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In April 2006 and October 2005, the Federal Reserve Board issued for public comment proposals which creep towards implementation of Basle II.  One proposal for which other banking agencies are not expected to complete their internal review and approval procedures for some time, involves moving certain banks forward to an internal ratings Basel approach.  The other proposal, called Basle IA, is an attempt to enhance the numerically driven Basle I approach by focusing on risk categories the benefits of collateral and guarantors, the treatment of certain commitments, assets and non-accrual loans.

In the United States, banks, thrifts and bank holding companies are currently subject to minimum regulatory capital requirements that include a minimum leverage ratio requirement and minimum risk-based ratio requirements. 

BACKGROUND

The Basel Committee on Banking Supervision (the “BCBS”) has refined its risk based capital approach in a document entitled “International Convergence of Capital Measurement and Capital Standards: A Revised Framework (Basel II)”.

BACKGROUND ON BASEL 


The primary difference between the proposed rule and the current risk-based capital rules is the methodology used for calculating the denominator of the ratios -- risk-weighted assets.  There is a greater reliance on internally generated capital adequacy models in the proposal so the proposal resembles Basel II in that respect.

Basel II is comprised of three pillars: (1) minimum regulatory capital requirements, (2) supervisory review, and (3) market discipline through enhanced public disclosure.
 For both credit risk and operational risk Basel II provides several methodologies for determining risk-based capital requirements.  For credit risk there is (1) a standardized approach, essentially a package of modifications to the Basel I framework, and (2) an internal ratings-based (the “foundation” approach and (3) an internal ratings basel advanced approach (“advanced IRB” approach). The internal ratings based approach use an institution’s internal estimates of key risk parameters in combination with risk-based capital formulas specified by the agencies to derive capital requirements.  For operational risk, Basel II provides three methodologies: (1) the basic indicator approach and (2) the standardized approach (where capital requirements are percentages of gross income), and (3) the advanced measurement approaches (AMA) (where a bank determines its individual approach). 

On August 4, 2003, the U.S. federal banking agencies (focusing solely on the advanced approaches of Basel II) issued for public comment an advanced notice of proposed rulemaking (ANPR) (68 FR 45900) seeking public comment on a preliminary Basel II framework. 

April 2006 Federal Reserve Notice of Proposed Rule

The current NPR focuses on credit risk and operational risk,
 and is therefore a step toward Basel II., since Basel I focused primarily on credit risk.

The current proposal contains the following: 

· criteria for determining which banks are subject to the rule, key definitions, and the minimum risk-based capital ratios. 

· adjustments to the numerator. 

· the qualification process and criteria-for obtaining supervisory approval to use the advanced approaches. 

· the calculation of risk-weighted assets. 

· public disclosure requirements for banks using the advanced approaches. 

Generally, banks applying the proposed rule would use their internal risk measurement systems to estimate risk parameters for exposures. Risk-based capital formulas would be used to transform these risk parameters into risk-weighted-asset amounts for (1) general credit risk (including wholesale
 and retail exposures
), (2) securitization exposures
, and (3) equity exposures
. Credit risk-weighted assets would be the sum of these three amounts, multiplied by 1 06%.  Credit risk-weighted assets plus operational risk-weighted assets would be a bank’s total risk-weighted asset amount. Banks using the MRA would continue to be subject to the MRA and would factor their market risk-equivalent assets into their total risk-weighted asset amount. A bank’s risk-based capital ratio is calculated by dividing its qualifying capital by its total risk-weighted assets. 

A bank would be able to factor into its risk parameter estimates risk mitigating effects.  Under the proposal a bank would be able to recognize the risk-mitigating effects of both financial collateral and nonfinancial collateral, as well as guarantees and credit derivatives, for risk-based capital purposes. 

As a result, three groups of banks would exist: (1) banks that adopt the advanced approaches (core banks which would include both depository institutions or bank holding companies depending on the size); (2) banks that voluntarily adopt the advanced approaches (opt-in banks); and (3) banks that do. not adopt the advanced :approaches (general banks). 

A bank preparing to implement the advanced approaches would have to adopt a written implementation plan, approved by its board of directors, describing in detail how the bank would comply, with the rule’s qualification requirements. The bank would have to establish and maintain a comprehensive and sound planning and governance process to oversee implementation efforts described in its plan and demonstrate to its primary federal supervisor that it meets the qualification requirements for the advanced approaches. A bank would have to complete a satisfactory parallel run, as described below. A core bank would have to adopt an implementation plan no later than six months after it became a core bank. An opt-in bank would be able to adopt an implementation plan at any time, but it would have to give written notice to its primary federal supervisor at least twelve months before it proposes to move to the first transitional floor period.  Before moving to the advanced approaches for risk-based capital purposes, a bank would have to complete a satisfactory parallel run that is at least four consecutive calendar quarters, and during which the bank’s primary federal supervisor deems the bank’s compliance with the qualification requirements to be satisfactory. 

A bank’s advanced approach systems would have to incorporate five interdependent components in a framework for evaluating credit and operational risk and measuring regulatory capital:

· A risk rating and segmentation system that assigns ratings to individual wholesale obligors and exposures and assigns individual retail exposures
 to segments;

· A quantification process that translates the risk characteristics of wholesale obligors and exposures and segments of retail exposures into numerical risk parameters that are used as inputs to the IRB risk-based capital formulas;

· An ongoing process that validates the accuracy of the ratings assignments, segmentations and risk parameters;

· A data management and maintenance system that supports the advanced approach systems; and

· Oversight and control mechanisms that ensure the advanced approach systems are functioning effectively and producing accurate results.

Under the proposal a bank would assign each wholesale exposure to an internal rating grade and would associate a (risk based) PD with each rating grade. 

The proposed rule also sets forth the risk-based capital requirements for unsettled and failed securities, foreign exchange, and commodities transactions. 

As noted above, the proposal includes the AMA for operational risk. Operational risk exposure is the 99.9th percentile of the distribution of potential aggregate operational losses as generated by the bank’s operational risk quantification system over a one-year horizon. In general, a bank’s risk-based capital requirement for operational risk would be the sum of its expected operational loss and unexpected operational loss. 

October 2005 NPR

In October 2005, the U. S. banking agencies issued a document referred to as the Basel IA to solicit comment on ways the general risk-based capital rules might be enhanced to improve risk-sensitivity and to mitigate potential competitive disparities between banks applying the Basel II advanced approaches and those using the general risk-based capital rules. 

In this ANPR, the Agencies are considering:

· Increasing the number of risk-weight categories to which credit exposures may be assigned;

· Expanding the use of external credit ratings as an indicator of credit risk for externally-rated exposures;

· Expanding the range of collateral and guarantors that may qualify an exposure for a lower risk weight;

· Using loan-to-value ratios, credit assessments, and other broad measures of credit risk for assigning risk weights to residential mortgages;

· Modifying the credit conversion factor for various commitments, including those with an original maturity of under one year;

· Requiring that certain loans 90 days or more past due or in a non-accrual status be assigned to a higher risk-weight category;

· Modifying the risk-based capital requirements for certain commercial real estate exposures;

· Increasing the risk sensitivity of capital requirements for other types of retail, multifamily, small business, and commercial exposures; and

· Assessing a risk-based capital charge to reflect the risks in securitizations backed by revolving retail exposures with early amortization provisions.

A. Increase the Number of Risk-Weight Categories

The Agencies’ risk-based capital framework currently has five risk-weight categories: zero, 20, 50, 100, and 200 percent.

This ANPR suggests adding four new risk-weight categories: 35, 75, 150, and 350 percent.  Increasing the number of basic risk-weight categories from five to nine would permit banking organizations to redistribute exposures into additional categories of risk-weights.

B. Use of External Credit Ratings

In November 2001, the federal banking (the “Agencies”) revised their risk-based capital standards to permit banking organizations to rely on external credit ratings that are publicly issued by Nationally Recognized Statistical Rating Organizations (NRSROs)
 to assign risk weights to certain recourse obligations direct credit substitutes, residual interests, and asset- and mortgage-backed securities.
 

The Agencies currently are considering assigning risk weights to the rating categories in a manner similar to that presented in Tables 1 and 2.
 

The Agencies would retain the Recourse Final Rule on sub-investment quality and unrated exposures that adequately reflect the risks associated with these exposures. 

1. Recognized Financial Collateral
The Agencies’ current risk-based capital framework permits lower risk weights for exposures protected by certain types of eligible financial collateral, such as cash on deposit at the banking organization; securities issued or guaranteed by central governments of the OECD countries, U.S. government agencies, and U.S. government-sponsored enterprises; and securities issued by multilateral lending institutions or regional development banks.

The Agencies are considering expanding the list of recognized collateral to include short- or long-term debt securities (for example, corporate and asset- and mortgage-backed securities) that are externally-rated at least investment grade by an NRSRO, or issued or guaranteed by a sovereign central government that is externally-rated at least investment grade by an NRSRO.

To use this expanded list of collateral, banking organizations would be required to have collateral management systems that can track collateral and determine the value of the collateral that the banking organization would be able to realize.

C. One-to-Four Family Mortgages:  First and Second Liens

Under the existing rules, most one-to-four family mortgages that are first liens are generally eligible for a 50 percent risk weight.

The Agencies propose to (1) use LTV to determine risk weights for first lien one-to-four family residential mortgages, (2) require updating periodically, (3) require loan-level or portfolio mortgage insurance to be used to reduce LTV ratios for the purposes of determining capital requirements, (4) consider alternative approaches sensitive to the counterparty credit risk associated with mortgage insurance, and (5) risk-weight floors for certain mortgages subject to mortgage insurance, especially higher-risk loans and novel products.

The Agencies are also considering alternative methods for assessing capital based on the evaluation of credit risk for borrowers of first lien one-to-four family mortgages.

D. Multifamily Residential Mortgages

Under the Agencies’ current existing rules, multifamily (i.e., properties with more than four units) residential mortgages are generally risk-weighted at 100 percent. Certain seasoned multifamily residential loans may, however, qualify for a risk weight of 50 percent.
  The Agencies seek comment and request any available data that might demonstrate that all multifamily loans or specific types of multifamily loans that meet certain criteria. 

E. Other Retail Exposures

Banking organizations also hold many other types of retail exposures, such as consumer loans, credit cards, and automobile loans. The Agencies are considering modifying the risk-based capital rules for these other retail exposures and are seeking information on alternatives for structuring a risk-sensitive approach based on well-known and relevant risk drivers as the basis for the capital requirement.

F. Short-Term Commitments

Under the Agencies’ risk-based capital standards, short-term commitments (with the exception of short-term liquidity facilities providing liquidity support to asset-backed commercial paper (ABCP) programs)
 are converted to an on-balance sheet credit equivalent amount using the zero percent credit conversion factor (CCF).

The Agencies are considering whether this credit risk should be reflected in the risk-based capital requirement. Thus, the Agencies are considering applying a 10 percent CCF on certain short-term commitments.

G. Loans 90 Days or More Past Due or in Nonaccrual

Under the existing risk-based capital rules, loans generally are risk-weighted at 100 percent unless the credit risk is mitigated by an acceptable guarantee or collateral.

Agencies are considering assigning exposures that are 90 days or more past due and those in nonaccrual status to a higher risk-weight category.

H. Commercial Real Estate (CRE) Exposures

The Agencies may revise the capital requirements for certain commercial real estate exposures such as acquisition, development and construction (ADC) loans based on longstanding supervisory concerns with many of these loans. The Agencies are considering assigning certain ADC loans to a higher than 100 percent risk weight.

Therefore, the Agencies are considering exempting ADC loans from the higher risk weight if the ADC exposure meets the Interagency Real Estate Lending Standards regulations
 and the project is supported by a substantial amount of borrower equity for the duration of the facility.

I. Small Business Loans

Under the Agencies’ risk-based capital rules, a small business loan is generally assigned to the 100 percent risk-weight category unless the credit risk is mitigated by an acceptable guarantee or collateral.

To improve the risk sensitivity of their capital rules, the Agencies are considering a lower risk weight for certain business loans under $1 million on a consolidated basis to a single borrower.

J. Early Amortization

Currently, there is no risk-based capital charge against risks associated with early amortization of securitizations of revolving credits (e.g., credit cards).

The early amortization provision in securitizations of revolving retail credit facilities increases the likelihood that investors will be repaid before being subject to any risk of significant credit losses.

Early amortization provisions raise several distinct concerns about the risks to seller banking organizations: (1) The subordination of the seller’s interest in the securitized assets during early amortization to the payment allocation formula, (2) potential liquidity problems for selling organizations, and (3) incentives for the seller to provide implicit support to the securitization transaction—credit enhancement beyond any pre-existing contractual obligations—to prevent early amortization.

While the Agencies did not impose an early amortization capital charge in the Recourse Final Rule, they indicated that they would undertake a comprehensive assessment of the risks imposed by early amortization.

An increasing number of securitizations have been forced to unwind and repay investors earlier than planned. Accordingly, the Agencies are considering assessing risk-based capital against securitizations of personal and business credit card accounts. The Agencies are also considering the appropriateness of applying an early amortization capital charge to securitizations of revolving credit exposures other than credit cards, and request comment on this issue.

CONCLUSION

The two proposals by the U.S. federal banking agencies are an attempt to continue reliance on the Basel I risk based capital approach and also incorporate some elements of Basel II.  These proposed “refinements” would likely create more differences between small and large banks, foreign and domestic banks, and among different strategies, structures, product mix, etc.  Inevitably the decisions, whatever they may be, will be viewed as inexact, crude, and unrealistic, even if viewed as an improvement.

� Pillar 3 of the New Accord, market discipline, complements the risk-based capital requirements and the supervisory review process by encouraging market discipline through enhanced public disclosure. The public disclosure requirements would apply to the top-tier legal entity that is a core or opt-in bank within a consolidated group. The public disclosure requirements are comprised of 11 tables that require detailed information. 


� The federal banking agencies are working on developing an NPR addressing risk-based capital requirements for market risk (market risk NPR). The BCBS issued the market risk amendment to Basel I (MRA) in 1996.  The market risk NPR would take into account modifications to the MRA issued by the BCBS in July 2005.


� Wholesale exposures would include most credit exposures to companies and governmental entities. Wholesale exposures would be subcategorized as high volatility commercial real estate (HVCRE) exposures or non-HVCRE exposures.  A bank would assign five quantitative risk parameters to these exposures. For wholesale exposures, a bank would have to have an internal risk rating system that indicates the likelihood of default of each individual obligor.  Under the proposal, a wholesale obligor would be in default if, for any credit exposure of the bank to the obligor, the bank has placed the exposure on non-accrual status, taken a full or partial charge-off or write-down on the exposure due to the distressed condition of the obligor, or incurred a credit-related loss of 5 percent or more of the exposure’s initial carrying value in connection with the sale of the exposure or the transfer of the exposure to the held-for-sale, available-for sale, trading account, or other reporting category. This proposed definition is different from the proposed definition of default in the ANPR and in Basel II, which is linked to a bank’s determination that a borrower is unlikely to pay its obligations in full, or that the borrower is more than 90 days past due on principal or interest on any material obligation to the bank. Wholesale exposures include credit exposures to a company, individual, sovereign or governmental entity.  Further identified as HVCRE or non-HVCRE exposures.  Basel II identifies five subclasses of specialized lending which are project finance, object, finance, commodities finance, income-producing real estate, and HVCRE.


� Retail exposures would include most credit exposures to individuals and to small businesses that are managed as part of a segment of exposures with similar risk characteristics, rather than on an individual-exposure basis.  A bank would classify retail exposures into three subcategories – residential mortgage exposures, qualifying revolving exposures (QREs, such as credit cards), and other retail exposures.


� Securitization exposures generally would include all asset-backed and mortgage-backed securities held by a bank and any other tranched credit exposures of a bank. The bank would apply one of three general approaches to compute risk-based capital requirements for securitization exposures, subject to various conditions and qualifying criteria: the Ratings-Based Approach (RBA), which uses external ratings to risk-weight exposures; the Internal. Assessment Approach (IAA), which uses internal ratings to risk-weight exposures to asset-backed commercial paper programs (ABCP programs); or the Supervisory Formula Approach (SFA), which uses a supervisory formula to risk-weight exposures. Securitization exposures would include on-balance sheet and off balance sheet credit exposures that arise from a traditional or synthetic securitization. Exposures resulting from the tranching of the risks of nonfinancial assets (such as project or object finance) generally would be treated under the wholesale rules, rather than the securitization rules.  There are three proposed general approaches for determining the risk-based capital requirement for a securitization exposure: a Ratings-Based Approach (RBA), an Internal Assessment Approach (IAA), and a Supervisory Formula Approach (SFA). Under the proposal, a bank would apply the following hierarchy. First, as noted above, a bank would make deductions from tier 1 and tier 2 capital for gains-on sale. Second, if an exposure has an external rating from a nationally recognized statistical rating organization (NARROW) or has an inferred rating (that its, the exposure is senior to another securitization exposure in the transaction that has an external rating from an NARROW) it generally would be subject to the RBA. 


� Equity exposures generally would include securities and instruments that represent a direct or indirect ownership interest in, and a residual claim on, the assets and income of a company. Banks would be able to use an internal model approach (IMA) or, a bank could use a simple risk weight approach (SRWA). 


� For retail exposures, a bank would assign the risk parameters to segments of exposures with homogeneous risk characteristics, rather than to individual exposures.


� A NRSRO is an entity recognized by the Division of Market Regulation of the Securities and Exchange Commission (SEC) as a nationally recognized statistical rating organization for various purposes, including the SEC’s uniform net capital requirements for brokers and dealers.


� Final Rule to Amend the Regulatory Capital Treatment of Recourse Arrangements, Direct Credit Substitutes, Residual Interests in Asset Securitizations, and Asset-Backed and Mortgage-Backed Securities (Recourse Final Rule), 66 FR 59614 (November 29, 2001).


� As more fully discussed in the ANPR, the Agencies are also considering using these tables to risk weight an exposure that is collateralized by debt that has an external rating issued by a NRSRO or that is guaranteed by an entity whose senior long-term debt has an external credit rating assigned by an NRSRO.


� The Agencies’ rules, however, differ somewhat as is described in the Agencies’ joint report to Congress.  See “Joint Report:  Differences in Accounting and Capital Standards among the Federal Banking Agencies”, 57 FR 15379 (March 25, 2005).  The Agencies intend to eliminate these differences in their respective risk-based capital regulations relating to collateralized exposures.  This approach would result in consistent rules governing collateralized transactions in all material respects among the Agencies.


�  To qualify, these loans must meet requirements for amortization schedules, minimum maturity, LTV, and other requirements. See 12 CFR part 3, appendix A § 3(a)(3)(v)(OCC);12 CFR parts 208 and 225, appendix A, § III.C.3(Board);12 CFR part 325, appendix A, §II.C (category 3—50 percent risk weight) (FDIC); 12 CFR 567.1 (definition of qualifying multifamily mortgage loan) (OTS).


� Unused portions of short-term ABCP liquidity facilities are assigned a 10 percent credit conversion factor. See 69 FR 44908 (July 28, 2004).


� See 12 CFR part 34, subpart D (OCC); 12 CFR part 208, subpart E, appendix C (Board); 12 CFR part 365 (FDIC); 12 CFR 560.100–101 (OTS).


�  In October 2003, the Agencies issued another proposed rule that included a risk-based capital charge for early amortization. See 68 FR 56568j, 56571–73 (October 1, 2003).  This proposal was based upon the Basel Committee’s third consultative paper issued April 2003. When the Agencies finalized other unrelated aspects of this proposed rule in Judy 2004, they did not implement the early amortization proposal.  The Agencies determined that the. change was inappropriate because the capital treatment of retail credit, including securitizatlons of revolving credit, was subject to change as the Basel framework proceeded through the United States rulemaking process.  The Agencies, however, indicated that they would revisit the domestic implementation of this issue in the future.  69 FR 44908, 44912-13 (July 28, 2004).
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