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How much capital is enough? How bank regulators have answered this question during the post World
War |l period has been shaped by two contending strands of thought. The approach that held sway prior
to 1980 relied largely on the exercise of banker and supervisory judgment, and resisted simple numerical
definitions of capital adequacy on the grounds that each bank faces a multitude of unique risks. Since
1980, bank supervisors, stimulated in part by legislation arising out of banking crises, have placed much
more emphasis on precisely defined numerical minimum capital standards.

The new Basel capital accord (henceforth "Basel 11") combines these approaches in ways that mark a
significant shift in the philosophy of capital regulation and the supervision of large banks.! While
numerical minimum capital requirements remain, they are embedded deep within Basel II's mathematical
structure, a structure that places much more emphasis on the range of capital that may be required given
the specific risks faced by each bank.

This paper, the first in an FDIC series exploring Basel 11, traces the broad history of post World War Il
views of bank capital adequacy, and places the new accord against that historical context. Our purpose in
placing the accord in historical context is to give an appreciation of how and why the current regulatory
capital regime came into being, and an understanding of the changes in bank risk profiles and banking
market structure that are providing the momentum for Basel Il. This review also demonstrates the
significant ways the proposed capital framework represents a philosophical departure from past practice.

The Purpose and History of Bank Capital Adequacy Regulation

Broadly speaking, a bank can finance its operations in two ways, either with borrowed money or with
funds provided by its owners. Borrowings (including deposits) generate contractual liabilities, which, if not
paid when due, can cause the bank to fail. In contrast, the owners' investments can gain or lose value
without causing the bank to default on its obligations. Thus, other things being equal, the greater the
proportion of a bank's operations that are financed with capital funds contributed by its owners, the more
likely the bank will be able to continue to pay its obligations during periods of economic adversity. This
simple reasoning is the basis for the longstanding emphasis bank supervisors have placed on capital
adequacy as a key element of bank safety and soundness.

Despite these safety-and-soundness benefits, requiring banks to hold more capital has costs. Requiring a
bank to be financed with a greater percentage of capital in effect restricts the amount of borrowing it can
support with a given amount of capital, thereby ultimately restricting its capacity to lend. Capital rules
imposed on banks can thereby have broader macroeconomic effects on the availability of credit.
Restricting the bank's ability to borrow also reduces the opportunity for its shareholders to use financial
leverage and the tax advantages of debt financing to increase return-on-equity (ROE). In a competitive
marketplace, if bank ROEs are artificially depressed, capital will migrate to other financial service
providers or other industries.

These costs and benefits of changes in bank capital are compelling but hard to quantify. Because the
stakes--bank safety-and-soundness, broad credit availability, and the ability of banks to compete--are so
high, it is not surprising that regulatory and supervisory philosophies towards capital adequacy have
evolved over the years along with the general economic climate and perceptions of banking industry
health.

Prior to the 1980s, bank supervisors in the United States did not impose specific numerical capital
adequacy standards.Z Instead, supervisors applied informal and subjective measures tailored to the
circumstances of individual institutions. In assessing capital adequacy, regulators stressed factors such
as managerial capability and loan portfolio quality, and largely downplayed capital ratios. Supervisors did
try to make use of a variety of capital adequacy measures as early as 1864, when the National Banking
Act set static minimum capital requirements based on the population of each bank's service area, but
most early attempts at quantifying the notion of capital adequacy were controversial and unsuccessful. In
the 1930s and 1940s, state and federal regulators began to look at the ratios of capital-to-total deposits
and capital-to-total assets, but both were dismissed as ineffective tests of true capital adequacy.Q
Various studies of ways to adjust assets for risk and create capital-to-risk-assets ratios were undertaken

in the 1950s, but none were universally accepted at that time.4

Indeed, it was widely held that rigid adherence to fixed capital ratios would preclude the more
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comprehensive analysis thought necessary to weigh the myriad of factors affecting a bank's ability to
sustain losses. For example, the American Bankers Association's 1954 Statement of Principles explicitly
rejected the use of numerical formulas for determining capital adequacy in favor of supervisory judgment.
Charles Van Horn, the Regional Administrator of National Banks for the Second Region, Office of the
Comptroller of the Currency reiterated this emphasis on regulatory discretion in a 1972 speech by noting
that "the traditional capital-to-risk-assets and capital-to-total-deposit ratios are no longer relied upon
because such arbitrary formulas do not always take into account important factors."® In 1978 the FDIC
Manual of Examination Policies instructed examiners that "...capital ratios...are but a first approximation
of a bank's ability to withstand adversity. A low capital ratio by itself is no more conclusive of a bank's
weakness than a high ratio is of its invulnerability."

These statements exemplify a judgment-based, subjective, bank-by-bank approach to assessing capital
adequacy. Indeed, during the post World War Il period through the early 1970s, there was little reason to
question the efficacy of this judgment-based approach. Dollar-weighted average capital ratios for the
banking industry ranged between 5 and 8 percent but more importantly, bank failures were few in number
and the banking industry was generally considered strong.

In the 1970s the U.S. economy performed poorly and the banking industry began to show signs of
weakness. A new term, "stagflation,” was coined to describe the combination of economic stagnation and
high inflation that characterized much of that decade. The failures of Franklin National Bank (1974), and
the First Pennsylvania Bank (1980) were evidence that even relatively large banks were not invulnerable.

By the turn of the decade, extraordinarily high inflation and interest rates had severely weakened large
numbers of savings and loans and FDIC-insured savings banks. On the economic front, soaring interest
rates and a spike in oil prices instigated a worldwide recession in 1981. The incidence of bank failures
began to increase, partly as a result of worsening economic conditions and partly as a result of an
increase in bank risk profiles.

Against this backdrop, the trend in bank capital was cause for concem. As Chart 1 illustrates, the banking
industry's dollar-weighted capital-to-assets ratio was consistently below 6 percent between 1977 and
1982. The decline in capital ratios was most pronounced at large banks: in 1982, the equity-capital-to-
assets ratio at the largest bank holding companies reached a low of 4 percent.ﬁ Chart 2 shows the
subsequent increase in bank failures.

The convergence of macroeconomic weakness, more bank failures and diminishing bank capital triggered
a regulatory response in 1981 when, for the first time, the federal banking agencies introduced explicit
numerical regulatory capital requirements. The standards adopted employed a leverage ratio of primary
capital (which consisted mainly of equity and loan loss reserves) to average total assets. The guidelines
settled upon by the various agencies were similar in most respects, but each regulator had a different
view as to what exactly constituted bank capital. The Federal Reserve Board and the Office of the
Comptroller of the Currency announced a minimum primary capital adequacy ratio of 6 percent for
community banks and 5 percent for larger regional institutions. The FDIC established a threshold capital-
to-assets ratio of 6 percent and a minimum ratio of 5 percent. Over the next decade, regulators worked to
converge upon a uniform measure.

Chart 1

Bank Capital Levels Fall Through the 1880s and 70s, But
Basel Accord of 1988 Coincides With Reversal of Trend
(FDIC-Insured Commersial Banks)
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Chart 2

Annual Failures of FDIC-Insured Commercial Banks
Remain Well Below Crisis Levels
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Congress furthered the development of explicit and uniform regulatory capital standards when it passed
the International Lending and Supervision Act of 1983 (ILSA), directing the federal banking agencies to
issue regulations addressing capital adequacy.Z ILSA was a direct response to the international debt
crisis and its impact on the U.S. banking system. Up to that point, large institutions had engaged in
substantial interational lending without the benefit of a comprehensive regulatory capital program.

ILSA provided the impetus for a common definition of regulatory capital and final uniform capital
requirements in 1985. The minimum primary capital ratio for large banking organizations increased from 5
percent to 5.5 percent of adjusted total assets, while community banks' capital requirements fell from 6
percent to 5.5 percent. Banks with less than 3 percent of primary-capital-to-total assets were declared to
be operating in an unsafe and unsound condition and were required to comply with applicable enforcement
actions. The principles of the 1985 interagency regulations addressed the importance of capital to serve
as a cushion to absorb losses, provide and maintain public confidence, and support prudent growth. It
also stressed the importance of a comprehensive risk assessment, including off-balance-sheet risks, in
identifying whether additional capital is needed to supplement the regulatory minimum capital ratios, and
emphasized the need for international convergence of capital standards in maintaining a level playing
field. These same principles resonate in today's attempts to develop a more effective capital adequacy
framework.

By 1986, regulators were concerned that the primary capital ratio failed to differentiate among risks and
did not provide an accurate measure of the risk exposures associated with innovative and expanding
banking activities, most notably off-balance-sheet activities at larger institutions. Regulators began
studying the risk-based capital frameworks of other countries; France, the UK and West Germany had
implemented risk-based capital standards in 1979, 1980 and 1985, respectively. The agencies also
revisited the earlier studies of risk-based capital ratios. A proposal by the Federal Reserve Bank of New
York, for example, assigned assets to one of six categories depending on credit risk, interest rate risk and
liquidity risk factors.

The regulators agreed that the definition of capital adequacy needed to be better tailored to bank risk-
taking in order to address two major trends in the banking industry. First, banks were moving away from
safer, but lower yielding, liquid assets. At the same time, they were increasing their off-balance-sheet
activities, whose risks were not accounted for by the then-extant capital ratios. The regulators wanted a
new "risk asset ratio" to serve as a supplemental adjusted capital ratio to be used in tandem with existing
ratios of capital-to-total-assets, in the hopes that this would allow the capital framework to explicitly and
systematically respond to individual banking organizations' risk profiles and account for a wider range of
risky practices.

Regulators from the U.S. and around the world continued to consider the most practical methods of
capturing the various risks associated with banking, and in 1988, the central bank governors of the Group
of Ten (G-10) countries adopted the Basel Capital Accord.8 This risk-based capital framework remains in
effect today. It provides systematic procedures for factoring both on and off-balance-sheet risks into the
supervisory assessment of capital adequacy, reducing disincentives to holding liquid, low risk assets, and
fostering coordination among supervisory authorities from major industrialized countries. Under the 1988
Accord, as implemented in the U.S., assets and off-balance-sheet items are "risk-weighted" based on
their perceived credit risk using four broad categories. Most claims are risk-weighted at 100 percent,
although residential mortgages are weighted at 50 percent, claims on or guarantees provided by qualifying
banks and other entities (in the U.S. this category includes most notably the government-sponsored
enterprises such as Fannie Mae and Freddie Mac) are weighted at 20 percent, and very low risk assets,
such as those guaranteed by qualifying governments, are weighted at 0 percent. This forces banks to
hold more capital if they choose riskier assets, and does not penalize them for holding less risky
portfolios. Institutions subject to the Accord are required to maintain a minimum ratio of regulatory capital-
to-total risk-weighted assets of at least 8 percent. In addition to the risk-based capital requirements, all
U.S. institutions must comply with minimum leverage ratio requirements of Tier 1 capital-to-average total

consolidated on-balance-sheet assets .2

Further, U.S. depository institutions are subject to Prompt Corrective Action (PCA) regulations under
which institutions are classified into categories based on their regulatory capital ratios. The minimum
leverage ratio for strong institutions is 3 percent, and is 4 percent for other banks. As directed by the
Federal Deposit Insurance Corporation Improvement Act of 1991, enacted at the height of the U.S.
banking crisis, institutions with the highest capital ratios (i.e., at least 10 percent total risk-based, at least
6 percent Tier 1 risk-based, and at least 5 percent leverage) are categorized as "well capitalized,” while
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institutions with lower capital ratios are assigned lower capital categories. Institutions that are less than
well capitalized have restrictions or conditions on certain activities and may also be subject to mandatory
or discretionary supervisory actions.

These PCA requirements are unique to U.S. banks and reflect Congressional intent to reduce the cost of
bank failures and limit opportunities for bank supervisors to practice forbearance towards thinly capitalized
institutions. In terms of the two strands of thought discussed in this paper, the one emphasizing
judgment-based assessment of capital adequacy and the other emphasizing the importance of clear-cut
minimum capital requirements, the PCA requirements are the strongest and most definitive statement to
date in favor of clear-cut minimums.

Why the Need for a New Accord?

In many ways, the 1988 Accord has been highly successful. Although the 1988 Accord was developed for
large, internationally active institutions, the agencies have broadly supported the consistent application of
the risk-based capital standards across all banking organizations regardless of size, structure, complexity
or risk profile. The four broad credit risk categories, while imperfect, have been viewed as a significant
improvement over the previous domestic capital regime that failed to formally incorporate credit-sensitivity
and dissuaded banks from holding low risk assets.

This risk-based capital regulation has proven to be a stabilizing force in the international banking system.
Measured on-balance-sheet capital ratios have risen since the Accord's provisions took effect in 1992
without any evident contraction in credit availability as a result. Chart 1 shows that the industry average
equity-capital-to-asset ratio reached 8 percent in 1993; it had not been that high since 1963. Since the
implementation of the Basel Accord, banks have seen increases not only in equity capital, but also in
reserves and income, further strengthening banks' total level of protection from credit losses (Chart 3).

The upward trend in capital ratios since the early 1990s is probably not entirely attributable to the effects
of capital regulation. Many bankers doubtless remember the crisis years of the 1980s and early 1990s
and, by holding capital well in excess of regulatory requirements, wish to avoid the sanctions that can be
imposed during times of adversity not only by the regulators, but by creditors, ratings agencies, and

shareholders.
Chart 3
Total Level of Protection Against Credit
Losses Has Grown Steadily Over Time
{All FDIC-Insured Institutions)
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There is, nevertheless, little doubt that capital regulation has had a significant impact on overall bank
capital levels. One piece of evidence relates to the percentage of banks meeting the "well capitalized"
test. Between 1990 and 1992, the percentage of U.S. banks that were well capitalized increased from 86
percent to 96 percent despite an economic recession and weak banking conditions. Banks' compliance
with capital standards has generally been consistent, deteriorating only marginally in recent years. In
2001, 97 percent of FDIC-insured institutions remained well capitalized.

Concurrent with the strengthening of banks' capital positions was a marked decline in bank failures, as
shown in Chart 2. Annual bank failures hit a high of 280 in 1988, but had dropped to only 3 in 1998. There
were fewer than 10 commercial bank failures each year between 1995 and 2001.

Given that bank safety and soundness is influenced by a myriad of factors of which capital regulation is
only one, how can we assess the influence of the current capital regime on financial stability? It seems
fair to say that the relative scarcity of bank failures despite a severe U.S. corporate recession in 2001 and
the subsequent sluggish recovery has to be attributed in part to banks' strong capital levels, and at least
some credit should go to the capital regime that has been in place in the U.S. throughout the 1990s,
namely the 1988 Basel accord operating in conjunction with Prompt Corrective Action.

The Basel Capital Accord has also helped enhance global competitive equality. Because the Accord was
an international agreement, no one G-10 country had to place its institutions at a competitive
disadvantage by imposing strict capital standards that would not be adhered to by foreign banks. In
addition, since governments did not have to fear the potentially harmful consequences of unilateral action,
banks and bank customers around the world were able to benefit from uniform capital standards.

Despite all of these positives, certain limitations of the 1988 Accord have become both more apparent
and more important over time. Although the 1988 Accord is more risk-sensitive than earlier capital
guidelines, it is nevertheless a blunt instrument with respect to credit-risk differentiation and allows
securitizing banks significant latitude for capital arbitrage. Moreover, the increasing size and complexity of
the largest banks has made it more important for bank supervisors to enhance their ability to enforce
capital adequacy by harnessing two key tools, market discipline and the risk metrics employed by banks
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themselves.

Developing a more risk-sensitive capital framework is important in part because risks in commercial
banking have grown in important ways. First, as shown in Chart 4, credit risks appear to have gradually
trended higher over time. Annual net chargeoffs as a percent of average loans held by FDIC-insured
commercial banks have gradually become higher and more volatile since 1950. Moreover, this measure
tends to understate the true degree of credit risk in bank portfolios to the extent that loans have
dramatically increased as a percent of total assets, from 23 percent in 1950 to 61 percent in 2000.
Although the current risk-based capital regulations are meant to reduce disincentives to holding higher
quality credits, banks' asset mix has trended towards loans and away from low-risk securities, as
depicted in Chart 5. Banks' holdings of cash and U.S. government and agency securities have remained
relatively constant at between 20 percent and 30 percent of total assets since 1970, and have only
recently declined to 18 percent. At the same time, the notional value of derivatives contracts held by
banks has climbed from $7 trillion in 1990 to $45 trillion in 2001.

Chart 4

Rising Loan Losses Reflect a Gradual
Shift to Higher Credit Risk in Banking
(FOIC-Insured Commercial Banks)
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Important structural changes in the banking industry since the 1988 Accord was implemented have also
raised the stakes for bank supervisors who must understand the risks in these institutions. As shown in
Chart 6, consolidation over the past decade has left a much greater proportion of industry deposits in the
control of just a handful of extremely large banks. Between 1990 and 2000, there were about 4,500 bank
mergers involving more than $4 trillion in assets. These mergers left the top 50 banking companies in
control of over 55 percent of the industry's domestic deposits in 2001, up from 36 percent in 1990. The
top 5 companies alone held more than 21 percent of all domestic deposits in 2001; they had held just over
8 percent of deposits in 1990.

Chart 5

Bank Asset Mix Has Trended Toward
Loans and Away From Low-risk Securities
(FOIC-Insured Commercial Banks)
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Chart 6

Rapid Industry Consolidation Creates
Hew Challenges for Bank Supervisors
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The challenges involved in measuring and managing risks at these large complex institutions has led
bank supervisors to seek ways to supplement traditional examination techniques. The tools that
supervisors have embraced--greater emphasis on market discipline and greater use of banks' internal risk
measurements--are not part of the current accord but are part of the proposed new accord.

Market participants--creditors, shareholders and analysts--can be key allies of the regulators by penalizing
institutions that perform poorly or take excessive risks. For market discipline to be effective, however,
market participants must be adequately informed about the risks these banks are taking, and hence the
important role played by financial transparency in Basel Il.

Another important tool that plays a critical role in helping the regulators understand the risks in the largest
banks is the risk-related information generated by the banks themselves. The larger the bank, the less
practical an intensive supervisory review of the loan portfolio may become. Loan review and various
forms of transaction testing for these institutions is more likely to focus on testing the integrity of their
internal risk ratings and systems for quantifying risk exposure. The use of banks' internal risk measures
to set capital requirements is not new: under the Market Risk Amendment to the 1988 Basel Accord,
qualifying banks already use internal models to help set their capital requirements for market risk. Basel
1I's proposed use of internal risk measures to set capital requirements for credit risk, however, is new.
While this approach would be a significant departure from current regulatory practice, it is nevertheless an
evolutionary change that flows logically from developments in the measurement of risk at large
institutions.

The New Basel Capital Accord

The proposed revisions to the 1988 Accord comprise three mutually reinforcing "pillars." The first pillar
sets out the explicit regulatory capital charges, while the second and third pillars deal with supervision
and market discipline, respectively. This section can provide no more than a hint of how Basel Il works.
Other papers in this series (and the extensive material available on the website of the Bank for
International Settlements) will provide more information.

Under Basel Il, the definition of capital remains unchanged. Banks will have explicit Pillar 1 capital
charges against market risk, operational risk and credit risk, and may be subject to other capital charges
under Pillar 2 based on supervisory discretion. The Pillar 1 capital charges for market risk are unchanged
from the current approach. The charge for operational risk is new, controversial and beyond the scope of
this paper. The charge for credit risk remains 8 percent of risk-weighted assets, but the risk weights used
to compute those risk-weighted assets are drastically different; an overview of how this works is provided
below.

The first option for measuring credit risk is the standardized approach. While similar to the 1988 Accord in
that it applies a standardized set of risk weightings to different asset categories, Basel Il will include more
risk buckets to provide enhanced risk sensitivity, and will rely on external ratings agencies to help
determine risk.

The second option, the internal ratings based (IRB) approach, is a more fundamental shift in capital
regulation that allows banks themselves to estimate the amount of capital needed to support their unique
set of risks. Only banks that demonstrate the ability to conduct the necessary credit risk analysis will
meet the eligibility standards for participation in the IRB approach. Banks may choose between the
"foundation" or "advanced" IRB approaches, which differ in the extent to which banks supply the inputs
used in calculating the capital charge. Table 1 outlines the range of minimum capital charges for some
sample credit quality buckets under Basel Il in comparison to the fixed regulatory standards of past
capital frameworks.

Previous capital regulations, including the 1988 Basel Accord, required banks to hold the same amount of
capital for many commercial loans, regardless of the risk of the borrower. For example, current capital
standards dictate that a $100 commercial loan with a AAA credit rating, the safest rating, would
necessitate the same $8 capital charge as a $100 loan with a riskier B credit rating. Under the proposed
regime, credit rating would be vitally important in determining capital charges. For the sample credit
quality buckets listed in Table 1, capital requirements range from as low as $0.37 per $100 for AAA
equivalent loans to as high as $41.65 per $100 for B equivalent loans.10

The table illustrates that capital requirements may increase for some banks that hold risky assets but
may decrease significantly for banks that hold safer portfolios and are able to implement rigorous
programs to quantify and monitor risks. The table also illustrates how widely capital requirements could
vary, even within a given credit rating band, depending on a bank's estimates of a number of risk-related
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parameters (the details will be explained in a subsequent paper).

Under Basel I, Capital Requirements Will Vary

Table 1

Much More With the Risk of the Borrower

Minimum Capital Required for a $100 Commercial Loan of Quality:2

Capital Standards in Place 1981 - Present

AAA Credit BBB- Credit B Credit
Risk Risk Risk
Prior to 1981 Judgmental Judgmental Judgmental
1981 - 1988 (Prior to risk-based
framework) $5.00 $5.00 $5.00
1988 - Present (Risk-based
standards of Basel Accord) $8.00 $8.00 $8.00
Proposed Basel Il Standards
AAA Credit BBB- Credit B Credit
Risk Risk Risk
Proposed Basel Il
Standardized® $1.81 $8.21 $12.21
Proposed Basel (I;I Foundation $1.41 $5.01 $18.53
IRB&
Proposed Basel || Advanced $0.37 $1.01 $3.97
IRBY to to to
$4.45 $14.13 $41.65

Notes:

@ Quality refers to one-year default probabilities corresponding to the historical average for the given
credit rating. These capital charge calculations do not reflect the U.S. Prompt Corrective Action
standards that currently include a leverage requirement of four percent of on-balance-sheet assets for a
bank to be considered adequately capitalized. For U.S. banks, the average risk-based capital charge
can not fall below four percent.

b All Basel Il capital calculations (Standardized and IRB) include an operational risk charge. For this
table, the operational risk charge is determined by using the Basic Indicator Approach where the capital
charge is equal to 15% of the institution's average gross income over the previous three years. As a
proxy for average gross income, this table uses the current industry average return-on-assets (1.41%)
multiplied by the amount of the loan ($100) for an estimated operational risk charge of $.21 (15% of
$1.41).

¢ Figures are for an unsecured credit with an assumed loss given default (LGD) of 45%. The one year
probability of default (PD) for each credit is as follows: AAA (.03%), BBB- (.35%), B (8.38%). All
calculations performed using the QIS-3 Spreadsheets with maturity of 2.5 years.

d Calculations reflect representative lower and upper bounds for capital to be held in support of the $100
loan. Lower bound reflects an LGD of 10% (high recovery) with a one-year maturity loan. Upper bound
reflects an LGD of 90% and a five-year maturity loan.

Source: FDIC staff calculations based upon "Quantitative Impact Study 3 Technical Guidance"; Basel

Committee on Banking Supervision (October 2002), available at www.bis.org.

It is important to note that Basel Il will include an operational risk charge in addition to the credit risk
charges, and an example of how this might affect marginal capital charges under the standardized
approach is included in Table 1. While the impact of any operational risk charges on the capital
requirements for credit risk is difficult to ascertain in advance, the basic picture presented by the table is
unaffected: capital requirements for credit risk will be both more risk-sensitive and more flexible. The
remaining pillars focus on maintaining an effective supervisory review process and making better use of
market disciplinary forces. Under Pillar 2, supervisors are charged with reviewing banks' internal
assessments of their own capital allocation and adequacy, and may intervene when banks' approaches
are deemed insufficient. Supervisors will also examine banks' overall risk management practices and
internal controls. The third pillar is intended to make banks' risk and capital positions more transparent so
that market discipline can reinforce other capital regulatory efforts. Banks will be encouraged to make all
of the public information disclosures that market participants need to monitor banking institutions.

Overall, the practices outlined in Basel Il represent several important departures from the traditional
philosophy of bank capital regulation. For the first time, the very largest banks will be operating under a
completely different set of formal capital regulations than will other, smaller banks. This formal bifurcation
of capital regulation has the potential to affect the terms of competition among banks of various sizes.
The nature of these long-term competitive effects is uncertain, but deserves serious consideration.

Second, Basel II's proposals rely on banks' own internal risk estimates to set capital requirements for
credit exposures. Compared to traditional regulatory formulas that define required capital in terms of
percentages of pre-specified and well-defined asset categories, Basel |I's new approach is a conceptual
leap. Implementing Basel Il will necessitate that participating banks maintain a sophisticated quantitative
and operational risk management infrastructure to ensure the integrity of their internal risk estimates.

For regulators, evaluating the integrity of internal ratings to the level of detail contemplated under Basel Il
will be a significant step beyond the traditional supervisory loan grades of pass, special mention,
substandard, doubtful and loss. Substantial regulatory efforts to develop new examination procedures for
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the largest banks is thus an important byproduct of Basel Il.

Finally, the proposed new Basel Capital Accord will elevate the importance of human judgment in the
process of capital regulation. The aura of quantitative sophistication of the new Accord makes it easy to
lose sight of the fact that required capital will be set based on human estimates of unknown quantities.
The judgment of banks in forming these estimates, and of supervisors in validating the assumptions, will
come together and the result will be the supervisory capital requirement. In this way, the proposals for the
new Accord are reminiscent of earlier regulatory practices; before the imposition of numerical capital
requirements in 1981, capital regulation was also based on judgment, albeit without the degree of
sophistication embodied in Basel Il.

Conclusion

The proposed new Basel Capital Accord marks a new stage in the evolution of regulatory capital
requirements and in the philosophy of supervision of large banks. The ramifications of the changes will
likely reach far beyond the community of large banking institutions, and thus deserve the attention of a
variety of constituencies. Despite the public availability of documents on the website of the Bank for
International Settlements, though, the workings of Basel Il are not widely understood outside of an
extremely small subset of bank regulators and technical experts at large banks.

The FDIC believes that the proposed changes to the existing Accord should be made accessible to a
wider community of bankers, academics, policymakers and regulators than has heretofore been the case.
Accordingly, the FDIC will publish a series of papers over the coming year discussing various aspects of
the new Accord. These papers will be designed to inform interested parties and stimulate debate on the
key issues that remain unresolved as the design of Basel Il progresses.

The principal authors of this study were: Susan Burhouse, John Feid, George French, and Keith Ligon

Send comments on this FY| to: George French gfrench@fdic.gov

Send feedback and technical questions about the FY| series to:

fyi@fdic.gov
All media inquiries should be addressed to : David Barr, FDIC Office of Public Affairs, dbarr@fdic.gov

1 The first Basel Committee consultative document, A New Capital Adequacy Framework, was issued on June 3, 1999, and the second
consultative document, The New Basel Capital Accord, was issued in January 2001. The documents are available through the website
for the Bank for International Settlements at www.bis.org.

2 Norton, Joseph Jude, Devising Intemational Bank Supervisory Standards, International Banking and Finance Law, vol. 3, pp. 46-49
(1995).

3 Ryon, Sandra L., History of Bank Capital Adequacy Analysis, FDIC Working Paper No. 69-4, FDIC Division of Economic Research
(1969).

4 In 1952, different capital-to-risk assets ratios were proposed in separate studies by a committee of the New York State Bankers

Association, the lllinois Bankers Association, and the Federal Reserve Bank of New York. The Board of Govemnors of the Federal
Reserve developed a "Form for Analyzing Bank Capital" in 1956.

5 Norton, supra n.2 at 49.

6 Horvitz, Paul M. "More is Better as Capital Requirements Go," The American Banker, April 24, 1986: 4.

7 *Each appropriate Federal banking agency shall cause banking institutions to achieve and maintain adequate capital by establishing
minimum levels of capital for such banking institutions and by using such other methods as the appropriate Federal banking agency
deems appropriate." Capital Adequacy, 12 U.S.C.A. 3907(a).

8 "Intemational Convergence of Capital Measurement," issued in July 1988, describes the framework. The 1988 Accord was developed
by the supervisory authorities on the Basel Supervisors Committee, comprising representatives from Belgium, Canada, France,
Germany, ltaly, Japan, Netherlands, Sweden, Switzerland, the UK and the US.

%In general terms, Tier 1 capital includes common stockholder's equity, qualifying noncumulative perpetual stock (for bank holding
companies it also includes limited amounts of cumulative perpetual preferred stock), and minority interests in the equity accounts of
consolidated subsidiaries.

10 See the notes to Chart 8 for calculation details.
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