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RISK-BASED CAPITAL

Bank Regulators Need to Improve
Transparency and Overcome
Impediments to Finalizing the Proposed
Basel Il Framework

What GAO Found

Rapid innovation in financial markets and advances in risk management
have revealed limitations in the existing Basel I risk-based capital
framework, especially for large, complex banks. U.S. banking regulators
have proposed a revised regulatory capital framework that differs from the
international Basel II accord in several ways, including (1) requiring
adoption of the most advanced Basel II approaches and by only the largest
and most internationally active banks; (2) proposing Basel IA, a simpler
revision of Basel I, and retaining Basel I as options for all other banks; and
(3) retaining the leverage requirement and prompt corrective action
measures that exist under the current regulatory capital framework.

While the new capital framework could improve banks’ risk management
and make regulatory capital more sensitive to underlying risks, its impact on
minimum capital requirements and the actual amount of capital held by
banks is uncertain. The approaches allowed under Basel II are not without
risks, and realizing the benefits of these approaches while managing the
related risks will depend on the adequacy of both internal and supervisory
reviews. The move to Basel II has also raised competitiveness concerns
between large and small U.S. banks domestically and large U.S. and foreign
banks internationally. The impact of Basel II on the level of required capital
is uncertain, but in response to quantitative impact study results showing
large reductions in minimum required capital, U.S. regulators have proposed
safeguards, such as transitional floors, that along with the existing leverage
ratio would limit regulatory capital reductions during a multiyear transition
period. Finally, the impact on actual capital held by banks is uncertain
because banks hold capital above required minimums for both internal risk
management purposes as well as to address the expectations of the market.

Banks and regulators are preparing for Basel II without a final rule, but both
face challenges. Bank officials said they were refining their risk management
practices, but uncertainty about final requirements has made it difficult for
them to proceed further. Banks also face challenges in aligning their existing
systems and processes with some of the proposed requirements. While
regulators plan to integrate Basel II into their current supervisory process,
they face impediments. The banking regulators have differing regulatory
perspectives, which has made reaching consensus on the proposed rule
difficult. Banks and other stakeholders continue to face uncertainty. Among
the issues that regulators have yet to resolve are how the rule will treat bank
portfolios that do not meet data requirements, how they will calculate
reductions in aggregate minimum regulatory capital and what they will do if
the reduction exceeds a proposed 10 percent trigger, and what criteria they
will use to determine the appropriate average level of required capital and
cyclical variation. Increased transparency going forward could reduce
ambiguity and respond to questions and concerns among banks and industry
stakeholders about how the rules will be applied, their ultimate impact on
capital, and the regulators’ ability to oversee their implementation.
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For nearly a decade, federal banking regulators have been considering
revisions to risk-based capital rules that could have far-reaching
consequences for the safety, soundness, and efficiency of the U.S. banking
system.' The original risk-based capital rules, known as Basel I, were
adopted by the Basel Committee on Banking Supervision in 1988 and
implemented in the United States in 1989.” The proposed changes, known
as Basel II, are based on an internationally adopted framework developed
by the Basel Committee. Basel II aims to align minimum capital
requirements with enhanced risk measurement techniques and to
encourage banks to develop a more disciplined approach to risk
management. In the United States, Basel II rules are intended to apply
primarily to the largest and most internationally active banking
organizations. U.S. regulators expect about 11 banking organizations (core

'Capital is generally defined as a firm'’s long-term source of funding, contributed largely by
a firm’s equity stockholders and its own returns in the form of retained earnings. One
important function of capital is to absorb losses. The federal banking regulators are the
Federal Reserve System (Federal Reserve), Federal Deposit Insurance Corporation (FDIC),
Office of the Comptroller of the Currency (OCC), and Office of Thrift Supervision (OTS).

®The Basel Committee on Banking Supervision (Basel Committee) seeks to improve the
quality of banking supervision worldwide, in part by developing broad supervisory
standards. The Basel Committee consists of central bank and regulatory officials from 13
member countries: Belgium, Canada, France, Germany, Italy, Japan, Luxembourg, the
Netherlands, Spain, Sweden, Switzerland, United Kingdom, and United States. The Basel
Committee’s supervisory standards are also often adopted by nonmember countries.
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banks), which account for close to half of U.S. banking assets, to be
required to implement Basel II. As such, regulators must take care to
ensure that Basel II functions as intended to help preserve the safety and
soundness of the banking system and mitigate the risk of losses to the
federal deposit insurance fund.

However, in moving toward the proposed Basel II framework, a number of
serious concerns have been raised by regulatory officials, banks,
academics, and congressional and industry stakeholders. First,
considerable uncertainty remains about the appropriate level of minimum
required capital and the potential impact of the proposed rules on
minimum required risk-based capital levels. Second, the proposed rules
depend in part on the reliability of banks’ internal models, and some
observers have expressed concerns about using banks’ internal models for
establishing regulatory capital requirements. Third, the increased
complexity of regulatory capital calculations undertaken by banks
heightens the challenge of effective oversight by banking regulators.
Fourth, the U.S. proposed rules differ in some respects from those of other
countries, raising concerns about possible competitive effects of different
rules between domestic and foreign banking organizations. Concerns have
also been raised about domestic competitive inequities between banks
that adopt Basel II and those that do not.

In light of these concerns, Congress has held several oversight hearings
that have provided valuable information on regulatory objectives, actions,
and potential pitfalls throughout the ongoing rule-making process. As part
of this effort, Congress mandated that we review the implementation of
Basel II in the United States.” To date, federal regulators have requested
public comment on a Basel II Advance Notice of Proposed Rulemaking
(ANPR) and Notice of Proposed Rulemaking (NPR). They also have
proposed additional changes, known as Basel IA, to establish simpler
revisions to the regulatory capital framework for banks not subject to
Basel II.* However, regulators do not expect to issue final rules until later
in 2007. Because the rule-making process is not complete, this report can

*Federal Deposit Insurance Reform Conforming Amendments Act of 2005, Pub. L. No 109-
173 § 6(e) (Feb. 15, 2006).

“The Basel Il NPR and Basel IA NPR were published in the Federal Register on September
25, 2006, and December 26, 2006, respectively. The comment periods for both NPRs will
close on March 26, 2007.
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Results in Brief

address only certain aspects of the implementation process to date.
Specifically, this report examines the following:

1. developments leading to the transition to Basel II,
2. the proposed changes to the U.S. regulatory capital framework,

3. the potential implications of Basel II's quantitative approaches and
their potential impact on required capital,

4. banks’ preparations and related challenges, and
5. U.S. regulators’ preparations and related challenges.

To meet our objectives, we reviewed the Basel II international accord, the
U.S. proposed rules for Basel II and Basel IA, draft supervisory guidance,
and related materials. We interviewed officials at the federal bank
regulatory agencies to obtain their views. We also interviewed officials at
each of the banks that, under the proposed rule, would be required to
adopt Basel IT; a sample of banks that may opt into Basel II (based in part
on size and primary regulator); a state bank regulator and an association
of state bank supervisors; two bank trade associations; and two credit
rating agencies. To understand how regulators oversee risk management
processes at core banks and how the regulators are planning to
incorporate Basel II into their examinations, we interviewed bank
examiners and reviewed examination reports. We also compared the
proposed capital requirements for different assets to demonstrate how
related capital requirements may change, depending on the business cycle
and the estimated level of risk of holding certain assets. We conducted our
work from April 2006 to January 2007 in accordance with generally
accepted government auditing standards. More information on our scope
and methodology appears in appendix L.

The motivation to revise risk-based capital requirements in the United
States and internationally has been driven by the limitations of Basel I,
especially for large, complex banking organizations, and by advances in
risk management at these organizations. Regulatory officials generally
agree that while Basel I continues to be an adequate capital framework for
most banks, several limitations have rendered it increasingly inadequate
for supervising the capital adequacy of the nation’s largest, most complex
banks. For example, Basel I's simple risk weighting approach does not
adequately differentiate between assets that have different risk levels,

Page 3 GAO-07-253 Risk-Based Capital



offers only a limited recognition of credit risk mitigation techniques, and
does not explicitly address all risks faced by banking organizations. In
addition, significant financial innovations have occurred since Basel I was
established in 1988 to the point where a bank’s regulatory capital ratios
may not always be useful indicators of its risk profile. Many large banks
have also developed advanced risk measurement techniques—including
economic capital models—which regulators have sought to encourage
both as an element of strong risk management and because such
techniques may provide useful input to the supervisory process. By more
closely aligning regulatory capital methodologies with banks’ internal
economic capital methodologies, Basel II aims to encourage large banks to
develop and maintain a more disciplined approach to risk management.

While Basel IT is an international accord based on shared regulatory
objectives, U.S. regulators are proposing a regulatory capital framework
that differs from the international accord in several ways. As recognized in
the international accord, the United States and other adopting countries
have used different degrees of national discretion in developing their own
national rules to implement Basel II. The U.S.-proposed changes would
result in three risk-based capital regimes—Basel II, Basel IA, and Basel I—
largely based on a banking organization’s size and complexity. While the
Basel Il international accord allows for the option of choosing from among
several risk measurement approaches, U.S. regulators have proposed to
limit the scope of Basel II to the advanced approaches and to require it
only for the largest and/or most internationally active banks. These
advanced approaches depend in part on a bank’s own internal models.
However, regulators have requested public comments on simpler
approaches for determining minimum required capital—such as the
“standardized approach” in the international accord and the U.S. Basel IA
rule—as possible options for Basel II banks.” U.S. regulators also have
delayed implementation of the changes to the regulatory capital
framework in response to concerns raised by a quantitative impact study
about the potential adverse impact of Basel II on regulatory capital. They
also have proposed prudential safeguards beyond those in the
international accord, such as more conservative limits on permissible
reductions in required capital during the transition period for Basel II
banks. For banks not subject to Basel II, U.S. regulators have proposed

’The standardized approach for credit risk creates several additional risk categories but
does not rely on banks’ internal models for estimating risk parameters used to calculate
risk-based capital requirements.

Page 4 GAO-07-253 Risk-Based Capital



Basel IA, which consists of simpler revisions to Basel I, to address
potential domestic competitive inequities among banks. U.S. regulators
also plan to retain Basel I as an option for banks not required to adopt
Basel II. Finally, regulators plan to retain the existing leverage ratio and
prompt corrective action requirements for all banks.*

The new capital framework could improve bank risk management and
make the allocation of capital more risk sensitive, but the impact of Basel
IT on minimum capital requirements and the actual amount of capital held
by banks is uncertain. The advanced Basel II risk-modeling approaches
have the potential to better align capital with risk, such that banks would
face minimum capital requirements more sensitive to their underlying
risks. However, the advanced approaches themselves are not without
risks, and realizing the benefits of these approaches will depend on (1) the
adequacy of bank quality assurance processes and supervisory review
surrounding the development and maintenance of models, (2) the
sufficiency of credit default and operational loss event data used as inputs
to the regulatory and bank models that determine capital requirements,
and (3) regulators’ attention to the appropriate level of risk-based capital.
Possible differences in regulatory capital requirements across banks
subject to different risk-based capital regimes have raised some banks’
concerns about competition between large and small banks domestically,
and between large banks headquartered in the United States and foreign
banking organizations. While initial estimates of the potential impact of
Basel II showed large drops in minimum required risk-based capital, a
considerable amount of uncertainty remains about the potential impact of
Basel II on the level of regulatory capital requirements and the degree of
variability in these requirements over the business cycle. The banking
regulators have committed to broadly maintaining the current level of risk-
based regulatory capital and have proposed safeguards that would limit
regulatory capital reductions during a transition period. Regulators have
also stated that banks under Basel II would continue to be subject to the
leverage ratio, which while making required capital somewhat less risk
sensitive, would also prevent significant reductions in capital. Basel II's
impact on the total amount of capital held by banks, which would include
capital held above the regulatory minimum, is also uncertain, given banks’

®As discussed later in this report, banks and bank holding companies are subject to
minimum leverage requirements, as measured by a ratio of tier 1 capital to total assets.
Prompt corrective action (PCA) is a supervisory framework for banks that requires
regulators to take increasingly stringent forms of corrective action against banks as their
leverage and risk-based capital ratios decline.
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internal assessments of capital needs and the amount of actual capital the
market and rating agencies expect them to hold. In light of the uncertainty
concerning the potential impact of Basel II, these issues will require
further and ongoing examination as the banking regulators continue to
finalize the Basel II rule and proceed with the parallel run and transition
period.

Officials from most core banks with whom we spoke reported that they
are making significant progress in further enhancing their risk
management practices but said that they faced several challenges,
including uncertainty about what the final rule would require. Most
officials at core banks stated that the banks had been working to improve
the way they assessed and managed credit, market, and other types of
risks, including the allocation of capital for these risks, for some years and
were largely integrating their preparations for Basel II into their current
efforts. Some officials saw Basel II as a continuation of the banking
industry’s evolving risk management practices and risk-based capital
allocation that regulators had encouraged. Many officials reported that
their banks were investing in information technology and establishing
processes to manage and quantify credit and operational risk, including
collecting data on credit defaults and operational losses, in order to meet
the regulatory requirements proposed for the advanced approaches. To
varying extents, many core banks are training staff and have hired
additional staff to implement Basel II. Furthermore, officials at most core
banks said that they had or would incur significant monetary costs and
were allocating many resources to implement Basel II. However, many
officials reported that their banks faced several challenges in
implementing Basel II, including the lack of a final rule, difficulty obtaining
data that met the minimum requirements for the advanced approaches for
all asset portfolios and data on operational losses, and difficulty aligning
their existing systems and processes with the proposed rule. Overall, core
bank officials with whom we spoke viewed Basel II as an improvement
over Basel I, and officials from noncore banks that were considering
adopting Basel II stated that they believed the new regulatory capital
framework would further improve their risk management practices.

Likewise, U.S. regulators are integrating preparations for Basel II into their
current supervisory process, but a number of issues remain to be resolved
as regulators finalize the rule. In preparation for Basel II implementation,
bank regulatory officials said they had been integrating plans for Basel II's
additional supervisory requirements into their existing oversight processes
and supervisory reviews of banks’ risk management. Regulators are also
preparing for the process of qualifying banks to move to Basel II;
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coordinating with other U.S. and international regulators; hiring additional
staff with needed quantitative skills; and training current supervisory staff,
including examiners. However, regulators face a number of impediments
in their efforts to agree on a final rule for the transition to Basel II. The
uncertainty about Basel II's potential impact and different regulatory
perspectives made reaching agreement on the NPR difficult, as is likely to
be the case for the final rule. Regulators have yet to resolve some of the
uncertainty and increase the transparency of their thinking by providing
more specific information about certain outstanding issues, such as the
following:

how they will treat portfolios that may lack adequate data to meet
regulatory requirements for the advanced approaches,

how they will calculate reductions in aggregate minimum regulatory
capital and what would happen if a reduction exceeds a proposed 10-
percent trigger, and

what criteria they will use to determine the appropriate average level of
required capital and appropriate cyclical variation in minimum regulatory
capital.

Moreover, the process could benefit from greater transparency going
forward—for example, by the regulators providing additional information
to facilitate understanding how they will assess the Basel II results during
the transition years and how they will report on any modifications to the
rule during that period. If these issues are not addressed, the ongoing
ambiguity and lack of transparency could result in continued uncertainty
about the appropriateness of Basel II as a regulatory capital framework.

With the use of safeguards during the transition period, it is appropriate
for U.S. banking regulators to proceed with finalizing Basel II and proceed
with the parallel run and transition period. To help reduce the uncertainty
about the potential impact of Basel II, improve transparency, and address
impediments that regulators face in transitioning to Basel II, we are
making several recommendations to the heads of the Federal Reserve
System (Federal Reserve), Federal Deposit Insurance Corporation (FDIC),
the Office of the Comptroller of the Currency (OCC), and the Office of
Thrift Supervision (OTS):

e Aspart of the process leading to the proposed parallel run and
transition period, regulators need to clarify certain issues in the
proposed final rule, including how they will treat portfolios that may
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lack adequate data to meet regulatory standards for the advanced
approaches, how they will calculate the 10-percent reduction in
aggregate minimum regulatory capital and respond if this reduction is
triggered, and the criteria regulators will use to determine the
appropriate average level of required capital and the appropriate level
of cyclical variation in minimum required capital.

¢ Regulators should issue a new NPR before finalizing the Basel II rule, if
the final rule differs materially from the NPR or if a U.S. standardized
approach is an option in the final rule.

« Regulators should also periodically publicly report on the progress and
results of the proposed parallel run and transition period along with
any needed regulatory alignments.

« Finally, regulators need to reevaluate, at the end of the last transition
period, whether the advanced approaches of Basel II can and should be
relied on to set appropriate regulatory required capital in the long term.
Based on the information obtained during the transition, this
reevaluation should include a range of options, including consideration
of additional minor modifications to U.S. Basel II as well as whether
more fundamental changes are warranted to set appropriate required
regulatory capital levels.

We received written comments on a draft of this report from the Federal
Reserve, OCC, FDIC and OTS in a joint letter, and the Department of the
Treasury. These letters are reprinted in appendixes IV through VII. The
banking agencies and Securities and Exchange Commission (SEC) also
provided technical comments, which we incorporated in the report where
appropriate. The Federal Reserve and OCC concurred with our
recognition of Basel I's limitations for large and/or internationally active
banks and agreed with our conclusion that the regulators should finalize
the Basel II rule and proceed with the parallel run and transition period.
OCC said its position has been to move forward with strong safeguards in
place and assess the need for adjustment during the transition period
before removing any temporary safeguards. OCC, and FDIC and OTS in
their joint letter, noted that the U.S. proposals leave two safeguards that
are not temporary in place—the leverage ratio and prompt corrective
action framework—and that these underscore the agencies’ commitment
to maintaining a safe and sound banking industry. The Federal Reserve
commented that it and the other regulators had attempted to be as
transparent as possible in the rule-making process consistent with the
letter and spirit of the Administrative Procedure Act, and OCC commented
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Background

that it will ensure that the rule-making process remains compliant with the
act. FDIC and OTS said they believe serious consideration of a U.S.
version of the Basel II standardized approach should be considered as an
option for all U.S. banks.

The Federal Reserve said it concurred with our recommendations and
would seek to implement them. OCC, FDIC, and OTS said they will
consider our recommendations as part of their overall review of the
comments received on the NPR. Treasury expressed concern with our
recommendation on the possible issuance of a new NPR, saying that the
overlapping comment periods for Basel II and IA should give commenters
the ability to opine on implementation issues and options. We realize that
an additional NPR would further delay the Basel II process; however,
under certain circumstances an additional NPR would be a necessary step
to provide more transparency to the process and to ensure that the full
implications of the final rule are fully considered. In response to
comments on this recommendation from the Federal Reserve, OCC, and
Treasury, we have clarified the wording of our recommendation to more
clearly state the need for a new NPR if the regulators intend to issue a final
rule that is materially different from the NPR or if they intend to provide a
U.S. standardized approach.

The business of banking involves taking and managing a variety of risks.
Major risks facing banking institutions include those listed in table 1.

_______________________________________________________________________________________|]
Table 1: Major Types of Banking Risks

Risk Definition

Credit risk The potential for loss resulting from the failure of a borrower or
counterparty to perform on an obligation.

Market risk The potential for loss resulting from movements in market prices,
including interest rates, commodity prices, stock prices, and foreign
exchange rates.

Interest rate risk A type of market risk that involves the potential for loss due to
adverse movements in interest rates.”

Operational risk The risk of loss resulting from inadequate or failed internal
processes, people, and systems or from external events.

Liquidity risk The risk that a bank will be unable to meet its obligations when
they come due, because of an inability to liquidate assets or obtain
adequate funding.

Concentration risk  The risk arising from any single exposure or group of exposures
with the potential to produce losses large enough to threaten a
bank’s health or ability to maintain its core operations.
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Risk Definition

Reputational risk The potential for loss arising from negative publicity regarding an
institution’s business practices.

Compliance risk The potential for loss arising from violations of laws or regulations
or nonconformance with internal policies or ethical standards.

Strategic risk The potential for loss arising from adverse business decisions or
improper implementation of decisions.

Source: GAO.

°As discussed later in this report, current and proposed risk-based capital rules require banks with
significant trading activity to hold capital for market risk from their trading activities. However, the
current and proposed rules do not explicitly require capital for interest rate risk arising from nontrading
activities.

Changes in the banking industry and financial markets have increased the
complexity of banking risks. Banking assets have become more
concentrated among a small number of very large, complex banking
organizations that operate across a wide range of financial products and
geographic markets. Due to these organizations’ scale and roles in
payment and settlement systems and in derivatives markets, a significant
weakness in any one of these entities could have severe consequences for
the safety and soundness of the banking system and broader economy. As
a result, federal banking regulators have adopted a risk-focused approach
to supervision that emphasizes continuous monitoring and assessment of
how banking organizations manage and control risks. Faced with such
risks, banks must take protective measures to ensure that they remain
solvent. For example, banks are required to maintain an allowance for
loan and lease losses to absorb estimated credit losses. Banks must also
hold capital to absorb unexpected losses. Capital is generally defined as a
firm’s long-term source of funding, contributed largely by a firm’s equity
stockholders and its own returns in the form of retained earnings. In
addition to absorbing losses, capital performs several other important
functions: it promotes public confidence, helps restrict excessive asset
growth, and provides protection to depositors and the federal deposit
insurance fund.

Capital adequacy is fundamental to the safety and soundness of the
banking system, and a bank’s capital position can affect its
competitiveness in several ways. Strong capital enhances a bank’s access
to liquidity on favorable terms and ensures that it has the financial
flexibility to respond to market opportunities. However, holding capital
imposes costs on banks, because equity is a more costly form of financing
than debt. Capital adequacy regulation seeks to offset banks’ disincentives
to hold capital, which result in part from access to federal deposit
insurance. In addition, capital adequacy requirements for large banks are
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especially important because of the systemic risks these banks can pose to
the banking system. Regulators require banks to maintain certain
minimum capital requirements and generally expect banks to hold capital
above these minimums, commensurate with their risk exposure. However,
requiring banks to hold more capital may reduce the availability of bank
credit and reduce returns on equity to shareholders. In addition, capital
requirements that are too high relative to a bank’s risk profile may create
an incentive for a bank to hold more high-risk assets, in order to earn a
market-determined return on capital. Banking regulators attempt to
balance safety and soundness concerns with the costs of holding higher
capital.

U.S. Regulators
Responsible for
Implementing Basel II

Four federal banking regulators supervise the nation’s banks and thrifts,
and each serves as primary federal regulator over certain types of
institutions:

OCC supervises national (i.e., federally chartered) banks. Many of the
nation’s largest banks are federally chartered.

The Federal Reserve supervises bank holding companies, including
financial holding companies, as well as state chartered banks that are
members of the Federal Reserve System (state member banks). Many of
the largest banking organizations are part of holding company
structures—companies that hold stock in one or more subsidiaries—and
the Federal Reserve supervises bank holding company activities.

FDIC serves as the deposit insurer for all banks and thrifts and has backup
supervisory authority for all banks it insures. It is also the primary federal
regulator of state chartered banks that are not members of the Federal
Reserve System (state nonmember banks).

OTS regulates all federally insured thrifts, regardless of charter type, and
their holding companies.”

Under the dual federal and state banking system, state chartered banks are
supervised by state regulatory agencies in addition to a primary federal
regulator. In addition to these banking regulators, SEC supervises broker-

In this report, the term “bank” refers generally to insured depository institutions (banks
and thrifts) as well as bank holding companies. Where the distinction is significant, the
term “bank holding company” refers to the insured institution’s ultimate holding company.
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dealers. In 2004, SEC established a voluntary, alternative net capital rule
for broker-dealers whose ultimate holding company consents to
groupwide supervision as a consolidated supervised entity. The rule
requires consolidated supervised entities to compute and report capital
adequacy measures consistent with Basel standards.

Existing Regulatory
Capital Framework

The U.S. regulatory capital framework includes both risk-based and
leverage minimum capital requirements. Both banks and bank holding
companies are subject to minimum leverage standards, measured as a
ratio of tier 1 capital to total assets.’ The minimum leverage requirement is
between 3 and 4 percent, depending on the type of institution and a
regulatory assessment of the strength of its management and controls.’
Leverage ratios are a commonly used financial measure of risk. Greater
financial leverage, as measured by higher proportions of debt relative to
equity (or lower proportions of capital relative to assets), increases the
riskiness of a firm. During the 1980s, regulators became concerned that
simple capital-to-assets leverage measures required too much capital for
less risky assets and not enough for riskier assets. Another concern was
that such measures did not require capital for growing portfolios of off-
balance sheet items. In response to these concerns, regulators from the
United States and other countries adopted Basel I, an international
framework for risk-based capital that required minimum risk-based capital
ratios of 4 percent for tier 1 capital to risk-weighted assets and 8 percent
for total capital to risk-weighted assets. By 1992, U.S. regulators had fully
implemented Basel I; and in 1996, they and supervisors from other Basel
Committee member countries amended the framework to include explicit
capital requirements for market risk from trading activity. The use of a
leverage requirement was continued after the introduction of risk-based
capital requirements as a cushion against risks not explicitly covered in
the risk-based capital requirements. The greater level of capital required

STier 1 capital is considered most stable and readily available for supporting a bank’s
operations. It covers core capital elements, such as common stockholder’s equity and
noncumulative perpetual preferred stock. Tier 2 describes supplementary capital elements
and includes loan loss reserves, subordinated debt, and other instruments. Total capital
consists of both tier 1 and tier 2 capital.

Banks holding the highest supervisory rating have a minimum leverage ratio of 3 percent;
all other banks must meet a leverage ratio of at least 4 percent. Bank holding companies
that have adopted the Market Risk Amendment or hold the highest supervisory rating are
subject to a 3 percent minimum leverage ratio; all other bank holding companies must meet
a 4 percent minimum leverage ratio.
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by the risk-based or leverage capital calculation is the binding overall
minimum requirement on an institution.

Furthermore, the Federal Deposit Insurance Corporation Improvement
Act of 1991 created a new supervisory framework known as prompt
corrective action (PCA) that links supervisory actions closely to a bank’s
capital ratios. PCA, which applies only to banks, not bank holding
companies, has become a primary regulatory influence over bank capital
levels. PCA requires regulators to take increasingly stringent forms of
corrective action against banks as their leverage and risk-based capital
ratios decline. The purpose is to ensure that timely regulatory action is
taken to address problems at financially troubled banks in order to
prevent bank failure or minimize resulting losses." There is a strong
incentive for banks to qualify as “well-capitalized,” which is the highest
capital category and exceeds the minimum capital requirements, because
banks deemed less than well-capitalized have restrictions or conditions on
certain activities and may also be subject to mandatory or discretionary
supervisory actions. Regulatory officials noted that the PCA well-
capitalized standards are the de facto minimum regulatory capital
requirements for banks and that virtually all banks maintain capital levels
that meet the well-capitalized criteria. As shown later in this report in
figure 4, the required capital ratios for the well-capitalized category are:
(1) a total risk-based capital ratio of 10 percent or greater, (2) a tier 1 risk-
based capital ratio of 6 percent or greater, and (3) a leverage ratio of 5
percent or greater."

See GAO, Deposit Insurance: Assessment of Requlators’ Use of Prompt Corrective
Action Provisions and FDIC’s New Deposit Insurance System, GAO-07-242 (Washington,
D.C.: Feb. 15, 2007), which responds to a legislative mandate that GAO review federal
banking regulators’ administration of the prompt corrective action program (P. L. 109-173,
Federal Deposit Insurance Reform Conforming Amendments Act of 2005, Section 6(a), Feb.
15, 2006).

"See, e.g., 12 C.F.R. § 6.4(b)(1) (OCC).
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The Transition to
Basel II Has Been
Driven by Limitations
of Basel I and
Advances in Risk
Management at Large
Banking
Organizations

Regulatory officials generally agree that while Basel I continues to be an
adequate capital framework for most banks, it has become increasingly
inadequate for supervising the capital adequacy of the nation’s largest,
most complex banking organizations. Many of these banks have developed
advanced risk measurement techniques that have created a growing gap
between the regulatory capital framework and banks’ internal economic
capital allocation methods. Regulators have sought to encourage the use
of such methods as an element of strong risk management and because
such methods may provide useful input to the supervisory process. Basel
Il is intended to address the shortcomings of Basel I and further encourage
banks to develop and maintain a disciplined approach to risk management.

Basel I Is a Simple
Framework with Broad
Risk Categories That Is
Inadequate for Large
Banking Organizations

When established internationally in 1988, Basel I represented a major step
forward in linking capital to risks taken by banking organizations,
strengthening banks’ capital positions, and reducing competitive inequality
among international banks. Regulatory officials have noted that Basel I
continues to be an adequate capital framework for most banks, but its
limitations make it increasingly inadequate for the largest and most
internationally active banks. As implemented in the United States, Basel I
consists of five broad credit risk categories, or risk weights (table 2)."
Banks must hold total capital equal to at least 8 percent of the total value
of their risk-weighted assets and tier 1 capital of at least 4 percent. All
assets are assigned a risk weight according to the credit risk of the obligor
and the nature of any qualifying collateral or guarantee, where relevant.
Off-balance sheet items, such as credit derivatives and loan commitments,
are converted into credit equivalent amounts and also assigned risk
weights. The risk categories are broadly intended to assign higher risk
weights to—and require banks to hold more capital for—higher risk
assets.

In addition to the risk weights in table 2, a dollar-for-dollar capital charge applies for
certain recourse obligations. See 66 Fed. Reg. 59620 (Nov. 29, 2001).
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|
Table 2: U.S. Basel | Credit Risk Categories

Risk weight Major assets

0% Cash; claims on or guaranteed by central banks of Organization for
Economic Cooperation and Development countries; claims on or
guaranteed by Organization for Economic Cooperation and Development
central governments and U.S. government agencies. The zero weight
reflects the lack of credit risk associated with such positions.

20% Claims on banks in Organization for Economic Cooperation and
Development countries, obligations of government-sponsored enterprises,
or cash items in the process of collection.

50% Most one-to-four family residential mortgages; certain privately issued
mortgage-backed securities and municipal revenue bonds.

100% Represents the presumed bulk of the assets of commercial banks. It
includes commercial loans, claims on non-Organization for Economic
Cooperation and Development central governments, real assets, certain
one-to-four family residential mortgages not meeting prudent underwriting
standards, and some multifamily residential mortgages.

200% Asset-backed and mortgage-backed securities and other on-balance sheet
positions in asset securitizations that are rated one category below
investment grade.

Source: GAO analysis of federal regulations. See, e.g., 12 C.F.R. Part 3, App. A (OCC).

However, Basel I's risk-weighting approach does not measure an asset’s
level of risk with a high degree of accuracy, and the few broad categories
available do not adequately distinguish among assets within a category
that have varying levels of risk. For example, although commercial loans
can vary widely in their levels of credit risk, Basel I assigns the same 100
percent risk weight to all these loans. Such limitations create incentives
for banks to engage in regulatory capital arbitrage—behavior in which
banks structure their activities to take advantage of limitations in the
regulatory capital framework. By doing so, banks may be able to increase
their risk exposure without making a commensurate increase in their
capital requirements. For example, because Basel I does not recognize
differences in credit quality among assets in the same category, banks may
have incentives to take on high-risk, low-quality assets within each broad
risk category. As a result, the Basel I regulatory capital measures may not
accurately reflect banks’ risk profiles, which erodes the principle of risk-
based capital adequacy that the Basel Accord was designed to promote.

In addition, Basel I recognizes the important role of credit risk mitigation
activities only to a limited extent. By reducing the credit risk of banks’
exposures, techniques such as the use of collateral, guarantees, and credit
derivatives play a significant role in sound risk management. However,
many of these techniques are not recognized for regulatory capital
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purposes. For example, the U.S. Basel I framework recognizes collateral
and guarantees in only a limited range of cases."” It does not recognize
many other forms of collateral and guarantees, such as investment grade
corporate debt securities as collateral or guarantees by externally rated
corporate entities. In addition, the Basel Committee acknowledged that
Basel I may have discouraged the development of specific forms of credit
risk mitigation by placing restrictions on both the type of hedges
acceptable for achieving capital reduction and the amount of capital relief.
As a result, regulators have indicated that Basel II should provide for a
better recognition of credit risk mitigation techniques than Basel 1.

Furthermore, Basel I does not address all major risks faced by banking
organizations, resulting in required capital that may not fully address the
entirety of banks’ risk profiles. Basel I originally focused on credit risk, a
major source of risk for most banks, and was amended in 1996 to include
market risk from trading activity. However, banks face many other
significant risks—including interest rate, operational, liquidity,
reputational, and strategic risks—which could cause unexpected losses
for which banks should hold capital. For example, many banks have
assumed increased operational risk profiles in recent years, and at some
banks operational risk is the dominant risk." Because minimum required
capital under Basel I does not depend directly on these other types of
risks, U.S. regulators use the supervisory review process to ensure that
each bank holds capital above these minimums, at a level that is
commensurate with its entire risk profile. In recognition of Basel I's
limited risk focus, Basel II aims for a more comprehensive approach by
adding an explicit capital charge for operational risk and by using
supervisory review (already a part of U.S. regulators’ practices) to address
all other risks.

BAs implemented in the United States, Basel I assigns reduced risk weights to exposures
collateralized by cash on deposit; securities issued or guaranteed by central governments
of Organization for Economic Cooperation and Development countries, U.S. government
agencies, and U.S. government-sponsored enterprises; and securities issued by multilateral
lending institutions. Basel I also has limited recognition of guarantees, such as those made
by Organization for Economic Cooperation and Development countries, central
governments, and certain other entities. See 12 C.F.R. Part 3 (OCC); 12 C.F.R. Parts 208 and
225 (Federal Reserve); 12 C.F.R. Part 325 (FDIC); and 12 C.F.R. Part 567 (OTS).

“The Basel Committee defines operational risk as the risk of loss resulting from inadequate
or failed internal processes, people, and systems or from external events, including legal
risks, but excluding strategic and reputational risk. Examples of operational risks include
fraud, legal settlements, systems failures, and business disruptions.
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Basel I Does Not Reflect
Financial Innovations and
Risk Management
Practices at Large Banking
Organizations

The rapid rate of innovation in financial markets and the growing
complexity of financial transactions have reduced the relevance of the
Basel I risk framework, especially for large banking organizations. Banks
are developing new types of financial transactions that do not fit well into
the risk weights and credit conversion factors in the current standards.
For example, there has been significant growth in securitization activity,
which banks engaged in partly as regulatory arbitrage opportunities.” In
order to respond to emerging risks associated with the growth in
derivatives, securitization, and other off-balance sheet transactions,
federal regulators have amended the risk-based capital framework
numerous times since implementing Basel I in 1992. Some of these
revisions have been international efforts, while others are specific to the
United States. For example, in 1996, the United States and other Basel
Committee members adopted the Market Risk Amendment, which requires
capital for market risk exposures arising from banks’ trading activities."
By contrast, federal regulators amended the U.S. framework in 2001 to
better address risk for asset securitizations."” These changes, while
consistent with early proposals of Basel II, were not adopted by other
countries at the time. The finalized international Basel II accord, which
other countries are now adopting, incorporates many of these changes.

Despite these amendments to the current framework, the simple risk-
weighting approach of Basel I has not kept pace with more advanced risk
measurement approaches at large banking organizations. By the late
1990s, some large banking organizations had begun developing economic
capital models, which use quantitative methods to estimate the amount of
capital required to support various elements of an organization’s risks.
Banks use economic capital models as tools to inform their management
activities, including measuring risk-adjusted performance, setting pricing
and limits on loans and other products, and allocating capital among
various business lines and risks. Economic capital models measure risks
by estimating the probability of potential losses over a specified period

PSecuritization is the process of pooling debt obligations and dividing that pool into
portions (called tranches) that can be sold as securities in the secondary market. Banks
can use securitization for regulatory arbitrage purposes by, for example, selling high-quality
tranches of pooled credit exposures to third-party investors, while retaining a
disproportionate amount of the lower-quality tranches and therefore, the underlying credit
risk.

1961 Fed. Reg. 47358 (Sept. 6, 1996).
66 Fed. Reg. 59614 (Nov. 29, 2001).
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and up to a defined confidence level using historical loss data. This
method has the potential for more meaningful risk measurement than the
current regulatory framework, which differentiates risk only to a limited
extent, mostly based on asset type rather than on an asset’s underlying
risk characteristics. Recognizing the potential of such advanced risk
measurement techniques to inform the regulatory capital framework,
Basel Il introduces “advanced approaches” that share a conceptual
framework that is similar to banks’ economic capital models. With these
advanced approaches, regulators aim not only to increase the risk
sensitivity of regulatory measures of risk but also to encourage the
advancement of banks’ internal risk management practices.

Although the advanced approaches of Basel II aim to more closely align
regulatory and economic capital, the two differ in significant ways,
including in their fundamental purpose, scope, and consideration of
certain assumptions. Given these differences, regulatory and economic
capital are not intended to be equivalent. Instead, regulators expect that
the systems and processes that a bank uses for regulatory capital purposes
should be consistent with those used for internal risk management
purposes. Regulatory and economic capital approaches both share a
similar objective: to relate potential losses to a bank’s capital in order to
ensure it can continue to operate. However, economic capital is defined by
bank management for internal business purposes, without regard for the
external risks the bank’s performance poses on the banking system or
broader economy. By contrast, regulatory capital requirements must set
standards for solvency that support the safety and soundness of the
overall banking system. In addition, while the precise definition and
measurement of economic capital can differ across banks, regulatory
capital is designed to apply consistent standards and definitions to all
banks. Economic capital also typically includes a benefit from portfolio
diversification, while the calculation of credit risk in Basel II fails to reflect
differences in diversification benefits across banks and over time. Also,
certain key assumptions may differ, such as the time horizon, confidence
level or solvency standard, and data definitions. For example, the
probability of default can be measured at a point in time (for economic
capital) or as a long-run average measured through the economic cycle
(for Basel II). Moreover, economic capital models may explicitly measure
a broader range of risks, while regulatory capital as proposed in Basel II
will explicitly measure only credit, operational, and where relevant,
market risks.
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Federal Regulators
Are Proposing a
Regulatory Capital
Framework that
Differs from the
International Basel 11
Accord in Several
Respects

While Basel IT is an international framework based on shared regulatory
objectives, it is subject to national implementation. In the United States,
federal regulators have proposed a series of changes that would result in
multiple risk-based capital regimes—Basel II, Basel IA, and Basel I—
largely based on the banking organization’s size and complexity.”® U.S.
regulators proposed requiring only the Basel II advanced approaches for
credit and operational risk for a small number of large and/or
internationally active banking organizations, but regulators are currently
seeking comment on allowing simpler risk measurement approaches for
these organizations. The U.S.-proposed changes to implement Basel II
differ from the international Basel II accord in several ways: the U.S.
proposal has a more limited scope, contains additional prudential
safeguards, retains key aspects of the existing regulatory capital
framework, and contains certain technical differences.

Basel II Is an International
Framework Based on
Shared Regulatory
Objectives but Subject to
National Implementation

The Basel II international accord seeks to establish a more risk-sensitive
regulatory capital framework that is sufficiently consistent internationally
but that also takes into account individual countries’ existing regulatory
and accounting systems. The international accord allows for a limited
degree of na