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Assets; Market Discipline and Disclosure Requirements (RIN 3064-AD96); Regulatory Capital
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To Whom it May Concern:

Americans for Financial Reform (“AFR”) appreciates this opportunity to comment on the above-
referenced notices of proposed rulemaking (the “Proposed Rules”) by the Federal Deposit
Insurance Corporation, the Federal Reserve Board, and the Office of the Comptroller of the
Currency (the “Agencies”). AFR is a coalition of over 250 national, state, local groups who have
come together to advocate for reform of the financial industry. Members of AFR include
consumer, civil rights, investor, retiree, community, labor, faith based, and business groups along
with prominent independent experts.



Overview And Central Recommendation

These Proposed Rules build on a 20-year history of regulatory capital rules promulgated by the
Basel Commission. That 20-year history has been a failure, culminating in the worst financial
crisis since the Great Depression. This record demands a more fundamental reconsideration of
the Basel regulatory capital model than is evident in these Proposed Rules. Regulators should
dramatically lessen the reliance on complex, mechanistic risk adjustments and instead move
toward significantly higher base levels of capital requirements.

This is particularly important in the case of leverage capital. The emphasis of capital regulation
needs to shift from a primary emphasis on risk-adjusted capital with low leverage ratios as a
backstop, to a more primary emphasis on adequate leverage ratios with risk-adjusted capital
ratios used as a backstop to prevent arbitrage of leverage ratios through excessive investments in
risky assets. No single capital metric can be a cure-all, but the lack of primary emphasis on
leverage ratios has been a grave flaw in the Basel framework.

A primary emphasis on leverage ratios would reduce the opportunities for the arbitrage that made
risk-weighted capital measures under previous Basel regimes essentially useless. It is well

known that risk-weighted capital measures had no predictive power for the failure of large banks
in the financial crisis, while much simpler leverage ratios did.* For an even more recent example
of the failure of Basel risk weights, consider the example of the recent bailout of Dexia. This
bank became insolvent despite registering core Tier 1 capital levels higher than those required in
this proposal. A year prior to the bailout, the bank’s core risk-based capital levels were measured
in excess of 10 percent, even though leverage ratios were over 50 to 1.2

The historical failure of risk-based capital metrics calls for a fundamental shift in the structure of
bank capital regulation. As many observers have commented, the byzantine complexity of risk
adjustments and the excessive reliance on bank internal modeling have been deeply
counterproductive.® The reliance on complex internal models has undermined what should be
the central regulatory goal — limiting excessive leverage. This implies that regulators should
place significantly heightened leverage capital requirements at the center of their regulatory
response to the financial crisis.

This proposal does not do that. We appreciate that these rules strengthen the definition of capital
and marginally increase Tier 1 common equity requirements. However the required capital levels
here still fall well short of what both common sense and bipartisan independent experts conclude

1 Haldane, Andrew, “The Dog And The Frisbee”; International Monetary Fund (2009), “Global Financial Stability
Report, Chapter 3”.

2 De Groen, Willem Pieter, “A Closer Look At Dexia: The Case of the Misleading Capital Ratios”, CEPS
Commentary, October 19, 2011; “Deterioration of the Environment In the Second Half of 2011 Leads The Group to
Announce Radical Restructuring Measures”, Dexia Press Release, February 23, 2012.

3 Haldane, op cit., Hoenig, Thomas, “Back to Basics: A Better Alternative to Basel Capital Rules”, Speech to
American Banker Regulatory Symposium, September 14, 2012,
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would be necessary to protect taxpayers from yet another financial system catastrophe.
Furthermore, the maintenance of excessive reliance on risk weighting, complex exposure
modeling, and various means of moving exposures off the balance sheet continues to invite
banks to game the system and reduce their actual capital ratios even further.

The 3 to 4 percent leverage ratios required here are far too low. They are comparable to leverage
ratios already existing under U.S. Prompt Corrective Action rules that were demonstrably
inadequate to prevent the crisis. Adding to the impression that the leverage ratio is essentially a
regulatory afterthought, increases in leverage capital requirements are not paired with the risk-
adjusted capital buffers that are a central part of the new capital framework. This means that
requirements to raise additional risk-adjusted capital are not paired with requirements to
demonstrate lower absolute leverage.

As an example of the kind of leverage ratios that would be more effective, the Systemic Risk
Council, a bipartisan group of former U.S. regulators and prominent members of the financial
industry, has called for a minimum leverage requirement of at least 8 percent core Tier 1 capital.*
This obviously also implies a significantly higher level of risk-based capital than the 7 percent
requirement proposed here (including the conservation buffer).

Such higher capital levels are economically justified. Numerous prominent economists have
argued that the relatively high private costs of additional capital is driven by various public
subsidies to leverage, and the true economic cost of higher equity levels are far lower.’
Unfortunately, this proposal appears to have instead been guided by the Basel Committee’s own
economic analysis of the impact of higher capital levels. As AFR has argued previously, this
analysis is deeply flawed.® For example, the Basel analysis assumes that all private costs of
increased capital will be passed on to borrowers and none will be absorbed through reductions in
executive compensation or other cost-cutting measures at banks, sets an inappropriately high
return on equity, and does not count any costs of undercapitalization short of bank failure. Yet
even this flawed analysis recommends minimum core Tier 1 capital levels that are in excess of
those required here.’

In addition to strengthening this rule itself, it is important that the Agencies use additional
upcoming rules and changes in bank regulation to address some of the fundamental problems
with these rules. This proposed rule does not contain several of the most important Basel

4 Systemic Risk Council, “Comment on Regulatory Capital Rules”, October 4, 2012.

5Admati, Anat R.,, DeMarzo, Peter M., Hellwig, Martin F. and Pfleiderer, Paul C., Fallacies, Irrelevant Facts, and
Myths in the Discussion of Capital Regulation: Why Bank Equity is not Expensive (March 23, 2011). Rock
Center for Corporate Governance at Stanford University Working Paper No. 86; Hanson, Samuel Gregory,
Kashyap, Anil K. and Stein, Jeremy C., A Macroprudential Approach to Financial Regulation (November 12,
2010). Chicago Booth Research Paper No. 10-29.

6 Americans for Financial Reform, “Comment to Basel Committee: Consultative Document on Global Systemically
Important Banks”, August 26, 2011.

7 Basel Committee on Banking Supervision, “An Assessment of the Long-Term Economic Impact of Stronger
Capital and Liquidity Requirements”, August, 2010.



http://www.federalreserve.gov/SECRS/2012/October/20121009/R-1442/R-1442_100412_108558_530565933983_1.pdf
http://ssrn.com/abstract=1669704
http://ssrn.com/abstract=1669704
http://ssrn.com/abstract=1708173
http://ourfinancialsecurity.org/blogs/wp-content/ourfinancialsecurity.org/uploads/2011/08/AFR-Basel-Comment-8-26-112.pdf
http://ourfinancialsecurity.org/blogs/wp-content/ourfinancialsecurity.org/uploads/2011/08/AFR-Basel-Comment-8-26-112.pdf
http://www.bis.org/publ/bcbs173.pdf
http://www.bis.org/publ/bcbs173.pdf

proposals, including the new capital surcharge for Systemically Important Banks (G-SIBs), the
various new liquidity reserve requirements, and the results of the current Fundamental Review of
the Trading Book. Strengthening of the Basel G-SIB surcharges (including the addition of a
leverage ratio surcharge) could significantly raise capital standards at the largest banks. Proper
implementation of liquidity reserves, which should be supplemented with direct limitations on
excessive reliance on short-term funding, would also improve financial stability. Finally, using
the Fundamental Review to better address problems with modeling trading exposures would help
address one of the key sources of undercapitalization.

As AFR has stated in a previous comment to the Federal Reserve Board, we feel that Basel
proposals in some of these areas are inadequate and structurally flawed. However, since the
Basel standards are a minimum and not a maximum, U.S. regulators are free to strengthen them.
A more accurate economic analysis of the costs of capital requirements should make clear the
need to do so.

Another opportunity to address issues in the capital framework lies in the emerging international
movement to limit bank securities market activities. This movement is expressed in the VVolcker
Rule in the United States, the Vickers Commission proposal in the UK, and the Liikanen plan in
Europe. The so-called ‘swaps push-out rule’ in the U.S. (Section 716 of the Dodd-Frank Act)
also contemplates the separation of complex derivatives speculation from core banking. An
important driver of the excessive complexity in bank capital regulation is the complexity of the
securities market activities that systemically critical ‘too-big-to-fail’ banks are permitted to
engage in. Reducing this complexity and restoring a distinction between securities market
speculation and core banking will allow regulators to rely more on informed discretion and less
on complex models. It will also reduce the possibilities for arbitrage of capital limits.

Summary of Additional AFR Recommendations

As implied by the overview discussion above, the most fundamental AFR recommendation is
simply to increase the core leverage and capital requirements in this proposal. Regulators should
rely much more on these clear high standards supplemented with regulatory oversight, and much
less on complex risk adjustments. As we will detail in an upcoming letter, an economic analysis
using reasonable assumptions would support significantly higher capital and leverage
requirements. Higher core leverage requirements would also reduce reliance on the numerous
complex model-based adjustments in this rule.

In addition to this broad recommendation, AFR has a number of detailed recommendations
within the framework of the current proposal. Some of these recommendations, such as pairing
capital with leverage buffers, move in the same direction as a higher base leverage requirement.
Other recommendations address important issues that would remain vital even if baseline
leverage limits were increased, such as the valuation of derivatives exposures.



First, there are a number of reforms in the proposed rule targeted at some of the worst flaws of
the previous capital regime. If this proposed new capital regime is to make any progress at all in
containing the excesses that led to the disastrous 2008 financial crisis, it is vital that these
proposed improvements to the strength and adequacy of capital regulation be maintained and
built upon in the final rule. These reforms include:

e A greatly improved definition of core tier one (common equity) capital that is more
genuinely loss-absorbing than the core capital permitted under previous regimes.

e The addition of a capital conservation buffer and a potential countercyclical buffer for
larger banks as well.

e The supplementation of risk-adjusted capital metrics with a leverage ratio based on total
assets. This is an important conceptual step, even though the leverage ratio is far too low.
This step is particularly important for the supplementary leverage ratio targeted at large
bank holding companies.

e The identification of risk-adjusted capital calculated under the Standardized Approach as
the generally applicable capital floor required for all banks. This somewhat reduces the
emphasis on bank internal modeling.

e New restrictions on eligible credit guarantors and new requirements for credit guarantee
instruments. If properly managed, these could help to prevent inappropriate migration of
risk outside of regulatory oversight or capital requirements.

e More sensitive capital risk weights for residential housing and commercial real estate,
two areas that were at the epicenter of the crisis.

e New capital rules for instruments held on the trading book that per Basel Committee
studies should result in tripling trading book capital. The trading book was an area of
extreme undercapitalization leading into the crisis.

e New disclosure requirements for large banks that, while imperfect, should improve
balance sheet transparency.

The new reforms are most relevant for the nation’s largest banks. This is entirely appropriate as
these banks were major drivers of the systemic crisis of 2008-2010 and remain the greatest threat
to financial stability. Large banks will be most impacted by new trading book capital rules, the
standardized approaches floor, new disclosure rules, and variety of other changes.

However, it should not be forgotten that the crisis led to the failures of almost 400 community
banks and drained the FDIC Deposit Insurance Fund to a low point of a negative $21 billion
deficit in 2009. The Deposit Insurance Fund still remains far below required reserve levels, and
the increase in the size of the deposit guarantee to $250,000 raises taxpayer exposure going



forward. Thus, while it is reasonable for regulators to reduce the complexity and burden of
compliance with these Proposed Rules for smaller banks, it is important to maintain key reforms
for community banks as well. Central reforms such as the changes in the definition of capital, the
capital conservation buffer (although not the countercyclical buffer), and important changes in
the Standardized Approach to risk weighting should be maintained for all banks regardless of
size.

Despite the presence of some improvements, and in addition to the broad issue raised above,
there are specific weaknesses in the details of the capital and risk adjustment framework in the
proposed rule. Some AFR recommendations for improvements and clarifications to the rule are
listed below and are then discussed in more detail in the main body of this comment.

Recommendations Most Relevant To Regulatory Capital, Implementation of Basel 111, Minimum
Regulatory Capital Ratios, Capital Adequacy, Transition Provisions, and Prompt Corrective
Action (RIN 3064-AD95)

e New capital buffers should also be reflected in steps up in the leverage floor as well.

e The supplementary leverage ratio should be phased in more rapidly, and total assets
for the leverage calculation should be assessed based on International Financial
Reporting Standard (IFRS) accounting.

e The countercyclical buffer is a positive aspect of the rule but should not be reserved
solely for periods of ‘excessive credit growth’. Instead it should be linked to periods
of general economic growth and high financial sector profits.

e Restrictions on compensation and dividend payouts for banks that fall below capital
thresholds should be strengthened, particularly in the area of executive pay.

Recommendations Most Relevant To Standardized Approach for Risk-weighted Assets; Market
Discipline and Disclosure Requirements (RIN 3064-AD96)

e These rules still excessively privilege lending within the financial system over
lending to real economy businesses and consumers. Increases in risk weights for
exposures to other banks can help address this issue.

e Weighting for sovereign exposures needs to be made more risk sensitive.

e The definition of Category 2 residential mortgages should be based on product
features and not on underwriting characteristics. In addition, Category 2 mortgages
should be defined so as not to discourage responsible loan modifications for troubled
borrowers.



Recommendations Most Relevant to Modeling Choices Under the Standardized Approaches (RIN
3064-AD96) And/Or Advanced Approaches Risk-based Capital Rule; Market Risk Capital Rule
(RIN 3064-AD97)

e The Standardized Approaches still permit excessive bank reliance on internal models.

e Exposure calculations for derivatives are not sufficiently conservative. Exposure
calculations should be strengthened in a number of ways. This can also help improve
incentives for derivatives transfer to central counterparties.

e The rules place an excessive reliance on credit default swaps (CDS) as a credit risk
mitigant. As is these rules will lead to a significant increase in reliance on CDS
markets that have been shown to be problematic.

Discussion of Recommendations

Recommendations Most Relevant To Regulatory Capital, Implementation of Basel 111,
Minimum Regulatory Capital Ratios, Capital Adequacy, Transition Provisions, and Prompt
Corrective Action (RIN 3064-AD95)

New Capital Buffers Should Also Be Reflected In Leverage Ratios

This rule requires that banks maintain a 2.5 percent ‘capital conservation buffer’ in addition to
the 4.5 percent minimum level of core Tier 1 Common Equity. Large banks may also be required
to hold an additional 2.5 percent buffer for counter cyclical purposes. Both of these additional
buffers are based entirely on risk-weighted capital levels and contain no counterpart in leverage
requirements.

Yet risk-weighted assets can clearly be a highly deceptive guide to overall leverage. Since 2008,
the two specialist U.S. investment banks have managed to double total assets without any change
in risk-weighted assets. When derivatives exposures are measured according to International
Financial Reporting System (IFRS) standards, the overall ratio of risk-weighted to total assets in
the U.S. banking system is roughly 46 percent, indicating significant scope for manipulating the
relationship between these metrics.® As discussed in the Overview above, numerous studies have
found that prior to the crisis risk-weighted assets did not predict bank failure while leverage did.

All these considerations indicate that if regulators wish to ensure that additional capital buffers
genuinely reflect higher loss absorbency, they should include additional leverage standards in
these buffers.

Phase In the Supplementary Leverage Ratio More Rapidly, and Measure Total Bank Assets For
This Ratio Using International Financial Reporting Standards (IFRS) Standards

8Blundell-Wignall, Adrian, and Paul E. Atkinson, “Deleveraging, Traditional vs. Capital Markets”, OECD
Journal, Volume 2012, Issue 1.
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The Agencies have proposed to set the supplementary leverage ratio for larger banks at a low 3
percent (33 to 1) leverage ratio and to forego supplementing capital buffers with an additional
leverage requirement. These choices indicate that the supplementary leverage ratio is intended
simply as an emergency regulatory backstop to risk weighted assets.

As discussed in the Overview, AFR disagrees with this approach. However, if the Agencies
proceed in this way then it seems inconsistent to set a six-year phase in period (until 2018) and to
exclude a wide range of assets from its measurement. If the leverage ratio is conceived as an
emergency backstop intended to trigger regulatory action when risk-based capital standards do
not, it seems more important that it take effect more quickly and also that it be calculated against
the full range of assets that might appear on the bank balance sheet.

In addition to the slow phase in period, the Agencies effectively exclude a wide range of
derivatives and off-balance sheet exposures from the purview of this already low leverage ratio.
Under the current proposal, which permits extensive netting of derivatives exposures and does
not include off balance sheet securities lending exposures, the supplementary leverage ratio
proposal depends too heavily on what are effectively risk adjustments to the bank asset base.
This defeats the purpose of a leverage ratio.

A straightforward way to address this issue is to set the leverage ratio asset measurement using
IFRS accounting, which makes it more difficult to net derivatives exposures and also forces
recognition of more off balance sheet securities lending exposures. The difference made by this
adjustment would be considerable, as derivatives exposures measured under IFRS are five to ten
times those recognized under Generally Accepted Accounting Practices (GAAP).? Yet in many
ways it would give a more accurate perspective on the bank’s total potential liabilities. GAAP
accounting focuses on whether netting can be achieved in case of default. But derivatives
exposures may trigger a run prior to default, as counterparties novate away from the bank if they
perceive weakness.'® This kind of liquidity exposure is an important vulnerability that leverage
standards are also designed to protect against. A similar phenomenon can occur with off balance
sheet securities lending exposures which can trigger collateral calls, as occurred in the MF
Global situation. IFRS also forces recognition of this type of exposure.™

In the case of risk adjusted capital, there is certainly a case for adjusting some of these exposures
downward to recognize the risk reduction that can occur with proper netting. However, leverage
ratios are specifically intended not to be risk adjusted metrics, and to give a picture of total bank
exposures. Instead, the treatment of derivatives exposure under the supplementary leverage ratio

9 Corbi, Antonio, “Netting and Offsetting: Reporting Derivatives Under U.S. GAAP And IFRS”, International
Swaps and Derivatives Association, 2012.

10 Duffie, Darrell, “The Failure Mechanics of Dealer Banks”, Bank of International Settlements, Working Paper
301, March, 2010.

11 Elias, Christopher, “Off Balance Sheet Repo Risks Come Back to Bite”, Thomson Reuters News and Insight,
November 17, 2011.



http://www2.isda.org/attachment/NDQxOA==/Offsetting%20under%20US%20GAAP%20and%20IFRS%20-%20May%202012.pdf
http://www.bis.org/publ/work301.pdf
http://newsandinsight.thomsonreuters.com/Securities/Insight/2011/11_-_November/Off_balance_sheet_repo_risks_come_back_to_bite/

appears to explicitly replicate the risk adjustment methods used under Section 34 of the
Standardized Approaches for assessing derivatives exposures.

The Countercyclical Buffer Should Not Be Reserved Exclusively For Periods of ‘Excessive
Credit Growth’

The regulatory option to institute an additional countercyclical buffer for large banks is a
valuable element of this rule. However, the proposal states several times that this countercyclical
buffer will be reserved for periods of ‘excessive credit growth’ (see e.g. CFR 52805). This makes
the use of the buffer dependent on the inherently difficult judgment of whether a period of rapid
credit growth is ‘excessive’ or is justified by economic fundamentals. Especially during such a
‘bubble’ period, there are likely to be many justifications available for why credit growth is not
in fact excessive.

Rather than make use of the countercyclical buffer dependent on spotting whether credit growth
is excessive or represents a ‘bubble’, use of the buffer should be tied to readily available
indicators of economic growth, employment, and financial sector profits. These metrics alone
could allow raising of capital during periods when such capital is relatively easy to raise and will
impose far lower costs on the economy than the deleveraging that additional capital could
prevent during an economic slowdown. Such measures could include growth relative to potential
growth, employment relative to potential full employment, and financial sector profitability.
While macroeconomic metrics like potential growth do involve many assumptions, they are
readily available as part of macroeconomic forecasting and will be less controversial than a
determination of whether credit growth is excessive.

The goal of the countercyclical buffer should be to raise additional capital at times when such
capital is easy to raise. The ability to draw down the buffer during periods of economic
slowdown without requiring deleveraging due to asset cutbacks will bring economic benefits
larger than any costs of raising capital during times of relative full employment.

Restrictions on compensation and dividend payouts for banks that fall below capital thresholds
should be strengthened, particularly in the area of executive pay

This proposal enforces capital requirements through a set of tiered penalties for drawing down
the 2.5 percent capital buffer or falling below various Prompt Corrective Action capital
requirements. It is unclear exactly how these requirements will work together. For example, by
the time a bank reaches the Adequately Capitalized level under Prompt Corrective Action it will
already be subject to restrictions on capital distributions due to drawing down the capital buffer,
and since capital planning will now be a regular requirement for larger banks this will not be an
additional requirement either. It is thus unclear exactly how penalties will be graduated as banks
approach the minimum capital requirement.



With that said, the concept of graduated restrictions on capital distributions is a sound one, and
particularly given the low levels of base capital requirements in this rule, introducing such
restrictions within the capital buffer range is important. However, the restrictions on capital
distributions are not sufficient, particularly in the area of executive pay. The Proposed Rule
restricts only forms of employee compensation that are ‘discretionary bonus payments’ to
‘executive officers’. This restriction is inappropriately narrow.

Without clear and adequate definitions of “discretionary bonus payments” and better delineation
of the timing of payments that would violate the buffer rule these rules will be too easy to evade.
For example, a banking organization could provide for a bonus pool to be established each year
until revocation of the pool, the distribution from which is stated to be (and in fact would be)
mandatory provided that the bank’s minimum capital requirements not including the capital
buffer are maintained. The establishment of such a pool, though mandatory, could effectively
defeat the policy and purpose of the buffer rules. In addition, section 11(a)(4)(i) of the proposed
Rule could be interpreted to allow a non-cash payment notwithstanding the banking
organization’s failure to satisfy the buffer capital requirements, for example by issuance of stock
options. Modifications to the Proposed Rule should be made to address these issues.

The definition of “executive officer” in section 2 of the proposed Rule does not include certain
other persons who have substantial control over decisions and actions that significantly affect a
banking organization capitalization and risk. The definition of “executive officer” should be
broadened to include a director of the banking organization or any of its affiliates, and also to
include persons in control of the banking organization or any of its affiliates or persons in control
of a major business line within the bank group.

Recommendations Most Relevant To Standardized Approach for Risk-weighted Assets;
Market Discipline and Disclosure Requirements (RIN 3064-AD96)

These Rules Still Excessively Privilege Lending Within the Financial System

As many observers have documented, the massive growth of the financial sector in the years
prior to the crisis was driven in large part by rapid growth of financial claims internal to the
financial system (i.e. claims of banks on other banks and financial institutions).*? This growth of
intra-financial system exposures contributed to financial instability and lessened the contribution
of the financial sector to the real economy. The favorable capital treatment of credit exposures to
other banks under Basel | and Basel 11 capital rules may well have contributed to this expansion.

The Proposed Rule continues this favorable treatment of bank exposures relative to real economy
exposures. Specifically, bank or securities firm risk exposures are generally given a risk weight
of 20 percent (this applies to all U.S. banks and to foreign banks with a highly rated sovereign).

12 “The Turner Review: A Regulatory Response to the Global Banking Crisis”, UK Financial Services Authority,
March 2009.
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But exposures to corporate borrowers generally have a risk weight of 100 percent. Indeed, since
these risk weights are applied to a higher required level of capital they can be expected to have
an even larger influence on behavior under Basel 111 than under previous capital regimes.

Regulators should encourage real economy lending exposures by banks by closing the gap
between these risk weights. If there is a specific justification for the much lower risk weights for
intra-bank exposures, such as a need to hedge financial exposures with other banks, then the
favorable capital treatment should be limited to this need.

Weighting for Sovereign Exposures Should Be Made More Risk Sensitive

These Proposed Rules base the risk weights for sovereign exposures on the Country Risk
Classifications (CRC) established by the Organization for European Cooperation and
Development (OECD). However, these ratings are not designed as sovereign debt risk
classifications. In fact, the OECD web site specifically states ““The country risk classifications
are not sovereign risk classifications” (emphasis in original).’* The CRC ratings are not effective
at distinguishing between sovereign risks among the set of high-income countries, which would
generally be given a zero risk weight under this rule. Furthermore, the ratings appear biased
toward European countries. For example, China is rated as a worse risk than Greece, and Brazil
as a worse risk than Portugal. This is hard to justify based on the relative fiscal positions of the
countries in question.

We recognize that the treatment of sovereign risk exposures is a politically sensitive area that
involves many considerations that are difficult to predict and weight using purely economic
models. However, the careful use of market-based metrics to supplement the CRC classifications
could be a useful step. This rule does add a recent default metric to the CRC classification, but as
defaults are rare some additional consideration of sovereign risk would be useful.

Risk Sensitivity of Residential Mortgage Exposures

As stated in the summary of recommendations, more sensitive capital risk weights for mortgages
are a positive element of this rule. The simple division of mortgage exposures under Basel | rules
into 100 percent and 50 percent risk weight baskets based on loan-to-value was overly simplistic.
So long as these categories are targeted effectively, they can usefully adjust capital requirements
to better reflect the mortgage risk held by the institution.

AFR recommends that the definition of Category 2 mortgages be based on mortgage product
characteristics and not on borrower based underwriting characteristics such as debt to income
ratios. The definition should capture loan product features which have predictive power with
regard to loan performance.

13 OECD, “Country Risk Classification”, accessed October 2012.
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AFR also urges regulators to take care not to disincentivize sustainable mortgage modifications
under the Category 2 definition. While this Proposed Rule contains an exemption for
modifications under the Home Affordable Modification Program (HAMP), it should clarify that
other forms of sustainable mortgage modfications — modifications that reduce risk by reducing
mortgage principal and / or monthly payments -- will also have such an exemption.

Recommendations Most Relevant to Modeling Choices Under the Standardized Approaches
(RIN 3064-AD96) And/Or Advanced Approaches Risk-based Capital Rule; Market Risk
Capital Rule (RIN 3064-AD97)

The Standardized Approaches Still Permit Excessive Bank Reliance on Internal Models

Ideally, the Standardized Approaches would provide an external check on the use of bank
internal models to manipulate risk-adjusted capital metrics and the valuation of derivatives and
securities exposures. Such an external check should provide a conservative valuation of risk
exposures to protect taxpayers from a tail risk event such as a market failure or a liquidity shock.
Yet as discussed below some of the key valuation metrics here (such as Expected Future
Exposure for derivatives) do not appear to be conservative. Furthermore, even under the
Standardized Approaches banks will still be able to rely on internal models for key determinants
of capital and liquidity exposures such as collateral haircuts, derivatives valuations, and the
extent of repo exposures. Finally, the Market Risk approaches continue to rely on bank provided
value-at-risk models even for Standardized Approach calculations, although the outputs of such
models are adjusted upward to account for the experiences with undercapitalization exposed
during the financial crisis.

Exposure Calculations For Derivatives Are Not Sufficiently Conservative

In general, risk exposure calculations in capital rules should be floored at a level sufficient to
protect the public against the failure of taxpayer-insured depository institutions or systemically
critical banks in ‘tail risk’ events. This calls for conservative exposure measurements to be used
by regulators. Yet the derivatives exposure calculations in Section _34 of the Standardized
Approaches, which are also used in the Advanced Approaches, appear far from conservative.

Current Credit Exposure

The provision of the rule dealing with current credit exposure is very brief (Section
__.34(a)(1)(i) and (a)(2)(i) in the Standardized Approaches):

The current credit exposure for a single OTC derivative contract is the greater of the mark-to-
market value of the OTC derivative contract or zero...

The net current credit exposure is the greater of the net sum of all positive and negative mark-to-
market values of the individual OTC derivative contracts subject to the qualifying master netting
agreement or zero.



Unfortunately, this language completely ignores the major risk in mark-to-market risk
calculations, namely that the mark is inaccurate. For the mark to be accurate it must be
transactable. That means that it must be current. Thus the rule must require that the mark
reference prices that are fresh as of the close of trading of the immediately preceding business
day.

It also means that the mark must reference actual transactions. It is common practice for banks to
enter into derivatives for which there are no available market prices. Any mark ascribed to a
position that is not based on an actual transaction or set of transactions is mere conjecture. The
mark must not be that which is provided by the trading desk that is incented to show a given
outcome. Such a mark is at best an estimate and at worst a biased figure.

Third party indices are often used for marks. By definition, this means that there is no
continuously traded market for the contract. If third party indices are permitted, the marks should
not be given the same weight as a mark referencing an actual transaction. Such marks should be
subject to a factor such as 0.5 for in-the-money marks and 2.0 for out of the money marks.

Potential Future Exposure

The Proposed Rule establishes a grid for PFEs (Section __ .34(a)(1)(ii) in the Standardized
Approaches). There are several concerns with this table.

First, the table ascribes a “0” PFE for interest rate derivatives having a duration of less than one
year. Presumably, the Agencies have concluded that interest rate contracts can be liquidated or
replaced instantaneously because the interest rate market is very liquid. This is an inappropriate
conclusion for two reasons:

e It misinterprets the premise that should be behind the concept of PFE. PFE should
capture the risk of market moves between the effective time of the current mark and the
liquidation or replacement of a defaulted position. Marks will be set as of a prior moment
in time, most likely the close of trading of the prior business day. The word “future”
when used in the term potential future exposure must mean the time period starting as of
the current mark and ending when the bank covers the position. The idea that there is “0”
risk associated with covering an interest rate derivatives position is irrational. This is
especially so given that there very well could be a correlation between the potential
default of the counterparty and interest rate levels. For instance, the counterparty could
default because it could not meet a margin call. At a minimum, the PFE should cover one
day historic price moves at a 99% confidence interval or higher.

e The PFE for these derivatives assumes that all interest rate derivatives can be covered by
taking a position in a liquid market. This is clearly not the case. The PFE must address
the potential that an interest rate derivative may not be readily covered in the market. A
separate category must be established for interest rate contracts that are not liquid enough



to be cleared. Assuming that a PFE in excess of “0” for liquid interest rate contacts is
adopted, the PFE for illiquid contracts must be multiple of that level since the difference
between a liquid interest rate contract and an illiquid one is so great.

Beyond interest rate contracts, the other categories for contracts must also address the difference
between liquid and illiquid contracts. The credit category recognizes the distinction between
investment grade and other names appropriately. However, the other categories must address the
issue as well.

Exposure For Credit Derivatives

The rule caps the future exposure for the seller of a credit derivative at the net present value of
future premiums (Section _34(a)(ii)(E) in the Standardized Approaches). This is problematic and
the reasoning is unclear. While the exposure of a buyer of a credit derivative may be limited to
future premiums, the exposure of the protection seller is clearly linked to the total amount of
protection being provided. The exposure of the credit seller is similar to the exposure on a credit
guarantee provided to the name on the credit derivative. This is the exposure measure that should
be used.

Encouraging Migration to Central Counterparties

Some criticism of derivatives rules has emerged based on the idea that default fund capital
charges for banks that are clearing members of central counterparties are excessive. It is claimed
that such capital charges will discourage membership in clearinghouses and lead to capital
charges for clearing members that are in excess of capital charges for uncleared derivatives. As
these charges may impact pricing to outside customers of the clearinghouse, they may lead
derivatives users to forego central clearing."

To the extent this is an issue, it should be addressed not by reducing capital charges for clearing
members, but by addressing some of the issues in the exposure calculations for uncleared
derivatives pointed out above. As PFE calculations for cleared derivatives are greatly reduced in
these rules, even a moderate increase in exposure calculations for uncleared derivatives will
restore incentives for clearing. Certainly regulators should not address this issue by reducing
capital protections for clearinghouses, which are systemically critical institutions.

The Rules Place an Excessive Reliance on Credit Default Swaps (CDS) As a Credit Risk
Mitigant

These rules permit an extensive role for CDS in reducing effective credit risk and thus bank
capital charges. In particular, CDS are one of the major permitted hedges for Credit VValuation
Adjustment (CVA) charges. This is likely to give a significant impetus to the CDS market. The

14 Quarry, Jason, Barrie Wilkonson, Toby Pittaway, and Jay Cheah, “OTC Derivatives Clearing: Perspectives on
the Regulatory Landscape”, Oliver Wyman Corporation, May 31, 2012.
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absence of liquidity in many single-name CDS will frequently lead to reliance on CDS indices
for hedging purposes.

As we saw in the case of JP Morgan’s ‘London Whale’ such hedging can easily conceal
proprietary speculation and in any case is heavily reliant on models to determine the actual
effectiveness of a hedge. In addition, CDS markets are complex and fragile and can be pushed
away from fundamentals by heavy trading activity. As the Bank of England has stated with
regard to sovereign CDS markets™:

“given the relative illiquidity of sovereign CDS markets a sharp increase in demand from
active investors can bid up the cost of sovereign CDS protection. CVA desks have come
to account for a large proportion of trading in the sovereign CDS market and so their
hedging activity has reportedly been a factor pushing prices away from levels solely
reflecting the underlying probability of sovereign default.”

CVA charges are an example of a type of risk that was traditionally handled through supervisory
means such as credit exposure limits for particular types of counterparties, but is now being
pushed out to heavily model-dependent and potentially fragile trading markets. Regulators
should consider the wisdom of heavy dependence on such markets for core bank hedging
purposes. The new standards concerning eligible risk mitigants in these Proposed Rules do
represent an attempt to standardize CDS terms to provide somewhat more stability and certainty
to market participants. But it is highly questionable whether those changes can truly stabilize
these markets.

Thank you for the opportunity to comment on these Proposed Rules. Should you have any
questions, please contact Marcus Stanley, AFR’s Policy Director, at
marcus@ourfinancialsecurity.org or (202) 466-3672.

15 p. 81, Bank of England, “Quarterly Bulletin: Q2 2010”, Volume 50 Number 1.
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