheet items, such as loan commitments and guarantees, expose a financial
institution to credit risk. Under Basel I no conversion (and thus no capital) is required for short-
term exposures (one year or less). The standardized approach enhances risk sensitivity by
converting short-term exposures using a 20% conversion factor. As in Basel I, longer term

commitments are transferred using a conversion factor of 50%.

Credit Risk Mitigation
One of the most important differences between the standardized approach and Basel I is

the acceptance of credit risk mitigation techniques. These techniques generally are not
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recognized under Basel 1. The standardized approach enhances risk sensitivity by recognizing
credit risk mitigation techniques, such as the following:

s Collateral — The standardized approach affords banks two options for recognizing
collateral. Under the first option, a bank may use the risk weight attributed to the
collateral if it is lower than the risk weight of the counter party. Under the second option,
a discount is applied to the value of the collateral, based upon the credit rating of the
counter-party behind the collateral, or the bank may calculate its own discount based on

internal models.

o Netting — While Basel I recognizes certain bilateral netting agreements for derivative
contacts, the standardized approach recognizes a variety of legally enforceable netting
agreements.

» QGuarantees and Credit Derivatives — The standardized approach also improves risk
sensitivity by recognizing third-party guarantees and credit protection contracts that meet

certain conditions.

Standardized Approach - Securitizations

The standardized approach permits a bank to exclude securitized assets from the
calculation of risk weighted assets if the credit risk associated with the assets have been
transferred to third parties, and the bank does not maintain effective or indirect control over the
transferred exposures. The assets must be beyond the reach of the bank and its creditors.
However, the transferring bank may continue to service the assets. Banks that retain or acquire

positions in a securitization, or have an off-balance sheet exposure in a securitization, are
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required to hold capital with respect to these interests. The position is assigned a risk weight
basket depending on the credit rating of the exposure. Originating banks must deduct from
capital any “gain on sale” that results from the transfer of the asset into the securitization pool. If
a bank sells revolving assets (e.g. credit card receivables) into a securitization structure that
contains an early amortization feature, the bank will be required to hold capital against s
specified percentage of the assets sold into the securitization (the investor’s interest in the pool).
The percentage increases as the excess spread account (which serves to protect security holders)

declines.

Operational Risk

The Basel II Accord has three methods for determining a capital charge for operational
risk: (1) the basic indicator approach, (2) the standardized approach; and (3) the advanced
measurement approach (AMA). Under the standardized approach, a bank can select any one of
these methods for setting capital on operational risk.

¢ Basic Indicator Approach -- Under this approach the operational risk capital charge is set
at 15 percent of the institution’s net positive annual gross income.

e Standardized Approach -- This method divides a bank’s activities in eight business lines
(e.g. corporate, finance, retail, asset management, etc.). Gross income for each of the
eight lines is then multiplied by a specified factor, ranging from 12 to 18 percent. The
Accord also recognizes an alternative under which outstanding loans are substituted for
gross income with respect to retail and commercial banks.

¢ Advanced Measurement Approach (AMA) -- Under the AMA, the operational risk

capital charge will be determined by using the bank’s internal operational risk
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measurement system. The Bank must track internal operational risk loss data and assess
the relevance of that data to current operations. The data must capture all material
activities and exposures in all systems and bank locations. External loss data must be
used for events that are infrequent, yet potentially severe, such as an earthquake.
Scenario analyses including expert opinion input must be utilized for high-severity
events. The risk assessment should cover all key business énvironments and internal
controls factors. Risk mitigation will be recognized. However, the recognition of third

party insurance cannot exceed 20 percent of the total operational risk capital charge.
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RICHARD M. WHITING

EXECUTIVE DIRECTOR
August 14, 2006 AND GENERAL COUNSEL

The Honorable Ben S. Bernanke The Honorable John C. Dugan
Chairman Comptroller of the Currency
Federal Reserve Board of Governors 230 E Street, SW

20th and C Streets, NW Washington, DC 22019
Washington, DC 20551

The Honorable Sheila C. Bair The Honorable John M. Reich
Chairman Director

Federal Deposit Insurance Corporation Office of Thrift Supervision
550 17th Street, NW 1700 G Street, NW
Washington, DC 20429 Washington, DC 20552

Dear Chairman Bernanke, Comptroller Dugan, Chairman Bair, and Director Reich:

The development and implementation of a risk based capital framework for
U.S. depository institutions is extremely important, both for purposes
of safety and soundness and to ensure that the capital resources of our
financial institutions are optimized for the benefit of our nation’s
economy. The Roundtable supports the development of a modern risk
sensitive capital system, as developed by the world’s leading economic

countries represented on the Basel Committee on Banking Supervision.

Regulators in Europe and elsewhere have agreed upon a framework by which to
implement the international Accord. We are concerned that the implementation of the
Basel framework in the U.S. may deviate significantly from the international
framework. The deviation reflected in the draft rule will result in a less
risk-sensitive framework and will not reflect the capital modeling
actually used by many of our more sophisticated institutions. Further,

it would create competitive disparities with foreign competitors
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that would disadvantage U.S.-based financial organizations. For
foreign banks with a U.S. presence, it creates home/host compliance

problems.

In light of these concerns, we respectfully urge you to re-align the notice of
proposed rulemaking (“NPR”) with the Basel I Accord as the process moves forward.
This would more closely align the framework with actual market and business risks. We

urge the prompt conclusion of the rule making process.

We also strongly recommend that you give all banking organizations a choice of
compliance methodologies, which could include the standardized approach, as set
forth in the November 2005 revisions to the Accord.

The proposed changes we advocate on behalf of Roundtable member companies
would harmonize the NPR with international standards, and permit U.S. regulators to

move to greater mutual acceptance of capital standards with international regulators.

Sincerely

Richard M. Whiting
Executive Director and General Counsel

Catherine A. Allen
CEQ, BITS
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SUBCOMMITTEE ON FINANCIAL INSTITUTIONS AND CONSUMER CREDIT

UNITED STATES HOUSE OF REPRESENTATIVES
“A REVIEW OF REGULATORY PROPOSALS ON BASEL CAPITAL AND
COMMERCIAL REAL ESTATE”

September 14, 2006

CSE: A Framework for Prudential Supervision

Mr. Chairman and Members of the Subcommittee:

My name is Marc Lackritz, and I am President of the Securities Industry
Association (SIA)." Tappreciate the opporfunity to testify today on Basel 11 as
incorporated into the Securities and Exchange Commission’s (“SEC”) framework for
Consolidated Supervised Entities (“CSE”). Capital adequacy and prudential supervision
are absolutely fundamental to the regulation of the financial services industry, and we

commend the subcommittee for holding this timely hearing.

' The Securities Industry Association brings together the shared interests of more than 600 securities firms
to accomplish common goals. SIA’s primary mission is to build and maintain public trust and confidence
in the securities markets. SIA members (including investment banks, broker-dealers, and mutual fund
companies) are active in all U.S. and foreign markets and in all phases of corporate and public finance.
According to the Bureau of Labor Statistics, the U.S. securities industry employs nearly 800,000
individuals, and its personnel manage the accounts of nearly 93-million investors directly and indirectly
through corporate, thrift, and pension plans. In 2005, the industry generated an estimated $322.4 billion in
domestic revenue and an estimated $474 billion in global revenuves. (More information about SIA is
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My testimony will focus on three key points: 1) the origin of CSE; 2) how the
CSE structure operates; and 3) a brief discussion of how well the framework has worked

in practice.
Evolution of Framework

In response to global competition and customer demand for new products and
services over the last several decades, the number of large financial conglomerates has
grown significantly. These financial intermediaries — banks, brokers, and insurers — no
longer engage solely in activities that have traditionally been regulated on a purely
functional basis. As a result, both regulators and market participants recognized the need
to obtain a comprehensive view of afl of a firm’s activities, as distinct from an individual
Iiné of business. The risk of potential systemic problems in the capital markets led to the

conclusion that a form of consolidated supervision of such conglomerates was necessary.

In early 1996, the Joint Forum on Financial Conglomerates (“Joint Forum™) was
established under the sponsorship of the Basel Committee on Banking Supervision (the
group responsible for the various Basel Capital Accords), the International Organization
of Securities Commissions, and the International Association of Insurance Supervisors to
deal with issues common to the banking, securities and insurance sectors, focusing
especially upon oversight of financial conglomerates. In early 1999, the Joint Forum
published a collection of papers on this subject under the title of “Supervision of

2 That document proved to be very influential in Europe,

Financial Conglomerates.
particularly in the context of the European Union’s (“EU”) Financial Services Action
Plan (“FSAP”)’ that was developed to create a single market in financial services

throughout the EU.

* Supervision of Financial Conglomerates” Papers prepared by the Joint Forum on Financial
Conglomerates, February 1999,

? The FSAP is a set of 42 separate legislative and non-legislative measures in banking, insurance and
securities, which collectively provides a plan for European financial services market integration. It groups
the various proposals into three broad categories: 1) the development of a single EU institutional market; 2)
open and secure retail markets; and 3) developing state-of-the-art prudential rules and supervision.

2
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One of the top FSAP priorities was the development of legislation for the
prudential supervision of financial conglomerates, which ultimately resulted ina
document entitled the Financial Conglomerates Directive (“FCD™).* The FCD mandates
that any financial firm with significant operations in the EU demonstrate that it is subject
to and in compliance with a regime of consolidated supervision. Under the terms of the
FCD, any non-EU firm must prove that it is subject to consolidated supervision by its
home regulator that is “equivalent” to that required of EU firms. A failure to demonstrate
equivalency would require that the firm’s EU operations be “ring fenced” from the
remainder of its global activities, and that it have an EU regulator undertake supervision
of its EU-based operations. Although London is the most significant location for the EU-
based transactions of U. S. securities firms, the United Kingdom’s lead financial
regulator, the Financial Services Authority, expressed doubts about its ability to

adequately supervise a non-EU-based financial conglomerate.’

Similarly, EU representatives — after discussions with the SEC in 2001 and 2002 —
expressed doubt that the SEC’s existing supervisory regime applicable to the material
affiliates of broker-dealers would be judged “equivalent” to the EU requirements.
Consequently, the SEC undertook to craft a new regulatory framework for consolidated
supervision of major independent investment banks not otherwise subject to consolidated -
supervision. The agency published the initial CSE proposal in October 2003° and
received more than 20 responses from private and public commentators, both foreign and
domestic. The SEC then made a number of amendments to the proposal and finalized the
CSE framework in June 2004.”

* The FCD was finalized in December 2002, and made applicable to firms with financial years beginning
on or after January I, 2005. Directive 2002/87/EC of the European Parliament and of the Council, 16
December 2002,

* “We do not believe that it will generally be feasible for the EU coordinator to achieve the oversight of
major third conntry [i.e., non-EU] banking and investment groups and conglomerates necessary to assess
whether they have adequate capital and adequate systems and controls and management at the top of the
financial group. . . .. It is not likely, therefore, that we will apply worldwide group supervision to [such]
banking and investment or financial conglomerate groups.” “Financial groups,” Consultation Paper 204, p.
45, FSA and HM Treasury, October 2003.

© Rel. No. 34-48690 (Oct. 24, 2003), 68 Fed. Reg. 62872 (Nov. 6, 2003).

7 Rel. No. 34-49830 (June 8, 2004), 69 Fed. Reg. 34428 (June 21, 2004),
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Operation of Framework

Overview -- Under the CSE framework, the SEC supervises certain broker-
dealers, their holding companies, and affiliates on a consolidated basis, focusing on the
financial and operational status of the entity as a whole. The goal is two-fold: first, to
reduce the possibility that some problem within the holding company and/or an
unregulated affiliate could endanger regulated entities; and second, to reduce any

potential systemic threat to the capital markets as a whole.

Paralle! with the requirements of other global consolidated supervisors, the CSE
framework incorporates significant elements of Basel 1.5 Although Basel IT was not yet
in effect when the first CSE applications were approved, it is an element of the new
framework. Partly this was due to its status as an internationally agreed capital standard,
and partly based upon practical considerations. Otherwise, the CSE applicants would
have had to bear the cost of implementing Basel I on a firm-wide basis only 1o replace it
with Basel II shortly thereafter. The CSE framework permits the broker-dealer of a CSE
registrant that is judged as having strong internal risk management practices to utilize
their own mathematical modeling methods, such as value-at-risk (“VaR”) models and
scenario analysis, to compute their capital requirements. The SEC must be notified if the

broker-dealer’s capital falls below $5 billion.

Application process -- In reviewing a CSE application, the SEC staff assesses the
firm’s financial position, the adequacy of the firm’s internal risk management controls,
and the mathematical models the firm will use for internal risk management and
regulatory capital purposes. The staff also conducts on-site reviews to verify the
accuracy of the information included in the application, and to assess the adequacy of the

implementation of the firm’s internal risk management policies and procedures.

¥ Facing severe time constraints, the first SEC approved CSE applicant utilized Basel I, but subsequent
applicants implemented Basel 11,
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Additionally, a firm’s ultimate holding company must consent to group-wide
consolidated supervision by the SEC. Among other things, the firm’s holding company

must agree to:

o Maintain and document an internal risk management control system for
the affiliate group;

s Calculate a group-wide capital adequacy measure consistent with Basel
Standards;

» Agree to SEC examination of the books and records of itself and its
affiliates, where those affiliates do not have a principal regulator;

e Regularly report its financial and operational condition, and make
available to the SEC information about itself or any of its material

affiliates; and

e For those affiliates that are not subject to SEC examination, make
available examination reports of their principal regulators.

Continuing oversight -- Following approval, the SEC staff reviews monthly,

quarterly, and annual filings containing financial, risk management, and operations data
on the CSE registrant. These reports include consolidating financials (which show inter-
company transactions not included in the preparation of consolidated financial
statements) and risk reports substantially similar to those provided to the firm’s senior
managers. At least monthly, the holding company files a capital calculation made on a

consolidated, group-wide basis consistent with Basel standards.

Additionally, the SEC staff meets at least monthly with senior risk managers and
financial controllers at the holding company level to review the packages of risk analytics
prepared at the ultimate holding company level for the firm’s senior management. The
focus is on the performance of the risk measurement infrastructure, including statistical
models; risk governance issues, including modifications to and violations of risk limits;
and the management of outsized risk exposures. There are also quarterly meetings to
review financial results, the management of the firm’s balance sheet, and, in particular,
balance sheet liquidity. Also on a quarterly basis, SEC staff meets with the internal audit

department to discuss audit findings and reports that may bear on financial, operational,
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and risk controls. These regular discussions are augmented with focused work on risk

management, regulatory capital, and financial reporting issues.

In conjunction with the staff of relevant self-regulatory organizations, SEC staff
also conducts examinations of the books and records of the registered broker-dealer and
material affiliates that are not subject to supervision by a principal regulator. The
examinations focus on the capital calculation and on the adequacy of implementation of

the firm’s documented internal risk management controls.
Perception of the Framework

The first CSE applicant was approved on December 23, 2004 with four additional
applicants gaining approval between March and November 2005 Shortly after
publication of the final CSE framework by the SEC in July 2004, the EU provided
general guidance indicating that the framework is “equivalent” to the form of
consolidated supervision required under the FCD. And with the U.K.’s FSA acting on
behalf of the EU, that finding has been subsequently affirmed in its having made

equivalence decisions for cach of the individual CSE registrants.

There are at least two dimensions to these equivalency determinations. The CSE
framework itself had to demonstrate that it established a high standard for a registrant’s
internal controls, risk management infrastructure, and capital resources, and that it would
be applied in a rigorous fashion by regulators. But it was also necessary to show that
cooperation of supervisors across borders would be a central feature of the framework.
Each of the CSE firms has large and important affiliates that are functionally regulated in
other jurisdictions, in large measure by the FSA in London. While the SEC — as the
home regulator — must take the lead in overseeing these firms, foreign regulators have an

understandable and perfectly legitimate interest in knowing the overall financial

® On August 11, 2006, the SEC approved an application that will permit the broker-dealer of a bank holding
company already subject to consolidated supervision to utilize the alternative method of computing net
capital set forth in CSE. But as the SEC does not purport to provide consolidated supervision of the entity
as a whole, strictly speaking it is not a CSE firm per se.
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condition of the holding company, and obtaining some comfort that the local entity will
not be imperiled by events elsewhere in the group. A structure had to be created that
facilitates a high level of cooperation between U.S. and foreign regulators. The EU

decision on CSE equivalency is a clear statement that the framework is a solid success.

Conclusion

While all five CSE firms found the examination and implementation of the CSE
framework challenging and rigorous, they also found it to be flexible and practicable.
We wish to congratulate the SEC for the implementation of a new framework for
consolidated supervision in a very timely fashion. It required a great deal of work by the
Commission and its staff in a relatively short period of time, and we regard it as an

excellent example of prudential supervision.

The CSE firms also wish to thank this Committee — and members of the
Administration, particularly Treasury — for their interest in learning about the CSE
framework, and most importantly in ensuring that the process of finding of “equivalency”

by the EU was both fair and timely.

Thank you.
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Mr. Chairman, ranking member Maloney, and members of the subcommittee, my
name is James H. McKillop, lll. 1 am President and CEO of the Independent
Bankers’ Bank of Florida. | am also a member of the Federal Legislation
Committee of the Independent Community Bankers of America®. ICBA
welcomes the opportunity to testify on the bank regulatory agencies’ proposed
guidance on commercial real estate lending and on the agencies’ proposed
rulemaking to implement the Basel Il rules. This statement will first address the
CRE lending guidance and then turn to the Basel |l rulemaking.

1 want to compliment this subcommittee for taking up these difficult regulatory
issues late in the Congressional session. These proposals deeply affect
community banks and their ability to serve their communities. Your continued
oversight is very important.

Let me tell you something about me and the independent Bankers’ Bank (IBB). |
am a 6th generation Floridian; my family started there in the title business. The
business of my bank is concentrated in commercial real estate lending. We have
CRE loans equal to 600% of capital, 7 1/2 percent Tier 1 capital and a $3 million
dollar allowance for losses.

The IBB serves the loan, operational, and investment services needs of over 270
community banks throughout Florida, and the southern portions of Georgia and
Alabama. Of those customers, 135 own shares in the Bankers’ Bank. As a
bankers’ bank, we offer services only to community banks, not to the general
public. This unique focus on community banks has given me an opportunity to
hear and address the business challenges faced by community banks throughout
the region that we serve. We are headquartered in Lake Mary, Florida. As of
June 2006, IBB's total assets were nearly $435 million and we administered over
$2.0 billion in total resources.

Commercial Real Estate

The Office of the Comptroller of the Currency, Board of the Governors of the
Federal Reserve System, Federal Deposit Insurance Corporation and Office of
Thrift Supervision have propose reguiatory guidance entitled, Concentrations in
Commercial Real Estate Lending, Sound Risk Management Practices. The
proposed guidance would require banks with concentrations in commercial real
estate? lending (CRE) to tighten risk management practices and potentially

! The independent Community Bankers of America represents the largest constituency of
community banks of all sizes and charter types in the nation, and is dedicated exclusively to
representing the interests of the community banking industry. ICBA aggregates the power of its
members to provide a voice for community banking interests in Washington, resources to
enhance community bank education and marketability, and profitability options to help community
banks compete in an ever-changing marketplace. For more information, visit ICBA's website at
www.icba.org.

? The proposed guidance defines CRE loans as exposures secured by raw land, land

development and construction (including 1-4 family residential construction), multi-family property
and non-farm nonresidential property where the primary or significant source of the repayment is
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increase capital. The proposal contains thresholds for determining whether or not
an institution has a CRE concentration. According to the proposed thresholds,
many community banks would be considered to have a concentration in CRE
lending.

Summary of ICBA Views on CRE Guidance

ICBA is gravely concerned that the proposed guidance is seriously flawed and
we have strongly urged the banking agencies not to go forward with it in its
current form. ICBA has received many communications from bankers about the
proposed guidance and they are overwhelmingly negative. The regulators have
received over 1,000 letters, many raising concerns about the proposal.

Community bankers view the proposal as overly broad, defining concentrations
of risk in a manner that can not assess the true risk in a bank’s CRE lending.
Bankers are greatly concerned that they will need to rein in their CRE lending, if
the guidance goes forward in its current form, though they do not believe that the
risk in their portfolio warrants it. If they must decrease their CRE exposure, they
will decrease their ability to meet the lending needs of their growing, thriving
communities. Banks will suffer financially and so will their communities.

Community banks question the need for this new guidance; they believe that the
existing body of real estate lending standards, regulations and guidelines is
sufficient to guide banks through any weakness in the CRE market. Examiners
already have the necessary tools to enforce rules and regulations and address
unsafe and unsound practices; thus community banks view the new guidance as
unnecessary. They particularly object to the proposed concentration thresholds
as they believe the thresholds can give a misleading picture of risk exposure.

Banking regulators have stated that they have identified problems in “some”
banks, yet they would apply this guidance in a broad brush approach across the
entire industry, assuming many banks have problems. Instead, we believe that
examiners should identify and address CRE lending and risk management
problems, bank by bank.

While community banks are already employing many of the recommended risk
management principles, they view the recommendations regarding stress testing
and management information system improvements as costly, burdensome and
unnecessary for banks that already closely monitor their loans and customers.

For these reasons, ICBA has strongly urged the banking regulators not to go
forward with this flawed guidance as it was proposed.

derived from rental income associated with the property {that is, loans for which 50 percent or
more of the source of repayment comes from third party, nonaffiliated, rental income) or the
proceeds of the sale, refinancing, or permanent financing of the property. Loans to REITs and
unsecured loans to developers that closely correlate to the inherent risk in CRE markets would
also be considered CRE loans for purposes of the guidance.
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Background on CRE Proposal

When issuing the proposal, the banking agencies stated they had observed that
some institutions have high and increasing concentrations of commercial real
estate loans on their balance sheets, potentially making them more vulnerable to
cyclical commercial real estate markets. The regulators were particularly
concerned about concentrations in CRE loans where the source of repayment is
primarily dependent on rental income or the proceeds of the sale, refinancing or
permanent financing of the property. These loans may expose institutions to
unanticipated earnings and capital volatility due to adverse changes in the
general commercial real estate market, the agencies state. The banking
regulators have said that examinations have indicated that risk management
practices and capital levels of some institutions are not keeping pace with their
increasing CRE concentrations.

The proposal is intended to reinforce existing guidance relating to institutions with
CRE concentrations. The banking regulators state that this guidance is intended
to focus on concentrations in CRE that are particularly vulnerable to cyclical
commercial real estate markets.

Many community banks are likely to be effected by the proposal. The FDIC
estimated CRE loans constitute 258% of capital of the 8,235 banks with less than
$1 billion in assets. Many of these banks have relied on commercial real estate
lending for growth and profitability and may not have as diverse a portfolio as
banks with assets greater than $1 billion due to the more limited markets they
serve. CRE lending has made up at least two-thirds of asset growth at
community banks each year since 2001; a record 28% of total community bank
assets were in CRE loans as of March 2005.

ICBA Views on CRE Guidance

Community bankers recognize that they should prepare for any significant
downturns in the CRE market; they are very concerned that the proposed
guidance will unnecessarily constrain their ability to meet the needs of their
commercial real estate customers. Many community banks view the proposal
as a call to cut back on CRE lending. If a community bank must cut back, it
means cutting back on one of its more profitable business lines. But it also
means less money will be available to support community growth. Thisis a
particular concern to community banks serving smaller communities and
communities that have seen an influx of new businesses and residents.
Community banks have told ICBA that they can and do manage their CRE
portfolios in a safe and sound manner.

ICBA has urged the regulators to abandon the proposed concentration
thresholds and look at an institution’s credit risk and risk management practices
on a case by case basis. ICBA believes that the proposed threshold tests to
determine whether or not an institution has a concentration in commercial
real estate loans are seriously flawed and do not give a clear picture of risk.
They do not take into account the lending and risk management practices of
individual institutions. They do not recognize that different segments of the CRE
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markets have different levels of risk. Many community banks that exceed the
threshold tests point out that they have gone through the difficult credit cycles in
the 1980s and 1990s with less capital than they have now. They have learned
from past mistakes and have more capital and stronger risk management
systems than in the past and are now better equipped to handle future
downturns.

Community banks underwrite and manage CRE loans in a conservative manner,
requiring higher down payments or take other steps to offset credit risks and
concentrations. They carefully inspect collateral and monitor loan performance
and the borrower’s financial condition. Community bankers lend in their
communities and are close to their customers. Community banks believe they do
a better job monitoring these loans than do large nationwide lenders because
they are more likely to work one-on-one with the customer. They are positioned
well to know the condition of their local economy and their borrowers.

While many community banks already have capital in excess of current
minimum standards, they are concerned that the proposal calls for even
higher levels simply because their CRE lending exceeds the proposed
thresholds without any analysis of the actual risk. The proposed guidance is
unfairly burdensome for community banks that do not have opportunities to raise
capital or diversify their portfolio to the extent that larger regional banks can. The
CRE portfolios of many community banks have grown in response to the needs
of their communities. [If community banks are pressured to lower their CRE
exposures, their ability to generate income and more capital will be constrained
and they will loose good loans to larger competitors.

The proposal’s recommendations regarding management information
system reports will be particularly costly and burdensome to community
banks; the costs will most likely out weigh the benefits for smaller banks.
They find the guidance regarding stress testing of the portfolio and changes to
the management information systems called for by the guidance to be particularly
burdensome.

ICBA is also concerned that market analysts will misapply the guidance when
analyzing banks, using the thresholds to freat all CRE loans as having equal risk
without taking into account the quality of underwriting standards and risk
management practices or risk levels of individual loans when making buy, sell or
hold recommendations. Thus the public will be misled about the true risk in a
bank’s portfolio.

Comments on Aspects of the Proposal

Thresholds for Assessing “Concentration”

In proposing the guidance, the banking agencies focused on concentrations in
those types of CRE loans that are particularly vuinerable {o cyclical commercial
real estate markets. These include CRE exposures where the source of
repayment primarily depends upon rental income or the sale, refinancing, or
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permanent financing of the property. Loans to REITs and unsecured loans to
developers that closely correlate to the inherent risk in CRE markets would also
be considered CRE loans for purposes of the proposed guidance.

The banking regulators propose thresholds for assessing whether an institution
has a CRE concentration and should employ heightened risk management
practices. According to the proposal, if an institution exceeds or is rapidly
approaching the following thresholds, it has a concentration in CRE loans:

1. Total reported loans for construction, land development, and other land®
representing 100% or more of total capital;*

OR

2. Total reported loans secured by multifamily and nonfarm nonresidential
properties and loans for construction, land development, and other land®
represent 300% or more of total capital.

If the bank exceeds threshold (1), it should have heightened risk management
practices appropriate to the degree of CRE concentration. If the bank exceeds
threshold (2), it should further analyze its loans and quantify the dollar amount of
those that meet the definition of a CRE loan. If the institution has a level of CRE
loans meeting the CRE definition of 300 percent or more of total capital, it should
have heightened risk management practices described in the guidance. The
guidance may also be applied on a case-by-case basis to any bank that has had
a sharp increase in CRE lending over a short period of time or has a significant
concentration in CRE loans secured by a particular property type.

Owner occupied loans are excluded from this guidance because their risk profiles
are less influenced by fluctuations in the market. ICBA agrees that owner
occupied loans should be excluded from the calculations as they pose less risk,
but we also believe that loans made for the construction of 1-4 family homes
should be excluded since they will be owner-occupied, and thus less influenced
by market fluctuations. We also urged the banking agencies to clarify the
meaning of “owner-occupied” since it is not currently defined and is unclear, such
as when a loan is for a mixed use property when only a portion is owner
occupied. In our view when an owner occupies at least a portion of the building,
the risk profile is lowered.

% For commercial banks as reported in the Call Report FFIEC 031 and 041 schedule RC-C item
1a. For Savings associations as reported in the Thrift Financial Report, schedule SC lines SC230,
SC235, SC240, and SC265.

* Total capital is the total risk-based capital as reported in Call Report (FFIEC 031 and 041
schedule RC-R-Regulatory Capital, line 21). For savings associations as reported in the Thrift
Financial Report, CCR, Line CCR39.

° For commercial banks as reported in the Call Report FFIEC 031 and 041 schedule RC-C items
1a, 1d, and 1e. For savings associations as reported in the Thrift Financial Report Schedule SC
lines SC230, SC235, 8C240, SC256, SC260 and SC265.
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While the use of such thresholds could facilitate the monitoring of a particular
bank’s level of CRE lending and the level of CRE lending in the industry overall,
we do not believe that their use will give a reliable picture of the true level of risk
in a particular institution or the industry. The proposed thresholds can not
capture true risk because they can not take into account underwriting
standards and risk management practices. The thresholds treat all loans
within the calculation as having equal risk. For example, the second
threshold test assumes loans secured by multifamily properties to have the same
risk as land development loans, yet multifamily properties have historically
preformed far better.

Further, the proposed thresholds can not truly identify a concentration. For
example, a community bank with $100 million in assets with $80 million in loans
and 8 percent capital could reach the first threshold with just $8 million in loans
and the second threshold with $24 miflion in foans. This would represent only 10
percent and 30 percent of the entire portfolio, respectively, and does not truly
imply a concentration.

Banking is about making judgments and managing risk. We are concerned that
the proposal would inappropriately replace judgments with “pass/fail”
tests. Community banks are concerned that the proposed thresholds will
be arbitrarily used by examiners to assess risk: exceed them and the bank
is automatically a high risk institution and should raise more capital,
without sufficient regard to risk mitigating factors.

Each institution, its community, and thus its business, is different. Banking
regulators send examination teams on site because that is the best way to
ensure that they have a true picture of an institution’s financial condition and risk
management. We do not think arbitrary thresholds can replace this close up
perspective.

Application of Guidance By Market Analysts

ICBA has been greatly concerned that market analysts would apply the
proposed guidance as they analyzed the financial conditions of banks. In
June, ICBA wrote to the banking regulators about an article published on
RealMoney and republished on The Steet.com (attached) that raised a very
serious concern about the guidance. In if, the author Richard Suttmeier,
president of Global Market Consultants, Ltd. and chief market strategist for
Joseph Stevens & Co, applied the proposed concentration thresholds to the six
largest banks in the country and recommends adding to or reducing positions in
their stocks, based only on price targets and on their percentage of CRE loans to
capital. For example, he recommended that investors buy Bank of America stock
because its ratio is “29%, below the FDIC 100% threshold” whereas he
recommends immediately reducing holdings of BB&T Bank because its CRE
loans are “way above the FDIC's red line at 197%" for one threshold and “above
danger levels at 364%” for the second threshold.
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Clearly, this analyst saw the proposed concentration thresholds as absolute
cutoff levels, stating that when a bank’s commercial development loans exceed
100% of capital, “it's a warning.” When CRE loans exceed 300%, “it's a danger
sign.” The banking regulators stated that the proposed guidance is intended to
reinforce existing guidance for institutions with CRE concentrations and indicate
when they need to tighten risk management practices and potentially increase
capital. Yet, the proposed thresholds of concentrations are being treated
by this analyst as new buy/sell indicators for investment transactions,
regardless of other business or financial indicators for a financial
institution. We are extremely troubled by the application of the proposed
guidance in this manner.

Risk Management Principles
The agencies proposed several risk management principles to reinforce a safe
and sound real estate lending program.

Board Oversight
The proposal points out that the board of directors has the ultimate responsibility

for the level of risk taken by the institution. Therefore, the board or a board
committee should approve the overall CRE lending strategy and policies and
receive reports on the CRE market and lending activities. The board should
pericdically review and approve CRE aggregate risk exposure limits and
appropriate sublimits to correspond with changes in strategies or market
conditions. The board should also ensure that management compensation
policies are compatible with the institution’s strategy and do not create incentives
to assume unintended risks. This is the approach already in place in
community banks.

Strategic Plans
The bank must include the rationale for its CRE levels in its strategic plan,

analyze the effect of a downturn on earnings and capital, and have a contingency
plan. The agencies require that each bank adopt and maintain a separate written
policy that establishes appropriate limits and standards for all loans secured by
real estate. Loans exceeding the interagency loan-to-value {(LTV) guidelines
should be recorded and reported to the Board. Examiners will review these
reports to determine if they are adequately documented. Community banks
have told ICBA that they do not view this as a change from their current
practices.

Secondary Market Underwriting

According to the proposal, when a bank’s underwriting standards are
substantially more lenient than the secondary market standards, management
should justify the reasons why the risk criteria deviate from those of the
secondary market. Community banks have great difficulty in underwriting their
CRE loans to secondary market standards. For many of the CRE loans that
community banks make, there isn’t a ready secondary market—certainly not like
that which exists for residential mortgages. Many of the loans are for projects
that are too small or that have characteristics that make them unsuitable for
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securitization. Many community banks still hold residential mortgages in portfolio
because they do not meet secondary market underwriting standards, but that
does not make them inherently riskier. In our view, the same can be said for
CRE loans. Thus, this portion of the guidance is not practical for
community banks and many of the CRE loans they make.

The regulators also suggest that banks use secondary market sales or
securitizations to manage concentration levels. This is not a realistic option for
many community banks. While they may be considered to have a concentration
of CRE loans, due to their size, it does not equate to a large volume of loans.
Secondary markets and securitizations depend on volume and community banks
often are frustrated because they do not have sufficient volume for these to be
viable options.

Risk Assessment

According to the proposal, banks must measure and control commercial real
estate risk at the portfolio level by identifying and managing concentrations,
performing market analysis, and stress testing. The proposed guidance states
that a bank’s management information system (MIS) should provide meaningful
information on CRE portfolio characteristics that are relevant to the institution’s
lending strategy, underwriting standards and risk tolerances. Banks are
encouraged to analyze the portfolio by property type, geographic area, tenant
concentrations, tenant industries, developer concentrations, and risk rating. The
system should maintain the appraised value at origination and subsequent
valuations. Other measurements should include loan structure, loan type, loan-
to-value limits, debt service coverage, and policy exemptions.

Banks are encouraged to stress test the CRE portfolio against changing
economic conditions. The agencies state they realize stress testing is an evolving
process and encourage banks to consider its use as a risk management tool and
to periodically review the adequacy of stress testing practices relative to CRE risk
exposures. The complexity of a bank’s stress testing practices should be
consistent with the size and complexity of its CRE loan portfolic.

Community banks believe that the proposal’s recommendations regarding
MIS enhancements and stress testing are particularly costly and
burdensome to community banks; the costs will most likely out weigh the
benefits for smaller banks, with the result being an unwarranted and
unnecessary contraction in CRE lending. While by the proposed thresholds a
community bank may be deemed to have a concentration in CRE loans, it may
not equate to a large number of loans due to the bank’s size. Community banks
typically operate in a limited geographic area, enabling them to closely monitor
the economic status of individual borrowers, the industry and the community.
Thus, we do not believe that the regulators shouid put out a general call for
increased MIS systems and stress testing. Rather they should look at the
particular needs of an institution during the examination process and urge
enhancements when they find that existing systems and are lacking.
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Capital Adequacy

The proposal states that minimum levels of regulatory capital do not provide
banks with a sufficient buffer to absorb unexpected losses arising from loan
concentrations. A bank with a CRE concentration should recognize the need for
additional capital support for CRE concentrations in its strategic, financial, and
capital planning, including an assessment of the potential for future losses on
CRE exposures, the guidance says. Institutions with high or inordinate risk are
expected to operate well above minimum capital requirements. In assessing
capital adequacy, regulators will consider the bank’s analysis, the level of risk in
the portfolio and the quality of the bank’s risk management practices.

Most community banks already hold capital levels well above regulatory
minimums and are concerned that the proposed guidance could require them to
hold even more. We question whether the proposed guidance regarding
capital levels is consistent with risk based capital requirements currently in
place that assess capital adequacy based on risk inherent to an asset class
and consistent with existing regulatory requirements that tie capital
requirements to loan-to-value ratios.

ICBA has urged the banking regulators to not arbitrarily require banks to hold
more capital (or require them to decrease CRE lending) simply because they
pass certain thresholds of CRE loans to capital. Community banks believe the
suggestion that they would need more capital if they are identified as having a
CRE concentration does not recognize the fact that risk-based capital standards
can and should address risk based on asset risk. Guidance pertaining to capital
should be consistent with existing capital rules and guidance.

The allowance for loan losses is another means of protecting an institution that
should be a consideration in determining the effects of potential concentrations
on capital adequacy. However, banks should not be required by their regulators
to increase their reserves based on arbitrary tests for the amount of CRE loans, a
measure that may or may not be a true indicator of loan losses.

Hurricane and Other Disaster Areas

The proposed guidance is particularly troublesome for community banks located
in areas affected by Hurricanes Katrina and Rita and other disaster areas where
rebuilding efforts are very likely to cause them to have CRE concentrations. We
have urged the regulators that should they go forward with this guidance, to
either exempt community banks operating in these locations from the guidance
or provide them maximum flexibility to continue their support of rebuilding efforts.

Summary and Recommendations on CRE Guidance

ICBA strongly urged the banking regulators not to go forward with the guidance
as proposed. Regulators should instead rely on existing rules, regulations and
guides for management of risks in CRE lending to ensure banks take appropriate
steps to protect their safety and soundness when they are experiencing high
levels of lending growth, particularly in industries such as CRE where history
demonstrates that significant downturns can occur.
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Community banks object strongly to the proposed thresholds for determining
CRE concentrations as they do not believe that they are reliable measures of the
true risk in an institution. Community banks have taken significant steps since
previous CRE downturns; they underwrite loans conservatively, have better staff
resources and higher capital and thus are in a better position to withstand
weakness. Because they lend in limited geographic areas and typically have a
close customer relationship, they are in a good position to closely monitor their
CRE loans and economic factors impacting them.

The banking regulators should address problems on an individual bank basis,
rather than issue broad “one size fits all’ guidance that may cause community
banks to curtail their CRE lending when it is not necessary for safety and
soundness. If a broad message is sent across the banking industry that absolute
levels of CRE lending are inherently unsafe and unsound, banks will respond and
cut back on CRE lending, which will unnecessarily curtail their earnings ability
and the growth of their communities.

We urged the regulators not to go forward with the guidance as proposed and
instead send a clear message to banks and their examiners that growth in CRE
lending can occur, consistent with safety and soundness, when banks take the
steps to manage it properly.

Basel Il and Basel IA

This subcommittee has played a key oversight role in the development of the
United States’ position on Basel Il. Legislation members introduced last year, the
United States Financial Policy Committee For Fair Capital Standards Act (H.R. 1226),
clearly signaled that you expected the views of every agency and type of
institution considered in this process.

Last week, the banking agencies issued for comment a notice of proposed
rulemaking (Basel Il NPR) that would implement new risk-based capital
standards in the United States for large, internationally active banking
organizations. The proposed Basel Il rules would require some and permit other
banks to use an internal ratings-based approach (IRB) to calculate regulatory
credit risk capital requirements and advanced measurement approaches (AMA)
to calculate regulatory operational risk capital requirements. Banks with
consolidated total assets of $250 billion or more or with consolidated total on-
balance sheet foreign exposure of $10 billion or more would be subject to the
proposed Basel Il rules. Other banks would have the opportunity to opt-in to the
new capital standards provided they receive the approval of their primary federal
supervisor.
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Summary of ICBA’s Position on Basel ll and IA

» Although ICBA commends the banking agencies for their decision to retain
the leverage capital ratio as part of Basel Il and to include other
safeguards during the fransition period, ICBA remains concerned that
Basel I may place community banks at a competitive disadvantage.

« ICBA is also concerned about the costs and complexity of Basel 1l and the
ability of Basel ll adopters to understand and implement the new accord.
ICBA supports allowing the Basel Il banks the option of using the
“standardized approach” in lieu of the advanced approach.

« ICBA fully supports the current effort by the regulators to revise Basel | to
enhance its risk-sensitivity and to address any competitive issues with a
bifurcated framework; provided that the new rules give highly capitalized
community banks the option to continue using the existing risk-based
capital rules.

» During 2008—the year of the parallel run (when both Basel | and Il capital
will be calculated)--ICBA strongly recommends that the agencies conduct
a fifth quantitative impact study to determine the impact that a revised
Basel | would have on minimum risk-based capital and whether the
competitive disparities between the Basel | and Basel Il accords would be
mitigated by a Basel IA. If QIS5 indicates that there continues to be a
competitive disparity between Basel Il and Basel IA, then the three year
fransition period should be put on hold until the regulators fundamentally
revise Basel Il

ICBA Strongly Supports Retention of the Leverage Capital Ratio

As proposed by the agencies last week, the Basel il banks will remain subject to
the tier 1 leverage ratio (e.g., tier 1 capital to total assets) and the prompt
corrective action regulations mandated by the Federal Deposit Insurance
Corporation Improvement Act of 1991 (FDICIA). ICBA commends the banking
agencies for proposing to retain the tier 1 leverage ratio as part of the
Basel ll. ICBA strongly believes that retention of the leverage ratio is
essential to maintaining the safety and soundness of our banking system
and is a needed complement to the risk-sensitive Basel li framework that is
based only on internal bank inputs. Capital requirements under Basel il
depend heavily on the answers to questions that vary from bank to bank and
have no objectively best answer. No matter how refined a risk-based capital
framework the regulators come up with, there will always be a need for
straightforward capital minimums.

Furthermore, it is very important to our economy that regulators maintain a
minimum capital cushion for our largest financial institutions that pose the
greatest risks to our financial system. If a trillion dollar financial institution were
to become significantly undercapitalized or fail, the consequences to the FDIC’s
Deposit Insurance Fund and our economy would be enormous. As then
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Comptrolier of the Currency John Hawke said before the Senate Banking
Committee, “Reducing the leverage ratio would undermine our whole system of
prompt corrective action which is the foundation stone of our system of
supervision...I think we need to reach an appropriate accommodation where we
try to make our basic system of regulatory capital rules more risk-sensitive, but
we shouldn’t do that at the price of dismantling or significantly impairing the basis
for our supervision of U.S. banks.”®

ICBA Supports the Transitional Capital Floors

Beginning in 2008, the Basel Il banks will be able to conduct a parallel run--
calculating their capital using both the present risk-based capital rules of Basel |
and the advanced approaches of Basel ll. During a three-year transition period
from 2009 to 2011, Basel Hl banks would be subject to "transitional floors” that
would limit the reduction of their minimum risk-based capital requirement in any
year to 5%. ICBA commends the banking agencies for proposing to adopt
these transitional floors as well as committing to significantly modifying
the supervisory risk functions of Basel Hl if, during the three-year transition
period, there is a ten percent or greater decline in aggregate minimum risk-
based capital of Basel Il banks as compared to minimum required risk-
based capital as determined under the existing Basel | rules. We believe
that any change 10% or greater would warrant a fundamental change to the
Basel ] rules.

ICBA Remains Concerned about the Competitive Inequities

Despite the safeguards incorporated into Basel Il mentioned above and the
efforts by the regulators to revise Basel |, ICBA remains concerned that
Basel Il may place community banks at a competitive disadvantage. The
IRB approach of Basel Il will yield lower capital charges for residential mortgage,
retail and small business loans for Basel |l adopters, the very credits where
community banks compete with large institutions. An individual loan has the
same risk to an institution whether a community bank makes the loan or a mega-
bank makes it. 1t is not appropriate for the risk-based capital charge attendant to
that loan to be widely divergent depending on whether the loan is made by a
Basel | or a Basel Il bank.

The results of both the third and fourth Quantitative Impact Studies (QIS3 and
QI84) have confirmed our concerns about the competitive equities of the new
accord. These studies show dramatic reductions in capital for residential
mortgage credits, small business credits and consumer credit. For instance,
QIS4 indicates that for the Basel Il banks, there would be a 79% median
percentage drop in minimum required capital for home equity loans, a 73% drop
for residential mortgage loans, and a 27% drop for small business loans. For all
credits, risk-based capital requirements would decline by more than 26%. If one
considers that the current minimum capital requirement under Basel | for
mortgage loans is 4%, an average drop of 79% would mean that minimum capital

® Testimony before the Senate Banking Committee {(April 20, 2004}
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requirements for the Basel Il banks would be less than 1% for these types of
loans.

Since there is a cost to a bank for maintaining capital, the lower capital
requirements would most likely result in a cost advantage, and correspondingly a
pricing advantage, in retail credits for large banks that are subject to Basel Il
The lower capital requirements will also make it easier for the Basel Il banks to
achieve a higher return on equity (ROE). In order to compete with the cost
advantage and the higher ROEs of Basel Il banks, community banks may
be forced to make concessions in pricing and underwriting guidelines that
could impair their profitability, and ultimately their viability.

ICBA also fears that Base! | will further accelerate the consolidation in the
banking industry. Lower capital levels that large banks obtain under Basel Il will
likely result in more acquisitions of smaller banks by larger banks seeking to
tever capital efficiencies. As more of the larger banks opt-in over the long-term,
this may eventually threaten the viability of community banking. Since most
community banks will remain under Basel |, they will have difficulty competing
against bigger Basel l| banks that benefit from reduced capital requirements and
higher returns on equity. Basel | banks will become likely takeover targets for
Basel Il banks that believe they can deploy Basel | bank capital more efficiently.
As more Basel | banks are left with riskier assets, lower credit ratings and higher
costs of liabilities, they will find it more difficult to compete for the higher quality
assets.

A paper released last year by J.P. Morgan Securities Ltd London entitled “Basel
I—And the Big Shall Get Bigger” concludes that if Basel il were to be adopted in
its present form, the Basel Il banks would have a "decisive competilive
advantage” over other banks and will ook to expand and arbitrage their capital
by purchasing smaller, less sophisticated banks. As for the effect of Basel Il on
community banks, J.P. Morgan says:

it is difficult to see the future for the smaller community banks in this
‘brave, new world'. This has not gone unnoticed as the S&P notes “U.S.
community bankers are up in arms against Basel ||, saying it gives an
unfair advantage in leverage and pricing to large internationally active
competitors over smaller domestic banking groups”. This seems to be
backed up by available information, from which it would appear that the
large US and European banks are much more advanced in terms of
implementing Basel Il as well as likely to be big new beneficiaries of the
process. We believe the best opportunities for smaller banks to combat
this is perhaps through more cooperation with each other, to share data,
bear costs and even swap assets. An alternative seems to be buying the
risks that the bigger players do not want, which may mean the potential of
adverse selection in credit risks. In our opinion, this is not a recipe for
long-term success.”
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Community banks play not only a strong role in consumer financing in this
country but also a critical role in small business financing. Commercial banks are
the leading suppliers of credit to small business, and community banks account
for a disproportionate share of total bank lending to small business. Community
banks account for 33 percent of small business loans, more than twice their
share (15%) of banking assets. Because of the important role small
businesses play in the economy (more than half the private sector
workforce and two-thirds to three-quarters of new jobs), it is imperative to
consider the competitive impact Basel ll will have on community banks and
their small business customers.

Basel Il is Too Complex and Costly

ICBA has always been concerned about the complexity of Basel Il and the ability
of Basel Il adopters to understand and implement the new accord as well as the
consequences if a mistake is made. The wide diversity in the results from QiS4
suggests that Basel il is too complex and that banks will have difficulty in
applying the new accord consistently. Capital requirements in Basel ll are very
sensitive to inputs. Achieving consistency in Basel {l depends on the idea that
every bank will eventually adopt a common method for estimating their risk inputs
leading to a convergence in the capital treatment of similar loan portfolios across
banks. However, at least as indicated by the results of QIS4, there seems to be
little commonality in the approaches that various banks used to estimate their risk
inputs.

ICBA is also concerned about the high compliance and supervisory costs of
Basel Il. For example, nineteen of the twenty-six banks that participated in QIS4
indicated that it would cost $791 million over the next several years to implement
the new accord. This estimate did not include the implicit costs of Basel ll-the
increased time and attention required of bank management to introduce and
monitor the new programs and procedures. The OCC has estimated that its total
2005 costs for Basel Il amounted to $7.1 million. Assuming that supervisory
costs will increase during the Basel Il transition period and that the other three
banking agencies will incur comparable costs, it is easy to see that total
supervisory and compliance costs for Basel Il during the transition period will
exceed $1 billion,

ICBA has recommended that the bank regulators consider ways of
simplifying Basel Il to reduce total compliance and supervisory costs and
to insure that banks will understand the formulas and apply them
consistently. The new accord and its capital formulas should not be so complex
that banks cannot consistently apply the formulas and come to similar
conclusions. Regulators shouid be able to readily spot intentional or
unintentional errors or omissions in the formulas that are used. Basel il should
also be simple enough that bank directors can monitor its implementation and
auditors can certify to them as part of their internal control audits.
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To reduce the costs and complexity of Basel Il and enhance its flexibility,
ICBA supports allowing the Basel Il banks the option of using the
“standardized approach” of the new accord in lieu of the advanced IRB
approach. The standardized approach would provide a simpler and cheaper
alternative for measuring credit risks and would be attractive option for smaller,
less complex Basel ll banks. The standardized approach would require fixed
risk-weights to be applied to different assets much like Basel 1A and would align
risk weights with a borrower’s creditworthiness as indicated by the borrower’s
external credit rating. Unlike Basel IA, banks using the standardized approach
would have to assess operational risks. ICBA believes that the use of the
standardized approach by the Basel Il banks would reduce the impact on risk-
based capital by those banks and would mitigate to some extent, the competitive
disparity between Basel | and Il

ICBA Fully Supports a Basel IA

ICBA fully supports the current effort by the regulators to revise Basel | to
enhance its risk-sensitivity for non-Basel Il banks and to address any
competitive issues with a bifurcated framework; provided that the new
rules give highly capitalized community banks the option to continue using
the existing risk-based capital rules. ICBA commends the issuance late last
year of an Advance Notice of Proposed Rulemaking concerning a revised Basel |
(ANPR) and looks forward to commenting on a notice of proposed rulemaking
regarding a revised Basel | which is expected to be issued in the next few weeks.

ICBA supported the ANPR's proposal to add risk categories to Basel | to
enhance its risk-sensitivity and to align capital requirements with risk levels. The
risk-weightings of these categories should be modernized to better match current
knowledge about actual risk exposures. More specifically, ICBA supported the
proposal in the ANPR to add additional risk weights (e.g., a 20 percent and 35
percent category) for assessing a bank’s one-to-four family mortgage portfolio
and to base those risk weights on loan-to-value ratios. If risk-weights are based
on LTV ratios, we would recommend that a mortgage loan LTV ratio be
determined at the time the mortgage is originated and that banking institutions
have the flexibility of changing or updating the risk weights of their mortgage
loans as normal principal payments are made and/or as the LTV ratios change.
While we acknowledge that pairing credit scores with LTV ratios might enhance
the risk sensitivity of the mortgage loan risk weight categories, we believe the
regulatory burden of including credit scores with LTV ratios outweigh the
benefits.

For smalt business loans, ICBA recommends that the agencies establish a 75
percent risk weight category for small business loans that are under $2 million
and that are (1) fully collateralized, (2) amortizable over a period of 10 years or
less, and (3) have been originated consistent with the banking organization’s
underwriting policies. ICBA also agrees with the concept of using external credit
ratings to enhance the risk-sensitivity of Basel | and supports the use of different
risk weight categories for categorizing rated investment securities. ICBA agrees
with the agencies that the current zero percent risk weight for short- and long-
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term U.S. government and agency exposures that are backed by the full faith and
credit of the U.8. government should be retained as well as the 20 percent risk
weight for U.S. government-sponsored entities and for general obligation
municipal securities.

ICBA Strongly Supports a Basel IA Opt-Out Provision for Community
Banks

ICBA has urged the regulators to adopt an “opt-out provision” as part of a
revised Basel | that would give highly capitalized community banks the
option to continue using the existing risk-based capital rules and avoid the
regulatory burden of more complex risk-based capital rules. Many
community banks have excess capital and would prefer to remain under the
existing risk-based capital framework without revision to avoid unnecessary
regulatory burden. This is particularly true for smaller banks that are
management-owned, otherwise closely held, or not publicly traded, or banks in
rural or other smaller markets. These banks generally hold higher amounts of
capital than regulatory minimums-—many significantly higher—for a variety of
reasons including a conservative philosophy or lack of ready access to raise
capital in the capital markets. For instance, the average total risk-based capital
ratio for banks under $100 million in assets is 19.7% and for banks between
$100 million and $1 billion is 14.55% according the FDIC’s latest Quarterly Bank
Profile.

For highly capitalized banks, computing risk-based capital minimums and ratios
using the contemplated Basel IA could present a significant regulatory burden
with no corresponding benefit. This is particularly true since the agencies expect
that if Basel |A is adopted, changes in reported Call Report data will be
necessary in order to capture the additional information for LTV ratios and other
risk driver data points such as collateral, loan size, term to maturity, etc. We
recommend that the opt-out provision be limited to community banks with under
35 billion in assets that have capital-to-asset leverage ratios of 7 percent or
higher.

ICBA Recommends a QIS5

During 2008—the year of the parallel run--ICBA also strongly recommends
that the agencies conduct a fifth quantitative impact study to determine the
impact that a revised Basel | would have on minimum risk-based capital
and whether the competitive disparities between the Basel | and Basel If
accords would be mitigated by a Basel IA. We believe that a one-year period
should provide sufficient time for the agencies to collect the data, compare the
two accords, and determine the competitive effects. If, by the end of 2008, the
results of QIS5 indicate that there continues to be a competitive disparity
between Basel |A and Basel Il, then the three-year transition period should be
put on hold until the regulators determine how to fundamentally revise Basel Il

17
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Conclusion

The ICBA again appreciates the opportunity to present our views on the
proposed commercial real estate guidance and proposed international capital
standards. We believe that the CRE guidance is seriously flawed and could
undermine community banks’ ability to serve their growing communities. Rather
than imposing a one-size-fits-all approach, the agencies should use existing
policies and procedures to ensure that, on a bank-by-bank basis, risks from all
types of lending — including commercial real estate — remains at acceptable
levels.

ICBA remains concerned that Basel Il may place community banks at a
competitive disadvantage. Improvements to Basel |, a Basel IA, could help
mitigate that disadvantage. As it implements these proposals, the agencies
should conduct a fifth quantitative impact statement to measure their effect on
competition and on minimum risk-based capital levels. If, by the end of 2008, the
results of a fifth quantitative impact statement indicate that there continues to be
a competitive disparity between Basel 1A and Basel |i, the three-year Basel ||
transition period should be put on hold until the regulators determine how to
fundamentally revise Basel 1l

Attachment:
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Honorable Susan Schmidt Bies

Board of Governors of the Federal Reserve System
20" and Constitution Avenue, NW

Washington, DC 20551

Honorable John C. Dugan
Comptrotler of the Currency
205 E Street, SW
Washington, DC 20219

Honorable Martin J. Gruenberg
Acting Chairman

Federal Deposit Insurance Corporation
550 17 Street, Room 6000
Washington, DC 20429

Honorable John M. Reich
Director

Office of Thrift Supervision
1700 G Street, NW, 5 Floor
Washington, DC 20552

Dear Sirs and Madam:

A recent article (attached) raises a very serious concern about the pending interagency
guidance on commercial real estate lending. The article treats the proposed thresholds as
new buy/sell indicators for investment transactions, regardless of a bank’s other business
or financial indicators. We are extremely troubled by the application of the praposed
guidance in this manner.

The article’s author, Richard Suttmeier, president of Global Market Consultants, Ltd. and
chief market strategist for Joseph Stevens & Co, applies the proposed concentration
thresholds to several banks and recommends adding to or reducing positions in their
stock, based only on price targets and on their percentage of CRE loans to capital. The
largest banks fare well in this analysis because their huge size means lower ratios of CRE
foans to capital. For example, he recommends that investors buy Bank of America stock

INDEPENDENT COMMUNITY BANKERS OfAM ERICA 7he Nation!s Vpice for Community Banks™
Oue Thontas Cirelz, NW Snite 400 Washingion, DC 20005 » (800J422-8439 » FAX: (202)659-1413 = Emailinfo@icha.org » Web Stenvww.icha.ory
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because its ratio is “a mere 29%, below the FDIC 100% threshold” whereas he
recommends immediately reducing holdings of the much smaller BB&T Bank because its
CRE loans are “way above the FDIC’s red line at 197%” for one threshold and “above
danger levels at 364%” for the second threshold.

This type of analysis shows that the CRE proposal heavily discriminates against smaller
institutions. The proposal will have little effect on the largest banks. 1n fact, following
this analysis, the proposal favers the largest banks, and is a reason to increase holdings in
their stock. By contrast, smaller banks and community banks will be negatively affected.
This analyst sees the proposed concentration thresholds as absolute cutoff evels, stating
that when a bank’s commercial development loans exceed 100% of capita, “it’s a
waming.” When CRE loans exceed 300%, “it’s a danger sign.”

In our April 12, 2006 comment letter, ICBA strongly urged the banking agencies not to
go forward with the proposed CRE guidance, and expressed our great concern that the
proposal is overly broad, defining concentrations of risk in a manner that cannot assess
the truc risk in a bank’s CRE lending and that disproportionately affects community
banks. We reiterate that position.

The proposed thresholds cannot capture true risk because they do not take into account
underwriting standards and risk management practices. The thresholds treat all CRE
loans as having equal risk. Mr. Suttmeier did not take into account the quality of
underwriting standards and risk management practices or risk levels of individual loans
when making his “add to holdings” or “reduce holdings” recommendations. Thus, the
use of the proposed thresholds does not give a true picture of the risk in a financiai
institution’s portfolio but rather, in this case, misleads the investing public.

The guidance has great potential to precipitate a credit crunch among smaller banks and
community banks and severely hamper their ability to provide CRE credit in thousands of

cities and towns across America. Again, ICBA urges the banking agencies not to go
forward with the guidance as proposed.

Sincerely,
(Gube Rt

Camden R. Fine
President and CEQ

INDEPENDENT COMMUNITY BANKERS of AMERICA The Nation's Voice for Community Banks™
One Thomas Circle. NW Suite 400 Washington, DC 20005 » (800j422-8439 » FAX: (202)639-1413 » Ewrailinfo@icha.org w Web site:www.icha.org
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A Landstide Could Bring Down Banks

TheStreet.com

Why compromise? Trade with Fidelity.
i
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Active Trader Update

A Landslide Could Bring Down Banks
RealMoney.com Contributor

6/14/2006 3:00 PM EDT

URL: K

This column was originally published on RealMoney on June T4 at 1200 poan. EDT. s being republished as a bonus for
TheStreet.com readers.

While the massive size and diversification of the biggest U.8. banks have kept their Federal Deposit insurance Corporation
{FDIC) ratios welt below red lines indicating overexposure to real estate, the extent of their underwriting in construction lending
and multifamily and commercial real estate lending is a matter of concern, if the Federal Reserve conlinues to raise rates,
defaults on these types of loans will put a damper on future profils of all the financial institutions participating in what has bean a
major boom.

The sefioff in stocks hasn't affected the finance sector as much as the rest of the market, partiafly due o the expectation that the
Federal Reserve will soen stop raising raies. The finance sector is currently the most overvalued, but by just 3.5%.

it appears that the FOMC is hell-bent to raise the federal funds rate to 5.25% at its next meeting at the end of June. | believe
additional rate hikes will increase the probability that defaults on real estate loans will rise.

The top six banks by total assets and Tier 1 capital are Bank of America (BACINYSE] , JPMorgan (JPMINYSE) , Citibank (C:
NYSE) , Wachovia Bank (WBINYSE) , Wells Fargo (WFC:INYSE) and Washington Mutual (WMINYSE) .

= Bank of America has the most exposure fo construction loans, followed by Wachovia and Wells
: Fargo and the smalier banks SunTrust (STENYSE) and Branch Banking & Trust (BRTINYSE) .

| Al of the financial instifutions in the table below are rated hold by ValuEngine, except for JPMorgan.

; Only JPMorgan and Wachovia are trading slightly below fair value. The weekly chart profiles are

{mixed. What's interesting is that BB&YT and SunTrust, the stocks that are most exposed to real
sstate, have positive profiles.

Financial institutions

fileliC] ‘ it by yarnnt St stide%20Could%% 0B; htre {§ of )Q/TFI008 11:35:08 Py
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DM, declining momentum; RM, rising momentum; 05, oversold; M, monthly;
quarterly; S, semignnual; A, annual. A value level is a price at which my models project that buyers will
emerge; a risky level is a price at which investors are likely to reduce holdings, according to my models. A
pivot is a value or risky level that has been breached in its particular time horizon; the stock will likely trade
around this pivot.

Source: Global Market Consultants

The FDIC compiles two ratios for financial institutions based on quarierly reporting of their underwriling activities in construction
lending and lending for multifamily properties and commercial real estate:

» The CD loans ratio measures construction lending vs. Tier 1 capital. When this ratio exceeds 100%, if's a waming.
« The CRE loans ratio measures the fotal of construction, multifamily and commercial real estate lending vs. Tier 1 capital.
When this ratio exceeds 300%, it's a danger sign.

Bank of America has the largest exposure to construction loans of any financial institution at $20.7 billion, but given its
fremendous level of assets, its CD ratio is a mere 29%, below the FDIC 100% threshold. With this balance, investors should add
to holdings on weakness to my annual value levels of $46.07 and $44.12 and reduce holdings at my semiannual risky levels of
$51.95 and $54.44,

The much smaller BB&T Bank is ifth in the size of its exposure to construction loans at $11 billion, putting its CD ratio way
above the FDIC's red fine at 197%. its CRE ratio is also above danger levels at 364%. The stock isn't much below its 52-week
high at $43.80. investors should reduce holdings now, with shares between my monthly and semiannual pivots of $41.24 and
$41.86.

Citigroup's exposure to CD loans is only 1% of capital and isn't a major concern for investors. Add to positions on weakness to
my guarterly value level of $45.44 and reduce holdings i it rises o my monthly pivot of $51.30.

JPMorgan's exposure fo CD loans is only 10% of capilal, and it was upgraded to buy Wednesday morning by ValuEngine. With
shares trading around my quarterly value fevel of $39.85, I'd increase my stake now. If it rises to my annual risky level of $48.50,
{'d reduce holdings.

SunTrust has the fourth-largest construction-loan portfolio at $12.1 billion, putting its CD ratio at 101%, just over the FDIC
guideline, With the stock recently pushing at its 52-week high of $78.33, investors shouid reduce holdings now, or on a weekly
close below the five-week MMA of $76.22.

Wachovia has a manageable CD ratio of 57%. Investors should add to holdings if it falls to my quarterly value fevel of $52.98
and pare back positions if it rises to my annual risky fevel of $57.84.

Wells Fargo has a manageable CD ratio of 55%. tnvestors should add to positions on weakness to my monthly and annual vatue
levels of $64.30 and $63.23 and reduce holdings on sirength to my semiannual risky fevel of $70.50.
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Washington Mutual's exposure to CD loans is only 13% of capital. {'d buy more if it drops to my monthly and annual value levels
of $42.19 and $41.59 and reduce holdings on strength to my annual and semiannual risky levels of $47.34 and $47.67.

if you have a bank you wish me to profile, send me an email.

P.S. from TheStreet.com Editor-in-Chief, Dave Morrow:

if's always been my opinion that it pays to have more -- not fewer — expert market views and analyses when you're making
investing or trading decisions. That's why | recommend you take advantage of our free trial offer to TheStreet.com's RealMoney
premium Web site, where you'll get in-depth commentary and money-making strategies from over 50 Wall Street pros, including
Jim Cramer. Take my advice - fry it now.

Richard Suftmeier is president of Global Market Consultants, Lid., and chief market strategist for Joseph Stevens & co., a fuil
service brokerage firm located jn lower Manhattan. Early in his career, Sultmeier becams the first U.S. Treasury Bond Trader at
Bache. He later began the government bond division at L. F. Rothschild. Sutimefer went on fo form Global Market Consultants
as an independent third-party research provider, producing reports covering the technicals of the U.S. capilal markets. He also
has been U.S. Treasury Straltegist for Smith Bamey and chief financial strategist for William R. Hough. Suttmeier holds a
bachelor's degree from the Georgia Institute of Technology and a master’s degrse from Polytechnic University.
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Chairman Oxley, Ranking Member Frank, Subcommittee Chairman Bachus, and
members of the Committee, I am Weller Meyer, Chairman, President & CEO of Acacia
Federal Savings Bank in Falls Church, Virginia. Acacia Federal has more than $1.3
billion in assets and is a member of the UNIFI Group of companies, which are a
diversified group of insurance and financial services businesses.

1 am submitting this statement on behalf of America’s Community Bankers (ACB) of
which I am Chairman of the Board of Directors. I want to thank Chairman Oxley for
calling this hearing on the Basel I and Basel 1A proposals and on the Interagency
Commercial Real Estate (CRE) Guidance proposal. The outcomes of these proposals are
critically important to ACB member institutions. The first part of my remarks will focus
on the Basel proposals and I will follow with a discussion of the CRE Guidance.

Overview of Basel IT and Basel TA

ACB and its members took the early lead on the proposed regulatory capital changes
affecting banks and savings associations. We believe that the development and
implementation of Basel II and Basel 1A are critically important regulatory initiatives for
financial institutions today. We support the adoption by U.S. and international bank
supervisors of a risk-based capital system that more finely tunes the amount of capital an
institution holds to the risk taken by that institution. However, ACB remains concerned
about the possible competitive impact Basel II will have on community banks when it is
implemented in the United States. Furthermore, ACB is concerned that the complexity of
implementing Basel II will place the large, internationally active U.S. banks at a
competitive disadvantage vis-a-vis foreign banks that have been given a choice between
the internal models version of Basel II and a more standardized approach.

Since the Basel Accord was first adopted in 1988, financial institutions have developed
sophisticated tools to more accurately measure credit, interest rate, operations, market,
and other risks. We believe that now is an appropriate time to review the current capital
requirements that apply to all financial institutions and revise them to reflect changes in
risk management that have occurred over the last decade.

In the United States, the federal banking agencies (Agencies) are working to update the
Basel framework and create for the first time a bifurcated regulatory capital system. As
currently contemplated, only about 10 financial institutions in the United States would be
required to comply with Basel II. An additional 10 to 15 believe that they have the
resources to voluntarily comply or opt-in. All other banks and savings associations
would remain subject to Basel I or possibly as amended, Basel IA.

We commend the efforts of the Agencies to develop a Basel 11 proposal that is workable
for the largest, internationally active U.S. banks. However, we strongly believe that Basel
11 should not be implemented unless changes are made to Basel I to more closely align
capital with risk for other depository institutions. Otherwise, we believe that Basel I
banks would be left at a serious competitive disadvantage and would become possible
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acquisition targets for Basel Il banks. Finally, ACB strongly recommends that small
community banks continue to have the option to comply with Basel I in its current form.

We understand that the banking regulators expect to issue a Basel 1A proposal in the near
future. We also understand that the Agencies plan to substantially overlap the public
comment periods for the Basel IT and Basel IA proposals and that the proposals are
expected to be finalized at the same time, allowing for the consideration of the overall
capital framework for all banks. It is clear that the Agencies are listening to the industry’s
perspectives on Basel issues that affect an institution’s capital requirements and business
strategy. It is our hope that Basel IT and Basel IA will be risk sensitive without adding
significant new regulatory burden.

Basel II Accord

Early in the process of developing a Basel II proposal, the Agencies determined that U.S.
Basel II banks would use the “Advanced Approach,” which would require each bank
subject to Basel II to develop its own credit risk and operational risk models to determine
capital levels. In contrast, banks in other industrialized countries are allowed by their
regulators to choose between the methods described in the international Basel IT Accord
in order to determine capital requirements, including the “Standardized Approach”. The
Standardized Approach is simpler than the Advanced Approach.

In 2003, the Agencies requested public comment only on the Advanced Approach for
determining capital levels. We are uncertain as to why the Agencies did not consider use
of the Standardized Approach for U.S. Basel II banks.

We strongly believe that banks must have the opportunity to choose the capital
calculation that best suits their business needs and risk profile and that Basel II banks be
able to choose between the Standardized Approach or the Advanced Approach. The
flexibility to adopt the Standardized Approach will help U.S. banks to compete both
domestically and internationally with foreign banks that already are preparing to comply
with Basel I1.

ACB has significant concerns about the complexity of the Basel II proposal and the
ability of financial institutions to bear the significant costs of accurate implementation of
the proposal. We are also concerned with the capacity of the Agencies to adequately
administer and enforce the new capital requirements without significant new reporting
requirements. Furthermore, we are under the impression that there will be a substantial
recordkeeping and reporting burden for institutions that would be subject to Basel II. We
believe this is another reason that banks should be able to adopt the Standardized
Approach for calculating capital. In addition to simplifying capital calculations, the
Standardized Approach would allow banks to manage their reporting burden as well.

We are pleased that, last week, the FDIC board voted to seek public comment on whether
Basel II banks should be permitted to choose between multiple methods for calculating
capital requirements.
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In summary, ACB believes that prior to the final adoption of Basel Ii, the regulators and
the industry need to evaluate the complexity of the proposal and the ability to monitor
compliance. This would include greater consideration of the real-world consequences of
adopting an extremely complicated capital regime, the resources needed for
implementation, the problems inherent in on-going maintenance, the likelihood of
effective regulation and market oversight, and the competitive pressures that could
potentially encourage banks to “game” the system.

Competitive Concerns for Community Banks

Unfortunately, the complexity and costs associated with developing and implementing
the models needed to measure and evaluate risk likely will preclude all but a small
number of banks in the United States from opting into the more risk sensitive capital
regime proposed in Basel IL

The best available evidence suggests that Basel II will open the door to competitive
inequities between large banks and community banks. The quantitative impact study,
QIS-4, conducted by the Agencies showed that the Basel I1 Accord would result in
significant capital savings for some of the largest banks in the United States and other
countries. These large institutions compete head-to-head domestically with community
banks in the retail area. Retail lending, particularly residential mortgage lending, is a
fundamental business of community banks.

Under this bifurcated system, two different banks, a larger Basel II bank and a small
Basel I community bank, could review the same mortgage loan application that presents
the same level of credit risk. However, the larger bank would have to hold significantly
less capital than the small bank if it makes that loan, even though the loan would be no
more or less risky than if the community bank made the loan. Because capital
requirements play a part in the pricing of loan products, the community bank may not be
able to offer the same competitive rate offered by the larger institution. This result is not
acceptable. Capital requirements should be a function of risk taken, and if two banks
have very similar loans, they should have a similar required capital charge.

In addition, we are concerned that unless Basel I is appropriately revised, smaller
institutions under a bifurcated capital regime will become takeover targets for institutions
that can utilize capital more efficiently under Basel II. For instance, if a large bank could
acquire a community bank’s assets at a fraction of the required capital ratio imposed on
the large bank, they would surely do so. The required capital at the acquired bank now
would be excess capital under a Basel II structure. The bifurcated capital structure would
drive acquisitions that otherwise would have no economic purpose.

Community banks must be permitted to utilize their capital effectively and judicially
while improving their ability to manage risk. Therefore, community banks must be given
the choice to opt-in to the Basel IT Standardized Approach, comply with a revised and
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more risk-sensitive Basel 1A, or continue to comply with the current Basel I framework if
it better suits the institution’s business needs and risk profile.

In short, the same capital options available to larger institutions must be available to
smaller institutions and vice versa.

Creation of Basel IA

In October of last year, the Agencies issued an Advance Notice of Proposed Rulemaking
(ANPR) regarding possible changes to the capital framework to create Basel IA. ACB
made many suggestions and observations in the comment letter we filed with the
Agencies (See Appendix A). We look forward to studying and commenting on the
Basel IA Notice of Proposed Rulemaking (NPR) that is expected to be published for
public comment in the near future.

ACB has advocated in its letters to the Agencies and in previous testimony before
Congress that the current Basel I capital regime be amended to take advantage of the
ability of institutions and supervisors to measure risk more accurately.

Basel I fails to consider such risk factors as the loan-to-value ratio of retained mortgage
portfolios, collateralization of commercial loans, and banks’ significant nonfinancial
assets. For example, a mortgage loan with a 20 percent loan-to-value ratio is risk
weighted the same as a mortgage loan with a 90 percent loan-to-value ratio. However,
the risks associated with these loans are not the same. These are examples of elements of
risk measurement that will be available to the banks that comply with Basel II, while the
vast majority of U.S. banks will have to comply with the outdated risk measurement,
unless Basel I is amended.

As proposed in the ANPR, a revised Basel IA would include more risk buckets and a
breakdown of particular assets into multiple baskets to take into consideration collateral
values, loan-to-value ratios, and credit scores. Credit risk mitigation measures, such as
mortgage insurance and guarantees, would be incorporated into the framework. Other
revisions would be made to further refine current capital requirements. Such an approach
would be relatively simple for banks to implement and for regulators to supervise. A
Basel 1A approach is also very similar to the Standardized Approach and could allow the
Agencies to move to adoption of a Standardized Approach in Basel II over the next
several years.

We also believe that small community banks should have the option of continuing to
comply with Basel I in its current form. We encourage the Agencies to allow institutions
the flexibility to choose a mode} that best works for that institution. There are many
smaller institutions that hold capital well in excess of minimum requirements and will
continue to do so after Basel 1A or Basel Il is implemented. These institutions often
operate in small communities, may be mutually owned, family owned, or privately held.
These institutions believe that higher capital is appropriate to their ownership structure.
Institutions should not have to comply with the increased regulatory burden of changed
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capital requirements if they would prefer to remain compliant with a more
straightforward, but a less risk-sensitive Basel L.

Leverage Ratio

We understand that the Agencies intend to leave a leverage requirement in place. We
support the maintenance of a leverage ratio for all financial institutions and believe that a
regulatory capital floor is necessary to mitigate the imprecision inherent in internal
ratings-based systems. The results of QIS-4 raised significant concerns over the
implementation of Basel 11 and the potential for a significant reduction of risk-based
capital. That study was conducted with a group of U.S. institutions that are expected to
adopt Basel II and showed evidence of large reductions in the aggregate minimum
required capital. Because of this study, in the Basel II proposal the Agencies agreed to a
minimum aggregate decline of 10 percent per year and a leverage ratio floor of 5 percent.

In 1991, Congress enacted FDICIA, which set out a requirement for a leverage ratio
component in capital for U.S. financial institutions. Congress specifically set the
“critically undercapitalized” level at 2 percent. While Congress left the other ratios to
agency discretion, it is appropriate for Congress to oversee the implementation of a
requirement it created. ACB suggests that the precise level of the leverage requirement
should be open for discussion. Institutions that comply with Basel 11, and institutions that
comply with a more risk-sensitive Basel IA, may not achieve the full benefits of more
risk-sensitive capital requirements if the current minimum leverage ratio remains
unchanged. Absent changes to the current leverage ratio, institutions may make balance
sheet adjustments based solely on capital requirements rather than on the best interests of
the business.

In addition, ACB suggests that foreign bank supervisors should also consider adopting a
leverage ratio as a means of protecting their financial systems. This would be an
important improvement in the original Basel Accord.

Proposed Interagency Commercial Real Estate Guidance (CRE Guidance)

We commend this Committee for combining the subjects of Basel and CRE in this
hearing. Commercial real estate is vitally important to the lending programs of many
community bankers, to the revitalization of urban communities and to the strength of the
American economy. We understand that the Agencies may be concerned that some
financial institutions may have high and increasing concentrations of commercial real
estate loans on their balance sheets that may make these institutions more vulnerable to
cyclical commercial real estate markets. Recent financial data also suggest a decline in
credit quality in some portfolios.

ACB agrees with the Agencies that strong underwriting standards must be maintained.
However, we do not believe the proposed CRE guidance appropriately addresses the
concerns that the Agencies may have about increasing concentrations and declining credit
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quality in the CRE lending area. The guidance, as proposed, establishes a “one size fits
all” approach through rigid threshold tests for determining CRE concentrations and
establishes discretion to require an increase in capital outside of the Agencies’ capital
regulations. We believe that any final guidance should balance the Agencies’ concerns
with the unintended consequence of forcing some lenders out of the CRE market,
creating an unnecessary and unintended shortage of credit. CRE lending should not be
addressed, as some have suggested, by requiring banks to find an outlet to move the loans
off balance sheet to a REIT or some other outlet.

The banking regulators already have complete authority to exercise oversight and enforce
rules and regulations to address unsafe and unsound practices, including prompt ]
corrective action and/or capital inadequacy for any individual institution. Therefore, we
question the need for additional guidance and the imposition of rigid threshold tests.

We believe each institution should continue to be evaluated on a case-by-case basis as
part of the ongoing safety and soundness examination. This evaluation should be based
on the overall capital structure of the institution, delinquency trends and historical losses,
composition of the CRE portfolio, performance of that portfolio and the quality of
underwriting including classified loans, delinquency trends and losses, demographics of
the market served and the level of management controls in place at each institution. ACB
strongly believes that an institution’s risk management practices should be appropriate
for the size and complexity of the individual institution. To avoid unnecessary burden,
the risk management examination for a small institution should not be the same as fora
large, complex institution.

As our comment letter to the Agencies pointed out, the Proposed Guidance contains a
definition of a CRE loan that is too broad (See Appendix B). It is not accurate to combine
all types of CRE loans into a single risk classification for purposes of setting thresholds.
Different types of commercial real estate have very different risk profiles. For example,
it is important to differentiate speculative CRE loans for raw land, land development,
contractor spec home construction, and commercial construction and development from
non-speculative CRE loans that either have firm takeouts or established cash flow
patterns.

‘While we do not believe hard concentration thresholds are necessary, at a minimum, any
final guidance should correspond additional regulatory scrutiny to the actual risk inherent
in the portfolio. ACB believes that multifamily loans, pre-sold residential construction
and construction/permanent financing with either firm takeouts or established cash flows
that provide sufficient debt service coverage should be excluded from the definition of
CRE loans. This change will allow the Proposed Guidance to focus on those types of
speculative loans that are most susceptible to economic downturns.

ACB also acknowledges that financial institutions engaged in CRE lending should be
capitalized adequately and that the capital levels should be based on the inherent levels of
risk being taken by the financial institution in their various loan portfolios. However,
ACB has serious concerns about the manner in which the proposed guidance would tie
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requirements for increased capital levels to concentrations of commercial real estate
portfolios. We believe very firmly that any requirement for an institution to raise its
capital above regulatory minimums should be imposed in the context of the Agencies’
capital regulations as they exist now or as they are amended through the Basel process.

ACB’s comment letter to the Agencies” on the Basel 1A proposal specifically stated the
following as it relates to CRE:

e The risk criteria that should be taken into account to differentiate multifamily
residential mortgages should be LTV ratios and number of units. A similar
approach to the buckets for single-family residential mortgage loans should be
used to stratify these mortgages based on risk.

» We support the approach in the proposal that would provide lower risk weights
for commercial real estate loans that meet certain conditions, such as compliance
with appropriate underwriting standards and the presence of an appropriate
amount of long-term borrower equity. In order to ensure that Basel I banks are
not put at a competitive disadvantage with regard to Basel II banks for the
treatment of commercial real estate, we believe institutions should be provided an
option to risk-weight these loans in additional buckets using LTV ratios and loan
terms as risk drivers.

» While we support the use of credit ratings as a factor in determining the risk of
commercial loans, we also urge the Agencies to allow banks to use additional
types of collateral and LTV ratios when no credit rating exists. Many community
banks make both large and small commercial loans to borrowers that do not have
a credit rating. We believe the permitted use of additional non-rated collateral
LTVs will help keep capital requirements fairly simple, encourage lending to
creditworthy and unrated businesses, and avoid any potential competitive
disadvantages.

» We believe that any expansion of the types of eligible collateral or guarantees that
can be used to mitigate risk should be optional for the institution. Institutions that
want to keep capital requirements simple and do not want the added burden of
continually tracking collateral should have that option.

Thus, we strongly oppose any requirement that an institution increase its capital levels
based only on the fact that the institution may have a concentration of CRE loans as
suggested in the proposed guidance.

Finally, we note that although four of the member agencies of the Federal Financial
Institutions Examination Council (FFIEC) have proposed to issue CRE guidance, the
National Credit Union Administration has not proposed similar limitations on credit
unions. Credit unions are increasing their activity in CRE lending and are seeking more
authority from Congress. We are puzzled as to why CRE guidance should not apply to
credit unions engaging in the same activities as banks.
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Conclusion

‘We wish to thank Chairman Oxley, Ranking Member Frank, Subcommittee Chairman
Baucus and the rest of the Committee members in giving ACB this opportunity to present
our views. As we mentioned at the outset, capital requirements for U.S. financial
institutions are a critical component in the safe and sound functioning of the banking
system as well as the ability of U.S. banks to compete against each other and foreign
banks. ACB stands ready to support Congress and the Agencies in implementing capital
standards that more closely align capital to risk for all institutions.
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Office of the Comptroller of the Currency ~ Ms. Jennifer J. Johnson, Secretary

250 E Street, S.W. Board of Governors of the

Mail stop 1-5 Federal Reserve System

Washington, DC 20219 20th Street and Constitution Avenue, N.W.
Washington, DC 20551

Attention Docket No. 05-16 Attention: Docket No. R-1238

regs.comments(@occ.treas.gov regs.comments@federalreserve.gov

Robert E. Feldman, Executive Secretary Regulation Comments

Attention: Comments/Legal ESS Chief Counsel’s Office
Federal Deposit Insurance Corporation Office of Thrift Supervision
550 17th Street, N.W. 1700 G Street, N.W.
Washington, DC 20429 Washington, DC 20552
comments@FDIC.gov Attention: No. 2005-40

regs.comments(@ots.treas.gov

Re:  Risk-Based Capital Guidelines; Capital Adequacy Guidelines; Capital
Maintenance: Domestic Capital Modifications
70 FR 61068 (October 20, 2005)

Dear Mesdames and Sirs:

America’s Community Bankers (“ACB”)! is pleased to comment on the joint advance
notice of proposed rulemaking (“ANPR™) issued to solicit comments on changes to the
risk-based capital framework for depository institutions in the United States. The
revised framework would apply to those banks and savings associations that are not
required to comply with, nor are able to opt-in to, the revised Basel Capital Accord
developed by the Basel Committee on Banking Supervision at the Bank for International

! America’s Community Bankers is the member-driven national trade association representing
community banks that pursue progressive, entrepreneurial and service-oriented strategies to
benefit their customers and communities. To learn more about ACB, visit

www. AmericasCommunityBankers.com.

#70 Fed. Reg. 61068 (October 20, 2005).
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Settlements (“Basel II”). This ANPR would lead to the issuance of a notice of proposed
rulemaking at or near the time that the agencies also issue a notice of proposed
rulemaking for Basel 11

ACB Position

We are pleased that the agencies have taken this step to revise risk-based capital
requirements for all depository institutions. We believe that now is an appropriate time
to review the current capital requirements that apply to everyone and revise them to
reflect the changes in risk management and operations that have occurred over the last
decade. Also, as we have made clear in our comment letters on the Basel II proposal and
at Congressional hearings, we strongly believe that Basel II should not be implemented
unless changes are made to Basel I for other depository institutions. Otherwise, we
believe that Basel I banks would be left at a serious competitive disadvantage and also
would become possible acquisition targets for Basel II banks.

* You will note that our comments discussing different asset categories generally argue for
more risk buckets and the ability of an institution to choose how much burden they wish
to incur in exchange for more risk-sensitive capital requirements. We believe that more
buckets provide greater ability to differentiate risk among loans in a certain asset
category. However, we would encourage the agencies to allow institutions some
flexibility in choosing a model that best fits their needs and matches their resources. For
some institutions, the process of collecting, updating and reporting borrower and loan
characteristics that are relevant barometers of risk will not be too burdensome. Other
institutions may prefer simpler, more straightforward capital requirements, as are
prescribed under existing Basel I standards.

The following is a summary of our position on the many questions contained in the
ANPR, with more detail on each of these topics provided in the remainder of this
comment letter.

* ACB strongly supports risk buckets based on loan-to-value (“LTV?) ratios for
one-to-four family residential mortgage loans. If other risk criteria, such as credit
scores and debt-to-income ratios are to be included in a revised Basel 1, they
should be optional for those institutions that wish to incur additional burden in
order to have capital requirements even more closely aligned with risk. We
support the use of private mortgage insurance (“PMI”) to reduce the numerator in
the LTV ratio. There should not be different treatment for what the ANPR refers
to as “non-traditional” mortgage products. We also provide an alternative
approach to the proposed treatment of second lien mortgages.

e The risk criteria that should be taken into account to differentiate multifamily
residential mortgages should be LTV ratios and number of units. A similar
approach to the buckets for single-family residential mortgage loans should be
used to stratify these mortgages based on risk.
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The collateral value for automobile and other secured consumer loans should be
taken into account to differentiate these loans by LTV ratios. The agencies should
consider allowing an option for banks to also use the loan term, credit scores and
debt-to-income ratios for other types of unsecured retail loans to attain an even
more accurately aligned risk weighting.

We support the approach in the proposal that would provide lower risk weights
for commercial real estate loans that meet certain conditions, such as compliance
with appropriate underwriting standards and the presence of an appropriate
amount of long-term borrower equity. In order to ensure that Basel I banks are
not put at a competitive disadvantage with regard to Basel II banks for the
treatment of commercial real estate, we believe institutions should be provided an
option to risk-weight these loans in additional buckets using LTV ratios and loan
terms as risk drivers.

We believe that it is appropriate to provide a lower risk-weight for small business
loans that have lower LTV ratios based on the value of eligible collateral, no
defaults and full amortization over a seven-year period. Two or three buckets
should be available to institutions that are willing to incur more burden, with
loans slotted based on LTV ratios and loan term. An alternative could also be
offered that would allow an institution to adjust the risk weighting based on the
credit assessment of a shareholder guarantor. Small business loans should be
defined as those Joans under $2 million on a consolidated basis to a single
borrower.

While we support the use of credit ratings as a factor in determining the risk of
commercial loans, we also urge the agencies to allow banks to use additional
types of collateral and LTV ratios when no credit rating exists. Many community
banks make both large and small commercial loans to borrowers that do not have
a credit rating. We believe the permitted use of additional non-rated collateral
LTVs will help keep capital requirements fairly simple, encourage lending to
creditworthy and unrated businesses, and avoid any potential competitive
disadvantages.

We believe the substantial cliff effect that occurs for short-term commitments
should be removed by applying a credit conversion factor of 20 percent to all
commitments regardless of term. This should not apply, however, to
commitments that are unconditionally cancelable at any time or that effectively
provide for automatic cancellation. These commitments should have a zero credit
conversion factor.

‘We do not support an increase in risk weighting for past due loans. Current
regulatory requirements provide that depository institutions set aside reserves and
take other steps to mitigate the risk of these loans and their impact on the
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institution, Also, an automatic upward adjustment without consideration of LTV
ratios would not be appropriate.

s We believe that any expansion of the types of eligible collateral or guarantees that
can be used to mitigate risk should be optional for the institution. Institutions that
want to keep capital requirements simple and do not want the added burden of
continually tracking collateral should have that option.

s We strongly believe that a leverage ratio should remain in effect.

e The agencies should consider developing, or encouraging third parties to develop,
a simplified risk-modeling system that could be used by less complex banks to
establish minimum capital requirements.

» Depository institutions of any size that would prefer to remain subject to Basel I
as it currently exits should have the option to do so. Also, institutions should be
provided flexibility to utilize some of the fundamental principles in a revised
Basel la approach to gain a more risk-sensitive capital approach without undue
burdens.

One-to-Four Family Residential Mortgage Lending

Risk-Weight Categories. The agencies are contemplating revising the 50 percent
risk weighting for all mortgage loans that would adjust the risk weight based on LTV
ratios. ACB strongly supports this approach. LTV ratios historically have been a strong
indicator of risk, are readily available to community banks, and can be updated fairly
easily even if on a quarterly basis. We believe that the numerator of the LTV ratio should
be based on the net balance carried on the books of the institution to take into account
any discount on purchased loans. Net balance reflects the true exposure of the institution.

With regard to updates of LTV ratios, we believe that the denominator should be based
on the appraisal of the property obtained at the time of the loan closing. However,
institutions should be given the option of updating the appraisals if they would like to
undertake that burden to get capital requirements even more closely aligned with
changing risk.

With regard to other loan characteristics that might reflect risk, our members have
various opinions with regard to whether credit scores or debt-to-income levels would be
more appropriate to put into a matrix with LTV ratios to determine risk. Most of our
members believe that the LTV ratio is the best indicator of the risk of a mortgage loan
and that credit scores or other ratios could be used in combination with LTV ratios, but
should not be used in isolation. Credit scores and debt-to-income ratios provide valuable
information and are appropriate indicators of a borrower’s ability to repay a loan and,
therefore, the risk level of the loan. We know of no study that shows which alternative,
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credit scores or debt-to-income ratio, is a better indicator of risk, so a proposal could
offer the opportunity to use one or the other or both in the matrix.

There is some concern that any requirement to update the information with regard to
credit scores or debt-to-income levels would be too burdensome for many community
banks. Therefore, we support an approach that would permit those institutions that wish
to include these characteristics in their risk assessment be permitted to do so in
accordance with any parameters established by the agencies. This gives institutions the
greatest flexibility to choose the level of risk sensitivity that is appropriate to the amount
of burden they wish to incur.

The ANPR references “non-traditional” mortgages and questions whether these loans
should be treated in the same matrix as traditional mortgage products or whether they
pose unique and greater risks that warrant higher capital charges. Our members strongly
believe that all single-family residential mortgages should be treated the same under the
capital framework. As an initial matter, it is unclear what products would be considered
non-traditional mortgages in the current environment where the types of mortgage loans
made in the past may not be the only ones appropriate in a more mobile society that
manages finances and debt differently. Many of our members have several decades of
experience with a whole range of mortgages, including adjustable rate and other
alternative products, and this experience has occurred through times of significant
economic stress.  Any capital proposal should draw upon this actual experience when
developing relevant risk weightings.

Our members feel that LTV ratios are the best indicator of risk for any single-family
mortgage loan, notwithstanding the characteristics of the loan. Similarly, credit scores
and debt-to-income ratios are calculated in the same way for all types of mortgage loans
and are applied differently only in the sense that a higher or lower credit score or debt
ratio may be required for different types of products.

PMI The agencies have questioned whether there should be certain limits on the
use of PMI to decrease the numerator in LTV ratios. We understand there could be some
concern with the ability of PMI companies to honor commitments during a time of
economic stress. Therefore, we support the approach that would recognize PMI only if it
is written by a highly rated company. ACB believes that pool insurance and other types
of guaranty programs do help reduce risk and should be considered in risk weighting
mortgage loans. We suggest that the agencies recognize these risk mitigation methods
consistent with the recourse provisions in the agencies’ capital guidelines on asset
securitization. Also, mortgage insurance protection provided under special policies for
loans sold to a Federal Home Loan Bank under its mortgage purchase program should be
fully recognized when determining capital requirements for recourse obligations
associated with those sold loans.

For the reasons discussed above, we believe that PMI should be recognized for all types
of mortgage products, without regard to the characteristics and terms of the mortgage.
We see no reason to treat certain mortgage loans differently if they are covered by PMI.
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Nor do we see a need for risk-weight floors if PMI will be recognized only if written by
highly rated companies.

Second Liens. The proposal discusses the treatment of second liens, which would
differ depending on whether the institution also holds the first lien on a property. If an
institution holds a first and second lien, including a home equity line of credit
(“HELOC?), the loans can be combined to determine the LTV ratio and the lender can
apply the appropriate risk weight as if it were one first lien mortgage. We believe that
institutions should have the choice to treat first and second liens as separate risks. The
first lien carries less risk and is more likely to be repaid in full, so it should carry a lower
risk weighting than the second lien. For example, a first mortgage with an 80 percent
LTV should not have its risk-weight adjusted from 35 percent to 100 percent if the
borrower also carries a second bringing the LTV to 95 percent. Such an effect will likely
cause the lender to be less willing to extend the second lien, forcing the borrower to
utilize alternative Jending sources and incurring much higher borrowing costs/fees in
obtaining the second mortgage.

For stand-alone seconds or HELOC s, if the LTV at origination for the combined loans
does not exceed 90 percent, the agencies propose a 100 percent risk weighting. If the
LTV is over 90 percent, the agencies believe a risk weight higher than 100 percent would
be appropriate. We do not support this approach. Again, the weighting should be more
closely aligned with the actual risk. It should not be set in a way that forces lenders to
forego second liens because the capital requirements are not proportional to the risk. The
result of the proposal is that if the lender holds a first mortgage with an 85 percent LTV,
that loan would have a risk weight of 50 percent. If the lender holds only a second
mortgage where the combined LTV is 85 percent, the risk weight for the second
mortgage is doubled to 100 percent even though the risk is the same based on an LTV
ratio. We do not believe this is the proper result.

Capital treatment of first and second liens, regardless of whether the same institution
holds both, should be consistent to avoid gaming of the system or unnecessary burdens
on borrowers who might have to spend more time and money securing second mortgages.
We also believe that PMI should be factored in when determining the risk weight of a
second lien just as it would be for a first lien.

Multifamily Residential Mortgages

Multifamily residential mortgages currently receive a risk weighting of 100 percent,
except for certain seasoned loans that may qualify for a 50 percent risk weighting. The
agencies are seeking comments and supporting data as to whether there are ways to
differentiate among these loans with regard to risk.

We believe that a stratification of these loans into three or four risk buckets, similar to
single-family residential loans, would be appropriate. We recognize that the risk
weighting for these loans would have to take into account the higher risk of this type of
lending. Since LTV ratios are the most accurate predictor of a mortgage loan’s risk, we
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believe that the buckets should primarily be based on these ratios. However, we also
believe that the number of units financed also should be considered. For example, loans
could be classified as fewer than 20 units, 20 to 36 uniis, and more than 36 units. The
number of units is correlated with the size of the loan and the size of the loan is
associated with risk. Appropriate risk weight buckets could be determined by consulting
with banks and savings associations experienced with multifamily residential mortgage
lending through periods of economic stress.

Other Retail Loans

The agencies have requested information on alternatives for structuring a risk-sensitive
approach for consumer loans, credit cards and automobile loans.

We believe that LTV ratios for automobile lending and other secured consumer lending
should be used to differentiate risk at the option of the institution. There are objective,
standard resources for determining the value of an automobile. Other types of collateral
that have objective means for determining value also should be considered. Those
institutions that are willing to collect, update, and report this information should have the
option of using LTV ratios to better align capital requirements with credit risk.

For automobile loans, credit card lending, and certain types of unsecured consumer loans,
loan term can be used to differentiate risk, with less risk assigned to shorter terms. Credit
scores or debt-to-income ratios also could be used to differentiate risk at the discretion of
the institution. As with mortgage loans, there is no evidence indicating which measure is
more accurate as a barometer of risk. Those institutions that are willing to collect,
update, and report this information should have that option. Other institutions that would
prefer less burden should be able to comply with simpler, more straightforward
requirements such as risk weights based only on LTV ratios and loan term.

Commercial Real Estate Exposures

The agencies have long had supervisory concerns with loans made for the acquisition,
development and construction (“ADC”) of commercial property. Currently, these loans
are subject to 100 percent risk weighting. The agencies are considering increasing the
risk weight above 100 percent unless the loan meets certain conditions, including
complying with interagency real estate lending standards and having long-term borrower
equity of at least 15 percent. The agencies request comment on this approach and also on
whether there are other types of risk drivers, such as LTV ratios or credit assessments that
could be used to differentiate the risk of these loans.

‘We understand the concerns that the agencies have had with commercial real estate loans.
However, capital requirements should be proportionate to the risk to ensure that prudent
ADC lending is not discouraged. Our main objective in this area would be that Basel |
banks be treated as similarly as possible to Basel II banks. This is a primary area of
lending where our member community banks compete with the larger banks and they
should not be left at a competitive disadvantage.
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We support the approach in the proposal that would provide lower risk weights for loans
that meet certain conditions, such as compliance with appropriate underwriting standards
and the presence of an appropriate amount of long-term borrower equity. LTV ratios and
other drivers of credit risk, such as loan term and borrower equity, should be considered,
at the discretion of the institution. This could be done by slotting these loans into two or
three buckets with different risk weights based on the characteristics of the loan and the
additional risk drivers.

There have been concerns among our members that the general reference to ADC loans
in the ANPR could be interpreted to include loans to residential real estate developers.
ACB would strongly oppose the application to residential ADC loans, as these types of
loans do not involve the same type of risk as more speculative loans to commercial
builders. We would appreciate having clarification that these ADC provisions would not
apply to single-family homebuilders and developers.

Small Business Loans

Small business loans currently are assigned to a 100 percent risk-weight category unless
covered by acceptable guarantees or collateral. The agencies are considering reducing
the risk weight for small business loans to 75 percent if certain conditions are met, such
as full amortization of the loan within seven years, no default in contract provisions, full
collateral coverage, and application of appropriate underwriting guidelines. Small
business loans would be those loans under $1 million on a consolidated basis to a single
borrower.

An alternative approach would be to use a risk weight based on the credit assessment of
the principal shareholders and their ability to service the debt when the shareholders
provide a personal guarantee.

We support the proposed approach that would provide lower risk weights for small
business loans that meet certain conditions, such as compliance with appropriate
underwriting guidelines, no defaults, and full amortization over a seven-year period. We
question, however, whether full collateral coverage should be required. We would prefer
an approach that provides two or three different buckets based on LTV ratios, with lower
ratios receiving lower risk weights. To provide even more alignment with risk, loans
could be slotted into buckets based on the Joan term, with shorter terms receiving a lower
risk weight.

An alternative option could be offered that would allow an institution to base the risk
weight on the credit score or debt-to-income ratio of a principal shareholder that
guarantees the loan. Again, multiple buckets should be offered based on the results of the
credit assessment.

We believe that the definition of small business loan should be changed to include those
loans under $2 million on a consolidated basis to a single borrower. This would be
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consistent with the clear definition of “small business loan” provided in the OTS lending
and investment regulations.

Any approach that would revise the risk weights for small business loans should be
optional to the institution. Only those institutions wishing to incur the burden of
collecting, updating and reporting relevant information in exchange for more risk-
sensitive capital requirements should have to incur any increase in burden. Some
institutions may find that maintaining and reporting data on loan terms for small business
loans may not warrant the requirement to maintain, update and report on collateral value
and LTV ratios. Other institutions may find it less burdensome to rely on a guaranteeing
shareholder’s credit assessment. It is better to provide as much flexibility as possible
without over-taxing the resources of the institutions or the agencies.

Use of External Credit Ratings

The agencies propose allowing institutions to assign risk weights for certain assets by
relying on external credit ratings publicly issued by a recognized rating agency. For
example, a commercial loan to a company with the highest investment grade rating would
have a 20 percent risk weight, while the lowest investment grade rating would receive a
risk weight of 75 percent. Exposures with ratings below investment grade could receive
a capital charge up to 350 percent. The agencies would retain the ability to override the
use of certain ratings, either on a case-by-case basis or through broader supervisory
policy.

‘We do not support the use of external credit ratings in determining the risk of commercial
loans without some comparable method for determining the risk of unrated companies.
Ratings are designed to measure the likelihood of default, but not the likelihood of a loss.
The rating also does not reflect the fact that an institution may have purchased the loan at
a discount. Many community bank commercial loans are made to businesses that are not
assigned credit ratings, but are good credit risks with low probability of default. It would
be unfortunate if capital requirements discouraged lending to very strong companies who
help create jobs in the community simply because the company is not rated by a
recognized rating agency. We support capital requirements for commercial loans that are
simple, encourage approval of loans to creditworthy, unrated businesses, and avoid any
competitive disadvantage to the community banks that make most of their commercial
loans to unrated companies.

‘We would support recognizing additional types of collateral and slotting these loans into
risk buckets based on LTV ratios to differentiate the risk of commercial loans. There are
objective sources available to calculate value for collateral such as real estate and
equipment. Financial collateral, such as certificates of deposit held at other institutions,
also could be considered.
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Short Term Commitments

There currently are no risk-based capital requirements for commitments lasting less than
one year. For commitments greater than one year, the commitment is converted to an on-
balance sheet credit equivalent using a 50 percent credit conversion factor (“CCF”).

The agencies are considering applying a 10 percent CCF for short-term (less than one
year) commitments, with the amount then risk-weighted according to the underlying
asset. This would not apply to commitments that are unconditionally cancelable at any
time or that effectively provide for automatic cancellation based on credit deterioration.
An alternative suggestion is to apply a CCF of 20 percent to all commitments, whether
short or long term.

‘We believe the substantial cliff effect that occurs with short-term commitments should be
removed by applying a CCF of 20 percent to all commitments regardless of term.
Commitments that are unconditionally cancelable at any time or that effectively provide
for automatic cancellation should have a CCF of zero.

Past-Due Loans

The agencies are considering assigning higher risk weights to exposures that are 90 days
or more past due and those on nonaccrual. The amount at risk, however, would be
reduced by any reserves directly allocated to cover potential losses on the past-due
exposure.

‘We do not support this approach. Current regulatory requirements provide that
depository institutions set aside reserves and take other steps to mitigate the risk of these
loans and their impact on the institution. The proposal does not take into account the
improvements to risk management systems developed by lenders that call for quick
intervention to resolve payment issues. Finally, automatic upward adjustments for past
due loans do not take into account LTV ratios or other relevant risk drivers that could
reduce the amount of loss upon default.

Use of Collateral and Guarantees to Mitigate Risk

The agencies propose to allow greater use of collateral and guarantees to reduce the
capital requirements for exposures. Currently, the only collateral recognized in the
capital rules is cash and certain government, government agency and government-
sponsored enterprise securities. The list of recognized collateral would be expanded to
include short- or long-term debt securities that are externally rated by a recognized rating
agency. Portions of exposures collateralized by these instruments would be assigned to
risk-weight categories according to the risk weight of the instrument. To recognize more
types of collateral, an institution would need a collateral management system in place that
tracks collateral and can readily determine its value.



204

Risk-Based Capital Guidelines
January 17, 2006
Page 11

The agencies also are considering increasing the types of recognized guarantors. The list
would be expanded to include entities whose long-term senior debt has been assigned an
external credit rating of at least investment grade. We believe that any expansion of the
types of eligible collateral and the use of guarantees could be useful, but this should be
optional, as some institutions may find tracking of collateral and the management of
guarantees to be overly burdensome and unjustifiable.  Also, the institutions that would
benefit from such a change are those that take externally rated collateral or get guarantees
from rated organizations. Many community banks do not take collateral in the form of
rated securities. Also, although many of our members get personal guarantees for small
business loans and commercial loans, these guarantees are from individual shareholders
and not guarantors with externally rated long-term senior debt. We do not believe that
allowing the use of externally rated debt securities and guarantors in order to get more
risk-sensitive capital requirements will change the behavior of community banks with
regard to how they underwrite and collateralize small business and commercial loans.

As discussed above, we think the types of recognized collateral should be expanded to
inctude other items types of collateral that are used to secure commercial loans and that
have objective sources of valuation. This would include real estate and industrial
equipment as well as financial collateral such as certificates of deposit held at other
institations.

Leverage Ratio

The regulators propose to keep the leverage ratio requirement in place for both Basel 1
and Basel I institutions. We believe that a regulatory capital floor must remain in place
to mitigate the imprecision inherent in the internal ratings-based system to be used by
Basel II banks and to provide a safeguard for Basel I banks. However, the precise level
of the leverage requirement should be open for discussion, so that consideration might be
given to allow institutions that comply with Basel II and Basel I-A to more fully achieve
the benefits of more risk-sensitive capital requirements.

Risk Modeling Approach

We would like the agencies to consider establishing a simple risk modeling system for
use by community banks, much like the OTS developed for interest rate risk modeling
used by savings associations. The modeling approach could establish capital levels that
more clearly reflect each institution’s actual risk levels without adding the significant
costs of implementing the more sophisticated approaches in Basel II. An alternative
might be a private industry approach whereby third party vendors could develop
simplified internal ratings-based systems subject to regulatory review. This would give
smaller institutions the proper incentive to improve their risk management and
measurement systems, notwithstanding the fact that they do not possess the expertise to
develop such systems internally. If such an approach is not deemed to be practical for all
asset categories, it could at least be considered for commercial loans. Such a modeling
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approach could be based on similar ratings systems established by private, third-party
firms that are readily available for business loans.

Other Issues

‘We support the use of more risk weight categories and the ability to more accurately
differentiate among all balance sheet assets, not just those mentioned in the ANPR. For
example, certificates of deposit of less than $100,000 held in insured depository
institutions and similar correspondent bank deposits should receive a zero risk weighting,
rather than the current 20 percent. Land and buildings could get lower risk weights based
on appraised and net book value. Accrued interest on loans could be slotted in the same
bucket as the loan itself.

We believe that institutions that prefer to remain on Basel I, without additional changes,
should be permitted to do so regardless of size. There are some institutions that do not
see the need, either from a management and operational perspective or a competitive
perspective, to have more risk-sensitive capital requirements. For these institutions, the
choice to avoid any regulatory burden associated with changes to the capital requirements
should be respected. We see no reason why this choice should be limited to institutions
of a particular size. Regulators are accustomed to supervising compliance with current
Basel 1. To the extent a significant number of institutions choose to remain subject to
Basel I without change, this could also reduce the burden on the regulatory agencies.

We also believe that institutions should be afforded some flexibility in the approach used
to obtain more risk-sensitive capital requirements. For many of our members, the ability
to have more risk-sensitive capital requirements only for residential loans would be
sufficient to mitigate any competitive disadvantage they would face with regard to Basel
11 banks. Some institutions may be interested in more risk-sensitive capital requirements
only if is comes without significant burdens to compliance. Other institutions are willing
to spend significantly more initial resources in order to attain capital requirements that
can be even more closely associated with risk. For instance, some of our members may
be satisfied with weighting the risk of their mortgages solely by LTV ratios, while others
may be willing to incur greater burden by also taking into account credit scores or debt-
to-income ratios. We believe that the more flexibility that can be provided, without
unduly burdening the regulatory agencies, the better it is for the industry.

The agencies also should consider whether the creation of a risk sensitive Basel 1-A
could be applied to the entire industry, rather than single out some of the largest banks for
compliance with Basel II. In light of the implementation issues that have arisen with
Basel 11, and ongoing concemn about the use of sophisticated internal ratings-based
models in the advanced approach to determine capital requirements, one overall
framework may be a more useful and appropriate approach. At a minimum, we believe
that Basel II banks should be allowed to utilize the Basel I-A model as a floor during the
three-year implementation phase of Basel I1.
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Our members understand that in order to get the benefit of more risk-sensitive capital
requirements, they will have to provide more information to the agencies on Call and
Thrift Financial Reports. However, we believe that the changes made to the reports
should be limited to those necessary for the agencies to adequately supervise compliance
with the capital requirements. We also believe that it is important to give institutions
choices, so that they can decide to adopt only certain changes to capital requirements in
order to keep their reporting burden in check.

ACB appreciates the opportunity to provide this comment letter and intends to remain
engaged on this important matter. If you have any questions, please contact the
undersigned at (202) 857-5088 or via e-mail at rdavis@acbankers.org, or Sharon
Lachiman at (202) 857-3186 or via e-mail at slachman@acbankers.org.

Sincerely,

st 7 (Do

Robert R. Davis
Executive Vice President and
Managing Director, Government Relations
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Currency Chief Counsel’s Office
250 E Street, SW Office of Thrift Supervision
Public Information Room 1700 G Street, NW
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Attn.: Docket No. 05-21

Jennifer Johnson
Robert E. Feldman Secretary
Executive Secretary Board of Governors of the
Attn: Comments/Legal ESS Federal Reserve System
Federal Deposit Insurance Corporation 20™ St. and Constitution Ave, NW
550 17" Street, NW Washington, DC 20551
Washington, DC 20429 Attn.: Docket No. OP-1246

Re:  Proposed Guidance- Concentrations in Commercial Real Estate Lending, Sound
Risk Management Practices
71 FR 2302 (January 13, 2006)

Dear Sir or Madam:

America’s Community Bankers (ACB)® appreciates the opportunity to comment on the
Proposed Guidance — Concentrations in Commercial Real Estate Lending, Sound Risk
Management Practices® (“Proposed Guidance”) issued by the Office of the Comptroller
of the Currency, the Board of Governors of the Federal Reserve System, the Federal
Deposit Insurance Corporation, and the Office of Thrift Supervision (collectively, the
“Agencies”™).

ACB Position
Commercial real estate lending is an extremely important part of lending for community

bankers. We understand the Agencies are concerned that “some institutions may have
high and increasing concentrations of commercial real estate loans on their balance sheets

* America’s Community Bankers is the member driven national trade association representing community
banks that pursue progressive, entrepreneurial and service-oriented strategies to benefit their customers and
communities. To learn more about ACB, visit www.AmericasCommunityBankers.com.

471 FR 2302 (January 13, 2006).
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and are concerned that these concentrations may make the institutions more vulnerable to
cyclical commercial real estate markets.”

ACB supports the Agencies’ position that “...institutions should have in place risk
management practices and capital levels appropriate to the risk associated with these
concentrations.” We understand that the Proposed Guidance reiterates previously issued
guidelines and regulations for safe and sound commercial real estate (“CRE”) lending
programs. We believe it is always prudent for the Agencies to remind lenders
periodically of these elements of responsible lending practices. Generally, our members
follow these principles in their commercial lending programs.

However, ACB believes it is extremely important for the Agencies to recognize the
extensive burden that would be imposed on community banks by certain provisions in the
proposal regarding risk management requirements for institutions engaged in CRE
lending. To alleviate some of the burden, we recommend that, at 2 minimum, the
Agencies’ risk management examinations take into account the size and complexity of
the institution and its CRE loan portfolio.

The Proposed Guidance contains an expansive definition of what constitutes CRE loans.
CRE loans are defined to include exposures secured by raw land, land development and
construction (including 1-4 family residential construction), multi-family property and
non-farm nonresidential where the primary or a significant source of repayment is
derived from rental income associated with the property or the proceeds of the sale
refinancing or permanent financing of the property.

Following the expansive definition of CRE, the Proposed Guidance introduces rigid
threshold tests by disparate types of loans for assessing whether an institution has a
commercial real estate concentration that triggers heightened risk management practices
and heightened regulatory scrutiny. We believe that the thresholds proposed by the
Agencies are arbitrary and do not reflect the different types of lending. Further, we
believe the thresholds will not accurately identify institutions that might be adversely
affected by their commercial real estate portfolio in an economic downturn.

The proposal also calls for lenders with concentrations of CRE loans to increase their
capital levels above regulatory minimums. ACB questions the inclusion of capital
guidance in the Proposed Guidance. We recognize that discretion and judgment are part
of how the Agencies’ assess an institution, but we strongly believe that the application of
discretion in this instance based on a faulty threshold test is inappropriate. Any
requirement that an institution must raise extra capital should be imposed by regulation
through the “risk based capital” rules currently being considered by the Agencies.’

Our explanation for these positions follows. In addressing the Proposed Guidance, we
have segmented our comments into three areas: Concentration Tests, Risk Management
Principles and Capital Adequacy.

*70 FR 61068 (October 20, 2005)
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CRE Concentration Tests

ACB believes that the CRE concentration thresholds are inappropriate and that the
proposed test formulas are severely flawed. The tests, as proposed, seem to be arbitrary
and they ignore important differences in the compositions and characteristics of
individual lenders’ CRE portfolios.

The Agencies already have complete authority to implement additional oversight of any
individual institution. Arbitrary thresholds that do not consider the specific
circumstances of individual lending institutions may force some lenders out of the CRE
market, creating an unnecessary and unintended shortage of credit. This could make it
difficult for developers to fund their projects or force them to seek credit from non-
federally regulated financial institutions.

We believe the soundness of an institution’s CRE portfolio depends on individual
characteristics of the portfolio and the institution’s CRE underwriting capabilities and
experience. Accordingly, each institution should continue to be evaluated on a case-by-
case basis as part of the ongoing safety and soundness examination. This evaluation
should be based on the overall capital structure of the institution, delinquency trends and
historical losses, composition of the CRE portfolio, performance of that portfolio and the
quality of underwriting including classified loans, delinquency trends and losses;
demographics of the market served and the level of management controls in place at each
institution. ’

Further, it is a mistake to combine all types of CRE loans into a single risk classification
for purposes of setting thresholds. Different types of commercial real estate have very
different risk profiles. For example, it is important to differentiate speculative CRE loans
for raw land, land development, contractor spec home construction, and commercial
construction and development from non-speculative CRE loans that either have firm
takeouts or established cash flow patterns.

Home construction and multifamily mortgages with firm takeouts or established rent
rolls, for example, have much less risk than CRE loans that have no firm takeout or
established cash flow history. The Agencies’ have the ability to look at loss histories,
which would confirm this assessment. Home construction loans that are matched to pre-
qualified takeout buyers who are contractually bound to close the loans upon completion
also have low risk.

Completed multifamily properties, including apartments, rental complexes, assisted
living complexes, etc., with established performance for occupancy, rent rolls and
operating expenses have significantly less risk than non-multifamily CRE loans that have
no such history. Multifamily mortgages historically have had much lower loss ratios than
certain other loan classifications included in the tests. In an economic downturn,
multifamily loan performance tends to run counter-cyclically to other types of real estate,
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such as single-family mortgages, because potential homebuyers are more likely to rent
than to purchase a home.

The proposed tests mix together real estate loans with vastly different potential for loss,
and therefore fail to accomplish the Agencies’ goal of identifying institutions that might
be adversely affected by their commercial real estate portfolio in an economic downturn.
Therefore, we do not believe that either of the threshold tests is appropriate or accurate.

However, if the Agencies deem it necessary to impose threshold tests, the tests should be
modified to correspond to the actual risk inherent in the portfolio. ACB believes that
multifamily loans, pre-sold residential construction and construction/permanent financing
with either firm takeouts or established cash flows that provide sufficient debt service
coverage should be excluded from the definition of CRE Joans. This change will allow
the Proposed Guidance to focus on those types of speculative loans that are most
susceptible to economic downturns.

In order for the final guidance to exclude the aforementioned types of CRE loans or to
make the tests correspond to distinct loan risk profiles, we understand that certain
refinements would be required in the Call Reports and Thrift Financial Reports to enable
an accurate breakout of different loan classifications, and we support such changes. Also
the Call Reports and Thrift Financial Reports currently do not break out CRE for owner-
occupied properties, which are excluded from the CRE definition in the Proposed
Guidance. However, we understand that the Agencies will modify the reports in 2007 to
address this problem.

CRE Risk Management Principles

The Proposed Guidance outlines the Agencies’ view of what constitutes a “sound
commercial real estate lending program.” These regulatory guidelines cover the
following areas: board and management oversight of CRE lending; the incorporation of a
section on CRE lending in each institution’s strategic plan; underwriting guidelines for
CRE loans; risk assessment and monitoring of CRE loans; CRE portfolio risk
management practices; the need for management information systems that can produce
“meaningful information on CRE loan portfolio characteristics,” policies for identifying
and classifying CRE loan concentrations; the need for market analysis; portfolio stress
testing; and developing an adequate allowance for CRE loan losses.

ACB recognizes that most of these “risk management principles™ have been in effect for
some time and are generally acknowledged by the industry as prudent standards that
should be used by any institution engaged in CRE lending. However, ACB strongly
believes that an institution’s risk management practices should be appropriate for the size
and complexity of the individual institution. The risk management examination for a
small institution should not be the same as for a large, complex institution.

It would be extremely difficult for many community institutions to routinely “stress test”
their entire CRE portfolios. Community banks engaged in CRE lending routinely “stress
test” each CRE loan at the time of origination as a part of their normal credit
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underwriting loan approval process and, also, on a periodic basis as part of an ongoing
portfolio concentration review process. Few community banks today, however, have the
financial software and sophisticated data bases to periodically stress test their entire CRE
loan portfolios. Thus, adoption of the Agencies’ proposal would impose a significant
new regulatory burden and cost on these institutions.

Financial Institution Capital Adequacy

ACB also acknowledges that financial institutions engaged in CRE lending should be
capitalized adequately and that the capital levels should be based on the inherent levels of
risk being taken by the financial institution in their various loan portfolios. We also
firmly believe that the appropriate place for the capital guidance in the risk based capital
rules—not in this guidance.

To determine the appropriate capital level for an institution engaged in making CRE
loans, ACB believes that the regulators should take into consideration the following
factors:

» The experience and past performance of the institution in making specific types of
CRE loans;

o The inherent risk of each product type of CRE loan (e.g., multifamily, office,
retail, warehouse, hotel, acquisition and development, new construction, special
purpose, etc.);

e The dynamics of the geographic markets being served by the financial institution
and

* The quality of the institution’s risk management practices.

We believe that the appropriate mechanism by which the Agencies should impose such a
mandate for extra capital, based on the factors listed above, is by regulation in the “risk
based capital” rules currently being considered by the Agencies.® In fact, in our comment
letter to the Agencies’ on the Basel 1a proposal, we specifically suggested the following
as it relates to CRE:

» The risk criteria that should be taken into account to differentiate multifamily
residential mortgages should be LTV ratios and number of units. A similar
approach to the buckets for single-family residential mortgage loans should be
used to stratify these mortgages based on risk.

» We support the approach in the proposal that would provide lower risk weights
for commercial real estate loans that meet certain conditions, such as compliance
with appropriate underwriting standards and the presence of an appropriate
amount of long-term borrower equity. In order to ensure that Basel I banks are
not put at a competitive disadvantage with regard to Basel II banks for the

¢ 70 FR 61068 (October 20, 2005)
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treatment of commercial real estate, we believe institutions should be provided an
option to risk-weight these loans in additional buckets using LTV ratios and loan
terms as risk drivers.

e While we support the use of credit ratings as a factor in determining the risk of
commercial loans, we also urge the Agencies to allow banks to use additional
types of collateral and LTV ratios when no credit rating exists. Many community
banks make both large and small commercial loans to borrowers that do not have
a credit rating. We believe the permitted use of additional non-rated collateral
LTVs will help keep capital requirements fairly simple, encourage lending to
creditworthy and unrated businesses, and avoid any potential competitive
disadvantages.

» We believe that any expansion of the types of eligible collateral or guarantees that
can be used to mitigate risk should be optional for the institution. Institutions that
want to keep capital requirements simple and do not want the added burden of
continually tracking collateral should have that option.

We strongly oppose any requirement that an institution increase its capital levels based
only on the fact that the institution may have a concentration of CRE loans.

Conclusion

Not only is commercial real estate critical to the lending programs of many community
bankers, it is essential to the health of the American economy. Any guidance that
imposes additional requirements in a mechanical or arbitrary manner could lead to policy
shifts in the lending practices of community banks that could discourage CRE lending.
Diminished CRE lending could also have a negative impact on our economy in general
and contribute to an economic downturn. It is important to note that one of the only
remaining lending categories with which community banks can compete and serve their
communities effectively is CRE lending.

For the reasons described above, we strongly recommend that this guidance be redrafted
and made workable. ACB urges the Agencies to avoid imposing regulatory burdens in
the risk management area that are disproportionate to the size and complexity of an
individual institution.

ACB also recommends that the Agencies eliminate rigid, arbitrary threshold tests that
ignore the actual risk factors associated with a particular loan or portfolio. If the
threshold tests must be used and are to be useful tools at all, they should be flexible and
much more refined, and should not to combine together CRE loans with vastly different
potential for losses.

The Agencies also should not require an institution to increase its capital levels simply
because the institution has a concentration of CRE loans. Appropriate capital levels
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should be determined based on a thorough analysis of the individual institution and any
requirement for an institution to hold extra capital should be imposed by regulation in the
“risk based capital” rules and not by this proposed Agency guidance.

ACB appreciates the opportunity to comment on this important matter. If you have any
questions, please contact the undersigned at 202-857-3129 or jfrank@acbankers.org.

Sincerely,

Janet Frank
Director, Mortgage Finance
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By Glenn R, Mueller, Ph.D.
Professor - University of Denver
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&
Real Estate Investment Strategist - Dividend Capital Group, Inc.

Key Points

.

The proposed banking agency guidance on commercial real estate lending concentrations appears to be predicated
on fundamental misconceptions of how the commercial real estate market functions today.

Today's commercial real estate market is very different from the one that existed in the Iate 1980s and early 1990s.
For example, the commercial real estate markets and their cycles are much more transparent today than they were a
decade ago. This increased market transparency should make future real estate cycles longer and less volatile.

The proposed guidance also appears to be based on the faulty premise that all types of commercial real estate move
in the same cycle and that the residential real estate market and commercial real estate market are closely
correlated.

Real estate space market cycles are different for each metropolitan area and for each major property type (Office,
Warehouse, Retail, Apartment and Hotel). Thus, the Chicago office market and the Chicago retail market can be in
very different places; and the Chicago retail market can be at a different point in its cycle than the Miami or New
York retail market. Space market cycles depend upon local economics of supply and demand.

The real estate asset class has two major groups - Residential (home ownership) real estate and commercial (income
producing) real estate such as Office, Warehouse (industrial), Retail, Apartment and Hotel.

Residential Ownership (housing) is not connected or correlated with commercial income producing real estate.

Residential real estate markets and commercial real estate markets are fundamentally different. Residential real
estate is a production process that counts on consumers to purchase newly built and existing inventory. Commercial
real estate is an investment process that rents properties to businesses and consumers. New commercial properties
are owned by investors and only built when there is sufficient new demand.

Banks that lend for new residential construction take a risk of unsold inventory. Banks that lend for new
construction of commercial real estate require that a take-out permanent mortgage be in place (reducing the pay-off
risk) and banks that lend on permanent commercial mortgages require the property be pre-leased to provide cash
flow to pay mortgage payments (reducing default risk).

The space market cycle of the 1970s was 10 years long, the next cycle was 21 years long (1979 to 2000) and the
future space cycle is expected to be longer and less volatile due to fundamental changes that have taken place in the
commercial real estate market place.

The current commercial space market cycle declined from 2000 to 2003 and hit an occupancy bottom in 2003. Price
declines and loan defaults did not happen in this down cycle like they did in 1990. The space market cycle is still in
the recovery phase for most property sectors today with a peak expected after 2010.

The growth phase of this cycle should start in 2008 for most property types although retail is already in a growth
phase.

The space market cycle is focal in nature, driven by local employers (dersand) and builders (supply).
Demand and Supply drive occupancy rates which drive rental growth.

Occupancies and Rents drive earnings which pay mortgage payments.

(]
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e The severe downturn that occurred in the commercial real estate market during the late 1980s and early 1990s was
triggered by factors that are not present in today's environment, such as (i) changes to the Internal Revenue Code in
the 1980s that encouraged people to make investments in tax shelter commercial real estate that were not based on
the underlying profitability of the project, and (ii) the expansion of lending powers of thrifts that allowed them 10
make commercial real estate loans for the first time, and thus introduced numerous inexperienced lenders into the
market. These factors led to overbuilding.

*  The potentiality for a commercial real estate bubble has significantly decreased because of the introduction of Public
Market Capital from Real Estate Investment Trusts (REITs) and Commercial Mortgage Backed Securities (CMBS).
This introduction of public capital has changed the dynamics of the space market cycle.

*  Real Estate Space Markets can move differently from Real Estate Capital Markets.

Purpose of This Written Testimony

Barlier this year, the federal banking agencies issued proposed guidance entitled “Concentrations in Commercial Real Estate
Lending, Sound Risk Management Practices” (the “Guidance”). The proposed Guidance sets forth certain thresholds for
assessing whether an institution has commercial real estate loan concentrations that would trigger heightened risk
management practices and potentially higher capital requirements. After analyzing the proposed Guidance, it appears that it
is predicated on fundamental misconceptions of how the commercial real estate market functions today. These
misconceptions seem to be based on the assumption that this market has not wi i fund i ch over the last
two decades. Simply stated, today’s commercial real estate market is very different from the one that existed in the late
1980°s and early 1990°s. For example, the commercial real estate markets and their cycles are much more transparent
today than they were a decade ago. This increased transparency allows investors, developers and lenders to react much
more quickly to market risks and substantially reduces the potential for overbuilding, This increased market transparency
should make future real estate cycles longer and less volatile.

Another misconception underlying the proposed Guidance is the apparent belief by the banking agencies that all types of
commercial real estate (Office, Warchouse, Retail, Apartment and Hotel) move in the same cycle and, thus, bear the same
risk. This is simply not true, Commercial real estate cycles are different for each metropolitan area and for each major
property type. This is shown in the attached Market Cycle report (Appendix A). The Guidance’s one-size-fits-all approach
does not take into account diversification by geography and product type.

The definition of commercial real estate in the proposed Guidance also appears to be based on the misconception that the
residential real estate market and commercial real estate market are correlated to such an extent that certain types of
residential loans should be included within the definition of commercial real estate for purposes of the proposed Guidance.
This is a faulty premise because the commercial real estate market and the residential real estate market are fundamentally
different.

Commercial real estate is a necessary and important part of economic growth. In order to avoid any potential unintended
consequences, the bank regulatory approach to commercial real estate lending must be predicated on an accurate
understanding of today’s commercial real estate market environment. The purpose of this written testimony is to set forth
the changes that have occurred in the commercial real estate market over the last two decades in order to address the
misconceptions upon which the proposed Guidance appears to be based.
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Real Estate Space Market Cycles

Introduction

Many economists consider commercial real estate cycles to be a mirror reflection of the economy. As one of the three major
factors of production (land, labor and capital) demand for commercial real estate is a necessary and important part of
economic growth. As the population of the world grows, these additional people need a place to work, sleep, eat, shop and
be entertained which constantly increases the amount of space needed. Many consider commercial real estate a cyclical
industry because its demand side is affected by economic cycles and supply historically lags demand.

Historically, the delivery of real estate space to meet the world's needs has been “lumpy”. Too little space is available
during times of rapid growth and once development production has geared up too much supply continues to be produced
even after demand has slowed. This lag between demand growth and supply response has been a major canse of volatility in
real estate cycles, after the effect of economic cycles. The ability to control space production is one key to less volatile real
estate cycles in the futare. This testimony explains the fundamental reasons for historic movements in the office space
market demand and supply, and then attempts to project the demand and supply variables for the next cycle. While
estimating the space market building cycle is relatively straightforward with much data available for both the demand and
supply variables, projecting the capital cycle is much more difficult, as other investment markets (stocks, bonds and
international investments) must be considered because they compete for investor’s dollars.

Commercial vs. Residential

Please note that this testimony is focused on commercial (for rent) real estate markets and NOT residential (for sale) home
ownership markets. Residential {for sale) home ownership markets are a production process, where new inventory is
produced for consumers with the assumption that they can afford to purchase and will purchase homes. Residential
construction lending has higher risks as unsold homes do not produce cash flow to make mortgage payments. (This does
NOT include apartments.) Commercial (for rent) real estate monitors the occupancy levels and rents of existing properties
as well as new construction added to the existing supply and examines it against the existing business tenants who rent
properties and new tenants who may come into the market. Historically the residential and commercial markets have had
very different cycles and thus very different value changes and/or problems.

Space Market Cycle Fundamentals .

The “space market” cycle is the demand and supply for space, which is very loeal in nature. Demand for space isa
function of the number of people who need space to live and businesses that need space to conduct their business. The
amount of space used is a function of both the need for space and the price of that space. The supply of space is a function
of existing space, space under construction, and future demand for space. Rent is a function of the current space available
(occupancy level) and the future expected space available.

The cost to purchase or construct space must provide an economic return for the investor. Most researchers have found that
rents are a function of the amount of demand and supply at any given point in time. The interplay between demand and
supply is easily described in terms of occupancy (or vacancy), which has a high correlation with rent levels. The supply and
demand for space is also property specific. Demand and supply for office space does not affect the demand or supply for
retail, warehouse, hotel or apartment space. Thus an investor or lender who diversifies their portfolio by both property type
and market can lower their risks substantially. This analysis uses the historic office markets as an illustration, but similar
cycles appear in the other four major property types including warehouse, retail, apartment and hotel. The current positions
of the 5 major property types and the 50+ major metropolitan areas can be seen in the Market Cycle Report attached as
Appendix A.

The 1970s Cycle

Demand: The 1960s had average annual overall office employment growth of 3.2% for the decade which produced strong
demand for office real estate into the late 1960s. The first half of the 1970s produced only 1.8% average annual office
employment growth, partiaily due to a recession in 1974 and office demand increased by only 1.7% in the early 1970s. The
second half of the 1970s produced strong economic growth (GDP) from the baby boom generation coming of age and
entering the work force with overall employment growth averaging 3.2% per year again. Office demand growth averaged
3.8% per year (faster than overall employment) during the second half of the 1970s as the information age began and the
middle management ranks, who analyzed more data for companies, expanded. (Exhibit 1) Several office markets had sharp
office demand growth from industry specific employment factors such as the oil boom in Denver, Dallas and Houston.

Supply: The early 1970s were characterized by a construction boom that was fueled by increased capital flows to real estate.
Major new capital sources were available as mortgage REITs were created by commercial banks that allowed them to
bypass their regulatory restrictions on how much and how many real estate projects they could lend to. The first half of the
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1970s saw total office space constraction increase by an average 5.6% per year. The recession of 1974 slowed GDP and
employment growth, and the office markets down-cycled and crashed in 1974 and 1975. Many construction loans defaulted
and never converted to permanent loan status. New “empty buildings™ were foreclosed upon and held by mortgage REITs
whose stock values plummeted from a peak NAREIT Index of 112,39 in Jannary 1973 to a low 39.09 in December 1974,
when the mortgage REITs could not make their dividend payments. The REIT industry, which had begun in 1960, grew to
around $10 bitlion in market capitalization and subsequently shrunk to $2 billion in 1975. The flow of capital to real estate
construction shut down and new space growth slowed to 1.5% in 1976 then recovered to a more moderate 3.2% average in
the second half of the 1970s.

The early 1970s period of overbuilding was initiated due to surprisingly strong demand growth in the late 1960s that
allowed the capital markets to “sell a story” about mortgage REITs to public investors. Oversupply pushed office
occupancies to a bottom in 1975 (Exhibit 5). After the crash, the public market branded mortgage REITs as “bad and high
risk” and this mortgage REIT branding still exists today in the minds of many investors.

Exhibit 1 shows the high rate of growth in supply and relatively low rate of growth in demand in the first half of the 1970s
causing a down cycle, while the second half was characterized by stronger demand growth than supply growth allowing
recovery and then expansion to take place.

Exhibit 1
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The 1988s Cycle

Demand, The U.S. began to move into the information age in the late 1970s and economic prosperity coupled with very
strong white-collar employment growth from the baby boom generation helped create a 4.7% annual average GDP growth
rate for the decade. A recession in 1981 was caused by high government debt pushing interest rates up to the high teens (10
year treasuries reached 15% in 1981) which caused construction spending and consumer spending to slow. After 1981
strong government spending, continued strong employment growth and the dawn of the personal computer age helped GDP
to maintain strong growth rates throughout the rest of the 1980s. Employment growth averaged 2.8% per year for the
decade while office demand grew an average yearly rate of 3.6% for the decade.

Supply: Real estate was a private marketplace in the 1980s, with little information available about construction starts versus
future demand. In addition, thrifts were allowed to lend on commercial real estate where they had no previous experience.
There were few researchers or national level data sources at the beginning of the decade and only a handful at the end of the
decade. Data was provided by commercial brokers whose motivation was to close deals. Computers made 10 year
investment projections a new way of life, but the standard occupancy assumption was 95% for each year going forward even
when many market occupancy rates were declining. Supply was growing at an average 7.7% per year during the decade
which was double demand growth, thus the occupancy rate was declining yearly. (Exhibit 5). The tax act of 1981 created
more capital flow to real estate for tax shelters and thus more construction of tax driven (non-economic) real estate deals.
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1982 was the peak construction year with an almost 10% growth in new supply. The few warnings by researchers about
oversupply were not heeded. The tax act of 1986 did slow building, but not enough to bring supply growth back in line with
demand growth (Exhibit 2).

This overbuilding was also driven by the search for higher returns by the capital markets. The first half of the 1980s
produced a stock market return of almost zero and investors needed alternatives. Using their rear view mirrors, investors
bought real estate as an inflation hedge and diversifier for their portfolios. With a track record that started in the early
1970s, pension fund investors saw historic real estate returns as a good alternative for diversifying their portfolios. The
introduction of the NCREIF index in 1978 gave pension funds a benchmark to analyze real estate returns and more
confidence to invest larger amounts. In addition, foreign investors saw U.S. real estate as a safe haven for their money and
in the late 1980s the Japanese saw U.S. real estate as a much higher yield investment than their 3% real estate returns at
home. This kept real estate prices rising and new construction coming, even though the occupancy rates continuously
declined from 1979 through 1990. The construction boom did not stop until 1990 when the next buyer was not willing to
pay a higher price for an empty office building and real estate prices finally crashed. Individuals, followed by pension
funds, followed by foreign investors all had good “comparative” historic reasons to purchase real estate instead of stocks
and bonds. Even the 1986 tax act (which took away the individual investor tax incentives) did not shut down commercial
real estate investing and construction, as tax exempt pension funds and foreign investors kept on supplying capital to the
office market. (Smith et al, 2000)

Shortages of office space in 1979 and 1980 and the ease of suburban office construction allowed for massive amounts of
new speculative office construction in the 1980s. In addition, prosperous companies were building trophy downtown office
buildings to show off their success and developers had no problem finding capital to put up speculative buildings to sell to
investors. (Gilberto, 1992) Exhibit 2 shows the strong supply growth throughout the 1980s.

Exhibit 2
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The 1990s cycle

Demand: Office demand growth was relatively stable in the 1990s at an average growth of 1.9% per year with the only year
below 1.5% being 1991, due to a mild recession. Office demand growth rose at over 2% from 1997 to 1999, The steady
expansion of the economy with GDP growth averaging 3.1% per year in the 1990s is more moderate than previous decades,
but much less volatile.

Supply: While both 1970 and 1980 saw real estate start the decade near a peak, 1990 saw the real estate cycle start at a
bottom. Overbuilding in the late 1980s caused the worst vacancy in office space (over 20%) since the great depression and
a mild recession in 1991 further reduced demand. It took until the mid-1990s for office markets to recover, on average,
across the U.S. and the growth phase of the cycle did not begin until the second half of the 1990s. Little new construction
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took place in the first half of the decade with supply growth averaging 0.6% per year, as the excess space built in the 1980s
was being absorbed. Supply growth averaged only 1.3% for the second half of the 1990s, allowing occupancy to improve.
Both 1998 and 1999 were years when demand and supply grew at similar rates, creating a balanced growth in the market.
Rents improved throughout the second half of the 1990s as a result.

Bank and thrift failures in the late 1980s and early 1990s caused the government to create the Resolution Trust Corporation
{RTC) to dispose of their bad loans and the commercial mortgage backed securities (CMBS) market was born. Developers
who did have economic projects to build in other property types besides office could not find debt financing, so they turned
to the public capital markets, The equity REIT market re-emerged in 1992 as a capital source for real estate. As the real
estate markets improved, pension fund investors cautiously returned to the market and many tested the venture capital
investment potential of real estate. With new technologies, public market investment and renewed but cautious interest from
pension funds, data on real estate market activities became available during the 1990s and independent real estate research
departments at investment firms became a standard for improved underwriting. Prudential Insurance, then Equitable
Insurance, then most pension fund advisors established research departments by the mid-1990s with the head researcher
having a PhD. Then the REIT boom of 1992 to 1997 caused every major investment bank on Wall Street to develop a REIT
research team. The potential for overbuilding was reduced substantially as the research data from such companies as Torto
Wheaton Research, FW Dodge, REIT Reports and Co-Star became available and real estate market watchdogs were ready to
“blow the whistle” at the first sign of trouble. The higher information efficiency of the public markets and more freely
available information has caused the feedback loop between supply and demand to become shorter. Real Estate capital
providers now see problems within months instead of over a year and the public market capital is always trying to predict
when to stop supplying funds to new and existing properties. 1998 and 1999 saw office demand and supply virtually match
each other. (Exhibit 3) The Real Estate markets ended the 20" century in the healthiest cycle position since 1979.

Prior physical cycles indicate that when the U.S. economy grows rapidly, office development follows with a lag, and then
supply tends to overshoot actual demand when completed buildings come on line. It was overly optimistic demand
projections that created large amounts of oversupply in the last two historic cycles.

Exhibit 3

Demand Supply

3.0% - Matched
2.5%
2.0% +
1.5% -
1.0% - -
0.5% -
0.0% -
38§ 83885 8¢

Source: FW Dodge, CB Commercial, BLS, Mueller

The 2000s cycle

Demand.: The first decade in the new millennium began with office occupancies hitting their peak in the fourth quarter of
2000. Unfortunately office demand in 1999 and 2000 were higher than the long term U.S. trend, due to the growth of the
technology industry. The speculative bubble in the stock market gave capital to tech companies who grew quickly, causing
them to hire more employees and project their future space demands at unrealistic levels. The U.S. ended a long economic
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expansion in 2001 after the tech bubble burst. Annual office employment declined for the first time by over -1% in 2001,
while office demand (absorption) declined by over -2% as firms with excess space put that space on the sub-lease market in
an attempt to rent unused space to other users and reduce their costs. This demand driven downturn was different from the
supply driven down cycles of the 1970s and 1980s creating a new challenge for researchers, National office employment
has always been positive in past cycles, while negative net absorption has been caused by too much supply. Office supply
did react quickly, declining to very low levels and allowing the market to bottom quickly and begin a recovery in 2003,

Office employment has grown from 2002 to 2006 and is expected to grow over the next decade. Some of the major reasons
for this continued growth include increasing demand from a globalized economy, continued technology revolution, and long
term population growth. Population growth at just under 1% per year on a 300 million U.S. base translates into 2.5 million
new people per year in the U.S., each year, for the next ten years. These additional people (half immigrants and half new
births net of deaths) stifl need additional real estate to work in, shop at, sleep in, eat at, and play in. This means the U.S. will
need to build one complete new city like Denver, or Phoenix each year for the next 10 years to meet space demand. While
there may be small periods of recession, the long-term prospects are positive. In this cycle office employment increased by
only 1.2% in 2004 and 1.4% in 2005 with a 5 year forecast of 1.5% going forward. Overall office demand (absorption) is
expected to follow similar but slower growth rates of 1.3% over the second haif of the 2000’s decade. (Exhibit 4) With a
flourishing economy, office demand growth is expected to average around 2% in the first half of the century.

Supply: Construction starts for dffice declined each year for the first half of the decade, declining each year to make up for
the negative demand in 2001, The supply forecast average for the second half of the 2000 decade is estimated to be only
1.3% allowing occupancies to improve. (Exhibit 4) There are three principal reasons for this forecast:

1 - Public Capital Markets

With public market monitoring, it will be much more difficult to justify new space without an analysis of existing
competitive construction and user demand for existing space. We have already seen the public capital market reaction to
potential excess sapply in cities like Atlanta where many new office construction projects were stopped in 1998 when Wail
Street analysts downgraded REITs and Commercial Mortgage Backed Securities (CMBS) issues that were investing in the
Atlanta office and industrial markets. New office supply in Atlanta dropped from 6.4 million square feet in 1998 to 5.9
million square feet in 1999, One Adanta-focused REIT, Weeks Corporation, experienced a 20% stock price decline when
news of Atlanta oversupply was revealed in the financial press. This monitoring by the capital markets let the Atlanta
market move back into balance within a year’s time, instead of going through an overbuilding boom bust cycle.

The information feedback loop that is now in place is much more likely to avoid large boom bust cycles in the future, as
supply will be constrained by the wider availability of market information. The REIT market saw prices fall in 1998 and
1999 when direct markets were good and the outlook was even better, because the public capital markets were more
attracted to high-tech stocks. On the other hand, the CMBS market brought more capital than traditional real estate debt
lenders and many feared it would support non-economic projects. But in mid-year 2000, the REIT market recovered as the
tech market fell and improved in both 2001 and 2002, showing that an earnings growth focus may be correct over the long
term after all. The CMBS market has performed well from 2000 through 2006 with a focus on pre-leasing and tenant credit
instead of property value.

2 - Construction Constraints

Constraints on building have increased over the past decades. The number of studies and approvals necessary for new
construction has tripled in cost and time, over the past two decades. Environmental impact studies, traffic impact studies,
storm water runoff management and other societal impacts must now be analyzed and mitigated before development
approvals are given, While F.W. Dodge economists and data providers wrote about this lengthening, they were not able to
prove it as the company only began keeping historic data in 1994, all previous data gathered was discarded on a regular
basis. The cost of construction labor and materials has increased at high rates and construction labor was the hardest labor
force in the country to find in 2000 and the first half of 2001. Therefore producing new supply takes longer and is more
expensive. Development is now much more difficult than it was in previous cycles due to the up-front costs mentioned
above. Many of the major developers have become long-term investors as well, by turning their companies into REITs.
Capital partners for developers are now much more sophisticated than they have been in the past, requiring feasibility
studies and pre-leasing prior to funding approval.

3 - Greater Transparency

The real estate markets and their cycles are much more transparent than they were a decade ago. In 1990 there were a few
small firms collecting market data on 20 to 30 MSAs and selling it to a few large institutional investors. Over the decade
more than 30 market research firms have been started and recently they have been consolidated into a few national firms
that cover as many as 60 major markets in the U.S. in the five major property types. The largest firms are F.W. Dodge
(who recently merged-their data products with Torto Wheaton Research), Torto Wheaton Research {(a Division of CB
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Richard Ellis), CoStar (a national commercial multi-list system that has gone public and purchased four other firms), Grubb
& Ellis, Property & Portfolio Research and REIS Reports. These firms provide general market information free to the
general public and detailed data and trends to paying clients. With this information the multitude of research groups at
private and public investment firms and banks are able to monitor the supply risks of each market and property type as well
as forecast future potential investment opportunities. The availability of this research has made the real estate capital supply
chain more efficient and Jess prone to making oversupply mistakes. Thus market transparency should make the next real
estate cycle longer and less volatile.

Exhibit 4
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Space Market Conclusion

The real estate cycle of the new century has already proven to be different with its demand driven downturn, but surprisingly
quick reaction of supply to slow as well. This supply demand balancing should produce a longer and more moderate cycle
for commercial real estate in the future. Having more stable occupancy rates should also produce more moderate but stable
rental growth in the future. The 1980s real estate cycle was driven by oversupply that was partially due to the private nature
of real estate markets, the tax shelter driven investments and the lack of good data. The future real estate cycles should be
more moderate due to restricted supply conditions and more rational capital markets that are led by better information,
monitoring and feedback systems that come with public capital sources. Eventually this more efficient market may reduce
the ability to capture superior returns from better proprictary information and arbitrage investing, but the stability will create
less risk for investors and lenders. An increased length in the economic cycle should be reflected in the increased length of
the real estate space market cycles. If the U.S. and world economic expansions continue for the next decade, the U.S. real
estate cycle recovery that began after the 2003 cycle bottom should move into a growth phase in 2008 for all property types.
The cycles for each of the 5 major property types (office, warehouse, retail, apartment and hotel) will move differently — as
they have in the past. Each city will also move at different rates depending upon local demand and supply characteristics.

The quarterly Market Cycle Monitor research report is attached as Appendix A and a literature review as Appendix B.
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Capital Market Cycles

Historic Cycle Summary

Capital Flows are the major factor affecting prices in real estate as well as all other investments, When capital flows in,
prices go up. The capital market cycles show that the public market was first tapped in a large way by real estate in the
1970s with mortgage REITs but this was a disaster because mortgage REITs were externally advised by their sponsor banks
that did not care about the defaults in those portfolios as the bank’s money was not at risk.

In the 1980s, the private real estate capital markets, driven by tax shelter investors, then non-taxable pension funds, then
foreign investors created a long 10 year capital flow to real estate in the 1980s that created the largest overbuilding cycle
ever experienced in the U.S. When the private capital markets turned away from real estate in the 1990s, the public markets
were again accessed with new and improved REIT and CMBS vehicles that are still evolving. The 1990s were different
though, because more information became available and the public markets began anticipating problems and not just
reacting to them. This created a real estate market that maintained a balanced demand/supply growth in 1998, 1999 and
2000. There are many positives to the public capital markets including: access to public capital markets, better data, and
accountability. There are also negatives to public markets such as stock price volatility, and competition for capital with
other public market sectors (stocks and bonds). If economic and employment growth could be estimated accurately, there is
a strong chance that real estate markets could estimate demand better and fine tune new supply even further than what has
already been attained in the first half of the 2000’s. The capital markets certainly seem to be making this demand -~ supply
balancing act more accurate.

Capital cycles have historically lagged the space cycle. Capital flows continued to increase years after occupancies and
rents declined in the 1980s. But in the 1990s the public markets helped to remove some of that lagged relationship and the
physical and financial market cycles moved in sync when the downturn came in 2001. Exhibit 5 shows the historic
movement of the office physical market and the financial flows of new capital supplied to office space construction. The lag
in the early 1980s was about 6 years, but in 1991 the rebound only lagged by one year and in 2001 occupancy declines have
created an immediate decline in new construction permits, thus the two cycles were moving together in similar patterns.

Exhibit 5
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Capital flows are difficult to follow and even more difficult to predict as the whim of investors has not been captured in any
known statistic. Current efforts by the Homer Hoyt Institute to study capital flows are funding research, such as the Real
Estate Capital Flows Data Sources Project that can be found at www.Hoyt.org. The most notable and important source of
capital flows data now comes from Real Capital Analytics, a firm started in 2000. The debt side of real estate is
characterized here by commercial mortgage originations. Exhibit 6 shows the mortgage originations from 1970 through
2000. The late 1970s and early 1980s produced an average $5 billion in mortgage originations per quarter. In the second
half of the 1980s the origination level rose to a peak $25 billion in one quarter (that is 5 times the normal average) and
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stayed above the $5 billion level through 1990. This oversupply of capital (the gray box} was one of the major factors in the
false price appreciation support for real estate. In the first half of the 1990s originations were negative {foreclosures) and in
the second haif of the 1990s rates returned to the average $5 billion per quarter level. Also note that the quarterly amounts
in the 1990s are more volatile than the early 1980s as the public markets now play a major role in originations. The
question is — where will it go in the future?

Exhibit 6
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Future Capital Cycles

Now that the public markets have emerged, real estate finally has access to the five major sources of the capital markets
(public debt, private debt, public equity, private equity plus international capital). The new Public Capital sources
developed in the 1990s (REITs and CMBS) have different effects, most of which appear to be positive on real estate and
include better data, faster access to data, multiple monitoring and reporting sources, and better access to capital. This new
era of public markets access and research oversight provides a feedback loop that should provide more balanced long-term
capital flows as well as stability to the real estate markets. (REIT’s low prices in 1998 and 1999 helped real estate markets
avoid too much new development that would have been difficult to lease in 2001 and 2002.)

Conclusion

U.S. real estate capital markets have gone from being local in nature in the 1970s to national in nature in the 1980s to public
and global in nature in the 1990s. The changing nature of all capital markets due to globalization makes the real estate
capital markets more difficult to understand and predict. The poor performance of the stock and bond markets since 2000
has pushed much more capital toward real estate in the U.S. because real estate is now seen as a safer and more stable
investment (A physical asset that can not evaporate into cyber space). It is also possible that this extra capital flow has
moved U.S. capitalization rates {cash-on-cash return) from their historic 7% to 10% range down to the European range of
5% to 7% during the 2000s decade.
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Second Quarter 2006 Analysis
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Physical Market Cycle Analysis of All Five Major Property Types in More Than 50 MSAs.
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Office market occupancy average improved another 0.3% in 2Q06 and we expect 3% - 4% rental growth,

Industrial occupancy improved .2% in 2Q06, and we expect 2.5% to 3% rental growth for the year.

Apartment occupancy improved 0.2% in 2Q06, and we expect 4% rental growth for the year.

Retail occupancy improved 0.2% tn 2Q06 and we expect 2% - 3% rent growth for the year,

Hotel pccupancies improved 0.3% in 21Q06 and we expect RevPAR to grow by more than 10% for the year,
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The cycle monitor analyzes occupancy movements in five property types in over 50 Metropolitan Statistical Areas
(MSAs). Market cycle analysis should enhance investment-decision capabilities for investors and operators. The
five property type cycle charts summarize almost 300 individual models that analyze occupancy levels and rental
growth rates to provide the foundation for long-term investment success. Real estate markets are cyclical due to the
lagged relationship between demand and supply for physical space. The long-term occupancy average is different
for each market and each property type. Long-term occupancy average is a key factor in determining rental growth
rates a key factor that affects real estate returns.
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Rental growth rates can be characterized in different parts of the market cycle, as shown below.
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OFFICE

The U.S. office market occupancy average improved another 0.3% in 2Q06 but is still 2% below
the long-term average. Thus, it is still a tenant’s market when negotiating new leases. The
national average finally moved from position 2 to position 3 as we predicted last quarter. Net
absorption for the quarter was more than 18 million square feet, and while new office
construction is increasing, it is still half the rate of 2000. Occupancy improvement from 2Q05 to
2Q06 was a full 1% and different sources state that national average rents have increased about
3% to 4% over the past 12 months. We expect almost 1% increase in occupancy for the next
year which can drive a 3% to 4% rent growth for the year.

Office Market Cycle Analysis
2nd Quarter, 2006
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Note: The 11-largest office markets make up 50% of the total square footage of office space we monitor. Thus, the 1-largest office markets are
in bold italic type to help distinguish how the weighted national average is affected.

Markets that have moved since the previous quarter are now shown with a + or ~ symbol next to the market name and the number
of positions the market has moved is also shown, ie, +1, +2 or -1, -2. Markets do not always go through smooth forward-cycle
movements and can regress, or move backward in their cycle position when occupancy levels reverse their usual direction. This can
happen when the marginal rate of change in demand increases {or declines) faster than originally estimated or if supply growthlig
stronger {or weaker) than originally estimated.
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Industrial

Industrial occupancy improved by 20 basis points in 2Q06, providing a 1.1% occupancy increase year over year
from 2Q05. Eighteen cities improved their cycle position by at least one point, which moved the national average
industrial cycle position to point #4 on the cycle graph. While new construction was strong at levels close to 2001,
net absorption was almost 18 MSF for the guarter. Absorption continues to be strongest in southern California
markets. Rents year over year were up 2.5% nationally. For the next year we expect another 0.5% occupancy
increase which should drive rent growth in the 2.5% to 3% range.

Industrial Market Cycle Analysis
2nd Quarter, 2006

Atlanta+l
Baltimore+1 ’
Cincionath
Columbus
Indianapolis
Tacksonville+]
Kansas City+]
Miltwavkee+t
Minneapotis
Nashville
New Orleans
New York
Norfolk
Oklaboma City
Orlando
Portland
Raleigh-Durbart
San Franciscos2

Las Vegas
Los Angeles
Orange County
W. Palm Beach+1

LT Average Occupancy

Ft. Lauderdate
Pheenix

San Diegott
Seattle
Austing b
Boston
. Charlotte+1
Chicago Datlas Fis1 Houston
Clevetand Fust Bay
Philadefphia Miami
l;;n;zn:_gh . Now Jerseps2 Source: Mueller, 2006
St. Louis ?
Tampa Richsmond
Sacramento+ i
San Jose+t
San Antonio+ !
Sait Lake+1
Wash DC
NATION+1

Note: The 12-largest industrial markets make up 50% of the total square footage of industrial
space we monitor. Thus, the 12-largest industrial markets are in bold italic type to help
distinguish how the weighted national average is affected.

Markets that have moved since the previous quarter are shown with a + or - symbol next to the market name and the number of
positions the market has moved is also shown, eg. +1, +2 or -1, -2. Markets do not always go through smooth forward-cycle
movements and can regress, or move backward in their cycle position when occupancy levels reverse their usual direction. This can
happen when the marginal rate of change in demand increases {or declines) faster than originally estimated or if supply growth %
stronger {or weaker) than originally estimated.
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Apartment

Apartment occupancy improved 10 basis points in 2Q06, this producing a 0.5% occupancy
increase year over year. Multifamily construction starts were down 4% in the second quarter,
2% year over year and are hovering close to the long-term national average — which is
sustainable. This shows moderation by the construction industry and reflects the decline in
demand for condo conversions (the Condo craze is now over). Population growth and high
housing costs still produce the best apartment markets. We anticipate occupancies to increase
another 40 basis points in the next year. Rent growth was almost 3% year over year through the
second quarter and we estimate 4% rent growth for the next year.

Apartment Market Cycle Analysis
2nd Quarter, 2006
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Note: The 10-largest multifamily markets make up 50% of the total square footage of
multifamily space we monitor. Thus, the 10-largest multifamily markets are in bold italic type to
help distingnish how the weighted national average is affected.

Markets that have moved since the previous quarter are shown with a + or - symbol next to the market name and the number of
positions the market has moved is also shown, e, +1, +2 or -1, -2. Markets do not always go through smooth forward-cycle
movements and can regress, or move backward in their cycle position when occupancy levels reverse their usual direction. This can
happen when the marginal rate of change in demand increases {or declines) faster than originally estimated or if supply growtH %
stronger (or weaker) than originally estimated.
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RETAIL

Retail occupancy improved 0.2% in 2Q06 but is up only 0.5% year over year. Consumer
spending is now reflecting higher gas prices as the recent detailed consumer spending report
showed people are spending more on books and less on electronic media; more on beer-groceries
and less on restaurants; more on toys/games but less on sporting equipment and jewelry; more on
personal care and less on home care. Regional mall occupancy appears to have peaked as it is
hard to increase occupancy past 95%. Thus, mall rental growth will be the best of the retail
property types. The national retail average remains in the growth phase, at position 7 on the
cycle where it appears to be stabilizing, even with a slowing economy. We expect the national
occupancy position to hold at this level for the year, and rental growth to moderate to the 2%—3%
range over the next year.

Retail Market Cycle Analysis
2nd Quarter, 2006
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Note: The 15-largest retail markets make up 50% of the total square footage of retail space we monitor. Thus, the
15-largest retail markets are in bold itakic type to help distinguish how the weighted national average is affected.

Markets that have moved since the previous quarter are shown with a + or - symbol next to the market name and the number of
positions the market has moved is also shown, eg., +1, +2 or -1, -2. Markets do not always go through smooth forward-cycle
movements and can regress, or move backward in their cycle position when occupancy levels reverse their usual direction. This can
happen when the marginal rate of change in demand increases (or declines) faster than originally estimated or if supply growtti &
stronger (or weaker) than originally estimated.
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HOTEL

Hotel occupancies improved 0.3% in 2Q06 and 1.2% year over year. Demand continues to be strong across the
board with air travel up and most planes full, It is good news for the hotel industry that airlines have been able to
become profitable in the face of higher fuel prices, but at the expense of few flight options for travelers,
Construction starts have been very strong in many markets with Lodging Econometrics (www lodging-
econometrics.com) reporting a 50% year-over-year increase, which is a new high for this cycle, but about 15%
below the peak set in 1998. Construction is highest in Washington, New York, Dallas, Los Angeles and Atlanta.
Occupancy levels are now expected to improve another 1% over the next year, which would provide a RevPAR
growth more than 10% in the next year as well.

Hotel Market Cycle Analysis
2nd Quarter, 2006
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Note: The 14-largest hotel markets make up 50% of the total square footage of hotel space that we monitor. Thus,
the 14-largest hotel markets are in boldface italics to help distinguish how the weighted national average is affected.

Markets that have moved since the previous quarter are shown with a + or - symbol next to the market name and the number of
positions the market has moved is also shown, eg. +1, +2 or -1, -2. Markets do not always go through smooth forward-cycle
movements and can regress, or move backward in their cycle position when occupancy levels reverse their usual direction. This can
happen when the marginal rate of change in demand increases {or declines) faster than originally estimated or if supply growti %
stronger {or weaker) than originally estimated.
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MARKET CYCLE ANALYSIS — Explanation
Supply and demand interaction is important to understand. Starting in Recovery Phase 1 at the bottom of a cycle (see
chart below), the marketplace is in a state of oversupply from previous new construction or negative demand growth. At this
bottom point, occupancy is at its trough. Typically, the market bottom occurs when the excess construction from the previous
cycle stops. As the cycle bottom is passed, demand growth begins to slowly absorb the existing oversupply and supply growth is
nonexistent or very low. As excess space is absorbed, vacancy rates fall, allowing rental rates in the market to stabilize and even
begin to increase. As this recovery phase continues, positive expectations about the market allow landlords to increase rents at a
slow pace (typically at or below inflation). Eventually, each local market reaches its long-term occupancy average whereby
rental growth is equal to inflation.
Tn Expansion Phase I, d d growth i at increasing levels, creating a need for additional space. As vacancy
rates fall below the long-term ipancy average, signaling that supply is tightening in the marketplace, rents begin to rise
rapidly until they reach a cost-feasible level that allows new construction to commence. In this period of tight supply, rapid
rental growth can be experienced, which some observers call “rent spikes.” (Some developers may also begin speculative
construction in anticipation of cost-feasible rents if they are able to obtain fi ing.) Once cost-feasible rents are achieved in
the marketplace, demand growth is still ahead of supply growth — a lag in providing new space due to the time to construct.
Long expansionary periods are possible and many historical real estate cycles show that the overall up-cycle is.a slow, long-term
uphill climb. As long as demand growth rates are higher than supply growth rates, vacancy rates will continue to fall. The cycle
peak point is where demand and supply are growing at the same rate or eguilibrium. Before equilibrium, demand grows faster
than supply; after equilibrium, supply grows faster than demand.
Hypersupply Phase I of the real estate cycle after the peak/equilibrium point #11 — where demand growth
equals supply growth. Most real estate participants do not recognize this peak/eguilibriurn’s passing, as occupancy rates are at
their highest and well above long-term averages, a strong and tight market. During Phase III, supply growth is higher than
demand growth (hypersupply), causing vacancy rates to rise back toward the long-term occupancy average. While there is no
painful oversupply during this period, new supply completions compete for tenants in the marketplace. As more space is
delivered to the market, rental growth slows. Eventually, market participanis realize that the market has turned down and
commitments to new construction should slow or stop. I new supply grows faster than demand once the long-term occupancy
average is passed, the market falls into Phase IV.
Recession Phase IV begins as the market moves past the long-term occupancy average with high supply growth and low
or negative demand growth. The extent of the market down-cycle will be determined by the difference (excess) between the
market supply growth and demand growth. Massive oversupply, coupled with negative demand growth (that started when the
market passed through long-term occupancy average in 1984), sent most U.S. office markets into the largest down-cycle ever
experienced. During Phase IV, landlords realize that they will quickly lose market share if their rental rates are not competitive;
they then lower rents to capture tenants, even if only to cover their buildings’ fixed expenses. Market liquidity is also low or
nonexistent in this phase, as the bid-ask spread in property prices is too wide. The cycle eventually reaches bottom as new
construction and completions cease, or as demand growth turns up and begias to grow at rates higher than that of new supply
added to the marketplace.
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This Research currently monitors five property types in more than 50 major markets. We gather data from numerous sources to
evaluate and forecast market movements. The market cycle model we developed looks at the interaction of supply and demand to
estimate future vacancy and rental rates. Our individual market models are combined to create a national average model for all
U.S. markets. This model examines the current cycle locations for each property type and can be used for asset allocation and
acquisition decisions, 2




234

Important Disclosures and Certifications
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which Dividend Capital Group or an affiliate serves as investment adviser). Real estate investments purchased or
sold based on the information in this report could directly benefit Dr. Mueller by increasing the value of his
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APPENDIX B

Literature Review

Real estate cycles were first discussed by Homer Hoyt in 1933 in his analysis of the Chicago marketplace. Since that
time market cycles have received scattered attention over the years. Pritchett (1984) theorized that there is a national
real estate market cycle, but the cycles for each property type were not coincident. He stated that supply growth and
decline always lagged demand growth and decline, thus turning points in the top and bottorn of any cycle could be
determined when the supply growth and demand growth were moving in opposite directions. However, recognition of
turning points was less useful to investors than anticipation of such points. He applied these ideas by stating that the
most advantageous buying opportunities generally exist during late declining, bottom, and early rising portions of the
real estate market cycle.

Witten (1987) stated that every city had its own property cycles which were unique in length (time) and degree of
change (magnitude) and were dependent on the internal dynamics of each market. He also stated that new supply while
being cyclical is somewhat more volatile than demand, since supply is often determined by the availability of financing
rather than by market need. He also observed that markets seldom move as smoothly as the classically drawn curves,
but instead move in "fits and starts” causing investors to hesitate and wait for clear signs as to market changes.

Brown (1984) described cycle modeling as a simplification of the complexities of reality which hopefully capture the
crucial features of the economic sector or system being studied. He believed that time series should be used to
determine the length and magnitude of cycles as it secks to measure movement over time. Also the longer the length of
time studied, the better the understanding of the cycle movement. A key to cycle research is the identification and
removal of trend and seasonal components inherent in time series data. He concluded that if feasibility analysts,
investment advisors, and principals or lenders are to give credibility to market cycle analysis, much more research
needs to be done. There are currently no uniform measurement procedures available, making it difficult to agree on the
length and itude of cycle mo He concluded that the downside of market cycles creates extreme
economic obsolescence, thus real estate professionals need to maintain the perspective of cyclical timing in their
decision making.

Wheaton (1987) using a sample of 10 cities, estimated the national office market cycle to have a length of between 10
and 12 years. He found that each city had a turning point (peak or trough) in its own market cycle that was within one
or two years of the combined average of the 10 cities. He studied the causes of market movement that made the office
market cyclical. One of his findings was that the tenure structure of office leases was usually long-term (e.g. 10-15
years). His explanatory model found that expected employment growth was significant in determining cycle behavior
thus creating an adaptive demand model (supply will react to increased demand with a lag) and concluded that supply
responds more readily to the state of the economy (as developers adjust their expectations to general economic
indicators such as GDP growth and interest rates) than to actual local demand. This adjustment can actually help
curtail the magnitude of a cycle as GDP growth is more moderate than local demand growth. He concluded that both
supply and demand respond to changes in the economy although supply is more responsive than demand.

Wheaton & Torto (1988) studied rent and vacancy rate cycles and found that there was a market rental adjustment
mechanism that caused real office rents to drop approximately 2% annually for every percentage point of excess
vacancy above the long-term average in the market. They also found that the average office vacancy rate was trending
upward over the 1968 to 1986 time period studied. Probably due to the excessively high supply rates of the 1980s.

Pyhrr, Webb, and Born (1990a, 1990b) in two different articles compare typical trend models for real estate analysis
with a theoretical cycle model based upon demand, supply and inflation inputs. They conclude that the timing of
acquisition and disposition in the cycle can be very important to the overall return received from real estate
investments. Pyhrr, Born, Robinson and Lucas (1996) compare traditional valuation methods against a mode} using
cyclical assumptions including demand, supply, absorption, occupancy rates and rental rate differences between newly
constructed and existing properties. They conclude that valuations with cyclical assumptions can dramatically alter
valuation conclusions, but that a cyclical model may be a better indicator of investment value (long-term), than market
value (one point in time).

Mueller and Laposa (1994 and 1995) discussed the difference between overall market and submarket cycles. Their
research found that submarkets can move differently from the overall market cycle in the short run, but submarkets will
typically trend with overall market movements in the long run, because the locational advantages of a submarket
become appropriately priced in the marketplace over time.
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Mueller (1995) stratified real estate market cycles into two distinct cycle types: first, a physical cycle that described
only the demand, supply, and occupancy of physical space in a Jocal market that affects rental growth and second, a
financial cycle that examined the capital flows into real estate for both existing properties and new construction which
affects property prices. This separation between physical and financial cycles helps to clarify earlier work that mixed
many definitions and helps explain the lag that appears to exist between market occupancy and rental movements
versus real estate prices.

Grenadier {1995) developed a theoretical option pricing model of how vacancy rates and rental rates interact. He
hypothesized that there is considerable inertia from existing building owners to adjust rents and occupancy levels in
reaction to changing economic environments (the owner’s option to rent). He also attempted to explain the recurrence
of overbuilding during periods of low cccupancy, by proposing that the costs of re-leasing can make vacancy “sticky”,
because landlords may choose to wait for higher rental rates before leasing space and that long construction times
coupled with the inability to reverse a construction start decision can cause too much new supply. He also modeled
demand volatility and theorized that markets with greater demand volatility had a higher propensity to overbuild.

The economic literature addresses price dispersion under various search models. Butters (1977) postulated that a
consumer’s imperfect information is insufficient to support price dispersion. Others have shown that heterogeneity
among producers explains price dispersion [Carlson and McAfee (1983}, MacMinn (1980)). Nitzan and Tzur (1991)
show that price dispersion can exist even when fully rational economic agents on both sides are homogeneous.
Fershyman and Fishman (1992) present a dynamic search model which accounts for cyclical patterns of prices and
demand. Thus, the behavior, strategies, and expectations of landlords and search behavior of tenants at various
poinis in the real estate cycle may be explained by search theory models and price dispersion theory when we
examine the rent price distributions in real estate markets. Applications to real estate value pricing are more difficult
as homogeneous expectations are difficult to apply to heterogeneous assets.
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This panel has led the way in recognizing the critical importance of the Basel risk-based
capital rules, starting the policy debate in early 2002 with the first Congressional hearings
on the rules long before many in the industry realized their critical importance. I was
honored to testify then to offer views on the rules at that early stage and am grateful again
now to outline ways to modernize the regulatory-capital requirements governing U.S.
financial-services firms.

Sad to say, much of what I will say today is what I said in 2002 and at several later
hearings on the proposal in the House and Senate. For example, in 2002, I urged the
regulators carefully to consider the competitive implications of their rules. The House
Financial Services Committee has pressed hard on this point and the agencies are now
paying heed to it, but I fear that many aspects of the most recent proposal still do not
address ongoing problems raised by the unique nature of the U.S. industry. It is different
in many key respects from other national financial-services regimes, and U.S. rules must
thus be carefully tailored to reflect U.S. reality.

There is, though, one key difference between 2002 and now: the Basel risk-based capital
rules — for better or worse — are final everywhere else but here. Thus, we no longer have
the luxury of pushing for a better international Accord. That is now final, and banks
around the world will start to operate under it in January of 2007. This means not only
that internationally-active U.S. banks will operate under anachronistic capital rules that
place them at a disadvantage and that put the banking system at risk ~ that would be bad
enough. However, it also means that foreign firms may have an undue capital advantage
with which to enter the U.S. and acquire banks and other financial-services firms. AsI
said before this panel in May of 2005, M&A by global firms here is fine if it’s a fair
fight. It isn’t fine, though, if our domestic institutions are gobbled up by foreign
competitors able to engage in “regulatory arbitrage” solely because we can’t make up our
minds on our capital standards.

‘What are the key U.S. financial-system realities that must be kept carefully in mind as
new capital rules are finalized? Put very simply, they are:

s We are facing emerging financial risks, most notably in housing and mortgage
markets. We can debate all day long if the housing “bubble” will burst or
fizzle, but we know for sure that U.S. consumers are highly leveraged and are
making use in unparalleled fashion of high-risk mortgage products. The
current Basel I rules applicable to all U.S. institutions woefully under-
capitalize high-risk assets, creating a regulatory incentive for banks to hold
them. Getting the risk right in risk-based capital is not just an issue for model
builders. It’s a critical challenge to protect the FDIC and the economy more
generally.
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e Inthe U.S. bank regulatory capital rules cover only insured depositories and a
subset of parent holding companies. We have a wide range of charter options,
the consolidated supervised entity (CSE) importantly among them, that permit
astute companies to pick and choose among the charters. Outside the U.S.,
almost all firms fall under the Basel rules, eliminating much of the
competitiveness concerns critical in the U.S. The Basel rules as now finalized
may be good, bad or indifferent, but they will apply with few distinctions
outside the U.S., ensuring the proverbial “level playing field.” We will have a
most uneven one — with dangerous systemic-risk ramifications ~ if the final
U.S. bank capital rules do not reflect our charter and supervisory diversity.
The proposed operational risk capital standard is particularly problematic in
our competitive and legal reality.

e We have a unique capital requirement, the “leverage™ standard proposed now
to continue under the Basel IA and II regimes. Advocates of leverage argue
that it will counteract possibly risky drops in regulatory capital. However, the
leverage standard, while providing false comfort, exacerbates the charter
disparities noted above because it applies only to some financial-services
players, not to all of them. It is, further, no panacea for the problems in Basel.
This panel will well remember the thousands of banks and S&Ls that failed in
the 1980s and early 1990s even as the leverage standard applied to each and
every one of them.

* We have thousands of banks, savings associations and credit unions — not just
the four or five big players that dominate most other markets. Initial plans
simply to ignore all but the biggest U.S. banks in the Basel rules have rightly
been shelved, but the current proposal still has unnecessary restraints on what
size institution may choose which capital regime. Each insured depository
and, when applicable, holding company should choose the rules it thinks are
right for it, not have that choice defined by its regulators. Supervisors have
full powers — actually expanded under the Basel proposals — to intervene and
add more capital if they think an institution’s choice is risky.

With these thoughts in mind, I offer and urge the following recommendations related to
the Basel rules in the U.S.:

e First, we need to get our rules in place as fast as possible. If we can’t make up
our minds on the more complex issues, leave them aside and finalize at least the
simpler, “standardized” sections of the rules (revised for U.S. mortgage and other
issues as necessary) and the Basel IA requirements. As noted, the current Basel I
rules encourage risk-taking because there is no regulatory capital penalty forit. A
simple rewrite that better equates risk-based capital to risk is urgently needed, and
debate over the fine points of these highly-complex rules should not deter action
on their key points on which there is, in fact, broad general agreement.
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¢ Second, we should not cling to the leverage standard in hopes that it will protect
us from “undue” capital drops. I very much doubt that risk-based capital under
Basel I would drop here in anywhere near the amounts suggested by the fourth
quantitative impact study, which was based on top-of-the-cycle numbers and
back-of-the-envelope estimates. Putting banks and their holding companies
through all of the hoops and all the added expense of the Basel rules and then
slapping the leverage standard atop them undermines the entire point and purpose
of the Basel standards and — importantly — is far from the guarantee of safety and
soundness hoped by those now pushing for retaining the leverage standard. It
should be discarded — especially for holding companies — and regulators should
rely on their own powers and market discipline to press banks that might consider
unwise capital reductions to think again.

e Third, the U.S, rules should not include an operational risk-based capital (ORBC)
standard. The Basel IA proposal rightly does not include this and it should
similarly be omitted from the Basel II rules. While this will put the U.S. Basel II
rules at still more variance with the international Accord, it is necessary because
of the lack of any agreed-upon methodology or measurement systems for
operational risk. Worse still, a focus on ORBC will distract both banks and
supervisors from urgently-needed disaster preparedness and contingency planning
~ capital is no substitute for back-up systems and advance planning as was made
all too clear after September 11 and Hurricane Katrina.

o Finally, we must make up our mind and move forward. All of the benchmarks,
caveats, limits and questions in the Basel II rules create wholesale uncertainty
about what capital rules will apply when to whom. As noted, U.S. banks operate
in the real world of aggressive competitors at home and abroad. We have
proposed imposing not only new risk-based capital standards, but also new
powers for regulators to buttress these — Pillar 2 — and new disclosure standards
Pillar 3 — to enhance market discipline. Far too little attention has been paid in
the current debate to these critical elements of the overall Basel framework —
indeed, they are almost unmentioned in the current notice of proposed
rulemaking. Rightly structured, however, these two additional pillars will give
U.S. regulators all the tools they need to ensure that capital is right for each bank
under their purview without forcing institutions into the one-size-fits-all leverage
standard, benchmarks, and other constraints on Basel now under consideration.

In conclusion, Basel critics might wish none of this had started and the U.S. could just get
back to Basel I as is. This is understandable given all the flaws in the initial proposal and
all the problems to which regulators turned a deaf ear for so long. However, it is critical
to remember that Basel I as is rewards risk-taking and the leverage standard as is will do
nothing to constrain this. It is also vital to remember that major competitors at home and
abroad are now or will soon come under a more risk-sensitive capital regime with no
leverage standard. Each and every one of these firms is a major force to be reckoned
with in the U.S. whether or not it chooses to become a bank under the Federal Reserve’s
domain or headquarter itself here.
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Thus, Basel II is here like it or not. Charters will be selected and deals done based on it,
like it or not. The longer U.S. banks are kept under Basel wraps, the fewer of them there
will be under our traditional regulatory framework. The longer Basel 1 is in place, the
riskier our banking system will be — leverage standards now have no meaningful impact
on risk other than to encourage taking it. Unless Congress is prepared to rewrite our rules
and force all banks — big and small — and all competitors under the same capital regime —
a major challenge that would keep Congresses busy for years to come — U.S. banks
cannot be the last ones allowed to come under modern, risk-sensitive regulatory capital
standards.
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L Introduction

Good morning, Chairman Bachus, Ranking Member Sanders, and Members of the
Subcommittee. Thank you for the opportunity to discuss the views of the Office of Thrift
Supervision (OTS) on the recently proposed Basel II capital framework and on the status of

pending interagency guidance on commercial real estate (CRE) lending.

Basel I and the CRE lending guidance both raise significant issues affecting U.S.
banking organizations. While Basel II primarily applies to the largest internationally active U.S.
banks, its implementation affects all U.S. banking organizations. And the proposed CRE lending
guidance addresses risk management practices for managing concentration risk exposures, which
have risen sharply for certain segments of the industry. Basel II and the CRE guidance are
supervisory tools for the federal banking agencies (FBAs), but both also set forth processes

designed to enable institutions to protect their capital,

{8 Capital

At the core of all effective banking regulation is the concept of bank capital. Capital
protects a banking organization from unexpected and unforeseen risks in its business operations
and other external risk exposures. Effective capital management requires effective risk

management.
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The Basel If proposal and the CRE lending guidance are supervisory tools for monitoring
and managing risk and institution capital, including potential risks associated with over-
leveraging an institution’s capital. These FBA initiatives differ, however, in their application.
Basel I1 is a regulatory proposal primarily intended to capture the risks embedded in the largest
and most internationally active U.S, banking organizations. By contrast, the CRE lending
guidance reminds institutions regarding their risk management practices with respect to

concentrations in CRE lending.
III. Basel Il

Basel II introduces into the United States a new system to measure capital adequacy and
improve risk management at the enterprise-level for our largest banking organizations. While
Basel I focused on measuring risk exposure on an asset-by-asset basis, placing assets into simple,
broadly defined risk buckets, Basel II requires institutions to maintain and analyze data and
assess risk among different loan types. Basel II seeks to promote ongoing improvements in risk
assessment capabilities; incorporates advances in risk measurement and management practices;
and attempts to assess capital charges more precisely in relation to risk, particularly credit and
operational risk. Basel II also envisions that institutions will continue to develop their internal
economic capital models to measure their own unique enterprise risk. The international

agreement articulating these principles was issued in June 2004.

A. The Basel II NPR

Last week, the Federal Deposit Insurance Corporation’s Board of Directors took the final
step required for the FBAs to issue a notice of proposed rulemaking (NPR) on the Basel I
“Advanced internal ratings based” - or “models based” — approach, As part of the NPR, the
FBAs are inviting comment on the merits of the Basel 11 Standardized — or “non-models based” —

approach.

There are several issues raised by the NPR for which public comments are important to

assist the FBAs in navigating the best course for this rulemaking. The most important issue is
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whether the NPR achieves its primary objective of capturing the risks embedded in the largest
and most internationally active depository institutions, and whether this is accomplished in a
clear and transparent manner. It is my hope that the NPR provides sufficient and useful
information regarding the application of Basel II in the United States to stimulate comment on
the various strengths and weaknesses of the Basel I approach. And I am particularly hopeful
that we succeeded in addressing the concerns and issues raised by the results of the QIS-4 data

collection conducted by the FBAs last year.

While OTS supports Basel II, we do so with the understanding that full U.S.
implementation will occur only when the FBAs are confident that these changes will strengthen
our banking system. The FBAs already revised the proposed timeframes for U.S.
implementation of Basel II by delaying the start to 2008 and extending the phase-in period by
one year. We also included the following safeguards in the NPR:

¢ There will be a parallel run of the Basel I framework starting in 2008. Institutions will
be able to participate in the parallel run only if they can demonstrate to their primary
federal regulator that they have accurate and reliable systems in place for enterprise-wide

risk management.

e There will be a minimum three-year transition period during which the FBAs will apply
graduated limits on the amount by which each institution’s risk-based capital can decline
under Basel IL.! For each year, an institution’s primary federal regulator will assess an
institution’s readiness to operate under the graduated limits, as well as on the termination

of the floors for the institution after 2011.

¢ Based on information received throughout the implementation process, the FBAs will

continually evaluate the effectiveness of the Basel I-based capital rules. Pursuant to this,

1. The phase-in schedule provides that, in the first year (2009), an institution’s capital reduction is subject to a floor
of 95 percent of the level calculated for risk-weighted assets under Basel . Reductions in risk-weighted assets
would be limited to a 90 percent floor in the second year of implementation (2010), and an 85 percent floor in the
third year (2011). Supervisory approval is required in each successive year to go to the next floor. During
implémentation, an institution’s primary federal regulator will closely monitor its systems for gathering and
maintaining data, calculating the Basel II capital requirement, and ensuring the overall integrity, and safety and
soundness, of the application of the Basel II framework.
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the FBAs anticipate the possibility of further revisions to the Basel II rules prior to the

termination of the floors (see footnote 1).

s Existing Prompt Corrective Action (PCA) and leverage capital ratio requirements will

remain in effect as underpinnings of U.S. capital requirements.

e Ifaggregate industry capital falls by more than 10 percent, the FBAs may elect to

recalibrate the framework.

The FBAs are currently working toward issuance of a final Basel II rule in mid-2007.
This timetable is necessary for U.S. institutions to have sufficient lead-time to prepare for a 2008
parallel run. However, with a comment period extending into January 2007, even that delayed
target date may be ambitious. Further rulemakings may also be necessary to refine the Basel Il
framework for use in the U.S. pending the outcome of the parallel run and subsequent

implementation stages.”

As we develop a more sophisticated risk-based capital framework, it is important that we
also consider the Standardized approach — the less complex alternative to the Basel Il models-
based approach. The Basel II NPR solicits comment on this alternative. I believe it is important
for the FBAS to consider whether the Standardized approach could achieve many of the same

goals as the models-based approach at a lower cost and with greater clarity and transparency.

2. 1t is also important to note that OTS, like the OCC, is subject to Executive Order 12866, which requires executive
agencies to determine whether a proposed rule is a “significant regulatory action.” OTS has determined that the
Basel IT NPR will be a significant regulatory action based on the potential effects of the rule. Thus, OTS is required
to prepare a regulatory impact analysis of the NPR, including an analysis of the need for regulatory action, the costs
and benefits of the NPR and alternative approaches, and the potential impact on competition among financial
services providers, Pursuant to the Executive Order, the NPR and accompanying regulatory impact analysis will be
submitted to the Office of Management and Budget for review prior to publication of the NPR.
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B. Bascl H and Modernization of the Basel I Capital Standards — the Basel IA

Proposal

Last year, the FBAs issued an Advance Notice of Proposed Rulemaking (ANPR)
soliciting comment on modernizing the existing Basel I rules, referred to as Basel IA. OTS was
an early advocate of revising and modernizing Basel 1. We strongly support amending the
existing Basel I standards simultaneously, or in close proximity to Basel Il. Modifying the
existing rules with more accurate risk-weights allocated to a wider range of asset buckets will
improve the risk sensitivity of the current capital framework without unduly burdening affected
institutions.” Applying commonly used risk criteria for identifying different levels of risk will

further enhance our capital rules.

In considering revisions to our current capital rules, the following principles guided the
FBAs:

e Promoting safe and sound banking practices and maintaining a prudent level of

regulatory capital;
¢ Maintaining a healthy balance between risk sensitivity and operational feasibility;
¢ Avoiding undue regulatory burden; and

* Mitigating material distortions in the amount of regulatory risk-based capital

requirements for large and small institutions.

Basel IA is intended to increase risk sensitivity and minimize potential competitive
inequities from Basel II; however, many highly capitalized banking organizations have indicated
they prefer to continue operating under their current Basel I framework. I am particularly
dedicated to the proposition that we should not burden these institutions and I support this
flexibility, consistent with the need to balance safety and soundness with regulatory burden

concerns.

3. Current categories are 0, 20, 50, 100 and 200 percent, and possible new and additional categories for
consideration are 10, 35, 75, 150 and 350 percent.
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C. Public Policy Concerns with Basel II and the Basel IA Proposal

Longstanding capital adequacy standards combined with a well-established and highly
effective supervisory structure have delivered a U.S. banking system that is healthy and robust.
As we move forward to modernize our capital rules, it is important that we do not harm or

unduly burden our banking system.

Implementing more risk-sensitive capital requirements without undue burden is as
important for small community banking organizations as it is for large internationally active
institutions. Achieving greater risk sensitivity for one part of the banking system and not the
whole will inevitably create competitive distortions. While global capital standards are
important, we must avoid potential negative effects on U.S.-based institutions not operating

internationally.

A final issue that has generated significant discussion is the continued application under
Basel Il of PCA, including a leverage ratio. PCA provides a graduated capital structure for
identifying categories of capital adequacy based on both leverage ratio and risk-based capital.
Along with other prudential safeguards, leverage is an important capital buffer. OTS remains

committed to maintaining an appropriate leverage ratio.

1V.  Commercial Real Estate Lending Guidance

On January 10, 2006, the FBAs published for public comment draft guidance on sound
risk management practices for concentrations in commercial real estate (CRE) lending. The
proposed guidance was issued in response to the rapid growth in CRE concentration levels at
insured institutions with assets between $100 million and $10 billion. While there has been

moderate growth in CRE lending by the smallest and largest depository institutions, annual
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growth in CRE lending by small-to-midsized community banks and small-to-midsized regional

banks has risen dramatically since 1998.*

The proposed CRE guidance reminds institutions that credit concentrations can pose
substantial risks and that these risks should be assessed and appropriately addressed. Risk
management practices should be commensurate with the level of concentration risk present at an

institution.

The draft guidance drew numerous comments, including concerns with the potential
impact on community lending. It is important to note that the proposed guidance is not intended
to diminish the vital role of community banking in providing credit for business and real estate
development. Rather, it is intended to preserve the health and continued profitability of the

institutions that serve these community lending needs.

Other comments on the guidance were that it will impose additional burdens on
depository institutions and that thresholds set forth in the guidance will be viewed as hard limits
by examiners and the industry. As a former community barker, I am keenly sensitive to both of
these issues. Again, my expectation is that the guidance should be viewed only as a reference by
the industry and our examiners. In fact, the proposed guidance is not proscriptive and does not
impose any limits on the amount of CRE lending that an institution may conduct. It merely
seeks to ensure that institutions maintain sound underwriting and risk management and review

practices to monitor their CRE credit exposures.

Industry comments also noted that various CRE loans have vastly different loan
characteristics and should not be viewed as a single risk category. I believe that this is a valid
point. It has been OTS’s experience that certain assets, such as multi-family housing, even in

larger amounts, generally do not pose inordinate credit risk. By contrast, other assets, even in

4. Since 1998, institutions with total assets of $100 million to $1 billion have increased their percentage of total
CRE loans to total risk-based capital by more than 15 percent annually, from 175 percent in 1998 to approximately
310 percent in the first quarter of 2006, Similarly, institutions with assets of between $1 billion to $10 billion have
increased their percentage of CRE lending from 135 percent in 1998 to almost 290 percent in the first quarter of
2006, representing an annual increase approaching 20 percent.
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small amounts, can pose a credit risk; thus we have concerns about the insertion of triggers in the
guidance which may be perceived as caps, and the resulting impact of such guidance on lending
nationwide. As set forth in the CRE guidance, we do expect institutions to assess their exposure
to concentration risks based on their own portfolio experience, and to take appropriate actions to

manage these risks.

Additional industry comments noted that most institutions are well capitalized and capital
requirements should be addressed on a case-by-case basis; expressed concern regarding the
potential for inconsistent implementation of the guidance; and stated the view that the FBAs
already have the regulatory tools necessary to address problems and require additional capital

when appropriate at individual institutions.

In light of the comments we received, the CRE guidance is in the process of being
redrafted by the FBAs. It is my expectation that we will modify the guidance to address the
comments, to clarify the underlying theme of FBA risk management expectations for the

industry, and to make sure the guidance conveys this intent more clearly.

V. Conclusion

OTS supports the goals and objectives of Basel II, and we are committed to
implementing a more risk-sensitive capital framework for all our regulated institutions. We look
forward to continuing the dialogue with the industry, Congress and our fellow regulators
regarding Basel II and the parallel implementation of a Basel IA rulemaking. The NPR seeks
comment on the Standardized non-models based capital approach as well as the Advanced
models-based approach. We will continue to work with the Subcommittee and the other FBAs
throughout the Basel process. We encourage all interested parties to comment and participate

fully in the development of the important policy objectives of Basel Il and IA.
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Me. Chairpran and membess of the Subcommittee, my name is Hartls Simmons. 1 am Chairman,
President and Chief Executive Officer of Zions Bancorporation, and Chairman of Zions First National
Bank, both of which ate headquartered in Salt Lake City, Utah. I also serve as Chairman of the American
Bankers Association (“ABA™), and am hete today to testify on behalf of the ABA.

ABA, on behalf of the more than two million men and women who wotk in the nation’s banks,
brings together all categoties of banking institutions to best represent the interests of this rapidly changing
industry. Its membership — which includes community, regional and money center banks and holding
companies, as well as savings associations, trust companies and savings banks — makes ABA the largest

banking trade association in the country.

Thank you for the opportunity to present the ABA’s views regarding the ongoing efforts to
implement the Basel II risk-based capital requirements, and regarding the proposed guidance concerning
commercial real estate (“CRE”) concentrations. The ABA appreciates Congressional oversight of the
regulators’ actions in both of these important areas. Recent proposals by the regulators, while well-
intended, have the potential to reduce the availability of affordable credit, adversely affect competition

among banks, increase risk, and add to the already heavy costs of compliance.
RISK-BASED CAPITAL STANDARDS—SUMMARY

The ABA has long supported a comprehensive approach to the regulation of risk-based capital
that encompasses minimum capital requirements, supervisoty review, and market discipline. The goal of
the Basel IT accord is to arrive at capital requirements that better reflect risk in a bank. However, the Basel

11 capital requirements as embodied in the banking agencies’ (“Agencies”) recently promulgated Notice of

AMERICAN BANKERS ASSOCIATION
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Proposed Rulemaking (“Proposal” or “NPR”) fall short of that mark- In my testimony concetning the

capital rules I would like to make the following points:

3 Pirst, the advanced capital adequacy framework recently proposed by the Agencies is an
inapproptiately conservative implementation of the intternational Basel II accord that
would place U.S. banks at a competitive disadvantage with banks in other countries and

impose a suboptimal use of financial resources.

> Second, the Agencies should expedite contemporaneous review and revision of the capital

rules for the entire banking industry in order to avoid competitive imbalances domestically.

% Third, the variety and complexity of the Ametican banking industry call for a select menu
of capital options in order to achieve the best match of effective capital standard with

banking institution; a one-size-fits-all approach means a bad fit for most banks.

CRE GUIDANCE~SUMMARY

Tutning to the guidance concerning CRE concentrations, imposition of an industry-wide guidance
in response to concentrations that are occurring at only some banks may negatively impact the free flow of
credit from all banks that engage in CRE lending in a safe and sound manner. In my statement today I

would ke to make the following points regarding the CRE guidance:

> First, blanket industry-wide CRE guidance is unnecessary and potentially harmful.

> Second, if the Agencies conclude that guidance on CRE concentrations is necessaty,

several changes should be made in order to avoid unintended negative consequences.

Y

Third, if applied, the guidance should be used as a tool to identify the need for further

inquiry, not as a formula for increased capital and reserves.

AMERICAN BANKERS ASSOCIATION
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The above points concerning Basel IT and the CRE guidance are discussed in further detail below.

RISK-BASED CAPITAL STANDARDS

L The Agencies are Diverging from the Basel II Standards to the Detriment of U.S. Banks.

The Agencies have chosen a more restrictive and prescriptive approach than that being
implemented in other countries. The provisions to be applied to internationally active U.S. banks, along
with additional limitations that slow implementation and prevent efficient allocation of bank capital, mark

a divergence from the standards embodied in the internationally agreed upon Basel IT accord.

Under the international accord, three options for approaching credit tisk are permitted. These
include the Standardized Approach, the Foundation Internal Ratings-Based Approach, and the Advanced
Internal Ratings-Based (“AIRB”) Approach. In the U.S,, the Agencies have proposed rules that
iplement only the AIRB approach, requiring the largest internationally active banks — the so-called

“mandatory banks” ~ to abide by them.

The Agencies propose to implement the AIRB approach in ways that are more restrictive than
those embodied in the intetnational Basel Il accord. For example, the Proposal requires a bank that sells
loans from a single borrower at a discount of five percent ot more to treat alf other loans from the same
borrowet as being in default, regardiess of the situation. Other international banks lending to the same
borrower would z20¢ be subject to the same requirement. Not only does such provision create artificial
differences among competing institutions, it also contradicts the intent of the AIRB approach under Basel

11, which is to allow banks the freedom to develop their own internal ratings-based system.

Furthermore, the AIRB approach as proposed contains several limits that will prevent banks from

realizing its potential benefits. These limits include the following:

® Retention of the leverage ratio, which is cutrently the binding constraint on mandatory banks with
respect to mainimum capital requirements. Implementing the AIRB approach, while simultaneously
retaining the leverage ratio, will render AIRB minimum capital determinations meaningless at best
and harmful at worst. Banks that ate required to hold more capital than is justified by a risk
analysis will have incentives to take additional risks, perhaps outside their arcas of expettise, in

order to earn an acceptable return on the excess capital.

AMERICAN BANKERS ASSOCIATION
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e  Phasing in the AIRB approach over a three-year petiod following implementation of the Basel I
standards. U.S. banks will be limited duting this phase-in period by “transition floors” that impose
arbitrary minimum capital requirements. No other Basel I nation will employ such limitations,
and banks around the world will have moved on to the AIRB system long before U.S. banks even

begin.

e The Agencies’ promise to make further adjustments to the capital rules if the agprepate capital of
banks employing the AIRB approach decreases morte than ten petcent during the phase-in pesiod.

This would effectively guarantee that the benefits of the AIRB approach will not be realized.

The objective of the rulemaking should be to tie capital to risk. Banks do this every day, separate
and apart from regulatory capital requirements. Mandatory banks will continue to base their business
decisions on their own internal measurement systems. However, if regulatory constraints intetfere with
this process and impose less accurate requirements, most banks will be forced to run parallel systems.
One system will be used to satisfy the regulator, while the other system — which is a better gauge of risk —
will be used to run the bank. It will be disruptive and inefficient to operate in an environment of dueling

capital standards.

As a result of what some have called the “cumulative conservatism” of the ATRB approach as
proposed in the NPR, the industry is likely to realize few, if any, of the benefits that were anticipated at the
inauguration of the Basel IT exercise as offsetting the burdens of the more complex rule. Artificially high
capital requirements, coupled with a costly compliance burden, likely will lead to one of three results,
Some domestic banks will choose to shift operations abroad as much as possible in an atterapt to use theit
capital more efficiently, reduce their compliance burden, and continue to offer the best prices possible for
their services. Others will choose to comply with the U.S. rules and, as a result, labor undet the burdens of
unnecessary costs and inefficient use of capital. Thete will be 2 third group of banks, however, that will
comply with the U.S, rules but take on riskiet lines of business to optimize the capital that they are
required to hold. Each of these outcomes is likely to cause the U.S. cconomy to suffer. By being too
restrictive, the Agencies would effectively itnpose a regulatoty tax that either would make U.S. banks less
able to serve as an economic catalyst in the United States or prompt them to engage in inappropriate risk-

taking solely to use the excess capital required by the regulation.

The adverse consequences of the AIRB as proposed in the NPR are not confined to the

mandatory banks. A bank considering whether to “opt in” to the adoption of the proposed AIRB likely

AMERICAN BANKERS ASSOCIATION
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would find the benefits far outweighed by its burdens. Hence, the Basel II goal of encouraging superior

risk management will be undermined.

These detrimental effects of the AIRB as proposed can be avoided if the Agencies adopt instead
an AIRB that more closely follows the international Basel II accord. By making the capital rules that apply
to U.S. banks comparable to those adopted in other countries, the competitive disadvantages that are
hardwired into the cutrent U.S. proposal would disappear, and banks domestically would have regulatory

capital that is a much better match for their risks.

1L The Agencies should expedite contemporaneous review and tevision of the capital rules

for the entite banking industty in order to avoid competitive imbalances domestically.

If the Agencies were to adopt advanced capital rules comparable to those of the international Basel
II accord, this would result in lower capital charges in many instances for the mandatory banks and opt-in
banks (collectively, “Basel I1 banks”). Taken by itself, however, that would leave much of the test of the
banking industty subject to admittedly out-of-date capital standards. As a result, the vast majority of U.S.
banks could find themselves at a disadvantage when competing with a Basel 1T baok for a particular asset.
Bvidence from the Quantitative Impact Studies indicates that Basel 1T banks could have significantly lower
risk-based capital requirements for good credits, even after accounting for operational and other risks.
Such banks would be able to make the same loan as community and regional banks, but at a fraction of the
risk-based capital assessment. This would allow a Basel 1T bank to compete mote aggressively for a given

asset and it would free up capital for such banks that may be used to acquire more assets.

It is imperative that the Agencies not create winners and losers based on how much capital a given
bank must set aside for a particular asset. To maintain competitive balance within the Ametican banking
industty, an appropriate update of capital rules is needed for all the community and regional banks for
which the more advanced elements of Basel Il are excessively expensive and complex. Fach of these rules
should requite roughly the same amount of capital for the same asset, regardless of the size ot

sophistication of the banks involved.

‘The original Basel Accord was developed more than fifteen years ago to provide a uniform
international regulatory standard specifically for large, internationally active banks. The Agencies,
however, elected to apply it to every bank in the country. The generic model has never been a good fit for
the wide variety of individual circumstances of American banks, particulatly the smaller institutions.

Customization, we were told, was out of the question, since the rule was developed through international

AMERICAN BANKERS ASSOCIATION
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collabotation. With multinational adoption of Basel I1, the existing.tisk-based capital regime has become
an archaic, idiosyneratic U.S. standard. In profound irony, it will be applied chiefly to the banks for which
it was not intended, those that are not in the ranks of the largest or internationally active institations. This

misappropriation of capital standards needs to be addressed.

We congratulate the Agencies on their announced commitment to develop a revised version of the
existing capital standards, sometimes called a Basel I-A. We compliment the Agencies on their plan to
expedite the schedule for proposing alternatives to the Basel IT capital rules so that they can be reviewed
contemporaneously with the review of the current NPR. The mandatory banks have been working on
their Basel 11 conforming systems for years. If the revised risk-based capital rules for all other banks ate
applied sequentially to the Basel IT AIRB program, then the institutions adopting the AIRB standards will
be ready to take advantage of their new paradigm while all others will be just beginning to adjust to theits.
These second-stage banks would, as an unintended result of regulatory action, surely lose customers and
business to their larger tivals, Therefore, the Agencies need to move forward expeditiously to revise the
general risk-based capital standards that will apply to banks not adopting the Basel II AIRB approach.

‘This way the entire industty can be prepared to follow standards that are competitively comparable.

Moving up the existing risk-based capital standard revision schedule will also help with acceptance
and implementation of Basel II. Accelerating the revision of the rule for the entire industry together
would help allay competitive balance concerns voiced in the industry and by governmental leaders and

reduce resistance to finalizing Basel II.

II1.  The vatiety and complexity of the American banking industry call for a select menu of
capital options in order to achieve the best match of effective capital standard with banking

institution; a one-size-fits-all approach means a bad fit for most banks.

Changes to the Proposal could make the AIRB approach a wotkable, effective means for
determining how much capital is appropriate for the adopting banks. The ABA intends to submit detailed
comments to the Agencies that will focus on changes we believe should be made to the “transitional
floors,” to the continued application of the leverage ratio, to the definition of “default,” and to other areas
wherte the regulators have taken what we consider to be unnecessarily restrictive positions. These changes
would conform the AIRB for U.S. banks more closely to the AIRB as set forth in the international Basel I1
accord. If the problems highlighted during the comment period can be resolved, we would support

adoption of the AIRB as one option for banks to consider.
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In addition to addressing the problems in the AIRB approach; the Agencies should provide banks
other appropriate risk-based capital options. This would include the Standardized Approach, as provided
for in the Basel II accord. ‘That approach ties capital charges to factors such as the credit rating of the
botrower and the strength of collateral. It also recognizes that prudently underwritten residential real

estate loans deserve a lower risk-weighting than is assigned under cutrent rules.

While the Standardized Approach to credit risk is not as complex as the AIRB approach, it is
aevertheless an improvement over existing rules and could be an optimal capital standard for many banks.
For the mandatory banks it may be an appropriate balance of the benefits of greater risk sensitivity and the
burdens of regulatory compliance. For banks considering whether to opt in to the Basel I1 framework, the

Standardized Approach may present a better fit.

The Agencies also should continue their efforts to develop a “Basel I-A” approach that provides 2
meaningful option to the Standardized Approach. The current Basel [-A initiative was prompted by a
recognition that existing capital rules ate not sufficienty risk-sensitive for most banks but that the Basel I

rules are likely to be too complicated. These concerns remain valid.

Many of the ideas discussed in the Agencies’ Advance Notice of Proposed Rulemaking (“ANPR”)
concerning Basel I-A are potentially very helpful. These include such things as using more “risk buckets”
when classifying assets and considering loan-to-value ratios when determining the capital charge for 1-4
family residential mortgage loans. However, given that no proposed rule has been published, it is
impossible to offer views on particular changes to an existing regulation. If 2 Basel I-A proposal tutns out
to be largely the same as the Standardized Approach, we would encourage the Agencies to consider other
options that would provide more flexibility when determining the appropriate amount of capital based on

the quality of a bank’s systems.

A fourth option should be to tetain Basel I standards for banks with uncomplicated balance sheets.
Fot many banks of this nature, the supetvisory and paperwork burden of adopting a new system, even if it
could lower the capital requirement, would not be an efficient use of tesources. Hence, the existing Basel

rule is a prudent standard for many banks and should be retained as an option.

It is important that tisk and capital be appropriately linked for all banks regardless of their
stze, and in such a way as to avord creating competitive disparities. However, the efforts to improve
the risk sensidvity of regulatory capital requirements should not tesult in disproportionate compliance
burdens. Applying a select menu of reasonable capital standards for banks of all sizes is the best course of

action. Just as applying the AIRB standards to small banks with uncomplicated balance sheets would
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result in 2 bad fit, so too would continuing to apply the existing Basel I program for large, internationally
active banks. That principle holds true, as well, for banks in the middle. One-size-fits-all is likely to be a

bad fit for most banks.

CRE GUIDANCE

I Blanket Industry-wide CRE Guidance is Unnecessary and Potentially Harmful.

The Agencies have proposed guidance concetning commercial real estate concentrations that could
& prop gu g

have serious unintended and adverse consequences. By using blanket industry-wide guidance to address

concentrations that the regulators ate seeing at “some” banks, the regulators tisk choking off the flow of

credit from banks that are engaging in CRE lending in a safe, sound, and profitable manner.

The guidance has caused both confusion and concern. The confusion stems from several factors.
First, the guidance has been proposed at a time when the banking industry is exceptionally healthy, as
evidenced by recent repotts from the Federal Deposit Insurance Cotporation and the Office of Thrift
Supervision.! CRE loans in particular have performed exceptionally well, and have significantly
outpetformed commercial and industrial loans over the past decade? Indeed, thete is no indication that
the guidance has been issued in response to widespread problems. In the preamble to the proposed
guidance, the agencies note only that they are seeing concentrations at “some” banks. This does not
warrant a conclusion that CRE concentrations are commonly found throughout the industry or even that

they ate #pso facto causing problems in the banks where the concentrations exist.

Second, there are significant differences between the banking industry of today and the industry of

only a few years ago. For instance —

¢ Underwriting standards are better today, with mote accurate appraisals, maximum loan-to-value

ratios, and loan-to-one-botrower limits,

® The industry has significantly mote capital today than before, and the regulatots are statutotily

directed to take forceful action when capital hits certain levels.

*  Banks have better tisk monitoring systems that catch problems quickly before they escalate.

! See, e.g., FDIC Quarterly Bank Profile for the Second Quarter of 2006 {http:/fwww? fdic gov/gbp/2006iun/gbp.pdf); OTS
Thrift Industry Highlights for the Second Quarter of 2006 (htip://www,ots.gov/docs/1/14620.pdD.

* See FDIC Outlook for Summer of 2006

(hitpe//www. fdic. gov/bank/analytical/regional/ro200620/na/2006_summer(3 htmt),

AMERICAN BANKERS ASSOCIATION



262

September 14, 2006

« The combination of factors that led to the “perfect storm” that formed in the 1980s -- such as an
oil market bust, very high interest rates, geographic concentration of bank assets, and a precipitous

repeal of tax benefits - is not present and has a low probability of repetition.

Thitd, the regulators have an ample supply of supervisoty and enforcement tools at their disposal
to address any bank that is failing to manage adequately the risks presented by 2 CRE concentration. This
calls into question the need for industry-wide guidance. If, in fact, the regulators are seeing concentrations
at only some banks, then the supetvisory tesponse should be tailored to fit the particular facts of a given

bank.

Given the appatent absence of a problem that needs to be fixed, the ABA is concerned that the
intent of guidance will be lost in its application. Examiners, eager to ensure that banks remain safe and
sound and to avoid being second-guessed in the event problems atise in the banks they examine,
understandably could construe an emphasis on CRE concentrations by Agency ptincipals as a signal to
crack down and direct a bank to take steps that are more conservative than the situation watrants. Indeed,
some of our members have already experienced just that, as their examiners now appear to view

concenteations as bad in and of themselves regardless of how well the concentrations are being managed.

Thete also is concern that the guidance is too blunt an instrument to address the particular issues
affecting a given bank. The guidance uses a definiton of “CRE loan” that is telatively new and, therefore,
of undetermined value. However, by lumping many different types of loans together, the guidance fails to
recognize that different types of CRE loans present different risks. For instance, a loan to build a
multistory office complex will present very different risks from 2 loan to build 1-4 family homes. The
guidance also fails to recognize that characteristics — and related risks — of loans within the same category
will vary from loan to loan. Finally, the guidance does not account for the fact that resources vary from

bank to bank and that risk mitigation steps that are used by one bank may be inappropriate for another.

These shortcomings have created concern that the guidance will make CRE lending too expensive
for smaller banks to pursue. A burden that is not commensurate with tisk will lead to inefficiencies that
make this impottant line of business unprofitable for community banks. Banks will be forced to develop
business outside their core competencies, thereby exposing the banks to risks for which they may be

unprepared.

These problems are not confined to community banks. Even larger banks may find themselves

being directed to put more aside in capital and reserves than safe and sound banking would otherwise
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require. This could lead a bank either to underutilize the extra capital-or use it in ways that increase the

bank’s risk profile as it tries to generate adequate returns on equity.

To avoid these outcomes, we have urged the regulators not to adopt the guidance but instead
address problems on a case-by-case basis through the examination process and, if need be, cnforcémcnt
actions. Cleatly a bank with 2 CRE concenttation needs to manage the risks of its CRE portfolio. Larger
coneentrations, of course, watrant greater attention. But a concentration in and of itself does not mean
that greater care is not being given. The regulators already have every tool they need to address CRE

concentrations where prodent care is not being given.

11, 1f the Agencies conclude that guidance on CRE concentrations is necessary, several

changes should be made in order to avoid unintended negative consequences.

If the Agencies go forward with final guidance ~ which the ABA opposes — we have offered
several suggestions for how to tailor the guidance better to the circumstances presented by today’s banking
industry. These suggestions are discussed in two letters the ABA has submitted on the proposed guidance,

both of which are attached as appendices to this testimony,

Our suggestions highlight areas whete the guidance needs to be refined to focus on concentrations
more likely to be problematic. The broad and inclusive definition of CRE lending that is used in the
proposed guidance is apt to lead to false alarms. The proposal focuses on sheer volume of loans secured
by CRE without regatd to mitigating factors, such as low loan-to-value ratios or guarantees. The guidance
also lumps into the category of “CRE loans” business loans in which collateral interests in CRE are taken
as additonal security. By lumping so many different types of loans together, the gnidance tisks creating

unfounded concerns that could adversely affect the supply and cost of credit.

III.  The guidance, if applied, should be used as a tool to identify the need for furthet inquity,

not as a formula for increased capital and reserves,

If adopted i final form, the guidance should emphasize that it is not intended as 2 directive to
require additional steps simply because a bank has a formulaic concentration. At most, it should be used
as a tool identifying the need for further inquiry into the risk management practices of the bank. The

examiners should consider requiring additional capital or reserves only after obtaining a full understanding
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of the risks presented by 2 bank’s portfolio and concluding that a bank is failing to manage those risks

adequately.

The trequested changes ate consistent with the approach taken by the agencies in other contexts.
For instance, the agencies stated in the Basel I-A ANPR that they “recognize that a ‘one size fits all’
approach to [acquisition, development and construction] lending might not be risk sensitive, and could
discourage banking organizations from making ADC loans backed by substantial botrower equity.” The
agencies noted that they ate consideting different approaches to the risk-weighting of CRE loans based on
factors such as the amount of bortower equity in a given project and whether a loan meets the Interagency
Real Bstate Lending Standards. The Basel I-A ANPR discussion on CRE concludes with 2 request for
comment on “alternative ways to make risk weights for commercial real estate loans more risk sensitive.
To that end, [the agencies] request comments on what types of risk drivers, like LTV ratios or credit
assesstments, could be used to differentiate among the credit qualities of commercial real estate loans, and
how the risk drives could be used to determine risk weights.” The ABA agtees that this is a very

important question to consider, but not just in the context of capital standards.

CONCLUSION

The initiatives to improve existing capital rules and to address CRE concentrations, while distinct
in many respects, share at least two things in common. First, each initiative could impose burden that far
outweighs its benefit. Second, alternatives exist that would strike a better balance between costs and
benefits than do the proposals under consideration. We appreciate the Agencies” willingness to consider
alternatives, and we remain committed to working with the Agencies toward the goal of keeping the

banking industry a safe, sound, and vibrant provider of financial services.

* ANPR, at26:27
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Ladies and Gentlemen:

The Federtal Deposit Insurance Corporation, Board of Governors of the Federal
Resetve System, Office of the Comptroller of the Currency, and Office of Thrift
Supervision (the “Agencies”) have proposed an Interagency Guidance on
Concentrations in Commercial Real Estate (“Guidance”) that raises the requirements
fot risk management by banks and savings associations that ate deemed to have a
concentration in commetcial real estate (“CRE™). While not all commetcial banks ot
savings associations are significantly involved in commercial real estate lending, a
latge number of them — including many community banks in particalar - are. For
the reasons outlined below, this Guidance may well have significant adverse impact
upon the banking industty and local economies. Accordingly, we recommend that
the Agencies not issue it in its current form.

The American Bankers Association (ABA) appreciates the opportunity provided by
the Agencies to comment upon. the proposed Guidance. ABA, on behalf of the
more than two million men and women who work in the nation's banks, brings
together all categories of banking institutions to best represent the interests of this
rapidly changing industry. Its membership--which includes community, regional and
money center banks and holding companies, as well as savings associations, trust
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companies and savings banks—makes ABA the largest banking trade association in
the country.

General Comments

ABA has been informed that Agency staff consider the Guidance as largely reflecting existing real
estate lending guidance from the Agencies. However, ABA staff discussions with member bankers
teveal that many of out bankers see the Guidance as imposing significant new requirements on them
as they engage in CRE lending. These bankess see the Guidance as raising serious concetns, which
may be summarized as follows:

1. “The new definition of 2 concentration in CRE combines several different types of CRE
lending and establishes triggers for additional action without any attempt to distinguish the different
Jevels of risk posed by each. This tesults in too many banks being deemed to have a high risk
concenttation in CRE.

2. Bankers will need to invest significant time, money, and effort to counter the assumption that
they have an unsafe “concentation” of teal estate loans. This is aggravated by confusing wording of
the Guidance and the failure to reflect in the risk management practices differences in the size and
CRE portfolios of different banks.

3. The Guidance strongly suggests that any bank deemed to have a concentration in CRE will be
required to hold significantly higher levels of capital than other banks because of a conclusion thata
lasge pottfolio of CRE~as newly defined— is inherently riskier.

4. Similarly, the Guidance suggests that banks with large portfolios of CRE should have
significantly higher reserves for loan losses. Such incteased resetves should follow only if a portfolio
in fact presents 2 higher level of tisk.

5. The Guidance may significantly reduce community banks’ ability to fund CRE in their
communities, which will have a negative impact on the banks and their communities.

Recommendations

"The Agencies should not issue this one-size-fits-all Guidance. Rather, ABA recommends that instead
of imposing these new costs on the industry in general, the Agencies apply existing guidance on 2
case-by-case basis to address any problems in those banks not engaging in CRE lending responsibly.

If the Agencies do issue additional CRE guidance, then ABA urges that the Guidance be modified.
First, it needs to focus on those institutions that are causing concern for the Agencies, namely, those
institutions with a genuine high-risk concenttation in CRE. Therefore, ABA recommends that the
Guidance should not apply to loans that are cleatly not high risk, For example, the carve-out in the
Guidance of “owner-occupied” loans should inchude loans where real estate serving as collateral is
subject to a contract for the construction and putchase of the property and loans made directly to the
eventual ownet of the house, as these ate significantly safer than speculative building.

Second, the initial concentration limits are too low to justify the greatly increased scrutiny. ABA
recommends that the initial screen should be raised to at least 200% of a bank’s total capital.
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Third, ABA recommends that the Guidance state more cleatly how the specific requitements for
management information systems and monitoring of the CRE portfolio may be scaled down for
smaller banks and/ot banks with narrowly focused CRE portfolios, such as primary residential
housing construction.

Finally, ABA recommends that the proposed Guidance provide more detail concerning when higher
levels of capital and/ot of teserves would be required by examiners. The Agencies should not
impute highet tisk levels just on the basis of a finding of a concentration (as it is newly defined in the
Guidance) in CRE lending but rather only on the basis of increased risk presented by the actual loans.
It would be better if the Agencies addressed the needs for more capital or larger reserves on a case-
by-case basis as patt of the supervisoty examination process rather than through an overly broad
approach to reining in CRE lending. The finding of a concentration may suggest the need for closer
review fot tisk but cannot teplace the role of the supervisory examination process in identifying the
actual presence of risks.

Analysis

1. Definition of a “concentration in commetcial real estate lending”

Central to the application of the proposed Guidance is the definition of a “concentration in
commetcial real estate.” This raises two fundamental issues: First, what is a “commercial real estate
loan™; and second, what level of CRE lending represents a “concentration”?

a) The definition of CRE
CRE is defined by the Agencies as —

exposures secured by raw land, land development and construction (including 1-4 family
residential construction), multi-family property, and non-farm nonresidential property whete
the primary o a significant soutce of tepayment is detived from rental income associated
with the property (that is, loans for which 50 percent or mote of the soutce of tepayment
comes from third party, nonaffiliated, rental income) or the proceeds of the sale, refinancing,
or permanent financing of the property.

CRE also includes loans to Real Estate Investment Trusts (REITs) and unsecured loans to
developers that closely correlate to the inherent tisk in CRE. The Agencies exclude loans secured by
ownet-occupied properties from the CRE definition as having a lower tisk profile.

This definition' melds various loans secured by commercial real estate into essentially one tisk bucket,
which ignotes the very different risk profiles of some types of CRE-secured loans. First, there is no
differentiation between (a) retail and office commetcial teal estate loans and (b) 1-4 family residential
construction loans. Construction loans for income property pose significantly higher tisks than 1-4
family construction loans.” Second, there is no differentiation between 1-4 family residential

! The Guidance begins with the definition of CRE; howevet, the definition of CRE is only used in the second threshold
of 300% of capital to reduce the amount of loans that count towards it by allowing deduction of loans reported in the
Call Report or Thrift Financial Report that do not fit the special definition of CRE in the Guidance.

2 ABA notes that the curreatly prescribed capital treatment of 1-4 family construction loans (50% vs. 100% risk weight of
other loans) and the higher allowed supervisoty loan to value limit (85% vs. 80%) is an acknowledgment by the Agencies
of the lowet relative tisk of this type of lending. However, such recognition of this lower risk appeats to be absent in the
proposed Guidance. It would be approptiate to acknowledge this in whatever risk threshold is included in the final
guidance. A faiture to do so will distost risk level compatisons made between peer banks.
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constraction that is built “on speculation” from 1-4 family residential construction where the
contractor already has a contract fot the house (a custom home contract). Losses on custom home
contracts are very low and should not be in the same risk category as “spec housing.”

The Guidance also inappropriately includes within the definition of CRE loans those loans that are
made directly to consumers for construction of new housing, As we tead the Guidance, the 100%
threshold for a concentration of CRE does not treat these as ownes-occupied. Fot some institutions,
this type of lending is significant and its inclusion in tegulatory guidance specific to CRE results in a
significant distortion of the level of commercial construction risk relative to peer institutions. These
ditect-to-consumer construction loans are different from CRE because:

® These loans are generally originated for sale and underwritten to secondaty market standards. The
loans are classified as held for sale and generally sold to investors upon completion of construction.

e While there is construction completion 1isk, there is vittually no real estate market risk. The
owner-occupants ate responsible for repayment, and the loans are underwritten to permanent
financing standards.

e Loans made directly to consumets are mote approptiately considered consumer real estate loans
instead of commercial real estate loans. The agencies acknowledge the lower tisk in the former type

of loan as the supervisory loan-to-value ratio limit for owner-occupied 1-4 family construction to
permanent loans is 90%.

For all of these reasons, ABA recommends that the CRE definition be amended to distinguish clearly
the risks between 1-4 family residential coustruction loans (particulatly when they ate “custom-built”
loans or “owner-occupied” loans) and other commercial real estate loans. At 2 minitum, the
Agencies should consider specifically excluding owner-occupied commercial real estate construction
loans from the 100% threshold, in order to be consistent with the 300% threshold test for CRT,
which acknowledges the fact that the risk profiles of these loans are less influenced by the condition
of the general CRE market.®

{b) The approptiateness of the thresholds
The Guidance sets fotth the following two supetvisory thresholds, either of which may trigger greater
scrutiny, greater risk management requirements, greater loan loss resetves, and greater capital:

(1) Total teported loans for construction, land development, and other land represent one
hundred percent (100%) ot more of the institution’s total capital. Institutions exceeding
threshold (1) would be deemed to have a concentration in CRE construction and
development loans and should have heightened risk management practices approptiate to the

degree of CRE concentration tisk of these loans in their portfolios and consistent with the
Guidance.!

(2) Total reported loans secured by multifamily and nonfarm nontesidential propetties and
loans for construction, land development, and other land represent three hundted percent
(300%) or more of the institution’s total capital. Any institution exceeding threshold (2)

* ABA notes that there are pending Call Repot changes to schedule RC-C, line 1.¢. that would facilitate the exclusion of
ownet-occupied commercial real estate loans form this calculation. If the Agencies continue with any Guidance, then
ABA encourages the Agencies to use the new Call Repott line item that excludes these loans when it becomes available.
* As noted above, the overly-inclusive definition of CRE does not distinguish between levels of risk of different types of
lending identified as CRE by the Call Reports. If the Agencies decide to issue a revised Guidance, then we suggest that
there be changes to the Call Report that allow better diffetentiation before defining such a threshold,
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should farther analyze its loans and quantify the dollar amount of those that meet the
definition of a CRE loan contained in this Guidance. If the institution has 2 level of CRE
loans meeting the CRE definition of 300 percent ot more of total capital, it should have
heightened risk management practices that ate consistent with the Guidance.

Bankers ate concerned about the relatively low threshold for determining when CRE concentrations
present 2 highet tisk. The Guidance sets an initial threshold of 100% of total capital for certain types
of CRE. Previous limits on real estate lending set a threshold of 100% of total capital for loans
secured by real estate that were in excess of the supetvisory loan-to-value ratio. Total loans in
excess of the supervisoty LTV limits “for all commetcial, agticultural, multifamily ot other non-1-to-
4 family residential properties” were also limited to no mote than 30 percent of total capital® Aswe
understand the proposed Guidance, it is now possible for an institution to have no real estate loans
over their approptiate LTV, yet trigger a presumed level of higher risk in CRE lending. This appears
to be a significant shift in supervisory concern not cleatly justified by the Agencies.

2. 'T'he burden on banks to counter the assumption of an unsafe concentration of CRE

After determining that the bank has 2 concentration of CRE under the new thresholds, the bank
must ensure that it has “heightened risk management practices that are consistent with the
Guidance.” All of the bankers we have consulted agtee that high levels of CRE require heightened
risk management, and they believe that they do in fact have such tisk management. However, few
community banks have all of the revised recommendations for risk management practices in place,
and none believes that all of the practices set forth in the Guidance are justified for the CRE lending
that they are doing® These banks are following existing teal estate lending guidance, rather than this

5 See FDIC regulations at Appendix A to 12 CFR Part 365: Iateragency Guidelines for Real Estate Lending Policies.

§ The complete list of recommended risk management practices is extensive. It includes:

(1) Board and management oversight of the level of acceptable CRE exposutes and implementation of a CRE strategy
consistent with isk tolerance. “Ditectors, or a committee thereof, should explicitly approve the overall CRE lending
strategy and policies of the institution. They should receive reposts on changes.in CRE market conditions and the
institution’s CRE lending activity that identify the size, significance, and risks related to CRE concentrations. Directors
should use this information to provide clear guidance to management regarding the level of CRE exposures acceptable to
the institution.”

(2) Addressing the CRE strategy in the institution’s strategic plan. Strategic planning should include “an analysis of the
potential effect of a downtutn in real estate markets on both earnings and capital and a contingency plan for responding
to adverse matket conditions.”

(3) Institutiag clear and measurable underwriting standards in its lending policy with only limited, documented,
exceptions. Underwriting standards should include:

. Maximum loan amount by type of property,

. Loan terms,

. Pricing structutes,

. LTV limits by property type,

. Requitements for feasibility studies and sensitivity analysis or stress-testing,

. Mini requi for initial i and mai e of hard equity by the borrower, and

Minimum standards for borrower net worth, property cash flow, and debt service coverage for the property.

(4) Instituting policies specifying requirements and criteria for rsk rating CRE exposures, ongoing account monitoring,
identifying loan impairment, and recognizing losses. Risk ratings should be risk sensitive, objective, and tailored to the
CRE exposure types underwritten by the institution.

(5) Identifying and managing concentrations, performing market analysis, and stress testing CRE credit risk on a portfolio
basis.

(6) Maintaining MIS systems that are adequate go provide, on eithet an automated or manual basis, stratification of the
“portfolio by propetty type, geographic atea, tenant concentrations, tenant industries, developer concentrations, and sk
rating, Institutions should be able to aggregate total exposure to a borrower including their credit exposure related to

derivatives, such as intetest rate swaps. MIS should maintain the appraised value at origination and subsequent
valuations.”
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proposed Guidance that requires more detailed risk management practices and is aimed at institutions
that actually pose higher risks in their CRE lending. There appears to be no attempt in the proposed
Guidance to scale the regulatory response to the size of the bank or the particular composition of its
pottfolio. This creates a “one size fits all’ approach inconsistent with recent tegulatory initiatives in
examination and supervision. Fot example, in the recent ANPR on Modifications to Domestic
Capital Standards (Basel IA), the Agencies suggest that it would be approptiate to lower further the
risk weight of home mortgage lending. But this Guidance includes direct-to-consumer mortgage
construction lending as higher-risk CRE.

The Agencies state in the preamble to the Guidance that

Recent examinations have indicated that the tisk management practices and capital levels of
some institutions are not keeping pace with theit increasing CRE concentrations. In some
cases, the Agencies have obsetved that institutions have rapidly expanded their CRE lending
operations into new markets without establishing adequate control and reporting processes,
including the preparation of market analyses.”

Thus, it appears that the proposed Guidance is meant to be focused on a few institutions. However,
the way it is wiitten suggests that examinets are to apply the Guidance with greatet rigor to all
institutions, not just the some that prompted the Agencies to propose the Guidance. We in fact
already see this happening, as two of the bankers providing comment to ABA noted that their recent
examinations involved much greater levels of scrutiny of the CRE and considerably more criticism of
their tisk management, even though neither felt that there had been significant changes in either theit
portfolios or their risk management practices since their last examinations.®

The extensive requirements set forth in the Guidance may be overwhelming for a community bank.
Examiners will be asking for the bank’s repotts on market conditions, evidence of increased boatrd
oversight, production of new policies, mote detailed strategic planning, quantifiable limits,
contingency plans, feasibility studies, sensitivity analysis, sttess-testing, tracking presales and more.
Examiners cleasly may apply this Guidance in a way that substantially incteases the regulatory burden
on community banks with limited staffs, and they may well feel that they are requited to do so by the
terms of the Guidance. ABA and our bankers believe that the application of the Guidance to all
banks is excessive and that the full atray of measutes it requites should be teserved for those few

banks that have problems in the risk management of theit portfolios, whether CRE or any other
concentration of lending.

All of these burdens likely will be compounded by the Guidance being unclear in several places, For
instance, it is not clear whether the different thresholds for determining CRE concentrations require
different responses. Under threshold (1), an institution “should have heightened tisk management
practices appropriate to the degree of CRE concentration risk of these loans in their portfolios and
consistent with the Guidance.” Undet threshold (2), an institution “should have heightened risk
management practices that are consistent with the Guidance.” The key appears to be that under
threshold (1), an institution must determine its degree of CRE concentration tisk and then apply
appropriate risk management practices. This may allow institutions to determine that they have a
lower risk rate in their portfolios of 1-4 family residential construction loans ot in direct-to-consumer
loans than if they have a concentration in office construction. Howeve, the Guidance is not clear

771 PR 2304 (emphasis added).

# One of the bankers stated, after reading the proposed Guidance, that he now understood what had happened in his
receatly concluded exam: the examiners were applying the draft Guidance to his institution befote it had been published.

6
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that banks may do this. This may lead to a heightened but uneven examination scrutiny of banks’
sisk management practices, as different examiners arrive at different judgments of an institution’s

“degree of CRE concentration risk” and require significantly different levels of risk management

practices to similaly situated instiations.

The organization of the Guidance adds to the confusion. First the Guidance gives a special
definition of CRE. Then the Guidance gives two diffecent thresholds for 2 concentration in
commercial real estate lending based on Call Repost (ot TFR) items that do not use the special
definition of CRE. Then it provides that for threshold (2), but not for threshold (1), bankers should
examine their loans reported in the Call Report using the new definition of CRE to reduce the
amount of loans included in threshold (2). This is backwards. The special definition of CRE should
follow the explanations of the thresholds, and be clearly shown to apply only to the calculation of the
final amount for the 300% threshold. We have noted significant confusion from this structure of the
Guidance.

The Guidance excludes “owner-occupied” properties from the final calculation of threshold (2), but
the Guidance does not define “owner-occupied” and neither do the Call Repost instructions.” This
gives fise to a number of questions that will nieed to be tesolved with the examiners. Is a loantoa
contractor who is building the house under a contract for sale on completion “ownet-occupied”? We
believe it should be so termed. Ate busitiess premises that will be occupied by the owners but will
also have commercial or even residential leases considered “owner-occupied’™ Is it owner-occupied
only if the owners occupy 25% ot 50% ot 75% ot more of the building? Is it ownet-occupied if the
owners lease the premises to related companies of the owners? How closely do these companies
need to be related to the owners in ordet for this to be owner-occupied? We believe that all of these
questions could be answered in the affirmative, that these ate still owner-occupied, but the Guidance
is not clear on this.

ABA concludes that our bankers will need to invest significant time, money, and effort to counter the
assumption that they have an unsafe “concentration” of real estate loans. This is aggravated by
confusing wording of the Guidance and the lack of scaling of the risk management practices required
to banks of different sizes and different CRE portfolios. We believe that the net effect of the
Guidance as it is currently written will be excessive burden on community banks.

3. Increased capital requirements

A concentration in any line of lending requites greater risk management as the concentration in the
Bine increases. However, community bankers tend to focus on one or two major lines of lending in
order to be sure that they have the expertise on hand to manage the risk in that lending. The
Guidance would appear to have the effect of penalizing banks — by requiting capital at levels that may

be inapproptiately high — that have focused their resources precisely to ensure that they can compete
in a safe and sound manner.

Higher levels of CRE lending appear to be a logical evolution for community banks. As former
Federal Reserve Boatd Chairman Alan Greenspan said in a speech in early 2004,

Y An electronic search for the tetms “owner-occupied” and “occupied” in the FFIEC Instructions for Preparation of
Consolidated Repozts of Condition and Income (FFIEC 031 and 041) found on-line at

http:/ /www.ffiec.gov/PDF/ FFIEC_forms/FFIECO31_041_200509_i.pdf located no use of the term of “owner-
occupied” or its definition.
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Particulatly noteworthy is the longer-term trend at community banks that seems to
have accelerated in the past three years--the incteasing share of asset growth
accounted for by nonresidential real estate finance, particularly construction and land
development loans and commercial and industtizl real estate financing. Last year these
categories accounted for more than 90 percent of the net asset growth of banks with
less than $1 billion in assets; multifamily real estate and fatmland finance would bring
the total to more than 100 percent, offsetting the declines in other categoties.

Such credit exposures ate a natutal evolution of community banking and are quite
profitable, helping to sustain both the earnings and growing equity capital of
community banks. Moreover, the cvidence suggests that community banks have
avoided the underwtiting mistakes that led to so many problems ten to fifteen years
ago. Borzower equity is much higher and credit criteria are much stricter. In the last
recession and duting the early weak recovery, we saw very few delinquencies in these
credits. Nonetheless, bankers need to be aware of the historical real estate cycle that,
in the past, placed such exposures under scvere stress. One hopes these
imptrovements in underwsiting standards are lasting. But the painful lessons of
banking histoty undetscore the ever-present need for vigilance in managing
geographic and business line concentrations.”

Community bankets do not asgue against the need for vigilance in managing geographic and business
line concentrations. But they do argue against the atbitrary demand for additional capital that may
result from the Guidance. Regatdless of the intent of the Guidance, the risk is that the Guidance will
lead to inappropriately highet capital levels. The Guidance states that —

Minimum levels of regulatory capital do not provide institutions with sufficient buffer to
absotb unexpected losses arising from loan concentrations. Failure to maintain an
approptiate cushion for concentrations is inconsistent with the Agencies’ capital adequacy
guidelines. Moreover, an institution with a CRE concentration should recognize the need for
additional capital support for CRE concentrations in its strategic, financial, and capital
planning, including an assessment of the potential for futuse losses on CRE exposuges.™

Our bankers unanimously read this as an instruction to examiners to demand more capital in the
event that the examiner determines that there is a concentration in CRE. They see this as untelated
to how well the institution is managing its CRE portfolio, how low losses have been, what resetves
have already been taken, and all of the other factors that should weigh on a determination of the need
for additional capital. True, at the end of the discussion on capital adequacy, the Agencies state, “In
assessing the adequacy of an institution’s capital, the Agencies will take into account analysis ptovided
by the institution as well as an evaluation of the level of inherent risk in the CRE portfolio and the
quality of risk management based on the sound practices set forth in this Guidance.” However,
community bankers wonder if they can provide the kind of risk analysis that examiners will accept as
mitigating this perceived higher risk. In short, bankers see this Guidance as a2 demand for higher

capital at concentration levels that are really desigried for triggering heightened risk management
review rather than higher levels of capital.

19 Rematks by Federal Reserve Board Chaitman Alan Greenspan before the Independent Community Bankers of
America Convention; San Diego, California; Match 17, 2004.
171 FR 2307.
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The Agencies already have authotity to demand higher levels of capital from any institution, if they
detetmine that the institution has accumulated significantly higher risks than its peers or is otherwise
acting in a mannet that is inconsistent with existing guidelines.”” Here the Guidance appears to move
past that authotity into creating an inherent need for additional capital for any concentration of CRE.
Bankers believe that this sets far too low a trigger for requiring additional capital and ignores their
cutrent risk management practices. They urge that the Agencies drop this discussion of the need for
additional capital and rely instead on existing authority, guidance and policies as the basis for a case-
by-case determination of any need for additional capital.

4. Higher levels of reserves for loan losses

"The Guidance appeats to create a per se assumption that banks with large portfolios of CRE should
have significantly highes reserves for loan losses because of a presumed greater level of risk presented
by the CRE. Howevet, many banks report little or no loss in their CRE pottfolios, and they question
the validity of singling out CRE for additional reserves. The Agencies, in the preamble to the
Guidance, state that, “[i]n the past, weak CRE loan underwriting and depressed CRE matkets have
conttibuted to significant bank failures and instability in the banking system.” But a point made
repeatedly by bankers with whom we’ve communicated (and a point with which the Agencies
apparently agree) is that banking today is different from what it was in the mid-eighties. We now
have new capital requirements, more stringent real estate lending and appraisal requirements, express
limits on high LTV real estate loans, and better supervisoty examinations. As the Agencies note in
the preamble, overall underwriting is better, largely due to the existing Agency guidance on real estate
lending and the application of supervisory loan-to-value (L.TV) ratios and limits on loans in excess of
those ratios. Therefore, to blanket all banks with the requirements in the Guidance based on a newly
crafted ratio, when there is no other evidence of weakness in capital or management, seems
unjustified.

The assumption that there is a higher risk in 2 CRE portfolio ignores the sisk presented by lending
alternatives. Unsecured C&I loans, inventory financing, credit card lines, loans for consutmer chattels
-- none of these appear to be inherently less tisky than CRE lending. Unlike these other types of
loans, loans secured by mortgages on real estate will still have value in the property upon recovery
even if the property deteriorates or the appraiser overestimated the property value. In even the worst
case, only part of the principal will be lost.

By highlighting CRE and newly defining concentrations in CRE, the Agencies seem to be utging 2
higher reserving that previous guidance and policy do not appear to support. Worse, it may be at
odds with recent guidance on resetving from the AICPA, which places the community bank squarely
between its regulator and its auditors. At a minimum, this past of the Guidance needs to be clarified
by better explanation of the connection of the Guidance to the existing Interagency Policy Statement
on Allowance for Loan and Lease Losses Methodologies and Documentation for Banks and Savings
Institutions.

5. Impact on small banks and their communities.

Finally, and most importantly, ABA is concetned about the probable impact of the proposed
Guidance on small banks and their communities, Community bankers alteady find themselves
uniable to compete in various consumer lending businesses, lacking the scale to make credit card or
auto lending profitable and sometimes unable to compete against the largest national mortgage

12 See, e.g.. Intetagency Guidelines Establishing Standards for Safety and Soundness (stating that institutions should
establish and maintain prudent credit underwriting practices that “(5) take adequate account of concentration of credit
risk; and (6) are appropriate to the size of the institution and the natuse and scope of its activities”).
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lenders. Many have become larger lenders in the CRE market as 2 natural evolution of the banking
market, as former Chairman Greenspan observed. This willingness to support business expansion in
theit communities has been crucial to economic recovery over the last few years throughout the
nation.

The implication in the Guidance that there will be tmajor increases in capital requitements and loan
loss teserves, as well as major additional demands on banks’ officers and lending personnel to
provide in-depth market analysis, stress testing analysis, and other analyses relating to possible
negative effects of CRE concentrations, leads many banks to believe that they may well have to
curtail significantly their CRE lending. As CRE lending has been one of few remaining major profit
lines for community banks, they are deeply concemed about the negative impact of this Guidance on
them and, consequentially, on theit communities.

Conclusion

As community banks have been fotced to consolidate lending due to national competition (in credit
cards, mortgage lending and auto lending, as examples), local commercial real estate has been one of
the strongest products for community banks. Their knowledge of their communities and markets
affords community banks a significant advantage when competing for CRE loans. To have now
stricter guidelines regarding commetcial real estate imposed on a/ of them appears to increase the costs
to all community banks making CRE loans while only peripherally addressing any problem banks.

Our discussions with staff of the Agencies lead us to believe that those consequences are not the
intent of the Agencies, but it is the nature of lending Guidance such as this to result in a period of
constriction while examiners and bankers work out new understandings of the instructions they have
been given. Such a tesult will not benefit community banks ot their communities, and it apparently is
not what the Agencies intend. ABA recommends that the Agencies carefully reconsider issuing this
Guidance and instead rely upon current guidance and policies during examinations to rein in those
few banks that are causing the Agencies’ concerns about CRE lending,

If the Agencies continue with issuing this Guidance, ABA strongly urges the Agencies to tevise the
Guidance thoroughly to eliminate the areas of confusion and concern that it has created for banks.
Failing to do so would be a dissetvice to the Agencies’ tegulated institutions and to the communities
these banks serve. If you have any questions about these comments, please call the undersigned.

Sincerely,

ol (e LB

Paul Smith
Senior Counsel
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August 1, 2006

The Honotable Susan Schmidt Bies

Governot

Board of Govetnots of the Federal Reserve System
20th Street & Constitution Avenue, NW
Washington, DC 20551

Re: Sutmmary of Suggested Improvements to the Guidance on Concentrations in
Comtmetrcial Real Estate (CRE), July 20 Meeting

Dear Governor Bies:

Thank you again for your participation in the recent meeting to discuss the proposed
CRE guidance. Our members agreed with your assessments that the meeting was very
productive, and we appreciate the opportunity to discuss the industty’s concerns about
the guidance. Following that meeting, we were offered the opportunity to summatize the
suggestions offered at the meeting for ways to improve the goidance. Below is a
summary of the majot points advanced as well as other points that supplement the
American Bankets Association’s (ABA) comment letter dated Masch 30, 2006.

We note at the outset our continuing belief that it is more appropriate for the agencies to
address problems with CRE concentrations on a bank-by-bank basis rather than issue 2
document that, because it applies industry-wide, necessarily risks being applied
inappropriately at some institutions. If an examiner determines that a bank is failing to
manage its CRE risks adequately, then clearly the agency should work with the bank to
ensure that déficiencies are corrected. This is different, however, from suggesting (as
guidance inevitably does) that there is a problem across the entite industry that the
exarminess must now fix. The latter approach risks inappropriately severe and
procrustean responses by examiners to problems that do not exist,

If, however, the agencies conclude that guidance is necessary notwithstanding that risk,
we offer the following suggestions for improvements to the guidance.

1. Of gravest concetn to our bankers is the belief that the guidance may be intetpteted
as a direction to examiners, once a CRE concentration in the bank’s portfolio of loans is
found, to require a bank to take additional steps (pethaps including adding capital ot
refraining from making additional CRE loans), even if that portfolio is well managed.
Subsequent discussions with the principals and senior staff of the Agencies teveal that
this was not the intent of the Guidance. Our first suggestion, therefore, is to clatify in
the guidance that CRE loans ate not inherently riskier than othet types of loans and that,

if prudently managed, a bank may continue to make CRE loans notwithstanding the fact
that the bank has a CRE concentration.
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2. Related to the first point is a concern about the guidance being applied in a way that would
automatically result in the imposition of additional CRE sisk-monitoring or tisk-mitigation steps,
including additional capital and/ ot resetves for loan or lease losses. As discussed at our meeting,
our members strongly believe that no regulatory response should be forthcoming without an
adequate understanding by the examiners of how well a particular bank is managing its CRE
portfolio. To impose additional burden on a bank without first determining that the bank is not
properly managing the CRE potfolio is to a troubling degree like shooting in the dark and could be
unnecessaty, counterproductive, and harmful to the bank and its commaunity. Thus, the guidance
must underscore that any supervisoty response will be calibrated to the facts presented by a
particular bank.

3. The guidance must also reflect the fact that different banks have different resources and that
what will be appropriate for one bank may be inappropriate for another. A community bank cannot
be expected to have the systems, people, and processes that a regional or multinational bank has and
may not need them for its patticular situation and conditions. We appreciate-acknowledgement of
this fact in recent speeches by the agency principals,' and we urge that the final guidance contain a
comparable acknowledgment.

4. Specifically in the context of the discussion of capital and resetves, the gnidance should state that
capital and reserves ate approptiate topics for discussion only after the following:

* A concentration is found;
'The risk of the CRE portfolio is determined;
Examiners conclude that the tisk is not adequately managed;

Examiners inform management of the inadequacies;
The bank does not take steps to improve risk management within a reasonable time; and
Examniners then determine that curtent teserves and/ot capital ate inadequate for the risk.

Requiting 2 bank to add capital and reserves in the absence of a demonstrated need either will
adversely and inappropriately affect retutn on equity ot force the bank to take additional risks,
pethaps outside its area of expertise, in order to make efficient use of the additional funds.
“This could lead to more tisk being driven into the banking system by the vety requirement (L.,
additional capital) that is intended to strengthen the industry.

5. The definition of “commercial real estate™ for putposes of any final guidance should be rewritten.
Cutrently, out of 44 pages of the Call Report, two-thirds of a bank’s assets are lumped together an
one line on Schedule RC-C. As discussed below, this raises concerns about the utility of the current
-definition and the need to narrow the definition of CRE loans.

Utility of the definition. The proposed guidance includes so many different types of loans within
the definition “CRE” lending that it undermines whatever utility there is to identifying a
concentration. The current approach includes residential construction, office construction, business
expansion, and small business loans secured by real estate, all of which may exhibit considerable
variability in risk, loan-to-value (“L'TV”) ratios, and market volatllity. Itis difficult to draw
meaningful conclusions about the risks of a concentration when so many different types of loans —

! See, e.g., Remarks by Governor Susan Schmidt Bies at the Mortgage Bankers Association Presidents Conference,
June 14, 2006.

2
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sharing only the common thread of being secured in whole ot in part by commercial real estate — ate
lumped rogether, While the proposed changes to the Call Report” will partially help address this
issue by providing additional granularity that may be used to identify problematic concentrations,
until those changes ate finalized the guidance is likely to create “false positives” where exatniners
conclude that a bank has greater tisk from its CRE portfolio than the facts support.

Scope of definition. Even after the Call Repot changes are finalized, the proposed definition of
“CRE loan” inappropsiately includes cetain types of loans. This can be addressed only through
changes to the definition. At 2 minimum, bankers believe that 2 definition of CRE for determining
a concentration should exclude:

e Residential construction loans to consumers, which are risk-weighted at 50% for capital;
+ Loans to builders on presold hames;

s Construction loans to entities that will occupy the building once it is completed;

s All 1-4 family residential rental property loans; and

e Loans with a low LTV ratio.

It may be possible to use a broad definition of CRE while taking the above CRE distinctions better
into account in the risk assessment of the portfolio. That is, rather than exclude these types of CRE
from the definition, simply provide guidance to examiners that these types of CRE may pose
considerably less tisk and will require less tigorous “tisk management” because of the lower risk
inherent in them. This appears to be particulatly true of loans to consumers for 1-4 family
residential construction, presold residential construction, and loans with LTV ratios of 50% or less.
Indeed, as noted above, 1-4 family residential construction loans ate viewed as such low-risk
investments that they ate risk-weighted under Basel I Capital Accord at only 50% and may be rated
even lower in Basel II revisions to the Capital Accord.

6. The proposed guidance excludes “owner-occupied” property, but bankers found the definition of
“owner-occupied” to be unclear. We note that the recent FDIC FIL-7-2006 contains a test for
determining whether a property is “ownet-accupied.”. At a minimum, this explanation should be
included in the guidance.

% Several proposed changes to the Call Reports have been adopted, but on a staggered, delayed system, some in
2006, some in 2007, and some in 2008, largely dependent upon the size of the bank and the degree of concentration
in CRE. The changes ate as follows: .
o Splitting "Construction, land development, and other land loans” (CLD&OL loans) into separate categories
for 1—4 family residential CLD&OL loans and all other CLD&OL loans (Schedule RC-C, part [, item 1.a;
Schedule RC-N, item 1.a; Schedule RI--B, part I, item 1.a; and Schedule RC-L, item 1.c.1);
»  Splitting loans "Secured by nonfarm nonresidential properties” (commercial real estate loans) into separate
categories for owner-occupied and other commercial real estate (Schedule RC-C, part I, item 1.e; Schedule
RC-N, item 1.e; Schedule RI-B, part I, item 1.e}; and
«  Replacing the breakdown of *Lease financing receivables” between leases from U.S. and non-U.S.
addressees with a breakdown of leases between retail (consumer) Jeases and commercial leases for banks
with foreign offices or with domestic offices only and $300 million or more in total assets (Schedule RC—
C, part I, items 10.a and 10.b; Schedule RC-N, items 8.a and 8.b on the FFIEC 031 and Merorandum item
3.d on the FFIEC 041; and Schedule RI- B, part I, items 8.a and 8. on the FFIEC 031 and Mermorandum
item 2.4 on the FFIEC 041},
3“1 pans secured by other nonfarm nonresidential properties’™ are those loans that are currently reported in
Schedule RC-C, item 1.¢, where the primary or a significant source of repayment is derived from rental income
assoctated with the property (i.e., loans for which 50 percent or more of the source of repayment comes from third
party, nonaffiliated, rental income) or the proceeds of the sale, refinancing, or permanent financing of the property.

3
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7. The guidance also needs to provide a cleater discussion of what agricultural loans are included
within its scope. The proposed guidance has two concentration tests:

(1) Total reported Joans for construction, land development, and other land represent one
hundred percent (100%) or more of the institution’s total capital; ot

(2) Total reported loans secured by multifamily and nonfatm nontesidential properties and
loans fot construction, land development, and other land represent three hundred percent
(300%) ot mote of the institution’s total capital.

The proposed guidance states in the footnotes that item (1) above is “For commercial banks as
reported in the Call Report FFIEC 031 and 041 schedule RC-C item 12 The Call Report
instructions state that:

Schedule 1.2 Construction, land development, and other land loans. Repott in column B
loans secured by real estate made to finance land development (i.e,, the process of improving
land -- laying sewers, water pipes, etc.) preparatory to erecting gew structures or the on-site
construction of industrial, commercial, residential, or farm buildings. For this item,
“construction” inclhudes not only construction of new structutes, but also additions or
altetations to existing sttuctures and the demolition of existing structures to make way for
new structures.

Also include in this item:

(1) Loans secured by vacant land, exceptland known to be used or usable for agricultural
purposes, such as crop and livestock production (which should be reported in

Schedule RC-C, part I item 1.b below, as loans secured by farmland). ...

(Emphasis added.)

For the second test of a CRE concentration, the proposed guidance includes nonfarm nonrestdential
properties, as reported in the Call Report. This point is explained in footnote 4 of the proposed
guidance as follows: "For commercial banks as reported in the Call Report FFIEC 031 and 041
schedule RC—C items 1a, 1d, and 1e." 1b is loans secured by farmland and 1c is loans secured by 1-4
family residential properties. .

The guidance leaves open questions such as whether a loan secured by land on which a farm
building is constructed is included within within the definition of “CRE loan” and, if so, whether it
is included for purposes of both concentration thresholds., In order to achieve the agencies’ goal of
providing clarity about what is a CRE concentration, and in otder to avoid any unintended
consequences of discoutaging farmland lending, the guidance must be cleater in its discussion of
when farmland will be deemed to be within the scope of the guidance.

Thus, the primary or a significant source of repayment for ‘Loans secured by owner-occupied nonfarm
nonresidential properties’ is the cash flow from the ongoing operations and activities conducted by the party, or an
affiliate of the party, who owns the property, rather than from third party, nonaffiliated, rental income ot the
progeeds of the sale, refinancing, or permanent financing of the property, “The determination as to whether a
property is considered ‘owner-occupied’ should be made upon acquisition (origination or purchase) of the loan.
However, for purposes of detenmining whether existing nonfarm nonresidential real estate loans should be reported
as ‘owner-occupied’ beginning March 31, 2007, or 2008, banks may consider the source of repayment either when
the loan was acquired or based on the most recent available information. Once a bank determines whether a loan
should be reported as ‘owner-occupied’ or not, this determination need not be reviewed thereafter,” (Emphasis
added.)

4
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As noted at our meeting, we very much appreciate the agencies’ willingness to discuss the concerns
of the industty and to make appropriate adjustments to the guidance to reflect those concetns. If
the agencies decide that guidance is necessary (as opposed to dealing with problems on a case-by-
case basis), then, given the substantial changes to the guidance that we recommend be made, we
suggest the agencies republish the guidance in proposed form again so that the final product is
likelier to sttike the appropriate balance between benefit and burden. If, however, the agencies
decide to publish a final guidance document as the next step, we suggest at a minitoum, given the
nonbinding, informal nature of guidance, that the agencies continue their dialogue with the industry
about how the guidance is being applied and ways it may be improved going forward.

Sincerely,

M)k THLY__
Mark Tenhundfeld
Ditectosr, Office of Regulatory Policy

CC:  Steve Fritts
Grovetta Gatdineer
Mastin J. Gruenberg
John M. Reich
Claude Rollin
Robert Russell
Barbara Ryan
Sabbeth Siddique
Mark VanDerWeide
John G. Walsh
Kurt Wilhelm
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Evolution of the Commercial Real Estate
Capital Markets and its Cycles
By
Robert M. White Jr.

President and Founder: Real Capital Analytics, Inc.

September 2006

Key Points

* The proposed banking agency guidance on commercial real estate lending concentrations
appears to be predicated on fundamental misconceptions of how the commercial real
estate market functions today.

e Today's commercial real estate market is very different from the one that existed in the
fate 1980s and early 1990s. Today’s commercial real estate market benefits from greater
transparency, increased scrutiny and more timely information associated with the growth
in public Real Estate Investment Trusts and the creation of the Commercial Mortgage
Backed Securities Market.

»  The information feedback loop that is now in place should help prevent large boom bust
cycles in the future.

s The definition of commercial real estate in the proposed guidance appears to be based on
the misconception that the residential real estate market and commercial real estate
market are sufficiently correlated to justify including certain types of residential real
estate loans within the definition of commercial real estate.

¢ The commercial “for rent” and residential ‘home ownership” real estate markets are
distinctly different and move in different cycles.

*  The commercial real estate capital markets have become a sophisticated national and
international marketplace while the space, or leasing markets remain local.

»  Equity capital for commercial property comes from a great diversity of sources, many of
which did not exist in the 1980s.

* The commercial mortgage industry has been transformed by access to the public sector
securities which now originates more loans than commercial banks using the commercial
mortgage backed securities (CMBS) vehicle.

e Public equity (Real Estate Investment Trusts) and public debt (Commercial Mortgage
Backed Securities) have revolutionized transparency and standards throughout the
industry.

» Commercial real estate has emerged as the fourth asset class along with stocks, bonds and
cash for a national and international investor base.

e i is unlikely that equity or debt capital will stop flowing to commercial real estate as it
did in 1990 when the commercial real estate market crashed. The regulatory and private
industry monitoring systems have created a check and balance system that is working
well,
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Purpose of This Written Testimony

Earlier this year, the federal banking agencies issued proposed guidance entitled “Concentrations
In Commercial Real Estate Lending, Sound Risk Management Practices” (the “Guidance”). The
proposed Guidance sets forth certain thresholds for assessing whether an institution has
commercial real estate loan concentrations that would trigger heightened risk management
practices and potentially higher capital requirements. After analyzing the proposed Guidance, it
appears that it is predicated on fundamental misconceptions of how the commercial real estate
market functions today. These misconceptions seem to be based on the assumption that this
market has not witnessed fundamental changes over the last two decades. Simply stated, today’s
commercial real estate market is very different from the cne that existed in the late 1980s and
early 1990s.  For example, the commercial real estate markets and their cycles are much more
transparent today than they were a decade ago. This increased transparency allows investors,
developers and lenders to react much more quickly to market risks and substantially reduces the
potential for overbuilding. This increased market transparency should make future real estate
cycles longer and less volatile.

The definition of commercial real estate in the proposed Guidance appears to be based on the
misconception that the residential real estate market and commercial real estate market are
correlated to such an extent that certain types of residential loans should be included within the
definition of commercial real estate for purposes of the proposed Guidance. This is a faulty
premise because the commercial real estate market and the residential real estate market are
fundamentally different and move in different cycles.

Commercial real estate is a necessary and important part of economic growth. In order to avoid
any potential unintended consequences, the bank regulatory approach to commercial real estate
lending must be predicated on an accurate understanding of today’s commercial real estate market
environment. The purpose of this written testimony is to set forth the changes that have occurred
in the commercial real estate market over the last two decades in order to address the
misconceptions upon which the proposed Guidance appears to be based.

Defining the Markets

Capital vs Space Markets

In order to understand the cyclical nature of the real estate industry, it is important to differentiate
the capital markets from the space, or leasing markets. Capital market factors concern such things
as asset prices, liquidity, and mortgage rates. The space markets refer to leases, rental rates, and
* occupancy levels. The capital and space markets move in different cycles although each also
influences the other. For example, in the 1980s, capital market factors, too much capital, lead to
overdevelopment which in turn overbuilt and thus undermined the space markets. More recently,
in 2001, the space markets suffered a demand shock, as high tech tenants evaporated almost
overnight leaving considerable vacant space. However, at the same time leasing fundamentals
were deteriorating, the capital markets for commercial property rallied, causing prices to rise.
Investors, many burnt by the dot-com frenzy in stocks, were attracted to real estate because it is a
tangible “hard” asset and it offered relatively high yields and significant portfolio diversification
benefits. A new capital cycle began as large institutional investors and private individuals re-
allocated capital from the stock market and into real estate.

The period from 2001 and into 2004 has often been referred to as “the disconnect” of the
commercial real estate markets. The capital environment (price) was very positive and improving
yet the space markets (occupancy) were weak and faltering. Currently, the leasing conditions for
almost all property types and most markets nationally are improving and the capital environment
remains favorable. The capital and space markets are once again moving in the same direction.
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Local vs. National

The supply and demand factors that influence the space markets are specific ta each local market
where a property is located. The demand for space by tenants is determined largely by the
strength of the local economy and the availability of space within that local market. By contrast,
the capital markets have evolved into a national marketplace that is moving quickly toward
globalization. Investors and bankers are no longer limited just to nearby markets, but are
diversifying their portfolios by investing in opportunities in other markets, across regions and even
offshore.

This free flow of real estate capital makes the capital markets more efficient and helps mitigate
risks. For example, commercial property in California commands among the highest prices in the
nation so some owners have recently decided to sell those assets at premium prices and buy
property in markets that they perceive as chéap, such as Phoenix or Dallas or Atlanta. Over the
past two years, the amount of real estate capital from California-based buyers has quadrupled.
Only recently have the information and tools necessary to underwrite investments and operate in
multiple markets become readily available. This information and tools were not available during
the 1980s. Moreover, it is only since the Riegle-Neal Act in 1994 allowing interstate branch
banking that banks have been permitted to diversify their mortgage portfolios geographically.

Residential vs Commercial Markets

A house and an office building are both considered real estate assets, yet both operate in entirely
different capital environments and their economics are driven by entirely different supply and
demand factors. A clear distinction between commercial and residential properties is made
throughout the construction, lending, brokerage and investment industries as market participants
have had to specialize to address the dichotomy of these two disparate classes of real estate. No
longer can housing and commercial property be grouped simply as “real estate”.

Residential and Commercial Prices
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Over the past 25 years, prices for commercial and residential property have moved independently
and have not shared the same “real estate” cycles. For example, between December 2000 and
December 2003, the median price for a new home increased by 21%, yet the average price for
commercial property increased by just 3% over the same period. Again, in a different economic
period between 1989 and 1992, prices for commercial property fell 16% while housing prices

4
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actually increased. Certainly, prices for all types of newly constructed real estate are affected by
similar influences such as land and raw material costs, interest rates and the general ‘economic
climate, but ultimately prices for residential and commercial property are determined
independently.

One reason the housing and commercial markets move in different cycles is that commercial
property buyers encompass a diverse pool of capital sources (buyers/investors) beyond the private
individuals that that own and live in housing. Institutional investors (pension funds and
endowments), REITs, and foreign investors now represent almost half of all commercial
acquisitions. Moreover, these investors tend to be low/no-leverage buyers making them less
sensitive to rising interest rates than are other investors and most homebuyers. In addition, most
commercial investors have a long-term perspective and buy and hold property for the income. In
comparison, a speculator/flipper mentality has become pervasive in the residential market and
their profits depend almost entirely on price appreciation. Residential buyers are generally also
local in scope, but most commercial buyers are national if not international investors with greater
freedom to invest without geographic limitations.

Residential Real Estate Commercial 'Real Estate
Buyers in 2008 Buyers in 2005
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Equity capital for commercial real estate has evolved significantly over the past 25 years to
include a diversity of public and private, domestic and foreign, and institutional and
entreprencurial sources, Prior to 1980, commercial property investors were similar in composition
to home buyers in that the capital was largely private and Jocal. While private investors still play
an important role in the capital markets, the commercial marketplace is no longer dependant on
them. In 2005, more sophisticated and better capitalized groups of buyers were responsible for
70% of commercial property acquisitions. The influx of these other capital sources has
fundamentally changed the nature of the commercial marketplace since the 1980s and the diversity
of capital has made it far less volatile.

Overview of the Commercial Real Estate Capital Markets

A Diversity of Equity Capital

A summary of the current buyers of commercial property highlights the diversity of investors and
illustrates the secular changes that have occurred in the capital markets for commercial real estate
since 1990. The growth of institutional and public equity capital in commercial real estate
evidences its maturity as an accepted, primary asset class on par with stocks and bonds. Foreign
capital is not new in commercial real estate, but the emergence of a global marketplace has been a
significant recent development that continues to change the market. In addition, new investment
vehicles have been formed to access capital from outside of Wall Street and institutional channels.
A new breed of syndicators in the form of private REITs and tenancy-in-common interests, have
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acquired almost $40 billion of commercial property since 2002. Private equity funds pool capital
from a variety of sources and have acquired almost $80 billion since 2002, Originally called
“Vulture Funds”, these funds were born out of the Resolution Trust Company liquidations of bank
real estate owned REO portfolios in the early 1990s. In addition, joint ventures between these
large investors and local, private firms have proliferated. Consequently, the private sector has far
greater access to capital and is less limited by geography. Few commercial real estate investors
are local anymore as the mobility of capital nationally and globally has never been greater.

Public Real Estate Investment Trusts (¢‘REITs”)
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At the end of 2005, there were nearly 200 source: NAREIT

public REITs with a market equity

capitalization of $330 billion and ownership over $750 billion of real estate properties. In 2003,
public REITs accounted for approximately 14% of all commercial property acquisitions in the US.

Real Estate Mutual Funds
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Foreign Investors

US commercial real estate has always held appeal among foreign investors, In the 1980s it was

the Dutch and the Japanese. German investors accounted for the majority of foreign capital in the

1990s. However, until recently, most foreign investment was directed to trophy properties in a

relatively select group of markets like Washington, New York and San Francisco. Thus, foreign
‘ buyers impacted prices in only a few markets and then for only the best real estate.



287

This is no longer the case as the globalization of the real estate industry has taken off and is clearly
accelerating. In 2005, Australians purchased one of every ten community shopping centers that
were sold in the U.S. as a diversity of buyers from around the globe are now active commercial
real estate buyers, Moreover, the U.S. is now exporting real estate capital and U.S.-based private
equity funds, among others, are significant investors throughout Burope, South America and
increasingly, the Pacific Rim.

Globalization of REITs and
Foreign Buyers of CMBS is also taking off.
US Commercial Property In 2001 Japan entered the
Billions REIT arena and in 2003
$20 Australia France followed. The
Netherlands, Singapore,
Other Canada and Belgium and
the UK recently changed
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mOther Euro overseas real estate. North
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world’s REITsS, but
international REITs are

source: Real Capital Analytics growing quickly.
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Private Equity Funds

Also known as hedge, equity or opportunity funds, Private Equity Funds pool capital in multi-
million dollar increments from wealthy sophisticated “qualified” investors. They have currently
amassed a huge amount of capital and are

responsible for a wave of corporate takeovers Private Equity Funds

throughout all industries, not just real estate. Cumdative Fund Equity Reised (§ billor)
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Private REITs and Tenancy-in-Common ("TIC”) groups are part of the private sector that
represent a relatively new group of buyers very different from the tax syndicators in the 1980s.
These groups raise capital by syndicating equity through financial advisors to wealthy private
individuals and families, primarily baby boomers nearing retirement. Most investors in the current
syndications are seeking yield and a stabile cash flow. Consequently, TICs and private REITs
acquisitions have generally been of higher quality, well occupied properties. TICs have an
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additional benefit in that they qualify for 1031 like-kind exchanges that defer capital gains taxes to
a later time. Combined, TICs and private REITSs acquired $14 billion of core property in 2003, up
ten fold since 2001. Private REITs accounted for $8.7 billion of acquisitions last year but their
growth is slowing and total TIC acquisitions may exceed that of the private REITs. Despite all the
press generated by this new class of investors, syndicators accounted for only 5% of all
commercial property acquisitions in 2005.

Condo Converters

While the capital markets for residential and commercial real estate are unique, the home
ownership and rental apartment housing markets are directly linked by the recent wave of
condominium conversions. Converters were the most active buyers of apartment property in 2005
with over $31 billion of acquisitions. They differ

from all the other classes of real estate investors Rental Units Acquired By
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However, condominium conversion activity has fallen off sharply in 2006 as lenders started
exercising greater discipline at the first sign of a slowing in the housing market. So far this year,
just over $8 billion of condo conversion deals have been completed and the total for the year is
likely to be half of the 2005 level.

The Ebb and Flow of Capital

Condo converters serve as an excellent example of the natural ebbs and flows of real estate capital
and the discipline of checks and balances that are now part of the capital markets. Condo
converters appeared, dominated the market for a period, and are now quickly retreating as housing
prices are no longer rising. Due to the diversity of capital sources now active for commercial real
estate, other buyers have stepped in as condo conversion activity declined and there has been no
significant price correction for commercial property. It also illustrates the information feedback
loop that is now in place that should help to prevent large boom bust cycles in the future. Better
real-time data on the housing market provided an early indication that condo sales were softening
and condo converters and their lenders were able to curtail activity very quickly. Furthermore,
banks that continued to lend aggressively on condo projects have been penalized in the stock
market. Corus Bankshares, the leading lender to condo developers and converters, saw its share
price fall 31% between June and August as investors became more circumspect of its loan
concentration for condo projects.

A Diversity of Debt Capital

Total commercial and multifamily mortgage debt outstanding recently surpassed $2.7 trillion
according to the Mortgage Bankers Association analysis of the Federal Reserve Board Flow of
Funds data. The debt capital markets for commercial real estate have undergone the greatest
transformation over the past decade. What was a private marketplace involving many regional
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lenders has now become a national marketplace with a large public component. The securitization
of commercial mortgages introdyced public capital into the commercial real estate debt markets.
Commercial Mortgage Backed  Securities ("CMBS™) were pionegred by the government's
Resolution Trust Company in the carly 19905 and- are how the largest originators of commercial
mortgages. In addition to the advent of CMBS; the introduction of interstate banking in 1994
allowed mortgage capital from the commercial banks to flow across state lines more easily. Ina
short period, the debt capitat markets became more public and more efficient.

Commercial and Muitifamily Mortgage Originaﬁons
2005 market share by volume
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Domestically, CMBS originations reached $170 billion in 2005, up from less than $20 billion a

decade earlier. CMBS conduits which source the loans accounted for 37% of all commercial and

multifamily originations in the U.S. last year: " Total outstanding volume of CMBS reached $683

billion at the end of 2005. Internationally, the CMBS market doubled in 2005 with nearly $70
billion in volume.
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has also lead to an active secondary market for commercial mortgages.

An option has developed for lenders to sell whole loans in an active secondary market for both
performing and non-performing commercial mortgages. Comiercial mortgages are now far more
liquid assets than ever before. Thus banks that make loans in their local markets can sell those
foans into the national capital markets and replace that investment with real estate securities that
hold a nationally diversified mix of real estate debt. Thus local lending risk is substantially
reduced.
Domestic Real Estate
The commercial real estate finance arena continues to CDO Issuance
evolve with new securitized products such as  o,c (8 bitlions)
Collateralized Debt Obligations (“CDO”s) and new
lenders, particularly for mezzanine debt or second  §$20
mortgages. Origination volume of mezzanine loans
tripled in 2005 to almost $13 billion according to the 815
Mortgage Bankers Association which only started $10
tracking mezzanine loans recently.  Many of these
mezzanine loans or whole loans purchased in the $5
secondary market populate a new form of securitization -
called CDO’s. Issuance of real estate CDO’s tripled in 50
2005 to over $20 billion. 2003 2004 2005

source: Commaercial Real Estate Direct

Real Estate as an Asset Class

Perhaps the greatest change that has occurred in the commercial real estate capital markets since
the 1980s is its perception within the greater investment universe. Many portfolio investors now
consider commercial real estate as the fourth asset class along with stocks, bonds, and cash. The
dot-com bust cemented this role when investors of all types and sizes realized they had previously
been under allocated to this $24 trillion asset base (estimated by Prudential Real Estate Investors,
January 2003).

In order for commercial real estate to become a true asset class, it had to become more transparent
and win the trust of investors. Since the emergence of a public sector with the REITs and CMBS,
the level of information and scrutiny throughout the industry has improved dramatically. The real
estate discipline has gained stature relative to corporate America in recent years. Real estate ethics
also trumped corporate America in a recent study by Roulac published in the Journal of Real
Estate Literature. REITs were ranked as having the best corporate governance over all other
publicly traded companies. Prior to the late 1980s, appraisal regulation was virtually nonexistent
but since then the appraisal industry is characterized by well-trained and experienced professionals
and solid appraisal policies and procedures. Real estate has also become a true profession and
thus a popular academic discipline. The number of university real estate programs has doubled
since the 1980s with over 600 dedicated faculty and 10,000 students currently involved in the
study of the real estate industry.

10
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Conclusion

The debt and equity capital markets for commercial real estate have evolved greatly since the late
1980s to become more diverse, sophisticated, efficient and transparent. The net result is a much
greater level of liquidity and a lesser degree of risk for commercial property equity and debt
investments. Regulation from within the industry and scrutiny of the public markets provides a
layer of checks and balances that will help avoid boom and bust periods and ensure the liquidity of
commercial property. Greater mobility of capital between the states and even internationally
facilitates an even distribution of capital and decreases the likelihood of concentrations or a bubble
occurring in individual markets. The real estate capital markets continue to evolve and grow to
provide greater liquidity and mitigate risks throughout the commercial real estate industry.
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Robert White, Jr.

He is the President of Real Capital Analytics, a national research and consulting firm that is
headquartered in New York City. The company’s research is focused exclusively on the
investment market for commercial real estate. It collects transaction information for current
commercial property sales and financings in every major U.S. market. It publishes a widely-read
monthly newsletter entitled Capital Trends Monthly. Real Capital Analytics provides research
on commercial real estate markets to over 400 clients, including lenders, brokers and appraisers.
It is the primary provider of commercial real estate investment market data for major industry
data providers like the National Association of Realtors, National Association of Real Estate
Investment Trusts, as well as Property & Portfolio Research and Torto Wheaton Research. In
addition, research and data compiled by Real Capital Analytics on the commercial real estate
market has been cited numerous times by the various federal banking agencies.

Prior to starting Real Capital Analytics, Mr. White spent 14 years in the real estate investment
banking and brokerage industry. He was formerly a managing director and principal of Granite
Partners LLC and spent nine years with Eastdil Realty in New York and London. Mr. Whiteisa
noted authority on the commercial real estate capital markets with credits in the Wall Street
Journal, Barron's, The Economist, Forbes, New York Times and Financial Times, among others.
In addition, he was named one of National Real Estate Investor Magazine’s “Ten to Watch” in
2005.

Mr. White is a graduate of the McIntire School of Commerce at the University of Virginia. He is
also a Counselor of Real Estate and is a fellow of the Homer Hoyt Institute.
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SHENA C. BAIR
CHAIRMAN

November 27, 2006

Honorable Spencer Bachus

Chairman

Subcommittee on Financial Institutions and Consumer Credit
Committee on Financial Services

House of Representatives

Washington, D.C. 20513

Diear Mr. Chairman:

“Thank vou for your followup questions subsequent to my testimony before the
Subcommittee on September 14 regarding an update on the new Basel Capital Accord.

Enclosed are my responses to your questions. 1 we can provide further
information, please do not hesitate to contact me at 898-6974 or Eric Spiter, Director,
Office of Legislative Affairs, at 898-3837.

Sincerely,

P
Sheila C. Bair

Enclosure
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Response to Questions by
The Honorable Spencer Bachus

Q.1. In your testimony, you note the inportant role that capital plays in
maintaining the safety and soundness of our banking system. Some analysts
suggest, however, that regulatory capital levels that are foo high can be harmful to
the banking industry and the economy. That is, excessively high amounts of capital
can reduce the availability of credit in the United States and even encourage banks
to engage in riskier activities in order to generate the earnings to support the high
eapital requirements. How do you determine what is the right balance for
regulatory capital requirements?

A.l. Experience has taught the FDIC the critical importance of maintaining sufficient
capital. Capital serves as a buffer against unanticipated Joan losses and, in aggregate,
protecis the integrity of our financial system. The challenge for any risk-based capital
system is finding the right balance between safety and soundness objectives and the
encouragement of bank lending and growth.

Ranks fund their loans with shareholder equity capital, as well as deposits and other types
of debt financing. In deciding on the right mix of debt and equity funding, the bank must
plan for the possibility that its Joans might perform worse than expected, while it
continues to be lable to make full contractual payments to depositors and other creditors.
With sufficient capital invested by the sharcholders, the bank can weather periods of
adversity. But without sufficient capital the bank may be unable to extend new credit or
even become insolvent,

Business firms of all types must decide the right mix of debt funding relative to
shareholder equity. Banks operate with much higher proportions of debt relative to
equity than other commercial firms. They can do this in part because the financial assets
they hold are generally more liquid than the non-financial assets of commercial firms.
Importantly, however, banks also benefit from explicit and implicit safety net protections
such as deposit insurance, a lender of fast resort and, for some institutions, a “too big to
fail” perception. These protections make it possible for banks to attract deposits and
other forms of credit on atractive terms from creditors who do not perceive much risk in
fending to a bank.

Without appropriate capital regulation, an incentive can exist for banks to operate with
relatively low capital ratios. The lower a bank’s capital relative to its overall volume of
business as measured by assets, the greater the likelihood that unforeseen economic
events, significant errors in model assumptions or accounting methodologies, or other
undetected problems might create serious problems for the bank. U.S. banking history
provides numerous examples of such problems. The costly taxpayer bailout of the
savings and loan industry has been attributed in part to a systemic failure of supervisors
to provide adequate capital regulation,
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The Basel Committee on Banking Supervision understood that a systematie and
substantial reduction in worldwide bank capital standards could pose considerable risks
to the safety and soundness of banks and the financial systens. In the Basel text,
“International Convergence of Capital Measures and Capital Standards,” the Committee
stated the following:

“The Committee believes it is important {o reiterate its objectives regarding the
overall level of minimum capital requirements. These are to broadly maintain
the aggregate level of such requirements, while also providing incentives to
adopt the more advanced rigk-sensitive approaches of the revised framework.”
(paragraph 14)

The level of capital at U.S. barks can be evaluated from at least three perspectives: their
ability to prosper and compete, their ability to provide credit to fund economic growth,
and the government’s interest in avoiding costly draws on the federal banking safety net.
We do not believe U.S. banks hold excessive amounts of capital based on any of these
perspectives.

Available evidence suggests that capital levels have not hindered banks’ ability to prosper
and compete or their ability to extend credit to fund economic growth. During the 10-
year period 1995-2005, FDIC-insured banks” growth in loans, assets, and net income
significantly outpaced the growth of the broader economy (sce table below). Insured
banks have had record profits in 13 of the past 14 years, topped by the most recent net
income of $134 billion in 2005.

Bank Growth and Profitability Outpace the Broader Economy
Average annual percent growth in nominal dollars, 1993-2005

FDIC-insured institutions U.8. economy
Assets Loans Net Income GDP
7.5% 7.5% 9.1% 5.3%

Source: Calculations are based on information from FRIC “Statistics on Banking” Chitp/Awww2 (dic. goviSDISORY) and data
compiled by the Bureau of Economic Aralysis,

The FDIC also does not believe banks hold excessive capital from a safety-net protection
standpoint. While current industry capital is adequate, we do not believe substantial
reductions in that capital would be prudent from a safety and soundness perspective.

In summary, capital serves an important shock absorber function by ensuring that
unforeseen economic events, significant errors in model assumptions or accounting
methodologies, or other undetected problems do not cause serious problems for banks.
Banking problems, especially at our largest and most systemically important banks, can
impose costs on the broader economy and financial system, on the deposit insurance
funds, and on the fiscal position of the U.S. government. Appropriate levels of bank
capital need to reflect the government’s interest in avoiding such costs.
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Q.2. In your testimony, you note that the FDIC and the other banking agencies
have agreed to ask a question about the standardized approach as an option for core
banks. If the banking agencies decide to offer the standardized approach as an
option, are you comfortable with the standardized approach that was agreed to
internationally in 2004?

A.2. The international Basel I text includes a Standardized Approach that is available to
any bank that wishes to adopt it. This Standardized Approach has several advantages
over both the existing rules and the Advanced Approaches offered in the Basel Il NPR.
We believe a version of the Standardized Approach, as developed through the U.S.
rulemaking process, merits consideration as a viable capital framework for any U.S.
bank.

The Standardized Approach is considerably more risk sensitive than the existing rules,
provides banks with incentives to mitigate and manage risks, and closes some loopholes
in the existing rules that allowed banks 10 reduce their capital requirements without
reducing risk. Further, the Standardized Approach allows for these advances in a more
gradual and moderate manner than the Advanced Approaches.

In reaching a decision on whether to allow banks to use the Standardized Approach, the
FDIC will consider the attributes that need to be present in any regulatory capital system,

» A regulatory capital system must require banks to hold adequate capital to avoid
costly draws on the federal banking safety net. The Standardized Approach
avoids the potential for substantial reductions in bank capital requirements
inherent in the Advanced Approaches.

e A regulatory capital system should avoid undue burden on the banking industry.
The Standardized Approach is simpler and less costly to implement than the
Advanced Approaches.

s A regulatory capital system should not tilt the playing field in favor of one group
of banks over another. The Standardized Approach does not appear o pose the
same potential for competitive inequities across banks of different sizes as does
the Advanced Approaches.

s A regulatory capital system should not interfere with innovation or the evolution
of risk management. Some believe it is necessary to base regulatory capital on
internal models in order to encourage sound risk management, and the FDIC will
be attentive to comments on this point.

There also are a number of more technical issues that would need to be addressed if the
federal regulatory agencies chose to allow large internationally active banks to use a
version of the Standardized Approach. A notable example is the issue of capital
requirements for operational risk. The agencies are seeking comment on how to address
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this and other technical issues with the Standardized Approach as we decide whether it
would provide an appropriate framework for capital regulation in the United States.

Q.3. In your testimony, you express support for a risk seusitive capital system. You
also cite a need for the continuation of the leverage ratio to ensure a baseline of
capital. On the other hand, witnesses from the banking industry suggested that a
leverage ratio is inconsistent with a risk sensitive capital system. Under what
circumstances, if any, would it be appropriate to review the role of the leverage ratio
in the U.S.2

A.3. For 15 years, the U.S. has had in place a dual framework of capital regulation,
consisting of risk-based rules and a leverage requirement that capital exceed specified
ratios of balance sheet assets. This dual framework of capital regulation has supported
the safety, soundness, and resilience of the U.S. banking system. Our banks enjoy not
only strong capital but high profitability. There is no indication that our capital
framework has constrained banks’ ability to extend credit.

The leverage framework and the risk-based framework work well in tandem, The risk-
based rules capture off-balance sheet risks and other risks not captured by the leverage
ratio. The leverage ratio ensures a stable base of capital to ensure unforeseen
developments do not cause substantial banking problems. History provides numerous
examples where severe economic downturns, model errors, accounting adjustments, and
issues undetected by the supervisory process caused severe problems or failures of banks
and other financial institutions. The Advanced Approaches have the potential to reduce
capital requirements to levels insufficient to address these risks. The Advanced
Approaches therefore elevate, rather than diminish, the importance of the leverage ratio.

Q.4. During the hearing, you suggested that it may be appropriate to extend the
leverage ratio internationally. What is the status of your discussions with foreign
regulaters ou this concept? What type of respouse have you received from foreign
regulators?

International supervisors had an open and frank exchange of views on the leverage ratio
at the recent Basel Committee meeting in Merida, Mexico, in early October. Other
countries have altemative approaches 1o ensuring adequate levels of capital. For this
reason, the FDIC has agreed to undertake a study of the various approaches used by
supervisors to ensure a stable base of capital regardiess of the levels indicated by the
Basel minimums. While we are carly in the process, the timing is right for such a
discussion as many countries are very close to adopting the new Basel I capital
framework and as the agencies approach a decision on how to proceed with Basel Il in
the U.S.

It is extremely important that capital requirements not become a tool for international
competition. Our U.S. statutory and regulatory framework are rooted in promoting a
strong private sector banking system that does not become a source of economic or fiscal
weakness through over reliance on implicit or explicit federal subsidies. Strong capital
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has been a strength to the U.S. banking system and indirectly to our economy. The U.S.
approach to the international dialogue should be to encourage strong standards world-
wide rather than to lower the bar domestically.
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The Honorable Spencer Bachus
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Washington, D.C. 20515
Dear Mr. Chairman:
I am pleased to enclose my responses to your additional questions in
connection with the hearing on “A Review of Regulatory Proposals on Basel Capital
and Commercial Real Estate.” I have also forwarded a copy of my response to the

full Committee for inclusion in the hearing record.

Sincerely, .

Enclosure
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Governor Susan Schmidt Bies subsequently submitted the following in response to
questions received from Chairman Bachus in connection with the September 14, 2006,
hearing before the House Subcommittee on Financial Institntions and Consumer Credit:

1. One of the concerns voiced by some in response to the standardized option for core
banks is that such an option would hamper the development of risk management
practices at core banks. However, I understand that the Board has issued a supervisory
letter, SR 99-18, which is aimed at risk management practices. Does not this
supervisory letter give the Board adequate comfort that appropriate risk management
practices are in place, even if core banks are able to adopt the standardized approach
for calculating minimum capital requirements?

Answer: The Federal Reserve’s issuance of SR letter 99-18 was intended to provide Federal
Reserve supervisors with additional information about internal capital measures at large banking
organizations, and also promote improvements in the overall assessment of capital needs at large
banking organizations. In the seven years since SR 99-18 was issued, the Federal Reserve
believes that there has been vastly increased understanding by our examination staff of internal
capital processes at large banking organizations; this understanding clearly aids in the evaluation
of safety and soundness at these institutions. In addition, we believe that SR 99-18 has helped
enhance the internal capital processes that large banking organizations employ.

That said, one must remember that SR 99-18 is only a Federal Reserve document and is not
applied on an interagency basis. Other U.S. banking agencies have chosen not to issue specific
guidance along the lines of SR 99-18. Furthermore, supervisors in many other countries also
have not provided specific guidance on banks’ internal capital assessment processes. One of the
major anticipated benefits of Basel Il is its requirement for banks to develop and maintain an
Internal Capital Adequacy Assessment Process (ICAAP) under Pillar 2. Bach institution must
assess its own capital needs in Pillar 2 based on its individual risk profile, and this is in addition
to the quantitative requirements to determine minimum risk weighted capital under the Pillar 1
regulatory requirements. As part of Pillar 2, the primary supervisor will also verify that each
banking organization has satisfied the requirements of Pillar 1. We believe that the ICAAP
requirement is very much in line with the work that the Federal Reserve has been conducting
under SR 99-18, and so we welcome a chance to have U.S. and foreign supervisors agree on a
common language to evaluate banks’ internal assessments of capital adequacy.

Finally, we believe the advanced Pillar 1 regulatory capital approaches of Basel Il are most
appropriate for the largest, most complex banking organizations, given the complex risk profiles
of these organizations. Improving risk sensitivity of regulatory capital requirements is a key
objective of the Basel II framework, and the standardized approaches for credit and operational
risk may not adequately capture the risks of the largest, most complex organizations. Moreover,
key advantages of the advanced Pillar 1 approaches of Basel II are that they (i) encourage
improvements in risk measurement and management at the participating banking institutions,
(it} facilitate the integration of regulatory capital requirements with internal risk measurement
and management processes; and (iii) provide a common risk measurement and management
vocabulary for banks and supervisors to use. Such synergies between the standardized Basel IT
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approaches to regulatory éapital and risk management would be quite limited. The U.S.
Agencies will carefully review comments on the appropriateness and specific form of the
standardized approach for credit risk for 1J.5. banking institutions.

2. Inyour testimony, you emphasize the risk sensitivity of the advanced approach. While
the standardized approach may not be as risk sensitive as the advanced approach, is it
not more risk sensitive than the current Basel I regime? 1 understand, for example,
that the commercial loan credit risk weights under the standardized approach are
based, primarily, upon external ratings from credit rating agencies. Are not such
ratings appropriately risk sensitive?

Answer: The standardized approach in the New Basel Accord is more risk sensitive than the
current Basel I regime. However, it does not appear to be risk sensitive enough to accommodate
the very wide spectrum of risks that large, complex, internationally active banks take, both on
and off their balance sheets. The Basel II standardized approach was designed by the Basel
Committee to replace Basel I for smaller, less complex banks because in many countries Basel
would not be available once Basel II is implemented.

You are correct that in the Basel II standardized approach, commercial debt risk weights are
based on external credit ratings where such external credit ratings exist. However, most
corporate debt issuances do not have external credit ratings, and under the standardized approach
unrated commercial loans and bonds (which comprise the bulk of the C&1 loan portfolio of U.S.
banks) will continue fo be risk weighted at 100 percent, as they are currently under Basel I. In
other words, under Basel II standardized, most wholesale credit exposures of a bank would be
risk weighted at a flat 100 percent, regardless of the creditworthiness of the corporate borrower
and regardless of the presence of many forms of collateral. In addition, the Basel II standardized
approach also has limited risk sensitivity in the area of retail exposures. For example, first-lien
morigage loans would generally be assigned a 35 percent risk weight and other retail loans
would generally get a 75 percent risk weight, in each case regardless of the creditworthiness of
the borrower. The advanced approaches in Basel 11 provide a substantially more risk sensitive
capital requirement that takes into account the creditworthiness of the bank’s borrowers and
counterparties and the presence of a complete range of credit risk mitigants, such as collateral
and guarantees.

3. During the hearing, you indicated that any competitive disparities created by the
Basel II NPR would be transitional in nature because you expect foreign regulators to
change their standards to adopt some of the elements included in the U.S. NPR.

a. How far along are these discussions with foreign regulators, and what timetable,
if any, is there for foreign countries to modify their version of Basel II?

b. Could you specify, specifically, which features of the NPR you believe foreign
regulators will be adopting? For example, is the 10% aggregate floor under
discussion or the definition of default?
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¢. If foreign regulators do adopt these additional features, how would you suggest
we address the competitive imbalances that could well result from the
differences in the U.S. rule and the version adopted in other countries?

Answer: The Federal Reserve continues to have ongoing dialogue with our counterparts in other
countries, through the Accord Implementation Group and other forums, regarding the
implementation of Basel II. These discussions have been very productive to date in identifying a
wide range of home-host issues that can then be addressed more fully on a case-by-case basis
with the individual banks involved and their relevant bank supervisors. Although these
discussions have been productive, we cannot predict at this time which, if any, features of the
Basel I NPR foreign regulators will be considering.

We anticipate that the Basel Committee will address interpretive issues that arise under Basel II
as it did after the adoption of Basel I. Moreover, the Committee has determined that it will
review implementation issues and the scaling factor, sometimes referred to as the 1.06 multiplier,
at the end of the transitional period.

The Federal Reserve will be looking at implementation issues during the comment period on the
Basel II NPR and welcomes industry input on potential competitive disparities arising from the
U.S. proposal. Before we issue a final Basel I rule, we intend to review all material differences
between the Basel II NPR and the version of Basel II implemented in other countries. For
example, we will consider the need for any changes to the proposed U.S. definition of default.
The agencies revised this definition based on comments received on the Basel Il Advance Notice
of Proposed Rulemaking and further revisions may be appropriate to harmonize the U.S. version
of Basel 11 with the versions in other countries.

At the end of the day, there will be differences between the U.S. version of Basel IT and the
versions adopted by other countries. National differences in capital regulation are not unique to
the Basel II capital regime. Over the years, the U.S. agencies have consciously chosen to
maintain a generally somewhat more conservative U.S. version of Basel I than those versions of
Basel I adopted by other countries. In addition, the U.S. banking agencies currently impose a
supplemental leverage ratio, and risk based capital is linked to our prompt corrective action
framework.

Our existing capital rules, while somewhat more conservative than those of other countries,
certainly have not been a barrier to financial success of our banks. Taken as a group, the largest
U.S. internationally active banks continue to be more profitable than many banks in other
countries. Capital strength and the resilience it demonstrates offers some competitive
advantages, which is a key reason that most of the world’s largest banks hold capital in excess of
minimurn standards. Creditors and counterparties will always consider capitalization when
assessing the risks associated with these banks.

We recognize, nonetheless, that minimum regulatory capital requirements can have marginal
effects on competitiveness and profitability, particularly with regard to individual products or
funding structures. The modifications made to the current Basel capital framework in the United
States since its initial implementation demonstrate the banking agencies’ continuing interest in
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addressing potential imbalances and new banking products. But many other factors other than
minimum regulatory capital--including domestic and international tax policies, economies of
scale and scope, risk management skills, and the ability to innovate--also affect competition and
profitability. On balance, the Federal Reserve believes that an appropriately conservative
approach to capital adequacy serves the interest of the United States in maintaining the safety,
soundness, and resiliency of our banking system.

4. Almost all other major developed countries have given their banking institutions the
ability to select the advanced approach or the standardized approach for Basel I1
compliance. Your agency, which has led U.S. negotiations on the Accord, approved the
standardized approach in 2004. When you did so, did you think it would provide a
suitable method for determining minimum capital requirements? If not, why did you
agree to include it as an option in the international Accord in 20047

Answer: In the United States, Basel 11 is expected to apply to only 10 to 20 large, complex
banking organizations, which is why the U.S. agencies are only proposing the advanced
approaches (A-IRB for credit risk and AMA for operational risk). Perhaps the main difference
between the implementation of Basel II in the United States and most other countries is that the
U.S. banking agencies plan to retain a revised form of the existing Basel I capital rules for the
vast majority of U.S. banks; most other countries are replacing Basel I entirely and will apply
Basel II to the entire banking system. Therefore, those countries need to use the simpler versions
of Basel II--that is, the standardized approach for credit risk and the basic indicator or
standardized approach for operational risk--for their smaller, non-complex banks. For this
reason, the Federal Reserve supported the inclusion of simpler approaches in the New Basel
Accord. Notably, the U.S. ANPR for Basel 11, issued in Angust 2003, proposed that only the
advanced approaches be used in the United States; comments received on the ANPR did not
indicate any opposition to the agencies’ choice of proposed approaches nor did they request
allowing the standardized approach as an option in the United States.

In developing U.S. proposals for Basel Il implementation, the agencies did not think it would be
appropriate to replace the existing Basel I capital rules for small, non-complex banks in this
country with the Basel II standardized rules. The agencies concluded, based in significant part
on input from small, community banking organizations, that the implementation costs of such an
overhaul generally would exceed its regulatory benefit. Instead, the agencies have just proposed
a simpler, more modest set of revisions to our existing Basel [-based capital rules for smaller
U.S. banks. But as part of the Basel II and Basel IA NPRs, the agencies are seeking comment on
whether we should adopt some form of the Basel II standardized approaches in the United States.

5. T understand that foreign banks, but not U.S. banks, have participated in a QIS V study
to further assess the impact of the Basel II capital regime on capital levels. What were
the results of the QIS V study? Also, of the almost 300 foreign banks that participated
in the most recent QIS V study, how many adopted the advanced approach, and how
many adopted the foundation and standardized approach?
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Answer: Although the United States did not directly participate in QIS V, where possible the
QIS V results in many cases included the results of the QIS IV study conducted in the United
States, despite differing data collection time periods. The results of the two studies were
strikingly similar. In particular, the QIS V results for the G10 countries suggested (i) minimum
regulatory capital requirements under Basel II would decrease relative to the current Accord,
(if) there was significant dispersion across institutions, attributable to a combination of
differences in both portfolio characteristics and estimation methodologies, and (iii) that benign
macroeconomic conditions at the time QIS IV and V were conducted influenced the results.

The G10 banks were divided into two groups: Group 1 consisted of barks that have tier 1 capital
in excess of €3bn, are diversified, and are internationally active; Group 2 consisted of all other
banks. The table below indicates how many of the 202 non-U.S. G10 banks were planning, at
the time the data were collected, to adopt each of the advanced (AIRB), foundation (FIRB), and
standardized approaches for credit risk, separated by group. Among the non-G10 countries, the
vast majority of institutions reported they were most likely to adopt the standardized approach
(not shown in table). In contrast, of the 56 largest, internationally active non-U.S. institutions,
not one indicated it was most likely to adopt the standardized approach for credit risk.

Number of observations in each cell Standardized - FIRB AIRB
classified as "most likely" Approach approach approach .
G10 Group 1 0 23 33
G10 Group 2 ‘ 33 102 11

Source Federal Reserve calculations based on "Results of the Fifth Quantitative Impact Study,” Table 3, BCBS

6. The Basel Committee concluded that the QIS IV and V results do not require an
adjustment to the framework, and, therefore, they determined not to modify the
framework. Why did the U.S. regulators reach a different conclusion?

Answer: With respect to the QIS IV and V results and their interpretation and implications, the
U.S. regulators reached a similar conclusion to their foreign counterparts. In its 24 May 2006
Press Release, the Basel Comimitiee announced that it had decided to maintain the current
calibration (1.06 scaling factor for credit risk-weighted assets), based on QIS IV and V results.
This announcement mirrored the decision made earlier by the U.S. regulators to retain the 1.06
multiplier in the Basel Il NPR. In addition, in both the Basel Il NPR and the Basel Committee
announcement, it was highlighted that due to the uncertainties and limitations of the data
available at the time, no change was warranted, leaving open the door for subsequent adjustment
at a later date if appropriate. We continue to view the 1.06 scaling factor as reasonable at this
time, subject to further modification at a later date. The fact that the scaling factor was not
adjusted in the aftermath of the QIS IV and V exercises does not indicate that it has been
permanently established.

The agencies did propose a number of transitional safeguards in the Basel II NPR that are not
present in the EU’s capital requirements directive (CRD) implementing Basel II. Part of the
explanation for the closer alignment of the CRD to the framework rests in the timing differences
between the U.S. and European Basel II implementation processes. In the United States, QIS IV
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was conducted prior to the release of the Basel Il NPR, while Europe did not conduct QIS V
until after the passage of the CRD. Hence, in the United States, we had the ability to assess the
results of QIS IV before issuing our proposed Basel II rule; our European colleagues did not
have the same flexibility.
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Comptroller of the Currency
Administrator of National Banks

Washington, DC 20219

November 30, 2006

The Honorable Spencer Bachus

Chairman

Subcommittee on Financial Institutions and Consumer Credit
Committee on Financial Services

U.S. House of Representatives

‘Washington, D.C. 20513

Dear Mr. Chairman:

Thank you for the opportunity to present the views of the OCC at the hearing entitled “A Review
of Regulatory Proposals on Basel Capital and Commercial Real Estate” held on

September 14, 2006. Enclosed are responses to the additional questions you sent us to complete
the hearing record.

I hope these responses are helpful. Please do not hesitate to contact me if you have further
questions.

Sincerely,

ohn C. Dugan
Comptroller of thgfurrency

Enclosure
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Questions from Representative Bachus

1. In your testimony, you expressed support for a risk-sensitive capital system for complex
banking institutions. Presumably, capital levels will fluctuate under such a system. That is, they
will decrease during good economic periods and increase during poor economic periods. How
much fluctuation is appropriate?

At the bank level, we expect that fluctuations will be reflective of risk. In our view this is not
likely to be a material problem. Economic conditions vary over time, and certainly will continue
to do so. As a result, the level of risk faced by banks varies over time, and will continue to do so.
If the capital that serves as a cushion against this risk does not similarly change over time, then
bank soundness must necessarily vary. In the same way, under a risk-sensitive capital standard,
required capital should vary over time as risk varies, just as required capital should vary across
banks if banks have different risk profiles. If required capital does not vary, its utility as a
measure of bank soundness will be diminished.

In addition, it is likely that the negative effects of pro-cyclicality that raise the greatest concerns
are those stemming from unanticipated changes in required risk-based capital. A benefit of the
Advanced IRB approach is that it relies on forward-looking estimates of risk. If these systems
operate as intended — and again, with the significant improvements in bank credit information
systems currently in progress or contemplated as part of implementation — it should be easier to
anticipate problems farther in advance, reducing the frequency and severity of surprises. More
capital will be required when the probability of loss increases, rather than when losses are
actually incurred. The reduction of unanticipated shocks to bank capital, and the avoidance of
heavy reactionary steps to rebuild capital during periods of loss, could make bank credit less
pro-cyclical under Basel Il than it is today.

Banks are aware that risk varies over time; this variation is one of many elements that introduce
uncertainty into their own internal assessments of capital adequacy. Banks take steps to address
this uncertainty — through capital buffers, conservatism, rating philosophy, and so on - and will
continue to do so. Their ability to do so may even be enhanced by the improvements
contemplated under IRB, with its conceptually sound view of risk and its requirements for
improvements in data and information systems. Although the incentives banks have to address
cyclicality are unlikely to be identical to those of regulators, the incentives are in the same
direction.

Enhancing the risk-sensitivity of required capital is one of the most important features of the new
Jramework. It is important to recognize that if risk goes up — for example in an economic
downturn — and capital does not, the soundness of the banking system may be jeopardized.
Historical and international experience shows that a weak banking system can be a drag on the
economy. We are better served by a system in which capital is appropriately sensitive to risk,
and where banks and bank supervisors are prepared to use other tools to address any cyclicality
problems that might arise. Additionally, making required capital less “cyclical” by making it
less risk sensitive will not make variation in risk go away; it will simply make capital a less
useful signal or metric of that variation. To reap the information and other benefits of a risk-
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sensitive capital standard, it is probably necessary to accept a degree of variation in capital
requirements over time, because risk varies over time.

2. If arisk-sensitive capital system offers benefits over a system that is not risk sensitive,
should not the risk-based rules be the operative standard in setting minimum capital
requirements? If non-risk-sensitive rules control, do we not create a selection under which risk-
based rules are for information purposes only?

The leverage ratio is a crucial element of our current regulatory capital and PCA frameworks,
and has coexisted with the risk-based regime for many years. We do not view the current risk-
based capital requirement as “informational,” nor would we view the revised risk-based capital
requirements of Basel Il or Basel IA that way. One of the primary purposes of these revisions to
the risk-based standards is to align the regulatory capital requirements more closely to the
actual risk of the bank’s activities. We believe that the simple leverage requirement
complements the more refined risk-based system, and that the leverage requirement can run in
parallel to the IRB regime without undermining the efficacy of that more risk-sensitive measure.

3. Many analysts believe that capital is a lagging indicator of safety and soundness. In other
words, declines in capital do not predict problems, but result from existing problems on the
bank’s balance sheet. If this is correct, is it possible that the Basel Il approach places too much
emphasis on capital levels, and not enough on Pillar 2 supervision?

We believe that both Pillar 1 and Pillar 2 are important, and that both are incorporated into the
current U.S. regulatory structure and procedures. As such, the Basel Committee’s new
Sframework is consistent with current U.S. supervisory practices. Capital rules and the level of a
bank’s minimum required capital generated by those rules is only one of the tools we use to
ensure that a bank remains sound. On-site supervision plays an important complementary role
in ensuring capital adequacy.

Supervisory reviews confirm compliance with minimum regulatory capital requirements, while
identifying the limitations of those requirements — including risks not covered or not adequately
quantified -- and encourage banks to develop better risk management techniques for monitoring
and managing their risks. Supervisory review is also intended to ensure that each institution is
able to assess its own individual capital needs (beyond regulatory capital requirements), based
on its risk profile and business mix. Finally, supervisory review is premised on the ability and
willingness of supervisors to intervene at an early stage to prevent an individual bank’s capital
Jrom falling below the appropriate level required to support its risk profile.

Notwithstanding the forward-looking perspective of on-site supervision, we recognize that losses
can reduce capital, and therefore, that a given decline in capital may be a result of past
problems rather than an indicator of future problems. However, most studies of bank faiture,
downgrades, or other measures of banking distress conclude that capital is one of the most
important predictors of future problems: banks with lower capital ratios are more likely to
experience problems, all else equal. This consistent finding is not surprising, because the major
Junction of capital is to protect against potential future losses, particularly those that are
unanticipated.
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4. In your testimony, you state that there may well be parts of the Basel II NPR that are
“overly conservative.,” What parts of the NPR fall into that category?

Affected institutions already have expressed their view that the U.S. transitional floors are far
more conservative than the floors contained in the June Framework. Similarly, they have
criticized the 1.06 multiplier. Other issues have been presented in an industry document,
“Competitive Disparities Created by the U.S. Version of the Basel I Capital Accord.” The
Agencies will carefully consider all the comments we receive with an eye to eliminating those
U.S.-only features that are not needed for safety and soundness purposes.

5. In your testimony, you note that one of the fundamental goals of the Basel I NPR is to
ensure that bank risk management practices are commensurate with the risks facing the banking
industry. I would assume that the risk management systems in place in our largest multi-national
banking institutions are among the best and most advanced in the world. Has the OCC
recommended any changes to the existing risk management systems currently being used in
banks today?

Yes, as part of our supervisory responsibilities, we make recommendations regarding how a
banik should improve its risk management and measurement systems. This is a regular and
continual component of our supervisory process. However, we generally do not dictate the
specifics of those systems, because we recognize the diversity of practices and the on-going
evolution in risk management. Our expectation is that a bank’s measurement and management
systems will keep pace with that evolution, and that their systems will be appropriate for the
complexity and level of risk inherent in the bank’s activities.

1t is important to note that the scope of risk management systems under Basel II is limited to
those risk management systems that are needed for the estimation of regulatory capital
requirements. The OCC recommends changes to bank risk management systems on an ongoing
basis in order to ensure national banks continue to operate in a safe and sound manner, and
comply with applicable laws and regulations. Examples include: BSA/AML compliance,
information security, credit card account management, home-equity lending, non-traditional
mortgage products, and commercial real estate.

6. How would the Basel II NPR impact existing risk management systems in our largest
banks? What additional authority does Basel I give the OCC beyond what is already in place to
require banks to properly manage risk?

The Basel II NPR promotes enhanced risk measurement and management systems for credit risk
and operational risk. For a bank to qualify to use the advanced approaches, it must have the
Jollowing risk management systems and processes:

o A rigorous and comprehensive process for assessing its overall capital adequacy in relation
to its total risk profile.

o Consistency in the systems and processes used for risk-based capital purposes with those
used for internal risk management processes.
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o Internal rating/segmentation systems that rank order credit exposures along two dimensions
(risk of default and risk of loss given default). Internal rating/segmentation systems must
also be sufficiently granular, transparent and well documented.

o An independent process that validates the accuracy and reliability of internal rating systems
on an ongoing basis.

o Enhanced data collection to identify key drivers of credit risk and operational risk.

o Systems that capture, store and retrieve risk data electronically, and provide for regulatory
capital reporting on a quarterly basis.

o A rigorous and comprehensive quantification process that translates risk data and
characteristics into parameter estimates or inputs for risk-based capital models.

o A rigorous and comprehensive validation process for internal models used to determine
regulatory capital requirements.

o Strong oversight and control mechanisms that provide assurance to the Board of Directors
that the bank is compliant with U.S. qualifying criteria, and risk management systems for A-
IRR and AMA are functioning effectively and producing accurate and reliable results.

While most mandatory Basel Il banks have some elements of these risk management systems in
place or in development, there are wide variances among banks in the details and in the extent of
application. The advanced approaches are not designed to, and will not, eliminate all the
variances in the underlying details of bank risk management systems. However, early Basel II
preparations have already intensified bank efforts to re-evaluate and strengthen risk
management systems.

The Agencies have the ability, through existing tools, to address those instances where banks are
not properly managing risks; however, as a final rule the Basel II NPR would provide additional
legal authority to ensure proper risk management. In addition, the current regulatory capital
regime contains provisions should a bank fail to meet the requirements of the regulations. In
this regard, Basel Il would not be a fundamental change as safeguards such as the leverage ratio
and Prompt Corrective Action will be retained. Thus, to the extent a bank fails to meet the
requirements specified in the final Basel 11 regulation, the Agencies would have the authority to
take appropriate action to ensure that remedial actions are taken, regardless of whether they
involve risk management systems or unwarranted declines in regulatory capital,
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Traders who
sell shares they
don't own—and
haven't even
borrowed—are
driving down

& Movie Gallery Ine, shares fell 20 percent on Feb. 3, pl’;Ces. More
their biggest nosedive in almost a decade, At the time,

there didn’t seem to be a reason for the jaw-dropping than 425 com-
rout. Analysts who follow Dothan, Alabama-based Movie '

Gallery, the second-largest video rental chain in the U8, panl esa mo“th
speculated that investors were spooked after a large m ay be the Vic-
maoney manager cut its stake or that they were worried .

sales figures wouldn’t meet expectations. tims of these

Another possible factor surfaced two weeks later, and

it had nothing to do with financial performance. On Feb. Schemes.

17, the Nasdag Stock Market added Movie Gallery to a list

of stocks considered, under a new U.S. Securities and Exchange Commission regulation, to
be at risk for manipulation by naked short sellers. In naked shorting, traders who hope to
profit from falling prices sell shares without borrowing stock, Using that strategy, naked
short sellers can drive down prices by flooding the market with orders to sell shares they
don't have.

“These people are lying, they're cheating and theyre stealing,” says Wes Christian,
2 Houston lawyer who represents Internet discount retailer Overstock.com Inc. and more
than a dozen other companies that say their stocks were pumineled by naked shorting. “This
is, in our opinion, the biggest coramercial fraud in U.S. history”

Movie Gallery Chief Fimancial Officer Thomas Johnson says he has asked the SEC to in-
vestigate whether naked short seflers helped undercut the stock. “Tm throwing out the towel,
saying ‘Help me,” Johnson, 43, says. “There are rules designed to deal with this, and people
are still managing to do these naked short sales. It’s extremely frustrating. It’s like being on
the front line and people are shooting you from every direction.”

In traditional short selling, traders rely on a strategy that’s the mirror opposite of the
time-honored adage to buy low and sell high. Short sellers borrow stack through a broker

By 1

FLLUSTRATION BY ELIOT BERGMAN
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and hope to profit by selling shares
high and Jater buying them back at
ower prices to repay the loan. Naked
short sellers do the same thing, with
one difference: They don't borrow
any shares. Naked short selling isn't
fliegal in most cases, unless authori-
tles can prove fraud, such as a scheme
o manipulate stock prices,

The threat to investors arises be-
cause traders in naked short sales
aren't limited by the number of shares
available te borrow, If a naked short
seller doesn’t intend to borrow stock.
he can purap a theoretically unlimit
ed volume of sales into the mazket,
driving down a company’s shares. In-
stead of hoping a stock will fall, like
a traditional short seller, an wnscru-
pulous naked short seller may be able
to help make it happen.

“If they don't have to borrow shares, there's nothing that
keeps someone from selling and selling and h ing the

SHORT SELLERS

Qverstock com CEO Patrick Byrne says naked short sales warp the market price of companies.

Patrick Byrne, chief executive officer of Salt Lake Criy-based
O ck.com, has been the most voeal executive charging that

‘market with sell orders;” says Leslie Boni, a former Utdversity of
New Mexico finance professor who studied naked short selling
as a visiting scholar at the SEC in 2003 and '04. “They can over-
whelm the number of buyers, and as the bayers dry up, the price
keeps dropping”

When Movie Gallery’s stock crashed on Feb. 3, short sellers
sold alraost 750,000 shares, or 11 percent of the shares traded
that day, according to short-sale records compiled by Nasdag.
Daily short sales averaged almost 370,000 shares over the first
eight days of February, up from 70,000 on Jan. 31, while the
stock planged 36 percent to $3.47 from $5.45. As the stock was
falling, a growing number of sellers weren't delivering shares to
buyers, a warning sign under SEC rules of

‘These people

cheating and
stealing, ap
lawyer says.

possible naked short selling.
Nasdag put Movie Gallery on its list of companies at risk of ma~
nipulation because from trades through Feb. 8, those undeliv-
ered shares topped 160,000, or 0.5 percent of Movie Gallery's
total shares, When surpass that threshold, SEC rules
impose restrictions on further short selling.

ahusive short-selling schemes are draining the lifeblood from
many companies. “T've been pouring kerosene on myself and
setting myself on fire because 1 think there are global, systematic
issues with naked short selling” Byrne, 43, says. “It's warping
the market price of some small-cap
American entrepreneurship.”

As of July 10, Overstock.com had been on Nasdaqs list of po-
tential naked-short-selling targets every day since April 22,
20085, and its shares had fallen 45 percent over that period.

Investors who specialize in selling short say naked shorting
is rare and complaints from supposed victims are overblown.
“The phrase T would use would be red herring.” says Jim Cha-

nos, 48, who runs Kynikos Associates
Lid, a New York-based hedge fund fivra
known for short selling. He says he's
never used naked short selling as

“It sounds omj it

and destroying

- P 2 technig
are !y‘“gl they re sounds nefarions and, by and large, ity

anonissue in the marketplace) he says.
Wall Street traders have long
thought that most complaints about
npked short selling come from execus
tives at poorly managed companies
Tooking for a scapegoat when inves«
Y R tors sour on their stocks, says Peter
Chepucavage, a securnties lawyer who has worked for the SEC
and 18 now at Plexus Consulting Group LLC in Washington,
“The Street’s viewis that this never was a real problem, and that
these guys are whiners]” he says.
Phillip Marcum, CEQ of Denver-based Metretek Technolo-
gies Inc., says he doesn’t need excuses for his company's perfor-
mance and generally doesn't give short sellers a second thought.

they're
laintiffs

BOUBLAS PIZAC/AP AW IDE WORLD.
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“We're a real company, with real investors and real revenue,”
says Marcum, 62, whose company sells comumercial electricity~
backup systems and meters to measure gas-well production.
Metretek shares quintupled in the 12 months through the end
of March, when the company announced a $28 million sale of
additional stock.

Still, the American Stock Exchange on April 10 put Metretek
on its list of potential naked-shorting targets because of an in~
crease in shares that weren't delivered to buyers. On March 30,
Metretek’s shares fell almost 7 percent as sales rocketed to
169,000 shares from a daily average of 11,000 a week earlier.

“You can't control somebody who shorts stock,” Marcum
says. “But they've got to play by the rules. It seems to me, there
ought 10 be severe penalties if you sell short without borrowing
the stock. Can't they find out who's doing this and do something
about these people?”

The short answer is no. The SEC puts most of its restrie-
tions on brokerages, not naked short sellers. In one excep-
tion, SEC rules forbid naked short sales in connection with
stock offerings. The SEC and exchanges have been investigat-
ing possible fraud in those instances. “This is an area where
we have seen problems, and you can expect enforcement ac-
tions,” said Susan Merrill, the New York Stock Exchange’s
regulation enforcement chief, speaking to a securities indus-
try conference in June.

Jjust under $24 million in penalties in five cases alleg-

ing that traders and investment firms illegally covered
naked short sales using shares from stock offerings. Four
cases were settled without admissions or denials of wrong-
doing; the fifth is pending.

The reason company executives and short sellers debate the
scope of naked short selling is partly because there aren't statis-
ties that specifically measure such transactions. New York~
based Depository Trust & Clearing Corp., which processes the
vast majority of U.S. trading, does keep track of how much stock
has been sold and not delivered on schedule to the purchasers.
On an average day in March, those unsettled trades amounted
to more than 750 million shares in almost 2,700 stocks, ex-
change-traded funds and other securities, according to Depasi-
tory Trust & Clearing data obtained from the SEC through
Freedom of Information Act requests.

Because there are innocuous reasons why stock may not get
to the purchaser on time, such as paperwork delays, it’s impos-
sible to tell how many of those shares, known as failures to de-
liver, can be blamed on naked short sales, Depository Trost &
Clearing spokesman Stuart Goldstein says. “We're not in a posi-
tion to know why trades fail” he says.

Failed deliveries of shares to buyers do provide the founda-
tion for an SEC rule designed to blunt potential market manip-~
ulation. The measure is part of a broader pachage of short-selling
rules known as Regulation SHO, for Short Sales The rule, called
Reg SHO, was approved unanimously in 2004 after almost five
years of consideration under three SEC chairmen.

I 1 the past three years, the SEC has imposed a total of

While Reg SHO doesn’t outlaw naked short sales per se,
it targets companies with enough failed deliveries to raise
concerns about naked short selling, and it restricts further
short sales of those stocks. Reg SHO's short-selling restric-
tions took effect in January 2005.

Reg SHO's naked-shorting provisions were designed to cre-
ate a single SEC standard to replace individual rules that previ-
ously were set by each exchange. Supplanting exchange rules
with one regulation meant the SEC, and not just market rego-
lators, could police enforcement, says lawyer Chepucavage, 58,
who helped draft Reg SHO. “There was a belief that the markets
weren’t aggressive enough in enforcing the rules,” he says. “They
tended to treat them as traffic ticket—type cases”

Under the SEC rule, Nasdaq, the NYSE, the American
Stock Exchange and smaller markets must get daily reports

23

The plunge

Naked short sales may have driven down share prices
before stock exchanges recognized that buyers weren't
getting the shares they had bought.

Stack price

Short sales, in tomands of shares
Date trades reached SEC threshiold for shares that werent defivered
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from Depository Trust & Clearing about failed deliverios. When
3 o

SHORY SELLERS

not delivered to buyers on an average day, the highest levels
sinee D ber 2004, the month before Reg SHO took effect.

an exchange finds that a company has 1

trades equal to at least 10,000 shares and 0.5 percent of out~
standing stock for five consecutive trading Jays, #t's subject to
stricter requirements for future short sales. Exchanges keep the
companies on these lists until failed deliveries fall back below
the 0.5 percent level for five straight trading days.

Once a stock is on a }ist, Reg SHO requires any new short
sales to be seitled within 13 trading days, about 214 calendar
weeks. If shares haven't been delivered by that time, the broker-
age involved in the sale must buy

face ng jipy;
g th

stocic

stock for delvery to the b
it doesn't, Reg SHO forbids the broker from handhng ad
tional short sales of that company's shares unless it makes bind-
ing arrangemnents to borrow the necessary stock. During June,
more than 425 companies were on an sxchange lst.

For the first year after the restrictions took effect in Janvary
2008, the markets’ Hsts suggest that Reg SHO cut down poten-
tial naked shorting. This year, the number of possible naked
short sales has increased. From February through May, the
average lists reported more stocks than in any month since
August 2005. The number of new companies that surpassed
Reg SHO's thresholds for the first time also jumped in February,
10 an average of 18.5 from as few as 15 in October 2005,

Depasitory Trust & Clearing’s statistics on total fafled deliv-
eries of shares to buyers show a similar trajectory; In February
and March, more than 700 million shares that were sold were

Naked shopt

tin flogg.
€ Market witp
S{;%fes Withoyt
Orrowing shapes.

Shares of Inhibitex Inc,, 2 biotech drug developer in Atlan-
1a's northern suburh of Alpharetta, plummeted 9.8 percent on
Feb. 27, their biggest one-day drop in more than 14 months and
the worst showing arnong more than 160 stocks in the Nasdag
Biotech Index. Nasdag short sale records show that, during the
two days ended on Feb, 27, short sellers traded almaost 410,000
shares, up from fewer than 9,500 over the two preceding days.
Enough traders fatled 1o deliver stock over Reg SHO's limit for
five straight days, so Nasdaq put Inhibitex on its list on March
8. Company executives didn't return calls seeking comment.
Andible Inc,, which sells audio news-

papers and books on the Web, had
delivery fatlures that broke Reg
SHO's threshold from trading on
Jan. 4. Over five days, short sales
had averaged 309,000 shares, al-
most triple the level for the preced-
ing week. Audible, based in Wayne,
New Jersey, ranked last in the 279~
member Russell 2000 Technology
Index during that stretch, falling 15.5
percent. “When you're manipulating
the stock, you're taking away from in-
vestors, the business itself and our ern~
ployees,” says David Joseph, 37, an Audible vice president.

These apparent short sale jumps were allowed by a snag in
Reg SHO. Under the rule, delivery deadlines apply only to short
sales made after a company appears on one of the markets’ lists.
Naked shorting before that point, induding the trades that put
acompany over the rule’s thresholds in the first place, can remain
unsettled indefinitely. “It's a loophole which allows an unlimited
umber of fails against anybody;” says Robert Shapiro, an econo-
mist and former U.S. undersecretary of commerce, who is a con~
sultant for Christian and other lawyers representing alleged
vietims of naked shorting.

On July 12, the SEC voted unanimously to propose chang~
s to short sale regulations that would remove that clause and
set deadlines for settling trades before a stock is added to

selieys

Empty-handed

by never borrowing shaves and can drive prices lower,

In a traditional short sale, the trader must pay to borrow stock. A naked short seller avoids that expense

Trader sells shares

‘Tratfer keeps selling Trader uses shares
he doesn't have for cash. Buyer gets 10U stock he doesn't have. After stock drops, trader bought at lower price
Doesn't borrow stock; promising stock wilt pushing down price. pays lower price for shares o replace I0Us.

avoids paying fee. be delivered later. More buyers get I0Us. 1o give buyers keeps

extra cash as profit.

Source: Bloomberg
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athreshold list. “There are still persistent
failures to deliver in the marketplace, and
sorne of that is undoubtedly atiributable
to loopholes in our rule,” SEC Chairman
Christopher Cox said.

‘The hole in the rule helps explain why
some comparies have stayed on the thresh-
old lists for months or longer. As of July 17,
New York-based Martha Stewart Living
Omaimedia Inc, popular with short sellers
since its eponymous founder’s March 2004
trial and prison sentence for Jying to feder-
al investigators probing insider trading,
had been on the NYSE's threshold list 383
times, or every day since Reg SHO took ef-
fect more than 18 months earlier.

aser International Inc. had a

379-day streak on Nasdaq's list

that ended on July 11. The stun
gun manufacturer based in Scottsdale,
Arizona, had faced an SEC probe of its
accounting and product safety claims, and its shares fell 78
percent in 2005, The SEC ended its inquiry in May without
bringing any charges. Krispy Kreme Doughnuts Ine., a one-
time Wall Street favorite that fell from grace as the SEC in-
vestigated its accounting in 2004, was on the NYSE list for
almost 18 months. Shares of the Winston-Salem, North Car-
olina~based company plunged 54 percent in 2005.

Taser and Krispy Kreme are typical examples of companies
pounced on by short sellers after setbacks threaten stock prices.
“There’s no doubt some companies have issues other than stock
manipulation,” Christian says. “But they
should be allowed to succeed or fail on
their own and not because of manipulative
market conditions. This is not just attribut-
able to whining companies that couldn’t
make it

The stakes in the debate were raised
when an alliance of lawyers, inclading
Christian, 53, and fellow Houston Litigator
John O'Quinn--a billionaire from feesina
$206 billion tobacce industry settlement—
Jjoined forees to represent companies alleg-
ing fraud in naked shorting. The group has
already filed 14 lawsuits against short sell-
ers, brokers and Depository Trust & Clear-
ing and plans at least 20, Christian says.

A short sale begins, like other trades,
when investors tell their brokers they want
to sell stock, Reg SHO says a broker must
check to make sure a brokerage or institu-
tional investor has stock it's willing to oan
the short seller in time for settlement,
which for most U.S. stock transactions

Metretek CEO Phillip Marcum says severe penalties could step naked shart selling

25

takes place three business days after a trade. After confirming
the availability of stock loans, brokers send a sell order o the
appropriate exchange, where shares are sold to investors who
want to buy the stock. There’s no law requiring short seflers to
actually borrow shares.

In a traditional short sale, buyers receive actual shares in
2 company. In a naked short sale, buyers effectively get an IOU
promising that stock will be delivered at a later date.

‘When naked short sellers target a company, the results can
be devastating, says David Vey, chairman of King of Prussiz

Leslie Boni, a former visiting scholar at the SEC, says naked short sellers can drive
down stock prices by pumping the market with sell orders
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SHORT SELLERS

Beating the rules

Shares that traders failed to deliver soared in the months before new SEC restrictions
on short sales took effect.

typical day last year, Deposi-
tory Trust & Clearing says.
“We're not saying there isno
problem, but to suggest the
sky is fafling might be a bit
overdone,” Goldstein says.
‘While there's more than
one reason shares might
not be delivered to buyers,
Depository Trust & Clear-
ing statistics for the days
immediately after the SEC
announced it would have
new rules show that there
could have been hundreds
of millions of naked short
sales. In eight trading days
after the SEC released de-

Bé

*Figures represent shaves fram all tradss that werer't delivered at settiement, Data counts only securities with at least 20,000 total Taflures 1o deliver.
£

Source: Depositary Trust & Clearing data, released by the SEC under the Freadom of Information Act

Penunsylvania-based Sedona Corp., which sells software pro-
grams that help banks manage customer databases. “It's demor-
alizing when you're working hard and someone else is staying
awake at night trying to figure out howtotake your money, Vey
says. In 2003, the SEC filed & suit alleging that a single naked
short seller, Rhino Advisors Inc., a New York-based investment
firm, sccounted for 40 percent of all Sedona transactions dur-
ing 21 days in March 2001. The short sales came after the com-
pany sold debt securities that could be converted into shares.
The stock plunged from a high of $1.50 to as little as 72 cents in.
that period. Rhino settled the case in 2003 for $1 million with-
out admitting or denying wrongdoing.

That kind of drubbing makes it difficult to atiract new inves~
tors and capital and Jeaves potential customers wary, Vey says.
“You have to prove credibility and some kind of staying power]
he says. “People don't want to buy your product if they’re wor-
ried you're not going to be here in fwo years” On July 10, Sedo~
na shares elosed at 21 cents in over-the-counter trading.

Depository Trust & Clearing’s Goldstein, 55, says failed de-
liveries represent only a tiny fraction of US. stock trading, snd
naked short selling is one of many explapations for setilement
delays. At the end of 2003, about 23,000 trades hadn't settled
comnpared with about 26 million transactions on a

'Naked short selling
has been a bogey-
man,’ one CEO says.
‘Everybody thought
it was out there.

tails of the new rule on July
28, 2004, failures to deliv-
ex skyrocketed 70 percent to more than 1 billion shares. They
kept rising and, within a month, topped 2 billion shares.

The size and suddenness of that surge suggests it was
vaused by a rush of naked short sales rather than a rash of
bookkeeping snags. Chepucavage says. “One might speculate
that people were getung their naked short sales in before the
rule took effect,” he says. The rule’s dependence on threshold
lists was aimed at weeding out most of the clerical delays in
stock sales that didn't produce shares at settlement, says
Boni, 48, who's now a managing director at UNX Ine,, a bro-
kerage in Burbank, California.

added to the SEC' Hsts, in some cases, recall an old say-
ing: Just because you're paranoid doesn't mean that
someone’s not out to get you
In April, Z-Trim Holdings Inc., which makes a calorie-free
fat substitute for processed foods, hired lawyers Christian and
O'Quinn to investigate whether naked short seflers sold shares
of the company, which is based in the Chicago suburb of Mun-
delein. Reg SHO data show that Z-Trim, then known as Circle
Group Holdings Inc,, was placed on the American Stock Ex-
change’s threshold hist on March 3,
2008, reflecting failed deliveries from
trading through Feb. 22. Qver five trad~
ing days, daily short sales climbed to al-
most 40,000 shares on Feb, 22, from
3,300 a week earlier, while Circle
Group's stock fell 24 percent to 76
cents from $1.

“Stock manipulators can canse
huge losses for real people who in-
vested real money,” Z-Trim CRO

Gregory Halpern says. The company
retained Jawyers to try to protect its

s hort sales and stock price movements for companies
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investors, he says, “We aren’t sitting here complaining that our
stock was manipulated, woe is me,” Halpern, 48, says. ‘But
having been thrust into that battle, we're going to fight Jike
hell, because we have a responsibility to our shareholders”

For Dallas-based business software maker I2 Technologies
Ine., threshold-busting trades occurred on Sept. 30, 2005, when
short sales more than doubled to 51,000 shares from 21.000 the
previous day, 12' shares fell 10.1 percent o $18.64 from $20.73.
That was the stoek’s worst day in almost eight months and the
third-biggest decline in the 575-member Nasdaq Computer
Index. Company executives declined to comment.

Meanwhile, companies continue to see shares tumble
under possible pressure from naked short sales. A month
after Movie Gallery's stock collapsed in February, the com-
pany’s investors had an even worse day, on March 8, after the
company met with lenders about revising restrictions re-
garding loans. Over two days, shares fell more than 34 per-
cent, while short sales averaged 2.5 million shares—up from
an average of 300,000 during the previous week. Trading on
March 8 created enough failed deliveries that Movie Gallery
was again added to Nasdag's threshold list.

BLOOMBERG TOOLS

Tracking Short Interest

SHORT SELLERS

Cromwell Coulson, CEO of New York-based Pink Sheets
LLC, which runs a market for over-the-counter stocks, says
making more information public about short sales is a key to
fighting abuses, particularly for investors and executives in
small companies. For example, under a new NASD rule, Nas-
daq’s threshold lists in July started including failures to de-
liver for shares of some small, over-the-counter companies
that weren't covered by Reg SHO. Nasdaq also began includ-
ing OTC Bulletin Board and Pink Sheets companies in
monthly short-interest reports in July.

“Naked short selling has been a bogeyman; it was hike Big-
foot,” Coulson, 40, says. “Everybody thought it was out there,
but nobody knew for sure”

Sedona’s Vey says regulators at the SEC and each stock
market need to hit some abusive traders with multimillion-
dollar fines. “They need to make a few examples out of people,”
he says. Until penalties are big encugh to take the profit out of
stock manipulation, he says, all the rules and procedures in
the world will make no difference. $

BOB DRUMMOND 15 a semar writer at Bloomberg News i Washington
barummond.a blosmberg.net.

You car use the Short Interest (81} function fo track short
positions in a selected stock that's traded on the American
Stock Exchange, the Nasdag Stock Market, the New York
Stock Exchange or the Torento Stock Exchange. For exam-
ple, to track short interest on Metretek Technologies, type
MEK US <Equity> SI <Go>, as shown below. The top
graph shows the short interest ratio, which is the short in-
terest—the total number of shares sold short that have
not yet been repurchased—
divided by the average daily
volume over the selected pe-
riod. SI also graphs short in-
terest and average daily
trading volume data.

For news stories refated
to short interest, type
NI SHI <Go>. Type NI
THRESHOLD <Go> for daily
lists of Amex, Nasdag and
NYSE “threshold securities,”
stocks that have cumulative
unsettied trades of 10,000
or more shares that are
worth 0.5 percent or more
of the shares outstanding for
five consecutive trading
days. Type SIUSNASD
<Index> GP <Go> for

a graph of an index that tracks Nasdag short interest.

You can use the Bloomberg Law Search (BBLS) func-
tion to search for cases refated to naked short sefling, Type
BBLS <Go>, and click on United States under Sources.
Click on Courts and then on Al Courts to select it. Enter”
NAKED SHORT in the Enter Torms field, and click on the
Search button.

JON ASMUNDSSON

For other stories by Bob Drummond, type BOB DRURMOND <Help> 7 <60> 1 <Go> 3 <Go>.
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BOARD OF GOVERNDRS
OF THE
FEDERAL RESERVE SYSTEM
WASHINGTON, 0O, C, 205851

BSUSAN SCHMIDT 81ES
MEMBER OF THE 80ARD

December 14, 2006

The Honorable Vito Fossella
House of Representatives
Washington, D.C. 20515

Dear Congressman:

I am pleased to enclose my responses to your additional questions in
connection with the hearing on “A Review of Regulatory Proposals on Basel Capital
and Commercial Real Estate.” I have also forwarded a copy of my response to the
Committee on Financial Services for inclusion in the hearing record.

-

Sincerely,
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Governor Susan Schmidt Bies subsequently submitted the following in response to
questions received from Congressman Fossella in connection with the September 14, 2006,
hearing before the House Subcommittee on Financial Institutions and Consumer Credit:

1. Itis my understanding that on the current schedule, internationally-active U.S. banks
won’t have Basel IT in place until 2012 at the earliest, while Basel II is final everywhere
else. There are many projecting that an increase in merger activity in the EU will result
from Basel II. Given the lag time between countries abroad and the U.S., do you
anticipate a potential consequence will be a lot of takeovers of U.S. banks by non-U.S.
companies?

Or in more general terms, broader terms, please comment on the impact you believe
capital has on consolidation and competition.

Answer: The financial services competitive landscape is influenced by a number of factors,
including but not limited to regulatory capital requirements. As an example, U.S. banks maintain
some of the highest capital ratios in the world, both from a regulatory capital and a GAAP
tangible shareholders’ equity perspective, and those same institutions consistently report some of
the most robust profitability metrics in the world.

The Federal Reserve does not expect that the different Basel Il implementation timetables of the
United States and the EU will result in a material increase in the acquisition of U.S. banking
organizations by EU banks (or vice versa). A decision by one financial institution to acquire
another financial institution is seldom principally motivated by regulatory capital considerations—
merger and acquisition activity in the banking sector is much more often motivated by the desire
of banking organizations to increase market share in existing geographic markets, increase

access to new geographic markets, create additional economies of scale, or broaden the scope of
product offerings. Federal Reserve staff economists have studied the potential impact of Basel 11
on mergers and acquisitions activity in the U.S. banking sector. See below.

Beyond the timetable differences, the ultimate version of Basel I adopted in the United States
will likely differ in a number of substantive ways from the EU’s ultimate version of Basel II.
National differences in capital regulation are not unique to the Basel II capital regime. The U.S.
banking agencies currently impose a leverage ratio and Prompt Corrective Action requirements
on U.S. banks that are more conservative than the Basel I capital accord, yet U.S. banking
organizations are among the most profitable and competitive in the world. Nevertheless, early
comments on the Basel Il NPR suggest that, whatever the merits of these international
differences in rules, they are likely to add to implementation costs and home-host issues,
particularly for globally active banks operating in multiple jurisdictions. Before the Federal
Reserve issues a final rule, we will look carefully at differences in the implementation of Basel II
that may adversely affect the international competitiveness of U.S. banks.
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Will the Proposed Application of Basel Il in the United States Encourage Increased
Bank Merger Activity? Evidence from Past Merger Activity

February 18, 2004

Timothy H. Hannan
Steven J. Pilloff

*Board of Governors of the Federal Reserve System. The views expressed are those of the
authors and do not necessarily represent those of the Board of Governors of the Federal
Reserve System or its staff. The authors would like to thank Robert Avery, Allen Berger,
Nora Barger, Ed Ettin, Jim Follain, Diana Hancock, Erik Heitfield, Beverly Hirtle, Myron
Kwast, Robin Prager and staff of the FDIC, OCC, and OTS for comments and
suggestions, Shaista Ahmed, David Kite, and Onka Tenkean for excellent research
assistance, and Cecilia Tripp for valuable secretarial help.
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ABSTRACT

This paper presents two tests of the hypothesis that adoption of the internal ratings-based
approach to determining minimum capital requirements, as proposed in applying the Basel 11
capital accord in the United States, will cause adopting banking organizations to increase
acquisition activity. The first test estimates the relationship between excess regulatory capital
and subsequent merger activity, including organization and time fixed effects, while the second
test employs a “difference in difference” analysis of the change in merger activity that occurred
the last time regulatory capital standards were changed. Estimated coefficients and observed
differences have signs consistent with the hypothesis, but results are either statistically

insignificant or imply differences that are small in magnitude.
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I. Introduction

One of the most important elements of the proposed Basel II capital accord is the
advanced internal ratings-based (A-IRB) approach to regulatory capital requirements. The
A-IRB approach differs substantially from the Basel I approach and the proposed
standardized approach in Basel I in that a banking organization’s internal assessments of
key risk considerations serve as primary inputs in the calculation of capital requirements.
Because the A-IRB approach is based on banks’ internal assessments using systems
validated by supervisors, it offers the benefit of more risk-sensitive minimum regulatory
capital requirements. Those banking organizations using the A-IRB approach will be
required to employ sophisticated risk-measurement techniques that involve a statistical
and quantitative assessment of risk.

Under the current proposal for banking organizations in the United States,
organizations with total banking (and thrift) assets of at least $250 billion or at least $10
bitlion in on-balance-sheet foreign exposure-about ten large organizations based on
current balance sheets-would be required to adopt A-IRB. Other banking organizations
may also choose to adopt A-IRB, provided they have developed the necessary
infrastructure to measure and manage risk. While any bank may “opt in” if it meets
regulatory standards, only a few of the largest U.S. banking organizations initially will
have in place the infrastructure required to employ such techniques, implying that the A-
IRB approach will be used at the outset only by a small group of the largest banking

organizations. The result would be a bifurcated system in which the vast majority of

1
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banking organizations would be subject to the current minimum capital regulations in this
country, essentially based on Basel I, while the largest banking organizations would be
subject to the more risk-sensitive and flexible method of determining minimum regulatory
capital requirements. It is anticipated that a number of larger banking organizations would
join the initial set relatively soon after the implementation date.

While this bifurcated system may raise the regulatory capital requirements for some
A-IRB banks, it is likely to result in somewhat lower minimum regulatory capital
requirements, on average, for the banking organizations that can avail themselves of this
approach, relative to the minimum regulatory capital requirements applied to the vast
majority of banks that initially cannot.! Concerns have been raised that this disparity
would provide an undue competitive advantage to many of the largest banking
organizations in the country. Furthermore, concerns have been raised that both the excess
regulatory capital that would be created at A-IRB organizations as a result of reduced
capital requirements and the aforementioned competitive advantage associated with those
reduced requirements would fuel their acquisitions of non-adopting banking organizations.
Such concerns have not been the subject of empirical examination. In this paper, we bring

data to bear on the second of these concerns: that BHCs that adopt A-IRB will

'See the Third Quantitative Impact Study, which was conducted by the Basel Committee
on Banking Supervision to understand the possible effects that the Basel Il proposals (as of late
2002) might have on capital levels across participating banks. The document can be found at
www.bis.org/bcbs/qis/qis3 htm. Another quantitative impact study is planned for the second
half of 2004.
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aggressively acquire other banking organizations.”

There are two primary consequences of the A-IRB approach to capital requirements
that suggest to some observers that A-IRB BHCs would increase acquisition activity.
Arguments based on these consequences may be usefully designated as “excess regulatory
capital” and “relative capital advantage” arguments.

“Excess regulatory capital” arguments assert that merger activity would increase as
a result of the excess regulatory capital that would be created by the lower capital
requirements stemming from adoption of A-IRB. Excess regulatory capital could fuel
acquisitions for a number of different reasons. For example, a BHC desiring to engage in
a certain acquisition may be deterred under current capital requirements, because the
merger might cause the combined entity to violate existing capital standards. However, a
reduction in regulatory requirements and a consequent increase in excess regulatory
capital might encourage the acquisition by significantly reducing the likelihood of the
combined BHC failing to meet the new, more lenient capital standards.

Another example of an “excess regulatory capital” argument is that, with an
increase in excess regulatory capital, BHCs could increase their return on equity (ROE) by
increasing the amount of earning assets against which a given amount of capital is held (or
reducing capital held against a given amount of earning assets). Increased ROE may in

turn raise BHC valuation, which could facilitate an increase in acquisition activity.

*Several other studies that look at the competitive effect of A-IRB on specific products
are being conducted by Federal Reserve economists.
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The focus of “relative capital advantage” arguments is on the difference in the
capital standards applied to A-IRB BHCs and other banking organizations, maintaining
that lower capital requirements for BHCs operating under A-IRB, relative to those of
banking organizations operating under existing standards, would result in increased
acquisition activity. Specifically, it is alleged that A-IRB BHCs would have an incentive
to acquire banks not subject to A-IRB capital standards because target banks would be
worth more to A-IRB BHCs than to current owners. Different valuations would exist
because A-JRB BHCs are expected to face regulatory capital requirements that would be
lower than those of the banking organizations that they might acquire. Consequently, they
could acquire such organizations and increase the return on equity associated with the
acquired assets by either increasing income-earning assets without adding capital or
holding less capital against the newly acquired assets.?

Both “excess regulatory capital” and “relative capital advantage” arguments rely on
the assumption that current regulatory capital requirements are “binding” in the sense that
large banking organizations are restricted from doing what they would otherwise do in the

absence of current minimum capital regulations. Regulatory capital requirements would

*Although other arguments for a positive relationship between A-IRB status and
acquisition activity can be made, we believe that the primary reasons that acquisition activity
may be affected by A-IRB depend on “excess regulatory capital” and the “relative capital
advantage.” An example of an alternative explanation is that the market values the improved
ability to measure and manage risk associated with adopting A-IRB, thereby raising the
valuation of A-IRB BHCs and enabling them to increase their acquisition activity. In addition,
the costs and benefits associated with the A-IRB approach could influence decisions by banks
not using the A-IRB approach to merge with each other. This study does not examine the effect
of A-IRB on mergers of this type.
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not be binding if market-based considerations dictated higher levels of capital than those
imposed by regulation, or if, as some have argued, “capital arbitrage” techniques currently
employed by the larger banking organizations allow them largely to avoid, with minor
costs, the constricting effects of existing minimum regulatory capital requirements.*

Ultimately, the question of whether, in the United States, adoption of the bifurcated
application of Basel I would result in a substantial increase in merger activity by banking
organizations using the A-IRB approach must be assessed by examining relevant data.
The best approach, were it available, would be to examine the results of previous
reductions in regulatory capital requirements that applied to some banking organizations
but not to others, and assess whether substantial relative increases in the acquisition
activity of those granted the reduction occurred as a result of the change. Unfortunately,
no such reduction in capital requirements has taken place in recent decades. Therefore,
we must assess the issue by pursuing less definitive, but nonetheless informative,
approaches.

Specifically, we conduct two different types of tests. The first type uses recent data
on merger activity and BHC capital ratios to determine if, all else equal, large banking
organizations with greater excess regulatory capital exhibit a greater tendency to
subsequently acquire other banks. Such a finding would be consistent with the argument

that allowing large BHCs to operate under lower capital requirements (and thereby

*See Jones (2002) for a detailed discussion.
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increase excess regulatory capital) would result in expanded acquisition activity on their
parts. This approach, however, is subject to several sources of potential endogeneity bias,
only some of which are eliminated by the fixed-effects statistical procedure that we
employ.

In part for this reason, we also conduct a test based on observations of what
happened the last time that capital standards changed substantially for banks. It is argued
that the advent of “prompt corrective action” (PCA) standards in the early 1990s increased
capital requirements for banks, a change that was in the opposite direction of the reduction
of regulatory minimum capital requirements that is expected to occur, on average, for
BHCs that adopt the A-IRB approach.” Taking a sample of large BHCs that did not
appear to be constrained by the capital requirements in effect before the advent of PCA,
and, further, would not have been constrained under the pre-PCA capital standards after
the adoption of PCA, we compare the change (from the period before to the period after
PCA) in merger activity exhibited by those BHCs that did and did not become capital
constrained after more stringent regulatory capital standards became relevant. A finding
that BHCs constrained by the advent of PCA standards reduced their merger activity by
more (or increased it by less) than those not so constrained would be supportive of the

hypothesis that relaxation of regulatory capital requirements (as anticipated, on average,

*Although the capital standards of “prompt corrective action” are relevant for banking
institutions, not bank holding companies, the amount of capital held by bank holding companies
should be affected by the “prompt corrective action” standards.
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for BHCs that adopt the A-IRB approach) would result in greater merger activity by A-
IRB BHCs.

Our tests are more relevant to the “excess regulatory capital” arguments for
increased merger activity by A-IRB banking organizations than for “relative capital
advantage” arguments. However, as discussed below, a number of studies have been
conducted that are not supportive of “relative capital advantage” arguments. The results
of this literature uniformly reject the hypothesis that acquirers seek to purchase more
highly capitalized targets—a finding that is not consistent with the notion that acquirers
prefer targets with greater potential for ROE improvement from increased leverage.

Still, the use of historical data in previous studies and in the current paper limits
our ability to capture the extent to which future acquisition activity might occur as a result
of the “relative capital advantage” associated with A-IRB. Further, it restricts our ability
to address the possibility that acquisitions driven by different capital standards would be
most likely to occur in the case of targets holding assets that require much less capital
under A-IRB. However, several forthcoming studies by Federal Reserve economists will
assess whether A-IRB status would be likely to provide adopters with a substantial
competitive advantage in the provision of loans to small and medium size enterprises,
loans for residential mortgages, and credit card loans. The results of these studies will be
important in assessing how acquisition activity could change as a result of the “relative
capital advantage” associated with A-IRB.

The plan of the paper is as follows. Section II discusses the literature relevant to

7



330

the relationship between bank merger activity and capitalization. Section III describes the
proposed empirical tests, section IV describes the samples, data, and variables, and section
V presents empirical results. A final section summarizes and concludes. To preview
results, we do not find convincing evidence that past levels of excess regulatory capital or
past changes in capital requirements have had a substantial effect on merger activity.
Results of the two tests suggest relationships that are in the direction consistent with the
concern that a reduction in minimum capital requirements for large banking organizations
that adopt A-IRB would result in increased merger activity on their part, but, with a few
exceptions, results are not statistically significant. When results are statistically

significant, relevant magnitudes are found to be quite small.

1L Relevant Literature

A very large literature has addresscd the question of why banking organizations
acquire other banking institutions.® Several reasons that banks merge have emerged from
this literature, and these same reasons are also commonly cited by bankers and other
industry analysts. Specifically, the prospects for increased efficiency and potential gains
from diversification are noted as the key drivers of acquisition activity. Moreover, of
particular importance to the U.S. banking industry, relaxation of longstanding interstate

banking restrictions is widely believed to have sparked extensive consolidation of an

‘For comprehensive reviews, see Berger, Demsetz, and Strahan (1999) and Group of Ten
(2001), available at www.bis.org.
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industry that was decentralized for over one hundred years. Interestingly, capital is rarely
cited as an important issue in the question of why banks merge. Indeed, few studies have
sought to investigate the role of capital, especially that of the acquirer’s capitalization
relative to regulatory requirements. The scarcity of such studies likely reflects the belief
that such considerations play a minor role at best in explaining mergers in the banking
industry.

The only study that we know of to investigate the acquiring institution’s
capitalization as a determinant of merger activity was conducted by O Keefe (1996), who
found that acquirers in the large sample of banks that he investigated had significantly
lower equity capitalization rates than their nonacquiring peers. Because it suggests that
better capitalized banks are less likely to acquire other banks, this finding does not support
“excess regulatory capital” arguments that banking organizations, holding increased
excess regulatory capital as a result of reductions in minimum regulatory capital
requirements, would increase the rate at which they acquire other banking organizations.
O’Keefe’s sample, however, is not restricted to the very large bank holding companies of
concern in this study, so this finding may have limited relevance to the behavior of the
BHCs that adopt A-IRB.

Several studies report evidence relevant to “relative capital advantage” arguments,
which our empirical tests do not address very directly. These arguments, as noted above,
assert that, with lower capital requirements than those of their potential targets, A-IRB

BHCs would have an incentive to acquire these better capitalized targets and increase the

9
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return on equity associated with target assets by reducing the capital held against those
assets. An implication of this argument for past merger behavior is that acquirers should
have found more highly capitalized banks relatively more attractive as acquisition targets.

A fairly large number of studies report results that contradict this implication. We
know of at least five studies—Hannan and Rhoades (1987), Amel and Rhoades (1989),
O’Keefe (1996), Moore (1997), and Wheelock and Wilson (2000)-that sought to
determine the characteristics of banking organizations that make them more likely to be a
target in a future bank acquisition and that also included the bank’s capitalization as a
potential determinant. Using various time periods and various samples, all of these studies
find that more highly capitalized banks are Jess likely, not more likely, to be acquired, all
else equal. Although the reason for this uniform finding is ambiguous, the finding is
clearly not consistent with the “relative capital advantage” argument.

Another study, by Houston, James, and Ryngaert (2001), addresses in a different
way the role of capital as a motivation for bank mergers. As a part of their study, the
authors obtained from both managers and analysts opinions and, in some cases, estimates
of the sources of expected merger-related gains. Of the 41 mergers on which such
information could be obtained, capital structure benefits were noted in only five cases. In
four of these cases, analysts noted that the merger might enable the combined bank to free
up excess capital, a benefit that would be consistent with “relative capital advantage”
arguments. However, because capital is cited in such a small share of the acquisitions in

their analysis, their findings seem to suggest that capital has not played a major role in
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explaining why banks make acquisitions.

111. Empirical Tests

Test 1. Our first test requires estimation of the relationship between BHC

capitalization and subsequent BHC merger activity, using data obtained for recent years.
The rationale for this test rests on the presumption that some banking organizations in the
recent past have, for whatever reason, found themselves in the position of having capital in
excess of the level that they would hold because of regulatory capital requirements, while
other banking organizations have found themselves with no such excess and thus may
have been constrained by regulatory capital requirements.

The level of capital that BHCs feel bound to maintain because of regulatory
requirements may include some additional “cushion” above the required regulatory
minimums. Such cushions may be maintained for protection against poor performance or
other unanticipated events, and the size of this cushion may differ from one BHC to
another, depending on the BHC’s risk and other factors.”

With this in mind, we seek in this test to determine if BHCs that find themselves
with excess regulatory capital exhibit a greater subsequent tendency to acquire other

banking organizations than do BHCs that are more constrained by regulatory

"There is ample evidence that most BHCs chose to maintain some kind of cushion or
buffer above minimum regulatory requirements and that its size depends on portfolio
characteristics and other factors. See, for example, Hancock and Wilcox (2002).
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requirements. The finding of a positive relationship between observed capital ratios and
merger activity or the finding of a discreet increase in merger activity at some level of
capitalization representing a plausible critical level, would be consistent with the
predictions of “excess regulatory capital” arguments that relaxation of capital constraints
leads to more merger activity.®

A point that bears emphasizing, however, is that if the level of capitalization
required by the market were greater than that dictated by regulation, or, equivalently, if
capital arbitrage allowed BHCs to circumvent regulatory capital requirements with little
cost, then there would be little reason to expect a relationship between excess regulatory
capital and merger activity.

We can test for this hypothesized relationship by estimating the following

relationships:
M= By + By(KIA) + X + &, and M
M=a, +a KAl + 0,KA2 + .. + a Kdn + 0, X + i, )

where M denotes the level of merger activity of BHC,, (K/4)" denotes its capital asset

ratio, and K41, KA2,...KAn denote binary variables that receive values of 1 if (K/4) is in a

®An increase in capital could lead to less, rather than more, merger activity if BHCs with
low capital ratios engage in greater acquisition activity than better capitalized BHCs. This could
occur because weakly capitalized organizations may purchase highly capitalized targets to
increase the capitalization of the combined entity, relative to the pre-merger acquirer. If raising
capital levels is a motivation for some mergers, then test results will reflect these mergers, which
could obscure the effect of acquisition activity that was conducted for reasons consistent with
“excess regulatory capital” arguments. To the extent that such differing types of mergers take
place, we believe that results that reflect the average mix of these different types of mergers are
the most relevant for understanding the potential effects of A-IRB.

12
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defined range of values and zero otherwise. Equation (1) imposes a linear relationship
between M and (K/4), while equation (2) allows the relationship to vary across different
ranges of (K/4)' but not to vary within those ranges. The vector X denotes other
explanatory variables that may influence observed merger activity, and & and u, denote
error terms. Finding that #,>0 in estimations of (1) would be consistent with the
hypothesis that merger activity increases with capitalization (and equivalently, excess
regulatory capital), and finding that coefficients on K41, K42, ..., KAn are positive and
increasing in magnitude as capitalization increases would also be consistent with the
hypothesis.

If, as noted above, different BHCs set different cushions above the regulatory
minimum, estimates of (2) could not be used to identify some critical level of capital
below which BHCs are constrained. Under these circumstances, a given binary variable
might correctly classify one BHC as not being bound by regulatory requirements, while
incorrectly classifying another BHC that was, because of a higher cushion, in fact
constrained by such requirements.

Biased estimates attributable to various forms of endogeneity are an important
concern in assessing the results of estimations of (1) and (2). Any unobservable
characteristic of BHCs that influences both the propensity of a BHC to acquire other
banking organizations and its capitalization would impart a bias to the relevant
coefficients. To reduce, but unfortunately not eliminate, this possibility, explanatory

variables are calculated either for the year prior to that for which merger activity is
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measured, or, in the case of balance sheet variables, at the beginning of the year for which
merger activity is measured. More importantly, (1) and (2) are estimated using panel
datasets consisting of annual observations of large BHCs over two time periods: The first,
from 1998 to 2002, is designed to obtain the benefits of panel data estimation using only
the most recent (and relevant) five years of available data. A second and longer period,
from 1993 to 2002, is also used, since it allows for more annual observations of merger
activity and capitalization.

Reported estimations incorporate both year and BHC fixed effects. This approach,
in essence, controls for all BHC-specific characteristics that do not vary over time and for
all time-specific characteristics that do not vary across BHCs. The inclusion of BHC
fixed effects in particular eliminates potential sources of spurious correlation that might
arise in comparing one BHC with another.

Spurious correlations in the form of endogeneity bias may result, however, if a time
varying unobserved variable influences both a BHC’s merger activity and its level of
capital (or excess capital) over time in a way different from its effect on other BHCs in the
sample. This type of correlation would exist, for example, if BHCs intent on making
acquisitions first increase capital levels. The existence of such a correlation between
merger activity and measures of capital would bias upward estimates of the coefficients on
measures of capital (or excess regulatory capital), resulting in estimates that would

overstate the actual expected change in merger activity that would accompany a change in
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capital requirements.’

Test 2. The second test that we conduct should not be as vulnerable to endogeneity
bias but requires that we go back considerably in time to assess the impact on merger
activity of a previous change in capital requirements. Specifically, we look at the effect on
merger activity attributable to the adoption of more restrictive capital standards. Passed
into law in December 1991 and fully implemented at the end of 1992, the “prompt
corrective action” (PCA) provisions of the Federal Deposit Insurance Corporation
Improvement Act (FDICIA) of 1991, by all accounts, increased capital adequacy
requirements for commercial banks and made more certain that failure to meet them would
result in sanctions.

In this second test, our strategy, roughly stated, is to examine the change in merger
activity exhibited by large BHCs before and after PCA provisions became relevant. We
restrict the sample to those BHCs that met the pre-PCA capital requirements both before
and after the PCA standards became relevant. These conditions are imposed to determine
whether BHCs that became constrained only because of the new capital requirements (and
not for other reasons that may entail endogeneity bias) decreased their merger activity by

more (or increased it by less) than those BHCs that were not constrained by the new

°Another example might be an improvement in a local economy that resulted in an
increase in both the merger activity and excess capital of BHCs located in the relevant area but
that had no or fess influence on BHCs not located in the area. This would impart a positive bias
to the coefficients of the measures of excess capital in the regressions reported below. To
control for this possibility, we include a measure of local economic health in the analysis.
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requirements.

A positive answer to the question of whether constrained BHCs decreased their
acquisition activity relative to unconstrained BHCs would be consistent with the
hypothesis that “binding” or constraining capital requirements reduce merger activity.
More relevant to the question at hand, it would be consistent with the hypothesis that
relaxation of regulatory capital requirements, to the extent that they are binding or
constraining, would result in an increase in merger activity.

A more formal derivation of the test is presented as follows: Suppose that before
the advent of PCA, the relationship between the merger activity of a typical, large BHC
and its capitalization can be expressed as:

M} =B+ BRADUM® + B X" + s, 3)
where the superscript “b” denotes that the variable or coefficient pertains to the period
before PCA, KADUM? is a binary variable that receives the value of one if capitalization
was less than the level at which regulatory capital requirements in that period became

binding or constraining, and zero otherwise, and &? denotes the error term. The major

feature of this specification is that it allows a discrete difference in merger activity for
BHC:s that do and do not face binding capital constraints.

We posit the same relationship after PCA, expressed as:

M = B+ BKADUM® + B,X° + &, 4

where the superscript “a” refers to the period after adoption of PCA standards, with all
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variables defined as in (3).

Note that coefficients are presumed to be the same in (3) and (4), consistent with
the underlying “natural experiment” rationale for the test, which is that only regulatory
capital requirements, and not underlying relationships between acquisition activity and
explanatory variables changed between periods. There appears to be little reason to expect
changes in regulatory minimums to affect these underlying relationships between merger
activity and its determinants. Importantly, KADUM is a binary variable that receives the
value of one if capitalization is less than the critical vélue of capitalization under PCA. If
this critical value is higher than that which was relevant in the earlier period, then we will
observe some BHCs for which KADUM?=0 and KADUM =1, despite little or no change in
capitalization. In other words, there will be some BHCs that were not constrained before
the introduction of PCA standards, but became constrained as a result of that introduction.

Subtracting (3) from (4) yields:

M7 =M= (8] ~ 1)+ BUKADUM® — KADUM®) + B(X° = X*)+(f ~ ') (%)

If determinants of merger activity other than those associated with a binding capital
requirement are either invariant over time, (in which case X* =X*) or, as with variables
reflecting the macroeconomic environment, the same across BHCs over the time period,
then the term £,{(X°-X*) in (5) is either zero or subsumed into the constant term. Under
these conditions, only 8,, KADUM", and KADUM® explain differences between the two

groups of BHCs in the change in merger activity before and after PCA. It follows that
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(KADUM-KADUM®Y=1 for the case of a BHC that was not constrained by capital
requirements before PCA but was constrained afterwards, and that the term
(KADUM -KADUM?y=0 for BHCs that were not constrained in either period.

If B,<0, which is implied if constrained BHCs engage in less merger activity than
unconstrained ones, then we have the simple prediction that, of those BHCs believed to be
unconstrained by capital requirements prior to PCA (KADUM®=0), the BHCs that became
constrained after the change to tougher capital standards (K4ADUM?=1) should have
experienced a greater reduction (or smaller increase) in merger activity than those BHCs
that remained unconstrained after the change (KADUM=0). This prediction follows
because the only remaining term (except for the constant) in (5), given these assumptions,
is: B (KADUM-KADUM?), and, with f8,<0, this term is negative for banking organizations
constrained by PCA and zero for those that are not.

Under the assumptions discussed above, this prediction may be tested with a
straightforward comparison of the change in merger activity across the two groups. This
test has the benefit of focusing on the effect of an actual past change in capital standards,
and it offers well known advantages associated with this “difference in difference”
methodology. Among these advantages, all of the numerous differences in BHCs that
might influence merger activity and that do not change over the comparison period “cancel
out.” Further, because the changes in merger activity for the two groups are calculated for
the same time period, the effects of macroeconomic and other changes over time (as long

as they influence the two groups equally) are fully controlled for. While these simplifying
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assumptions appear reasonable, tests based on full estimations of (5) are also conducted.

IV. Samples, Data, and Key Variables

Samples employed in the analysis consist of the largest U.S. BHCs (based on total
assets as of mid-year 2003) that operated throughout the period under investigation. Two
successively larger samples of BHCs that operated between year-end 1991 and mid-year
2003 are used in test 1 (panel data analysis). The more restrictive sample includes the ten
U.S. banking organizations that are expected to be required to adopt A-IRB status under
the current proposals. These organizations are referred to as the mandatory A-IRB BHCs.
The first sample also includes the nine other U.S. BHCs with total assets of at least $50
billion as of mid-year 2003, since they are considered most likely to adopt voluntarily the
A-IRB approach in the initial implementation phase. The second and larger sample
includes the ten mandatory A-IRB BHCs plus all other U.S. BHCs with total assets of at
least $15 billion as of mid-year 2003. This results in a sample of 38 BHCs and includes a
large number of banking organizations that are likely to eventually adopt A-IRB. Analysis
is conducted on both samples over two different time periods: a shorter and more recent
one covering the years 1998-2002 and a longer one covering the years 1993-2002.

The samples used in test 2 (the natural experiment) are the same as those used in
test 1, except that BHCs must have operated between year-end 1986 and mid-year 2003.
This requirement causes two BHCs to be dropped because they were not operating during

the early part of the period. For reasons discussed below, the years 1987 to 1989 serve as
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the pre-PCA period, while 1991 and 1992 serve as the post-PCA period.

Merger data were obtained from two sources. The SNL Financial Bank Mergers
and Acquisitions Database was the primary source for data on deals that were completed
after December 31, 1989. The SNL database includes the vast majority of acquisitions of
banks (banks and bank holding companies) and thrifts (savings banks, savings and loan
associations, and thrift holding companies) that took place during the period, which
includes all of the time covered by test 1 (panel study) and the latter part of test 2 (natural
experiment).

The SNL database is not used before 1990 because it is not very comprehensive for
deals that took place during that time. Therefore, data for this earlier period were
collected from another source. Mergers that took place in 1987, 1988, or 1989-the pre-
PCA years needed for test 2-were identified from a database created by staff at the Federal
Reserve Board from Federal Reserve Bulletins and reports provided by the Federal
Deposit Insurance Corporation (FDIC) and Office of the Comptroller of the Currency
(OCC).”® This database includes only acquisitions in which each party was either a
commercial bank or a BHC that operated a commercial bank. Deals involving a thrift as
the acquirer or target were not included. Therefore, to maintain consistency, mergers
involving savings banks or savings and loan associations that took place after the adoption

of PCA are dropped from the group of mergers identified on the SNL database. This

"This database was the primary source for two extensive studies of bank merger activity
in the United States. See Rhoades (2000) and Rhoades (1996).
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requirement has little effect on the set of mergers included in the analysis.

‘We construct two variables that measure merger activity. The first is the annual
number of mergers completed during the relevant period by a BHC. This variable
measures the frequency with which a BHC pursued consolidation, not the size of
acquisitions. It can be constructed for all years in our analysis and therefore is used for
both test 1 and test 2.

A second merger variable that incorporates the size of the targets acquired by a
BHC is also used for test 1. Data on the amount of banking assets acquired are available
for all years included in test 1 and are used to construct a measure of the relative
magnitude of acquisition activity that was conducted by each BHC in the sample.
Specifically, the aggregate amount of banking assets acquired in a given year is divided by
the BHC’s asset level at the start of the year. By dividing by the BHC’s total assets, we
account for the size of that banking organization.

Capital ratios are constructed with data from the Y-9C report, which is filed
quarterly by each BHC with the Federal Reserve Board and contains extensive accounting
information on the organization. Creating variables that measure the extent to which
BHCs faced capital constraints involves several challenges. First, during the full time
period for which data are required (1986-2002), two distinct sets of capital requirements
were in effect. Therefore, the capital ratios that are constructed must be those that were
relevant at the time.

Capital requirements during the late-1980s predated the implementation of Basel I
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and its associated risk-based capital rules. At the time, BHCs had to satisfy two
requirements. First, the ratio of primary capital to assets had to be at least 5.5 percent and
the ratio of total capital to assets had to be at least 6 percent.!! We create variables that
measure both the primary and total capital ratios that are consistent with these regulatory
requirements.

The original Basel capital accord, or Basel I, was approved in 1988 and fully
implemented by 1992. This accord established a new set of capital requirements that
attempted to take risk into account. More specifically, less capital had to be held against
assets that were considered safer, such as residential mortgages and inter-bank loans, as
well as government and agency securities. BHCs had to satisfy two risk-based capital
requirements and one leverage requirement. The ratio of tier 1 capital to risk-weighted
assets had to be at least 4 percent, the ratio of total capital to risk-weighted assets had to
be at least § percent, and tier 1 capital to average tangible assets had to be at least 4
percent. For each year that the Basel I requirements were in effect, we construct variables
that correspond to each of these three capital ratios.

Legal limits represent the lowest level of capital that a BHC can maintain before

!'Primary capital for a bank holding company consists of common stock, perpetual
preferred stock, surplus (excluding surplus relating to limited-life perpetual stock), undivided
profits, contingency and other capital reserves, mandatory convertible instruments, allowance for
possible loan and lease losses (exclusive of allocated transfer risk reserves), minority interest in
equity accounts of consolidated subsidiaries, and perpetual debt instruments. Total capital
consists of primary and secondary capital. This latter component includes limited-life preferred
stock, as well as bank subordinated notes and debentures and unsecured long-term debt of the
parent company and its non-bank subsidiaries.
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violating regulatory requirements. However, as mentioned, BHCs are likely to prefer to
hold a capital buffer above those regulatory limits for a variety of reasons. First, there are
tangible benefits to being considered well or strongly capitalized. During the 1990s, the
implementation of PCA standards meant that banks that maintained capital ratios below
certain thresholds faced increased regulatory intervention despite the fact that their capital
ratios exceeded regulatory minimums. Although PCA does not directly apply to BHCs, it
is relevant, because it applies to their bank subsidiaries. To be considered well-capitalized
under the requirements of PCA, a bank must have a ratio of tier 1 capital to risk-weighted
assets of at least 6 percent, a ratio of total capital to risk-weighted assets of at least 10
percent, and tier I capital to average tangible assets of at least 5 percent.

In the late 1980s, prior to Basel I rules, the Federal Reserve Board had established
that 7 percent was an important level for the total capital ratio. BHCs with total capital
that exceeded 7 percent of assets were considered adequately capitalized and faced less
intense monitoring and a lower likelihood of supervisory actions than BHCs with ratios
below 7 percent, but above 6 percent, the required minimum.

Another reason that BHCs may want to hold capital above Basel I or even the PCA
regulatory limits is for protection against downturns in the business cycle and
unanticipated events. Additional capital may also be desirable because it would provide
BHCs with flexibility that could be used to pursue potentially profitable opportunities
such as acquisitions or other types of expansion. Moreover, a buffer may be desirable so

that losses do not restrict the BHC’s ability to engage in certain businesses. Of course,
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still another reason that BHCs may maintain capital ratios that exceed regulatory
minimums is that the level of capital dictated by the market may exceed the level that
would be held because of regulatory requirements.

To make the relationship between excess regulatory capital and merger activity
more explicit, measures of BHC capitalization are expressed in terms of excess regulatory
capital, which is calculated as actual capital ratios less some critical level based on
regulatory requirements or standards. The critical levels chosen for this purpose will be
those fhat must be exceeded to be considered strongly capitalized. More specifically, we
use the three ratios required for a bank to be considered-well capitalized under PCA (tier 1
capital to risk-weighted assets of 6 percent, total capital to risk-weighted assets of 10
percent, and tier 1 capital to average tangible assets of 5 percent) for analysis of the years
since 1990 and the total capital ratio level (7 percent of assets) required to avoid additional
scrutiny in the late 1980s. Although no level for a strong level of the primary capital ratio
was defined by the regulator prior to 1991, we use 6.5 percent (the regulatory minimum of
5.5 percent plus 1 percentage point) as an estimate for a primary capital ratio that would
be considered a sign of a strong BHC. Table 1 presents a summary of the various capital
ratios, requirements, and variables that are relevant for different time periods.

For each BHC, we construct a variable that measures the overall constraint faced
by the BHC by taking the minimum of all the measures of excess regulatory capital that
were relevant during the year. Because BHCs must satisfy all the capital requirements in

effect at a given time, the ratio that reflects the weakest, or most binding, actual capital
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position is the one that is likely to be most relevant for the BHC. We recognize that
simply taking the lowest value is imprecise. For example, ratios are based on different
numerators, and, in recent years, different denominators. Nonetheless, we believe that the
magnitude of the smallest excess capital measure provides a reasonable proxy for the
extent of capital constraints faced by a BHC. For test 1, we measure excess capital at the
beginning of each year under investigation (1993-2002 or 1998-2002), and for test 2, we
measure it at the beginning of 1987 for the pre-PCA period and at the beginning of 1991
for the post-PCA period.

In short, we take the smallest difference between each of the capital ratios from
among the relevant set of regulatory ratios and the value required to be considered strongly
capitalized. While not adjusted for individual levels of BHC risk and risk tolerance or for
idiosyncratic needs to meet capital requirements, we nonetheless believe that our measure
of excess regulatory capital roughly captures the degree to which a BHC faced regulatory

capital constraints.

V. Results

Before considering the results of our two tests, we note first another finding that is
relevant to the question of the Basel II proposal and merger activity. Examination of
previous mergers indicates that banking organizations that were acquired by the large
BHCs in our sample tended to have larger capital ratios than their acquirers. This finding

is relevant to concerns about A-IRB, because if BHCs desire to acquire banking
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organizations with greater capitalization, then a bifurcated system of regulatory capital
may encourage them to increase the extent to which they acquire other banking
organizations.

The observed difference in the capitalization of large acquirers and their targets,
however, may simply result from the fact that large banking organizations tend to have
lower capital ratios than smaller ones, perhaps because market determined capital
requirements tend to be greater for smaller organizations than for larger ones, and because
larger organizations disproportionately acquire smaller ones. Moreover, as discussed
earlier, prior studies have consistently found that banks with lower levels of capital are
more likely to be acquired than better capitalized banks, suggesting that the desire to
obtain a large amount of capital is not a strong motive in many bank acquisitions. In any
event, the two tests that we conduct provide a more thorough and rigorous examination of
the question of whether changes in regulatory capital requirements might be expected to
influence merger activity.

Test 1. In the first type of test conducted, we estimate, for two different samples of
BHCs and for two different time periods, the relationship between a BHC’s merger
activity and its excess capital, defined as the minimum of the difference between each of
three actual capital ratio measures and that level of those ratios required to be considered
strongly capitalized. Table 2 provides definitions of the independent variables used in
these estimations.

Because many of the BHCs in the sample made no acquisitions during at least
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some of the years in which they are observed, each of the two dependent variables used to
measure annual merger activity (the number of acquisitions and the ratio of banking assets
acquired to the assets of the acquirer) receive the value of zero for many observations.
Because of the well-known violation of OLS assumptions that this entails, other
estimation procedures must be used. Since the number of annual acquisitions made by a
BHC is a count of the number of occurrences of an event, we use negative binomial
maximum-likelihood regression when this variable is employed to measure merger
activity.” Since the ratio of acquired banking assets to the assets of the acquirer may be
thought of as a continuous variable that is censored at zero, we use Tobit maximum-
likelihood regressions when this variable is employed to measure merger activity.

Each reported regression includes as an explanatory variable the BHC s expense
ratio (expense ratio), calculated for the previous year as total noninterest expenses divided
by the sum of total noninterest income and net interest income. This rough, but widely
used, measure of a BHC’s efficiency is included as an explanatory variable because it is
often asserted that greater efficiency is associated with greater acquisition activity, as more
efficient firms frequently acquire less efficient ones.” A negative and significant

coefficient on this variable would be consistent with this hypothesis, because more

Because assumptions underlying the more common Poisson maximum-likelihood
regressions could be rejected, this more general estimation procedure was chosen. See chapter
19 of Wooldridge (2002) for an extensive discussion on these regression models.

Akhavein, Berger, and Humphrey (1997) and Vander Vennet (1996) report evidence
consistent with this.
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efficient firms have lower values of this expense ratio.

To account for differences in the economic conditions in which BHCs in the
sample operate, we employ the annual change in housing prices, collected from a weighted
repeat sales index (the House Price Index) produced by the Office of Federal Housing
Enterprise Oversight. Price changes are measured at the state level and over the same year
as merger activity. For BHCs with banking assets in more than one state, a weighted
average of these state-specific measures is used, with each state’s share of the BHC’s total
deposits used as the weights.'

For each type of estimation, results using two different functional forms are
presented, conforming to specifications (1) and (2) above. The first employs as an
explanatory variable excregeap, which is a continuous measure of excess regulatory
capital, measured, as described above, as the minimum difference between each of the
three observed capital ratios and that level of each ratio required to be considered well
capitalized under PCA. The second replaces this variable with two binary variables
indicating different ranges of excregcap observed for the BHC. The variable
excregeap(l-2) indicates that the BHC’s excess regulatory capital, measured as described
above, is between 1 percentage point and 2 percentage points, while excregeap(>2) is

similarly defined for BHCs that have excess regulatory capital of at least 2 percentage

“We also account for local economic conditions by including a variable that measures
the average unemployment rate in the state or states in which a BHC operates. Results (not
reported) using this variable are the same as those obtained using the annual change in housing
prices.

28



351

points. BHC and year combinations in which the minimum capital differential is less than
1 percentage point represent the omitted category.

Tables 3 and 4 report regression results obtained for the 1998-2002 period, and
tables 5 and 6 report the results of equivalent estimations conducted for the longer 1993-
2002 period. All reported regressions include year fixed effects (reported only in tables 3
and 4 for reasons of space) and BHC fixed effects (not reported in any tables for reasons
of space). Tables 3 through 6 each presents four different estimations, organized into two
pairs. The first pair reports the results of negative binomial maximum-likelihood
regressions when the number of acquisitions serves as the dependent variable, while the
second pair present the results of Tobit maximum-likelihood regressions when the ratio of
acquired banking assets to assets of the acquirer serves as the dependent variable.

Consider first table 3, which presents results obtained for the period 1998-2002 for
a sample consisting of the ten mandatory A-IRB BHCs and the nine other BHCs with total
assets of at least $50 billion as of mid-year 2003. This sample may be the most
immediately relevant to the Basel Il proposal, since it is composed specifically of those
BHCs whose regulatory capital requirements would be the most likely to be directly
affected by the proposal. Of the nineteen BHC:s in this group, four are excluded from

these estimations because they made no acquisitions during the period."”

“These observations are dropped, because the fixed-effects statistical model that is used
in the empirical analysis requires that, for a given BHC, acquisition activity exhibit some
variation over time.
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The finding of positive and statistically significant coefficients on the measures of
excess regulatory capital would be consistent with the hypothesis that greater excess
regulatory capital enabled or induced BHCs to increase acquisition activity. However, the
coefficients reported in 3 are not statistically significant. Indeed the coefficients on
excregcap, the continuous measure of excess regulatory capital, are negative and
insignificant. The coefficients on the binary variable excregcap(1-2) are positive when
either the number of mergers or the ratio of assets acquired to total assets is used to
measure merger activity, and the coefficient on excregeap(>2) is positive when the ratios
of assets acquired to total assets is used, but these coefficients are also not statistically
significant, both individually and jointly, with either measure of merger activity.

The coefficients on expratio are negative, consistent with the hypothesis that less
efficient BHCs (i.e., those with higher expense ratios) are less likely to acquire other
banking organizations, but they are not statistically significant. The coefficients on
hpchange, the change in housing prices during the year, are positive, as might be expected
if a better state economy is associated with a greater tendency for BHCs to acquire other
banking institutions, but they are also not statistically significant. The coefficients on the
year binary variables are negative and, in most cases, statistically significant, reflecting the
fact that 1998, the year representing the omitted category, saw a greater amount of merger
activity than later years in the period.

Our inability to find a statistically significant relationship between merger activity

and excess regulatory capital may reflect the possibility that the level of capitalization
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required by the market is, for the most part, greater than that required by regulation, with
no relationship between regulatory requirements and merger activity the result. However,
this lack of statistical significance may also reflect the small size of the sample, chosen to
contain only those BHCs that are the most likely to be required to adopt or the most likely
to adopt voluntarily the A-IRB approach.

Table 4 reports the results of the same regressions, run on a larger sample obtained
by lowering the size threshold from $50 billion to $15 billion in total consolidated assets
as of mid-year 2003. The result is an increase in the number of BHCs in the analysis from
15 to 33 and an increase in the number of year-BHC observations from 75 to 165. For this
larger sample, the coefficients on all measures of excess regulatory capital are positive,
consistent with the hypothesis that excess regulatory capital induces or enables BHCs to
engage in more acquisition activity, but again, none are statistically significant. The
estimated coefficients on excregeap(!-2) and excregeap(>2) are jointly insignificant as
well.

The coefficients on expense ratio are negative, consistent with the hypothesis that
less efficient banking organizations exhibit less of a tendency to acquire other
organizations, and these coefficients are highly significant when the ratio of assets
acquired to total assets is used as the measure of merger activity. The coefficients on
hpchange are not statistically significant, while the coefficients of the year binary

variables are all negative and, in most cases, highly significant, reflecting the general
decline in merger activity occurring after 1998.

31



354

Tables 5 and 6 report estimates for regressions equivalent to those reported in
tables 3 and 4, except that they employ panel data sets that extend from 1993 to 2002
instead of from 1998 to 2002.'° Table 5 reports these results for a sample consisting only
of BHCs with greater than $50 billion in consolidated assets (which includes all
mandatory A-IRB BHCs). Again, all coefficients on variables that measure the degree of
excess regulatory capital are positive, but not statistically significant. The coefficients on
the two binary excess capital variables are also jointly insignificant.

The coefficients on expratio are all negative and, for this sample, highly significant
in every case, consistent with the hypothesis that more efficient banking organizations
exhibit a greater tendency to acquire other banking organizations. The coefficients on
hpchange are not statistically significant. Year fixed effects in the case of this longer
panel are not shown for reasons of space.

Table 6 reports the results of equivalent regressions when the sample is expanded
to include BHCs with greater than $15 billion in consolidated assets as of mid-year 2003.
Because of the many years and BHCs included as observations, this sample is the largest
of those for which results are reported, and here, we do find statistically significant
positive coefficients on the measures of excess regulatory capital when the number of

mergers is the measure of merger activity, but not when the ratio of acquired assets to total

*Note that the samples analyzed over the 1993-2002 period contain more BHCs than the
samples analyzed over the shorter 1998-2002 period, because, for this longer panel, fewer BHCs
were omitted as a result of making no acquisitions during the period. Only two BHCs made no
acquisitions between 1993 and 2002.
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assets is used as the measure. In this latter case, the coefficients on the binary capital
variables are not jointly significant either. Also in the case of this sample, the coefficients
on expense ratio are negative and statistically significant in most cases, while the
coefficients on Apchange are not significant.

As previously noted, one possible route by which excess regulatory capital could
affect merger activity is by first influencing return on equity and firm valuation. We
examine this route empirically by including lagged return on equity both as an additional
variable in the regression equation (with lagged measures of excess regulatory capital) and
as a replacement for measures of excess regulatory capital. In both cases, results (not
reported) indicate a positive relationship between return on equity and subsequent
acquisition activity, as measured by the number of deals, when estimated over the ten-year
period. However, results are not significant when regressions are estimated over the five-
year period and are mixed when estimated over the ten-year period with merger activity
measured by the ratio of acquired assets to acquirer assets. Thus, results are only weakly
consistent with the argument that regulatory capital standards influence merger activity by
affecting return on equity and bank valuation. Importantly, the results are also consistent
with various alternative explanations of the relationships between excess regulatory

capital, return on equity, and merger activity.”

"The interpretation of results is complicated by including return on equity as an
additional explanatory variable. The reason is that, with inclusion of a measure of return
on equity in the regression, the coefficient of excess regulatory capital would capture only
the effect of excess regulatory capital on merger activity that would exist with return on
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Summarizing the results reported in tables 3 through 6, we find that coefficients on
measures of excess regulatory capital are generally positive, consistent with the hypothesis
that excess regulatory capital induces or enables BHCs to increase their level of merger
activity, but in most cases are statistically insignificant. Indeed, such coefficients are
statistically significant only when the largest sample is employed, and then only for the
case in which merger activity is measured by the number of annual acquisitions.

Despite these generally weak regression results, it is still possible that the
relationship between excess regulatory capital and BHC merger activity is quantitatively
important, based on the magnitude of estimated coefficients. To address this issue, we
estimate the likely range of the quantitative impact of adoption of the A-IRB approach on
merger activity by combining coefficient estimates with estimates of changes in excess
regulatory capital that might result from adoption of A-IRB.

The Third Quantitative Impact Study (QIS 3) was conducted by the Basel
Comumittee on Banking Supervision to understand the possible effects that the Basel II

proposals (as of late 2002) might have on capital levels across participating banks. !

equity held constant. Thus, for example, the inclusion of return on equity as an additional
explanatory variable would leave no observable effect of excess regulatory capital on
merger activity if excess regulatory capital only affects merger activity through its
influence on the return on equity. It should also be noted that in any model that includes
return on equity, the empirical relationship between return on equity and merger activity
would reflect all aspects of the underlying relationship between the two measures, not just
those related to the effect of excess capital on return on equity.

"*The evolution of the Basel proposal, of course, implies that the QIS 3 may not be a
good indicator of the effect of the present proposal. Another quantitative impact study is
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Based on data for 22 U.S. BHCs, the QIS 3 estimated that adoption of A-IRB would, by
reducing certain risk weights, lead to an average reduction in total risk-weighted assets
(RWA) of 6 percent. This change would have the effect of raising the ratios of tier 1 to
RWA and total capital to RWA. A change in RWA has no effect on the leverage ratio
(total capital to average tangible assets), because the denominator is not based on RWA.
We calculate the three relevant regulatory capital ratios-tier 1 capital to RWA, total
capital to RWA, and tier 1 capital to average tangible assets—for each of the 38 BHCs in
the sample using data from June 30, 2003. We also estimate the value of those ratios
under the A-IRB approach by assuming that RWA would be 6 percent lower than the level
reported as of that date. Then, for both sets of the three ratios, we compute the difference
between each of the ratios and the minimum needed to be considered well capitalized
under PCA standards (see table 1). Next, for both the standard and A-IRB approach, we
take the minimum of the three differences. Finally, we subtract the excess capital figure
computed under current capital rules from the excess capital figure obtained under the A-
IRB approach to get an estimate of the change in excess regulatory capital (expressed as a
ratio) that a BHC would experience with the adoption of the A-IRB approach. It should
be noted that this final figure will be 0 if the BHC were constrained by the leverage ratio
under both capital approaches, since the leverage ratio would be unaffected by adoption of

A-IRB.

planned for later in 2004.
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On average, we find (using QIS 3 results) that adoption of A-IRB would result in
an increase in a BHC’s excess regulatory capital (expressed as a ratio) of 0.31 percentage
points. However, it should be noted that this estimate assumes that every BHC in the
sample experienced an identical change in risk-weighted assets equal to the average. In
actuality, however, the change in risk-weighted assets following adoption of A-IRB
should vary across BHCs. Although not accounting for this variation should affect our
estimates of the change in excess regulatory capital, the results of the exercise should not
be substantially influenced, because we are estimating the likely range of changes in
merger activity, which is rather general.

In order to assess the economic meaning of an increase in excess regulatory capital
of 0.31 percentage points, we employ the regression coefficient on excregcap, as well as
previous levels of BHC merger activity.” Calculations of the range of likely changes in
acquisition activity are based on the smallest and largest estimated coefficients on
excregeap, because they generate the most extreme changes in merger activity that can be
predicted from regression results.

The largest coefficient estimated for the number of deals is 0.19 (table 4), and it

mplies that the average number of mergers conducted by a BHC would increase by 6.1

"*We do not examine the change in merger activity implied by coefficients on
excregeap(1-2) and excregeap(>2) because we estimate that the values of these binary variables
foliowing adoption of A-IRB would change for very few BHCs in our sample.
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percent, given an increase in excess regulatory capital of 0.31 percentage points.”® The
smallest coefficient estimate is -0.087 (table 3) and it corresponds to a decrease in the
number of acquisitions of 2.7 percent. These percent increases translate into very modest
projected changes in merger activity. The average BHC in the full sample of 38 banks
conducted 1.74 deals per year between 1993 and 2002, which is greater than the 1998-
2002 average for the full sample or any of the averages for the smaller sample of very
large BHCs. Given this average number of deals, a 6.1 percent increase would mean an
increase in the average annual number of mergers of only 0.1 acquisitions per large BHC,
and a 2.7 percent decrease would mean 0.05 fewer acquisitions per year for each large
BHC.

With respect to the ratio of acquired banking assets to total BHC assets, the largest
coefficient is 0.049 (table 4) and the smallest one is -0.022 (table 3). Respectively, these
estimates imply changes in the average value of acquired assets to acquirer assets of 1.5
percentage points and -0.7 percentage points following a 0.31 percentage point jump in
excess regulatory capital.”!

Several caveats suggest that these estimated changes in BHC merger activity that

would follow adoption of the A-IRB approach should be viewed as rough, back-of-the-

“For the negative binomial regression, the percentage increase in the number of mergers
for a given change in excess capital (Aexcregeap) can be computed as (100xe®@excrezen)_100),
which in this case equals 100 xe®1%¥¢30_100,

*'The percentage point increase in the ratio of acquired assets to acquirer assets for a
given change in excess capital (Aexcregeap) can be computed simply as 100xBxAexcregeap.
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envelope calculations. First, the analysis is static and does not take into account the effect
of portfolio changes that could accompany adoption. If BHCs increase the relative share
of their assets held in categories that would receive lower risk weights, then the increase in
excess regulatory capital could be greater than the estimate of 0.31 percentage points.
Second, the data used to estimate changes in RWA are based on QIS 3, which analyzed
the effect of the Basel II proposal that was current at the time of the study (late 2002/early
2003). The regulatory capital rules that are ultimately adopted are likely to differ from
those used in QIS 3. Finally, we have noted that the estimated change in excess regulatory
capital incorporated in this analysis is based on the average change in risk-weighted assets
and does not take into account the wide range of possible changes that individual BHCs
may experience.

In summary, our estimates suggest that the likely change in the number of
acquisitions that would follow adoption of the A-IRB capital approach would fall within a
narrow range, and that the number of acquisitions would be unlikely to change much
following adoption. This result is especially notable because the only significant results
obtained in test 1 are for the case in which acquisition activity is measured by the number
of deals. Estimates of the change in the ratio of acquired assets to BHC assets includes
more extreme values and the likely range is therefore larger. However, all of these
estimates are based on statistically insignificant coefficients.

Test 2. Tables 7 and 8 present the results of t-tests that analyze the effect on

merget activity of generally tighter capital requirements brought about by the adoption of
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PCA capital standards. In these two tables, merger activity before PCA is measured as the
average number of mergers per year during the period 1987-1989. Merger activity after
the time that the requirements of PCA should have been foreseen, assumed to be the
beginning of 1991, is measured as the average number of mergers per year for the period
1991-1992.%

Only BHCs judged to be relatively unconstrained by the capital requirements in
effect prior to the advent of PCA (the “old standards™) are included in the comparisons.
Such BHCs are defined as those that met the requirement for being “strongly capitalized”
(primary capital ratio of at least 6.5 percent and total capital ratio of at least 7 percent) as
of December 31, 1986, the start of our pre-PCA period. In addition, we require that the
primary capital and total capital ratios of sample BHCs as of Decembe