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SUMMARY: The Office of the Comptroller of the Currency (OCC), the Board of Governors of
the Federal Reserve System (Board), the Federal Deposit Insurance Corporation (FDIC), and the
Office of Thrift Supervision (OTS) (collectively, the Agencies) are setting forth for industry

comment their current views on a proposed framework for implementing the New Basel Capital



Accord in the United States. In particular, this advance notice of proposed rulemaking (ANPR)
describes significant elements of the Advanced Internal Ratings-Based approach for credit risk
and the Advanced Measurement Approaches for operational risk (together, the advanced
approaches). The ANPR specifies criteria that would be used to determine banking
organizations that would be required to use the advanced approaches, subject to meeting certain
qualifying criteria, supervisory standards, and disclosure requirements. Other banking
organizations that meet the criteria, standards, and requirements also would be eligible to use the
advanced approaches. Under the advanced approaches, banking organizations would use
internal estimates of certain risk components as key inputs in the determination of their

regulatory capital requirements.

DATES: Comments must be received no later than [INSERT DATE 90 DAYS AFTER DATE

OF PUBLICATION IN THE FEDERAL REGISTER].

ADDRESSES: Comments should be directed to:

OCC: Written comments may be submitted electronically to regs.comments@occ.treas.gof or

by mail to Docket No. 03- , Communications Division, Third Floor, Office of the Comptroller of
the Currency, 250 E Street, SW, Washington D.C., 20219. Comments will be available for
inspection and photocopying at that address.

Board: Comments should refer to Docket No. R- and may be mailed to Ms. Jennifer J.
Johnson, Secretary, Board of Governors of the Federal Reserve System, 20" Street and
Constitution Avenue, NW, Washington, D.C., 20551. However, because paper mail in the

Washington area and at the Board of Governors is subject to delay, please consider submitted


mailto:regs.comments@occ.treas.gof

your comments by e:mail to regs.comments@federalreserve.gov., or faxing them to the Office of the

Secretary at 202-452-3819 or 202/452-3102. Members of the public may inspect comments in
Room MP-500 of the Martin Building between 9:00 a.m. and 5:00 p.m. weekdays pursuant to §
261.12, except as provided by § 261.14 of the Board's Rules Regarding Availability of
Information, 12 CFR 261.12 and 261.14.

FDIC: Written comments should be addressed to Robert E. Feldman, Executive
Secretary, Attention: Comments, Federal Deposit Insurance Corporation, 550 170 Street, NW,
Washington, D.C., 20429. Commenters are encouraged to submit comments by facsimile
transmission to (202) 898-3838 or by electronic mail to Comments@FDIC.gov. Comments also
may be hand-delivered to the guard station at the rear of the 550 17" Street Building (located on
F Street) on business days between 8:30 a.m. and 5 p.m. Comments may be inspected and
photocopied at the FDIC’s Public Information Center, Room 100, 801 170 Street, NW,
Washington, D.C. between 9 a.m. and 4:30 p.m. on business days.

OTS: Send comments to Regulation Comments, Chief Counsel’s Office, Office of Thrift
Supervision, 1700 G Street, NW, Washington, D.C. 20552, Attention 2003- . Delivery: Hand
deliver comments to the Guard’s desk, east Lobby entrance, 1700 G Street, NW, from 9:00 a.m.
to 4:00 p.m. on business days, Attention: Regulation Comments, Chief Counsel’s Office,
Attention: No 2003- . Facsimiles: Send facsimile transmissions to FAX Number (202) 906-

6518, Attention No: 2003- . E:Mail: Send e-mails to regs.comments@ots.treas.gov, Attention: No.

2003- and include your name and telephone number. Due to temporary disruptions in mail
service in the Washington, D.C. area, commenters are encouraged to send comments by fax or e-

mail, if possible.
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FOR FURTHER INFORMATION CONTACT:

OCC: Roger Tufts, Senior Economic Advisor (202-874-4925 or roger.tufts@occ.treas.gov),

Tanya Smith, Senior International Advisor (202-874-4735 or tanya.smith@occ.treas.gov), or Ron

Shimabukuro, Counsel (202/874-5090 or ron.shimabukuro@occ.treas.gov).

Board: Barbara Bouchard, Assistant Director (202/452-3072 or barbara.bouchard@frb.gov),

David Adkins, Supervisory Financial Analyst (202/452-5259 or david.adkins@frb.gov), Division of

Banking Supervision and Regulation, or Mark Van Der Weide, Counsel (202/452-2263 or

mark.vanderweide@frb.gov), Legal Division. For users of Telecommunications Device for the Deaf

(“TDD”) only, contact 202/263-4869.
FDIC: Keith Ligon, Chief (202/898-3618 or kligon@fdic.gov), Jason Cave, Chief
(202/898-3548 or jcave@fdic.gov), Division of Supervision and Consumer Protection, or Michael

Phillips, Counsel (202/898-3581 or mphillips@fdic.gov).

OTS: Michael D. Solomon, Senior Program Manager for Capital Policy (202/906-5654);
David W. Riley, Project Manager (202/906-6669), Supervision Policy; or Teresa A. Scott,
Counsel (Banking and Finance) (202/906-6478), Regulations and Legislation Division, Office of

the Chief Counsel, Office of Thrift Supervision, 1700 G Street, NW, Washington, D.C. 20552.
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I. Executive Summary
A. Introduction

In the United States, banks, thrifts, and bank holding companies (banking organizations
or institutions) are subject to minimum regulatory capital requirements. Specifically, U.S.
banking organizations must maintain a minimum leverage ratio and two minimum risk-based
ratios." The current U.S. risk-based capital requirements are based on an internationally agreed
framework for capital measurement that was developed by the Basel Committee on Banking
Supervision (Basel Supervisors Committee or BSC) and endorsed by the G-10 Governors in
1988.% The international framework (1988 Accord) accomplished several important objectives.
It strengthened capital levels at large, internationally active banks and fostered international
consistency and coordination. The 1988 Accord also reduced disincentives for banks to hold
liquid, low-risk assets. Moreover, by requiring banks to hold capital against off-balance-sheet
exposures, the 1988 Accord represented a significant step forward for regulatory capital
measurement.

While the 1988 Accord has been a stabilizing force for the international banking system,
the world financial system has become increasingly more complex over the past fifteen years.
The BSC has been working for several years to develop a new regulatory capital framework that

recognizes new developments in financial products, incorporates advances in risk measurement

" The leverage ratio measures regulatory capital as a percentage of total on-balance-sheet assets as reported in
accordance with generally accepted accounting principles (GAAP) (with certain adjustments). The risk-based
ratios measure regulatory capital as a percentage of both on- and off-balance-sheet credit exposures with some
gross differentiation based on perceived credit risk. The Agencies’ capital rules may be found at 12 CFR Part 3
(OCC), 12 CFR Parts 208 and 225 (Board), 12 CFR Part 325 (FDIC), and 12 CFR Part 567 (OTS).

* The BSC was established in 1974 by the central-bank governors of the Group of Ten (G-10) countries. Countries
are represented on the BSC by their central bank and also by authorities with banking supervisory
responsibilities. Current member countries are Belgium, Canada, France, Germany, Italy, Japan, Luxembourg,
the Netherlands, Spain, Sweden, Switzerland, the United Kingdom, and the United States. The 1988 Accord is
described in a document entitled “International Convergence of Capital Measurement and Capital Standards.”
This document and other documents issued by the BSC are available through the Bank for International
Settlements website at www.bis.org.



and management practices, and more precisely assesses capital charges in relation to risk. On
April 29, 2003, the BSC released for public consultation a document entitled “The New Basel
Capital Accord” (New Accord) that sets forth proposed revisions to the 1988 Accord. The BSC
will accept industry comment on the New Accord through July 31, 2003 and expects to issue a
final revised Accord by the end of 2003. The BSC expects that the New Accord would have an
effective date for implementation of December 31, 2006.

Accordingly, the Agencies are soliciting comment on all aspects of this ANPR, which is
based on certain proposals in the New Accord. Comments will assist the Agencies in reaching a
determination on a number of issues related to how the New Accord would be proposed to be
implemented in the United States. In addition, in light of the public comments submitted on the
ANPR, the Agencies will seek appropriate modifications to the New Accord.
B. Overview of the New Accord

The New Accord encompasses three pillars: minimum regulatory capital requirements;
supervisory review; and market discipline. Under the first pillar, a banking organization must
calculate capital requirements for exposure to both credit risk and operational risk (and market
risk for institutions with significant trading activity). The New Accord does not change the
definition of what qualifies as regulatory capital, the minimum risk-based capital ratio, or the
methodology for determining capital charges for market risk. The New Accord provides several
methodologies for determining capital requirements for both credit and operational risk. For
credit risk there are two general approaches: the standardized approach (essentially a package of
modifications to the 1988 Accord) and the internal ratings-based (IRB) approach (which uses an
institution’s internal estimates of key risk drivers to derive capital requirements). Within the

IRB approach there is a foundation methodology, in which certain risk component inputs are



provided by supervisors and others are supplied by the institutions, and an advanced
methodology (A-IRB), where institutions themselves provide more risk inputs.

The New Accord provides three methodologies for determining capital requirements for
operational risk: the basic indicator approach, the standardized approach, and the advanced
measurement approaches (AMA). Under the first two methodologies, capital requirements for
operational risk are fixed percentages of specified risk measures (for example, gross income).
The AMA provides the flexibility for an institution to develop its own individualized approach
for measuring operational risk, subject to supervisory oversight.

The second pillar of the New Accord, supervisory review, highlights the need for banking
organizations to assess their capital adequacy positions relative to risk (rather than solely to the
minimum capital requirement), and the need for supervisors to review and take appropriate
actions in response to those assessments. The third pillar of the New Accord imposes public
disclosure requirements on institutions that are intended to allow market participants to assess
key information about an institution’s risk profile and its associated level of capital.

The Agencies do not expect the implementation of the New Accord to result in a
significant decrease in aggregate capital requirements for the U.S. banking system. Individual
banking organizations may, however, face increases or decreases in their minimum risk-based
capital requirements because the New Accord is more risk sensitive than the 1988 Accord and
the general risk-based capital rules. The Agencies will continue to analyze the potential impact
of the New Accord on both systemic and individual capital levels.

C. Overview of U.S. Implementation
The Agencies believe that the advanced risk and capital measurement methodologies of

the New Accord are the most appropriate approaches for large, internationally active banking



organizations. As a result, large, internationally active banking organizations in the United
States would be required to use the A-IRB approach to credit risk and the AMA to operational
risk. The Agencies are proposing to identify three types of banking organizations: institutions
subject to the advanced approaches on a mandatory basis (core banks); institutions not subject to
the advanced approaches on a mandatory basis, but that choose voluntarily to apply those
approaches (opt-in banks); and institutions that are not mandatorily subject to and do not apply
the advanced approaches (general banks). Core banks would be those with total banking assets
of $250 billion or more or total on-balance-sheet foreign exposure of $10 billion or more. Both
core banks and opt-in banks (advanced approach banks) would be required to meet certain
infrastructure requirements (including complying with specified supervisory standards for credit
risk and operational risk) and make specified public disclosures before being able to use the
advanced approaches for risk-based regulatory capital calculation purposes.’

General banks would continue to apply the Agencies’ existing risk-based capital rules
(general risk-based capital rules). Because the general risk-based capital rules include a buffer
for risks not easily quantified (for example, operational risk and concentration risk), general
banks would not be subject to an additional direct capital charge for operational risk.

Under this proposal, some U.S. banking organizations would use the advanced
approaches while others would apply the general risk-based capital rules. As a result, the United
States would have a bifurcated regulatory capital framework. That is, U.S. capital rules would
provide two distinct methodologies for institutions to calculate risk-weighted assets (the
denominator of the risk-based capital ratios). Under the proposed framework, all U.S.

institutions would continue to calculate regulatory capital, the numerator of the risk-based capital

3 The Agencies continue to reserve the right to require higher minimum capital levels for individual institutions, on a
case-by-case basis, if necessary to address particular circumstances.



ratios, as they do now. Importantly, U.S. banking organizations would continue to be subject to
a leverage ratio requirement under existing regulations, and Prompt Corrective Action (PCA)
legislation and implementing regulations would remain in effect.* It is recognized that in some
cases, under the proposed framework, the leverage ratio would serve as the most binding
regulatory constraint.

Implementing the capital framework described in this ANPR would raise a number of
significant practical and conceptual issues about the role of economic capital calculations relative
to regulatory capital requirements. The capital formulas described in this proposal, as well as the
economic capital models used by banking organizations, assume the ability to precisely assign
probabilities to future credit and operational losses that might occur. The term “economic
capital” is often used to refer to the amount of capital that should be allocated to an activity
according to the results of such an exercise. For example, a banking organization might compute
the amount of income, reserves, and capital that it would need to cover the 99,9 percentile of
possible credit losses associated with a given type of lending. The desired degree of certainty of
covering losses is related to several factors including, for example, the banking organization’s
target credit rating. The higher the loss percentile the institution wishes to provide protection
against, the less likely the capital held would be insufficient, and the higher the credit rating.

While the Agencies intend to move to a framework where regulatory capital is more
closely aligned to the economic capital substance of risk, the Agencies do not intend to place
sole reliance on the results of economic capital calculations for purposes of computing minimum
regulatory capital requirements. Banking organizations face other risks than credit and

operational risks, and the assumed loss distributions underlying banking organization’s economic

* Thus, for example, to be in the well-capitalized PCA category a bank must have at least a 10 percent total risk-
based capital ratio, a 6 percent Tier 1 risk-based capital ratio, and a 5 percent leverage ratio. The other PCA
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capital calculations are subject to the risk of error. Consequently, the Agencies continue to view
the leverage ratio tripwires contained in existing PCA regulations as important components of
the regulatory capital framework.

The A-IRB Approach for Credit Risk

Under the A-IRB approach for credit risk, an institution’s internal assessment of key risk
drivers for a particular exposure (or pool of exposures) would serve as the primary inputs in the
calculation of the institution’s minimum risk-based capital requirements. Formulas, or risk
weight functions, specified by supervisors would use the banking organization’s estimated inputs
to derive a specific dollar amount capital requirement for each exposure (or pool of exposures).
This dollar capital requirement would be converted into a risk-weighted assets equivalent by
multiplying the dollar amount of the capital requirement by 12.5 — the reciprocal of the 8 percent
minimum capital requirement. Generally, banking organizations using the A-IRB approach
would assign assets and off-balance-sheet exposures into one of three portfolios: wholesale
(corporate, interbank, and sovereign), retail (residential mortgages, qualifying revolving, and
other), and equities. There also would be specific treatments for securitization exposures and
purchased receivables. Certain assets that do not constitute a direct credit exposure (for example,
premises, equipment, or mortgage servicing rights) would continue to be subject to the general
risk-based capital rules and risk weighted at 100 percent. A brief overview of each A-IRB
portfolio follows.

Wholesale (corporate, interbank, and sovereign) exposures

Wholesale credit exposures comprise three types of exposures: corporate, interbank, and
sovereign. Generally, the meaning of interbank and sovereign would be consistent with the

general risk-based capital rules. Sovereign exposures are those to central governments, central

categories also would not change.
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banks, and certain other public-sector entities (PSEs); interbank exposures are primarily
exposures to banks and securities firms; and corporate exposures are exposures to private-sector
companies. Within the wholesale exposure category, in addition to the treatment for general
corporate lending, there would be four sub-categories of specialized lending (SL). These are
project finance (PF), object finance (OF), commodities finance (CF), and commercial real estate
(CRE). CRE is further subdivided into low asset correlation CRE, and high-volatility CRE
(HVCRE).

For each wholesale exposure, an institution would assign four quantitative risk drivers
(inputs): (1) probability of default (PD), which measures the likelihood that the borrower will
default over a given time horizon; (2) loss given default (LGD), which measures the proportion
of the exposure that will be lost if a default occurs; (3) exposure at default (EAD), which is the
estimated amount owed to the institution at the time of default; and (4) maturity (M), which
measures the remaining economic maturity of the exposure. Institutions generally would be able
to take into account credit risk mitigation techniques (CRM), such as collateral and guarantees
(subject to certain criteria), by adjusting their estimates for PD or LGD. The wholesale A-IRB
risk weight function would use all four risk inputs to produce a specific capital requirement for
each wholesale exposure. There would be a separate, more conservative risk weight function for
certain acquisition, development, and construction loans (ADC) in the HVCRE category.

Retail exposures

Within the retail category three distinct risk weight functions are proposed for three
product areas that exhibit different historical loss experiences and different asset correlations.’

The three retail sub-categories would be: (1) exposures secured by residential mortgages and
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related exposures; (2) qualifying revolving exposures (QRE); and (3) other retail exposures.

QRE would include unsecured revolving credits (such as credit cards and overdraft lines) and
other retail would include most other types of exposures to individuals, as well as certain
exposures to small businesses. The key inputs to the three retail risk weight functions would be a
banking organization’s estimates of PD, LGD, and EAD. There would be no explicit M
component to the retail A-IRB risk weight functions. Unlike wholesale exposures, for retail
exposures, an institution would assign a common set of inputs (PD, LGD, and EAD) to
predetermined pools of exposures, which are typically referred to as segments, rather than for
individual exposures.® The inputs would be used in the risk weight functions to produce a capital
charge for the associated pool of exposures.

Equity exposures

Banking organizations would use a market-based internal model for determining capital
requirements for equity exposures in the banking book. The internal model approach would
assess capital based on an estimate of loss under extreme market conditions. Some equity
exposures, such as holdings in entities whose debt obligations qualify for a zero percent risk
weight, would continue to receive a zero percent risk weight under the A-IRB approach to
equities. Certain other equity exposures, such as those made through a small business
investment company (SBIC) under the Small Business Investment Act or a community and
economic development entity (CEDE), generally would continue to be risk weighted at 100
percent under the A-IRB approach to equities. Banking organizations that are subject to the

Agencies’ market risk capital rules would continue to apply those rules to assess capital against

> Asset correlation is a measure of the tendency for the financial condition of a borrower in a banking organization’s
portfolio to improve or degrade at the same time as the financial condition of other borrowers in the portfolio
improve or degrade.
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equity positions held in the trading book.” Banking organizations that are not subject to the
market risk capital rules would treat equity positions in the trading account as if they were in the
banking book.

Securitization exposures

Under the A-IRB treatment for securitization exposures, a banking organization that
originates a securitization would first calculate the amount of capital it would have to hold
against the pool as if it were not securitized (referred to as KIRB). If an originating banking
organization retains a position in a securitization that obligates the banking organization to
absorb losses up to or less than KIRB, the banking organization would deduct the retained
position from capital as is currently required under the general risk-based capital rules. The
general risk-based capital rules require a dollar-for-dollar risk-based capital deduction for certain
residual interests retained by originating banking organizations in asset securitization
transactions regardless of amount. The A-IRB framework would no longer require automatic
deduction of residual interests as currently defined. The amount to be deducted would be capped
at KIRB for most exposures except those specified in the securitization section. For a position in
excess of the KIRB threshold, the banking organization would use an external-ratings-based
approach (if the position has been rated by an external rating agency or a rating can be inferred)
or a supervisory formula to determine the capital charge for the position.

Non-originating banking organizations that invest in a securitization exposure generally

would use an external-ratings-based approach (if the exposure has been rated by an external

6 When the PD, LGD, and EAD parameters are assigned separately to individual exposures, it may be referred to as
a “bottom-up” approach. When those parameters are assigned to predetermined sets of exposures (pools or
segments), it may be referred to as a “top-down’ approach.

” The market risk capital rules were implemented by the banking agencies in 1996. The market risk capital rules
apply to banking organizations whose trading activity (on a consolidated worldwide basis) equals 10 percent or
more of total assets, or $1 billion or more. The market risk capital rules are found at 12 CFR Part 3, Appendix B
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rating agency or a rating can be inferred). For unrated liquidity facilities that banking
organizations provide to securitizations, capital requirements would be based on several factors,
including the asset quality of the underlying pool and the degree to which other credit
enhancements are available. These factors would be used as inputs to a supervisory formula.
Under the A-IRB approach to securitization exposures, banking organizations also would be
required in some cases to hold regulatory capital against securitizations of revolving exposures
that have early amortization features.

Purchased receivables

Purchased receivables, that is, those that are purchased from another institution either
through a one-off transaction or as part of an ongoing program, would be subject to a two-part
capital charge: one part is for the credit risk arising from the underlying receivables and the
second part is for dilution risk. Dilution risk refers to the possibility that contractual amounts
payable by the underlying obligors on the receivables may be reduced through future cash
payments or other credits to the accounts made by the seller of the receivables. The framework
for determining the capital charge for credit risk permits a purchasing organization to use a top-
down (pool) approach to estimating PDs and LGDs when the purchasing organization is unable
to assign an internal risk rating to each of the purchased accounts. The capital charge for dilution
risk would be calculated using the wholesale risk weight function with some additional specified
risk inputs.

The AMA for Operational Risk

Under the A-IRB approach, capital charges for credit risk would be directly calibrated

solely for such risk and, thus, unlike the 1988 Accord, would not implicitly include a charge for

(OCCQ), 12 CFR Parts 208 and 225, Appendix E (Board), and 12 CFR Part 325, Appendix C (FDIC). The OTS,
to date, has not adopted the market risk capital rules.
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operational risk. As a result, the Agencies are proposing that banking organizations operating
under A-IRB also would have to hold capital for exposure to operational risk. The Agencies are
proposing to define operational risk as the risk of losses resulting from inadequate or failed
internal processes, people, and systems, or external events. Under the AMA, each banking
organization would be able to use its own methodology for assessing exposure to operational risk
provided the methodology is comprehensive and results in a capital charge that is reflective of
the operational risk experience of the organization. The operational risk exposure would be
multiplied by 12.5 to determine a risk-weighted assets equivalent, which would be added to the
comparable amounts for credit and market risk in the denominator of the risk-based capital
ratios. The Agencies will be working closely with institutions over the next few years as
operational risk measurement and management techniques continue to evolve.

Other Considerations

Boundary issues

With the introduction of an explicit regulatory capital charge for operational risk, an issue
arises about the proper treatment of losses that can be attributed to more than one risk factor. For
example, where a loan defaults and the banking organization discovers that the collateral for the
loan was not properly secured, the banking organization’s resulting losses would be attributable
to both credit and operational risk. The Agencies recognize that these types of boundary issues
are important and have significant implications for how banking organizations would compile
loss data sets and compute the regulatory capital charge.

The Agencies are proposing the following standard to govern the boundary between
credit and operational risk: A loss event that has characteristics of credit risk would be

incorporated into the credit risk calculations for regulatory capital. This would include credit-
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related fraud losses. Thus, in the above example, the loss from the loan would be attributed to
credit risk for regulatory capital purposes. This separation between credit and operational risk is
supported by current U.S. accounting standards for the treatment of credit risks.

With regard to the boundary between the trading book and the banking book, for
institutions subject to the market risk rules, positions currently subject to those rules include all
positions held in the trading account consistent with GAAP. The New Accord proposed
additional criteria for positions includable in the trading book for purposes of market risk capital
requirements. The Agencies encourage comment on these additional criteria and whether the
Agencies should consider adopting such criteria (in addition to the GAAP criteria) in defining
the trading book under the Agencies’ market risk capital rules. The Agencies are seeking
comment on the proposed treatment of the boundaries between credit, operational, and market
risk.

Supervisory considerations

The advanced approaches introduce greater complexity to the regulatory capital
framework and would require a high level of sophistication in the banking organizations that
implement the advanced approaches. As a result, the Agencies propose to require core and opt-
in banks to meet certain infrastructure requirements and comply with specific supervisory
standards for credit risk and supervisory criteria for operational risk. In addition, banking
organizations would have to satisfy a set of public disclosure requirements as a prerequisite for
approval to using the advanced approaches. Supervisory guidance for each credit risk portfolio
type, as well as for operational risk is being developed to ensure a sufficient degree of
consistency within the supervisory framework, while also recognizing that internal systems will

differ between banking organizations. The goal is to establish a supervisory framework within
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which all institutions must develop their internal systems, leaving exact details to each
institution. In the case of operational risk in particular, the Agencies recognize that measurement
methodologies are still evolving and flexibility is needed.

It is important to note that supervisors would not look at compliance with requirements,
or standards alone. Supervisors also would evaluate whether the components of an institution’s
advanced approaches are consistent with the overall objective of sound risk management and
measurement. An institution would have to appropriately use the advanced approaches across all
material business lines, portfolios, and geographic regions. Exposures in non-significant
business units as well as asset classes that are immaterial in terms of size and perceived risk
profile may be exempted from the advanced approaches with supervisory approval. These
immaterial portfolios would be subject to the general risk-based capital rules.

Proposed supervisory guidance for corporate credit exposures and for operational risk is

provided separately from this ANPR in today’s Federal Register. The draft supervisory guidance

for corporate credit exposures is entitled “Supervisory Guidance on Internal-Ratings-Based
Systems for Corporate Credit.” The guidance includes specified supervisory standards that an
institution’s internal rating system for corporate exposures would have to satisfy for the
institution to be eligible to use the A-IRB for credit risk. The draft operational risk guidance is
entitled “Supervisory Guidance on Operational Risk Advanced Measurement Approaches for
Regulatory Capital.” The operational risk guidance includes identified supervisory standards for
an institution’s AMA framework for operational risk. The Agencies encourage commenters to
review and comment on the draft guidance pieces in conjunction with this ANPR. The Agencies
intend to issue for public comment supervisory guidance on retail credit exposures, equity

exposures, and securitization exposures over the next several months.
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Supervisory review

As mentioned above, the second pillar of the New Accord focuses on supervisory review
to ensure that an institution holds sufficient capital given its risk profile. The concepts of Pillar 2
are not new to U.S. banking organizations. U.S. institutions already are required to hold capital
sufficient to meet their risk profiles, and supervisors may require that an institution hold more
capital if its current levels are deficient or some element of its business practices suggest the
need for more capital. The Agencies also have the right to intervene when capital levels fall to
an unacceptable level. Given these long-standing elements of the U.S. supervisory framework,
the Agencies are not proposing to introduce specific requirements or guidelines to implement
Pillar 2. Instead, existing guidance, rules, and regulations would continue to be enforced and
supplemented as necessary as part of this proposed new regulatory capital framework. However,
all institutions operating under the advanced approaches would be expected by supervisors to
address specific assumptions embedded in the advanced approaches (such as diversification in
credit portfolios), and would be evaluated for their ability to account for deviations from the
underlying assumptions in their own portfolios.
Disclosure
An integral part of the advanced approaches is enhanced public disclosure practices, and thereby,
improved transparency. Under the Agencies’ proposal, specific disclosure requirements would
be applicable to all institutions using the advanced approaches. These disclosure requirements
would encompass capital, credit risk, credit risk mitigation, securitization, market risk,

operational risk, and interest rate risk in the banking book.
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D. Competitive Considerations

It is essential that the Agencies gain a full appreciation of the possible competitive equity
concerns that may be presented by the establishment of a new capital framework. The creation
of a bifurcated capital framework in the United States -- one set of capital standards applicable to
large, internationally active banking organizations (and those that choose to apply the advanced
approaches), and another set of standards applicable to all other institutions -- has created
concerns among some parties about the potential impact on competitive equity between the two
sets of banking organizations. Similarly, differences in supervisory application of the advanced
approaches (both within the United States and abroad) among large, internationally active
institutions may pose competitive equity issues among such institutions.

The New Accord relies upon compliance with certain minimum operational and
supervisory requirements to promote consistent interpretation and uniformity in application of
the advanced approaches. Nevertheless, independent supervisory judgment will be applied on a
case-by-case basis. These processes, albeit subject to detailed and explicit supervisory guidance,
contain an inherent amount of subjectivity and must be assessed by supervisors on an ongoing
basis. This supervisory assessment of the internal processes and controls leading to an
institution’s internal ratings must maintain the high level of internal risk measurement and
management processes contemplated in this ANPR.

The BSC’s Accord Implementation Group (AIG), on which the Agencies play an active
role, will seek to ensure that all jurisdictions will uniformly apply the same high qualitative and
quantitative standards to internationally active banking institutions. However, to the extent that
different supervisory regimes implement these standards differently, there may be competitive

dislocations. One concern is that the U.S. supervisory regime will impose greater scrutiny in its
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implementation standards, particularly given the extensive on-site presence of bank examiners in
the United States.

Quite distinct from the need for a level playing field among internationally active
institutions are the competitive concerns of those institutions that do not elect to adopt or may
not qualify for the advanced approaches. Some banking organizations have expressed concerns
that small or regional banks would become more likely to be acquired by larger organizations
seeking to lever capital efficiencies. There also is a qualitative concern about the impact of
being considered a “second tier” institution (one that does not implement the advanced
approaches) by the market, rating agencies, or sophisticated customers such as government or
municipal depositors and borrowers. Finally, there is the question of what, if any, competitive
distortions might be introduced by differences in regulatory capital minimums for loans or
securities with otherwise similar risk characteristics, and the extent to which such distortions
may be mitigated in an environment in which well-managed banking organizations continue to
hold excess capital.®

Because the advanced framework in the ANPR is more risk-sensitive than the 1988
Accord and the general risk-based capital rules, banking organizations under the advanced
approaches would face increases in their minimum risk-based capital charges on some assets and
decreases on others. The results of a Quantitative Impact Study (QIS3) the BSC conducted in
late 2002 indicated the potential for the advanced approaches described in this document to

produce significant changes in risk-based capital requirements for specific activities; the results

¥ The Agencies note that under the general risk-based capital rules some institutions currently are able to hold less
capital than others on some types of assets (for example, through innovative financing structures or use of credit
risk mitigation techniques). In addition, some institutions may hold lower amounts of capital because the market
perceives them as highly diversified, while others hold higher amounts of capital because of concentrations of
credit risk or other factors.
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also varied on an institution-by-institution basis. The results of QIS3 can be found at
www.bis.org and some references to various results are noted at pertinent places in this ANPR.

The Agencies do not believe the results of QIS3 are sufficiently reliable to form the basis
of a competitive impact analysis, both because the inputs to the study were provided on a best-
efforts basis and because the proposals in this ANPR are in some cases different than those that
formed the basis of QIS3. The Agencies are nevertheless interested in views on how the changes
in regulatory capital (for the total of credit and operational risk) of the magnitude described in
QIS3, if such changes were in fact realized, would affect the competitive landscape for domestic
banking organizations.

The Agencies plan to conduct at least one more QIS, and potentially other economic
impact analyses, to better understand the potential impact of the proposed framework on the
capital requirements for individual U.S. banking organizations and U.S. banking organizations as
a whole. This may impact the Agencies’ further proposals through recalibrating the A-IRB risk
weight formulas and making other modifications to the proposed approaches if the capital
requirements do not seem consistent with the overall risk profiles of banking organizations or
safe and sound banking practices.

If competitive effects of the New Accord are determined to be significant, the Agencies
would need to consider potential ways to address those effects while continuing to seek to
achieve the objectives of the current proposal. Alternatives could potentially include
modifications to the proposed approaches, as well as fundamentally different approaches. The
Agencies recognize that an optimal capital system must strike a balance between the objectives
of simplicity and regulatory consistency across banking organizations on the one hand, and the

degree of risk sensitivity of the regulation on the other. There are many criteria that must be
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evaluated in achieving this balance including the resulting incentives for improving risk
measurement and management practices, the ease of supervisory and regulatory enforcement, the
degree to which the overall level of regulatory capital in the banking system is broadly
preserved, and the effects on domestic and international competition. The Agencies are
interested in commenters’ views on alternatives to the advanced approaches that could achieve
this balance, and in particular on alternatives that could do so without a bifurcated approach.’

The Agencies are committed to investigate the full scope of possible competitive impact
and welcome all comments in this regard. Some questions are suggested below that may serve to
focus commenters’ general reactions. More specific questions also are suggested throughout the
ANPR. These questions should not be viewed as limiting the Agencies’ areas of interest or
commenters’ submissions on the proposals. The Agencies encourage commenters to provide
supporting data and analysis, if available.

What are commenters’ views on the relative pros and cons of a bifurcated
regulatory framework versus a single regulatory framework? Would a bifurcated
approach lead to an increase in industry consolidation? Why or why not? What
are the competitive implications for community and mid-size regional banks?
Would institutions outside of the core group be compelled for competitive reasons
to opt-in to the advanced approaches? Under what circumstances might this
occur and what are the implications? What are the competitive implications of
continuing to operate under a regulatory capital framework that is not risk
sensitive?

If regulatory minimum capital requirements declined under the advanced
approaches, would the dollar amount of capital these banking organizations hold
also be expected to decline? To the extent that advanced approach institutions
have lower capital charges on certain assets, how probable and significant are
concerns that those institutions would realize competitive benefits in terms of
pricing credit, enhanced returns on equity, and potentially higher risk-based
capital ratios? To what extent do similar effects already exist under the current
general risk-based capital rules (e.g., through securitization or other techniques

? In this regard, alternative approaches would take time to develop, but might present fewer implementation
challenges. Additional work would be necessary to advance the goal of competitive equity among
internationally active banking organizations.