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II. Learning Goals

1. Identify the types of regulations that commercial banks are subject to.
2. Review the major bank regulations that have been passed in the last 20 years.
3. Examine how commercial banks’ reentry into the investment banking business has evolved.
4. Describe how and why the scope of deposits insured by the FDIC has changed.
5. Compare regulations on U.S. commercial banks with those of other countries.
6. Understand why commercial banks are subject to reserve requirements.
7. Assess the capital regulations that commercial banks must meet.
III. Chapter in Perspective

In this chapter the major aspects of commercial bank regulations are covered.   The purpose of this chapter is to familiarize readers with the types of regulations banks must comply with, and how these regulations affect profitability. Appendix C provides a list of various DIs and their primary regulators and Appendix D lists deposit insurance coverage for select countries before and after the crisis.  After reviewing the primary areas of regulation, the effects of restrictions on lines of business and geographic areas of operation are presented and the changes in these factors being brought about by the Financial Services Modernization Act (FSMA) of 1999.  The FSMA was a landmark act that repealed many of the Glass-Steagall restrictions on banking.  The history and problems of the FDIC and the FSLIC are covered and the U.S. system is contrasted with deposit insurance methods overseas.  Appendix A demonstrates how to calculate deposit insurance premium under the FDIC assessment method.  The text provides information on reserve requirements, risk based capital requirements and off-balance-sheet regulations.  Appendix E explains and provides numerical examples of calculating risk based capital requirements and Appendix B contains details about calculating minimum required reserves at U.S. depository institutions.  Finally, the text compares foreign versus domestic regulations of banks.
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V. Teaching Notes

1. Specialness and Regulation: Chapter Overview

Banks are entrusted with a large portion of the liquid assets of households.  In turn, banks provide essential services to savers such as maturity and denomination intermediation, risk assessment of investments and allocating funds to borrowers.  Banks also play a major role in the transmission of monetary policy and operating electronic payment mechanisms.  Because of the vital nature of the services provided by banks and the government’s deposit insurance liability, the government is obligated to regulate this industry.
2. Types of Regulations and the Regulators

a. Safety and Soundness Regulations

Safety and soundness regulations are designed to limit the probability of failure of a DI.  Examples include:
· Lending limits on the amount that can be lent to one or related borrowers.  Banks cannot lend an amount greater than 15% of their own equity capital to one company or borrower (more if the loan is collateralized by liquid assets).

· Minimum amounts of DI equity capital are required.  Greater amounts of equity capital are required if a bank invests in riskier assets.

· The existence of guaranty funds such as the Deposit Insurance Fund (DIF) operated by the FDIC.  Deposit insurance premiums increase with the riskiness of the bank.  Risk based insurance premiums and capital requirements help limit moral hazard problems (see below).  Deposit insurance prevented runs on banks during the financial crisis. 
· Examinations and reporting requirements.  DIs must file quarterly call reports and large institutions must be examined annually.  Examiners analyze the bank’s loan policy (credit evaluation procedures) and internal control processes (among other things) to help ensure the safety and soundness of the institution.  Fraud and embezzlement have also always plagued the banking industry, and regular examinations are required to prevent illegal activities.

These and other regulations impose a cost called the net regulatory burden upon DIs.  The net regulatory burden is the difference between the private benefit from being regulated, such as the reduction in liability cost brought about by deposit insurance, less the private cost of adhering to regulations, producing reports, etc.

The Dodd-Frank Act of July 2010 (or the Wall Street Reform and Consumer Protection Act) was designed to improve the safety and soundness of the financial system and prevent another financial crisis.   The bill’s five key objectives were:
1. 
Promote better supervision of financial firms by creating a new Financial Services Oversight Council chaired by the Treasury and including the heads of the primary federal regulators.  The main purpose is to give the Treasury more oversight. The Treasury now has a new office, the Office of National Insurance, to oversee systemic risks caused by insurance companies. The other major change is to give the Federal Reserve more authority over nonbanks that pose systemic risks. This is giving the Fed the authority they used during the crisis. 
· In 2011 the Fed decided to limit net credit exposures of the nation’s six largest banks to 10% of regulatory capital.  Net exposure is generally limited to 25% of regulatory capital at other institutions.  It is possible that these strict limits will have unintended consequences such as limiting hedging at these large institutions and perhaps reducing liquidity by limiting interbank trading.

· The Fed is still seeking additional regulatory oversight of nonbank financial service firms (so called shadow banks).  Finance companies, life insurers and others are examples.  In addition, structured investment vehicles (SIVs), special purpose vehicles (SPVs) and issuers of asset backed commercial paper (ABCP) would be included in this list.  According to the text shadow bank assets comprised $9.2 trillion in 2013.  The Dodd-Frank bill grants potential supervisory power to the Federal Reserve of these entities and it is likely that capital requirements and risk management standards will be imposed.  As late as July 2016 about 30 percent of rules mandated by the Dodd Frank Bill had yet to be implemented. 
Teaching Tip:  It is not apparent to me whether additional Federal Reserve oversight of these firms is necessary or good for the economy.  The motivation for regulating depository institutions is primarily the taxpayer’s liability associated with deposit insurance.  These ‘shadow’ entities do not accept insured deposits.  Imposing a higher regulatory burden on these institutions will raise the cost of credit and impose greater inefficiencies in the financial system. Raising the cost or limiting the availability of bank credit by regulating shadow bank financing is likely to result in slower job growth over time since small firms are primary job creators and rely on bank credit.  Presumably the argument is that these institutions may be too interconnected to be allowed to lend in an unregulated fashion.  As always, our capitalist system will respond, perhaps by increasing the amount of unregulated private lending from pooled investor funds.  

Hedge fund and private equity advisors are required to register with the SEC.  Hedge fund practices such as selling credit default swaps without sufficient capital, alleged short selling of leveraged instruments they helped created and other such problems indicate a need for more oversight.
2.
Improving market regulations by increasing regulation of securitization processes by requiring more transparency, stronger regulations of credit ratings agencies and increasing the percentage of sold loans that must be retained by originators.  This section also increases regulation of OTC derivatives and gives the Federal Reserve additional authority to oversee the nation’s payment mechanisms. These are all welcome changes that are necessary.  

Teaching Tip: 

Proposed changes to credit ratings agencies probably do not go far enough.  The funding model for rating agencies is flawed since the security seller pays the rating agency.  This payment model creates a conflict of interest and may result in overly optimistic ratings.  There is a plethora of evidence that ratings change too slowly over time when negative events occur. The proposed changes include allowing a greater number of ratings agencies to foster competition and a reduced reliance on the ratings.
3.
Establish a Consumer Financial Protection Agency (CFPA) to protect consumers from unfair, deceptive and abusive practices and improve transparency in dealing with consumers. A similar credit card bill effective in 2010 limits card issuer’s ability to increase interest rates in the first year a card is obtained, limits fees and penalties for missed payments, which had become exorbitant, and abolishes universal default penalties (prior to this, when missing a payment on any bill, the credit card issuer could apply default rates and fees on the credit card holder).  These changes were long overdue, but they will result in less credit availability for marginally creditworthy individuals and may result in higher credit card charges for the general populace.  This may reduce consumer spending and perhaps result in slower economic growth. Credit card charge-off rates are traditionally high and were very high during and after the crisis.  Nevertheless there are only a few credit card issuers and this creates the possibility of a less than fully competitive market so an argument for regulation can be made. 
Teaching Tip: The CFPA is hated by the industry, but while undoubtedly the majority of transactions with individual consumers are above board, some of the larger banks have acquired a reputation of not treating individual customers very well.  The treatment of less financially astute customers has in fact not always been very good.  The individual’s recourse to correct billing errors and make reasonable accommodations for workouts has been very poor.  Bank fees for bounced checks are also extremely high.  Such practices have encouraged too many lower income individuals to pay very high interest rates at payday lenders to avoid these type fees.  The danger is that the CFPB may institute lending requirements that will require offering credit to people who may not be able to repay, thus potentially creating a situation similar to the subprime mortgage market bubble that helped fuel the financial crisis.  The CFPB ordered Wells Fargo to pay $185 million in fines and penalties to settle charges that Wells Fargo employees created fake accounts for existing customers to meet sales quotas and earn bonuses.  The employees moved funds to the fake accounts and charged customers fees for services they did not ask for. The bank was encouraging cross selling to customers to exploit scope economies, a common practice today, and provided bonuses for new accounts. This situation shows how difficult it is to use performance based incentives and quotas as well as the need to maintain an ethical culture at all levels of financial service firms.  At Wells Fargo over 5300 employees were fired, including the CEO John Stumpf so this was not a few employees who crossed the line.  All firms, and particularly financial firms, talk about ethics.  Obviously this is not always sufficient and one must be careful how one designs incentives. For more information see, “The Surprise Ethics Lesson of Wells Fargo,” By Mark Pastin, The Huffington Post The Blog, January 20, 2017, http://www.huffingtonpost.com/mark-pastin/the-suprise-ethics-lesson_b_14041918.html.  

4.
Establish new methods to resolve problems in non-banks that may present systemic risks and improve the Fed’s accountability in its emergency lending facilities.

5.
Increase international regulatory standards and cooperation, primarily by increasing capital requirements at U.S. and non-U.S. banks.  In June 2011, regulators eliminated a 2007 rule that allowed large banks to use internal models to calculate how much capital they must hold.
  Under Basel II, banks with $250 billion or more in assets might have been able to have lower capital ratios than smaller banks. The Collins Amendment now requires large banks to calculate their capital requirements using the rules for small banks and the Basel II calculations where their capital requirement is the larger of the two measures.  Banks argued against the rule claiming that higher capital requirements will hurt U.S. growth.  A BIS study indicates that since funding with capital is more expensive, loan spreads may increase with greater capital requirements.
  However, their models reveal only a modest reduction in resulting growth.  The study finds that the most likely impact is a 1% increase in the required ratio of tangible common equity to risk weighted assets results in a maximum reduction in annual growth of 0.04% over a four and one half year period.  The researchers note that there is uncertainty in their estimates. 
b. Monetary Policy Regulation

The central bank directly controls only outside money (money outside the banks such as currency and coins in circulation) but the majority of the money supply is inside money (bank deposits).  Many governments require banks to back deposits with reserves held at the central bank or other government authority.  In the U.S. the Fed requires banks to hold reserves at the Fed, and can manipulate both the level of required reserves and the price of holding excess reserves by manipulating interest rates (see Chapter 4).

c. Credit Allocation Regulation

Credit allocation regulations are designed to channel funds to what are deemed socially deserving areas such as housing, farming or lending in economically disadvantaged areas.  These laws and regulations may require DIs to lend minimum amounts in one area or to provide loans at subsidized rates.  Examples include the Qualified Thrift Lender Test (for more on the QTL Test see Chapter 14) and the Community Reinvestment Act (CRA) of 1977.  In 1995 CRA regulations were revised to make the objectives more measurable and to reduce the regulatory burden imposed by the law.  Revised rules focus on three measures:
1. Lending:  

a. Geographic and demographic distribution of lending.  The object is to prevent redlining and similar discriminatory practices as well as to encourage lending to disadvantaged groups.

b. Extent of community development lending.  Encourages banks to lend to startups and engage in loans to micro businesses.

c. Use of innovative or flexible lending practices to assist low or moderate income individuals.

2. Investment:  The institution’s involvement with qualified programs that assist certain people or areas.  An example may include funding for public service organizations that invest in disadvantaged areas.

3. Service:  The extent to which the institution provides banking services to the community and their willingness to accommodate to area needs.

CRA ratings range from outstanding to substantial noncompliance.  Poor ratings can affect regulatory approval of proposed mergers and other related activities.  A bank’s CRA rating must be made publicly available; most banks of any size put together a brochure outlining their community involvement.

Teaching Tip:

It is an open question how much the unintended consequences of the CRA (and the regulatory mindset that goes with it) contributed to the financial crisis.  The CRA has been around for a long time so ipso facto it could not have been the cause by itself.  However, the mindset that banks should grant credit to those who may not be a good credit risk can have negative consequences for the economy if practiced extensively.  The housing crisis occurred for other reasons as well, including speculative increases in home prices fueled by easy credit. 
d. Consumer Protection Regulation

The CRA and the Home Mortgage Disclosure Act (1975) are both designed to prevent discrimination in the granting of credit.  Lenders must fill out a standard form for each loan stating why a loan application was accepted or denied.  Bankers have complained that government requirements result in excessive, costly documentation.

e. Investor Protection Regulation

The Securities Acts of 1933 and 1934 are the two primary pieces of legislation that form the basis of investor protection.  The 1933 act created strict disclosure requirements for primary public offerings.  The 1934 act established the SEC and its right to regulate secondary markets.  

Teaching Tip: Other major acts include the Investment Company Act of 1940, the Investment Advisor’s Act of 1940, and ERISA in 1974. The Investment Company Act of 1940 (as amended in 1970) requires that mutual funds and closed-end funds meet           disclosure requirements similar to new issues.  This law also requires funds to publish and adhere to a clear statement of goals (which may not be changed without shareholders' consent) and other anti-fraud procedures.  The Investment Advisors Act of 1940 requires that anyone who sells advice about securities or investments register with the SEC.  Information such as criminal record, age, experience, education must be disclosed. The SEC does not deny anyone the right to sell unless they have a criminal record. 

f. Entry and Chartering Regulation

Market entry is regulated.  For instance, national bank charters are granted by the Office of the Comptroller of the Currency (OCC).  A given charter also limits the activity of the entity.  Controlled entry into an industry creates a potential competitive barrier that may allow banks to enjoy higher profitability.

g. Regulators

The U.S. tends to have more regulatory overlap than other countries.  A state chartered insured bank that is a member of the Federal Reserve System may technically be regulated by the Fed, the FDIC, and a state banking commission.  

Teaching Tip: In reality due to resource constraints a more rational system is used. The Comptroller of the Currency has the primary examination responsibility for national banks.  The FDIC may defer to the Fed on state chartered Fed member banks and the FDIC will concentrate more on state banks that are not members of the Fed.

Appendix 13C: Primary Regulators of Commercial Banks (available on Connect or from your McGraw-Hill representative)
Text Appendix 13C lists types of institutions and their regulators.  The Appendix table is reproduced below for your convenience. Some institutions can have up to four regulators, although most have three.  Note that only Edge Act corporations have only one regulator. 
	APPENDIX 13C

Legend
	Primary Regulator of U.S. Depository Institutions

	FDIC
	Federal Deposit Insurance Corporation

	FTC
	Federal Trade Commission

	Federal Reserve
	Board of Governors of the Federal Reserve System/Federal Reserve Banks

	NCUA
	National Credit Union Administration

	OCC
	Office of the Comptroller of the Currency


	A.
	National banks
	Federal Reserve, FDIC, OCC

	B.
	State member banks
	State authority, Federal Reserve, FDIC

	C.
	State nonmember banks insured
	State authority, Federal Reserve, FDIC

	D.
	Noninsured state banks
	State authority, Federal Reserve, FTC

	E.
	Insured savings institutions, federal*
	Federal Reserve, FDIC, OCC

	
	Insured savings institutions, state†
	State authority, Federal Reserve, FDIC

	F.
	Uninsured savings institutions, state
	State authority, Federal Reserve, FTC

	G.
	Credit unions, federal
	NCUA, Federal Reserve, state authority

	
	Credit unions, state
	State authority, NCUA, Federal Reserve, FTC

	H.
	Bank holding companies
	Federal Reserve, state authority, FTC

	I.
	Savings institution holding companies
	State authority, Federal Reserve, FTC, OCC

	J.
	Foreign branches of U.S. banks, national and state members
	Federal Reserve, state authority, OCC

	
	Foreign branches of U.S. banks, insured state nonmembers
	State authority, FDIC

	K.
	Edge Act corporations
	Federal Reserve

	
	Agreement corporations
	State authority, Federal Reserve

	L.
	U.S. branches and agencies of foreign banks, federal
	OCC, Federal Reserve, FDIC, FTC, state authority

	
	U.S. branches and agencies of foreign banks, state
	State authority, Federal Reserve, FDIC, OCC, FTC


Source: Public Information Department, Federal Reserve Bank of New York, 33 Liberty Street, New York, NY 10045. www.federalreserve.gov 

This appendix provides an overview of primary regulators of depository institutions as of December 2013. It is not intended to cover each area of regulatory responsibility in detail. Further, the appendix and accompanying footnotes should not be considered either a substitute for or an interpretation of the regulations. Regulatory agencies should be consulted for answers to specific questions.

Teaching Tip: What does the existence of multiple regulators imply about the quality of supervision?  Have banks ever pushed hard for consolidation of the regulatory agencies? What does this imply?  A good argument can be made that we don’t really need all the additional regulations of the new act; we simply need better enforcement of the existing regulations.  Without proper enforcement no new regulations will be successful at preventing another crisis.  In any case it seems very unlikely that any set of regulations will prevent another crisis from occurring. 
3. Regulation of Product and Geographic Expansion

The focus of the banking laws from 1933 to 1980 was to limit the number of failures by limiting 

· How banks could compete

· Where banks could compete

· What lines of business banks could engage in.

The laws were also designed to protect small banks from being outcompeted and driven out of business by large banks.  The laws worked; about 43% of the existing number of banks failed in the 1923 to 1933 time period (almost 14,000 banks).  From 1941 to 1977 with the tougher regulations fewer than 200 banks failed. 

Teaching Tip: The environment began to change rapidly in the mid to latter 1970s.  The U.S. experienced inflation and interest rates began rising.  In 1979 the Fed stopped targeting interest rates and allowed rates to rise further.  Rates were very high by historical standards and projected to keep rising due to inflation/energy prices. All DIs faced disintermediation under Regulation Q (Reg Q limited the ability of banks and thrifts to offer competitive interest rates on deposits) as money market mutual funds grew rapidly.  There were increasing levels of competition within the banking industry and from non-bank financial institutions brought about by scale and scope economies generated from rapid improvements in computer technology.  Regulations severely limited growth opportunities for banks and thrifts.  Thus, there were profit opportunities that the banks could not exploit. Since regulations limited banks from expanding into many related financial services, banks did what they could and other non-banks attempted to enter new lines of banking related businesses.   For instance, Merrill Lynch created cash management accounts, insurers granted loans against life insurance policies, money market mutual funds offered checking features, even Sears, a large retailer, began offering credit cards.  Banks began offering discount brokerage services, and offering insurance in conjunction with loans.  Slow erosion of regulatory firewalls continued, but history shows that Congress never acts until there is a crisis.
  The crisis was provided by the drop in profitability and the consequent run down in equity values at savings and loan institutions.  Ronald Reagan, a great believer in deregulation, was also elected President in 1980, the year the first major piece of legislation deregulating financial services, the DIDMCA, was passed.  At this point the setting was ripe for change and the 1980s became a decade of deregulation of financial services.

a. Product Segmentation in the U.S. Commercial Banking Industry

Germany, Switzerland and the United Kingdom have universal FIs that provide a broader range of financial services than U.S. banks.  The Japanese system is more closely akin to the U.S. because it was modeled after ours.  Nevertheless, overall most foreign banks have long been able to engage in a broader range of services such as commercial and investment banking, insurance, and other financial activities than U.S. banks.  For regulatory purposes commercial banking is defined as making commercial loans and taking deposits.  Investment banking is underwriting and distributing securities and otherwise engaging in market making activities.  

Separation of financial services was enshrined by regulation during the Depression.  The Glass-Steagall Act came about as a result of the large number of bank failures after the stock market crash of 1929.  Prior to this time banks had been allowed to engage in investment banking activities.  Allowing joint investment banking and commercial banking can create many conflicts of interest (see below).  Glass-Steagall prohibited banks from underwriting most securities (except GOs, Treasuries, private placements and real estate loans).

Ethics Teaching Tip: Example of the conflicts of interest include implicit or explicit ‘tie in’ arrangements.  For example a lender might pressure a loan customer to purchase a new issue the bank is underwriting as a condition for a favorable review of a loan application. A lender may also disclose unfavorable information uncovered in the loan application to the bank’s securities division so that the firm’s stock can be sold before losses occur.

In 1987 the Fed began allowing certain commercial banks to create Section 20 affiliates which could underwrite corporate debt and equity securities.  Since 1997 banks have been allowed to acquire existing investment banks.  This change set off a spate of mergers such as Deutsche Bank’s acquisition of Bankers Trust.  Finally in 1999 the FSMA allowed the creation of full service FIs.  
The FSMA also allows bank holding companies to establish insurance underwriting affiliates and allows insurance companies to operate banks and securities firms.  The FSMA is indeed the biggest law change since the Glass-Steagall Act it repeals.

Prior to the FSMA, banks and bank holding companies (and insurers) were prohibited from owning nonfinancial entities.  The 1956 Bank Holding Company Act required bank holding companies to divest any amount beyond a 4.9% stake in nonfinancial entities.  Until recently, the only way a commercial firm could enter banking had been to operate a nonbank bank.  Nonbank banks either make commercial loans or take (uninsured) demand deposits but not both.

The FSMA defines a financial services holding company as one which holds at least 85% of its assets in financial assets.  The intent of the law was to ensure that financial services holding companies hold financial assets, and divestment of commercial enterprises may be required.  Commercial banks belonging to a financial services holding company could also have a controlling interest in a nonfinancial enterprise as long as the investment is for a limited time period (the time period is unspecified in the Act) and as long as the bank does not actively manage the nonfinancial enterprise.
Although the FSMA allowed the creation of financial conglomerates that operate in many diverse financial lines, the act continued functional regulations.  For instance, a financial service holding company with a bank, an insurer and a securities firm continues to have each activity regulated by the appropriate agency.

After the FSMA some commercial banks had only limited success in entering investment banking underwriting.  Wachovia and Bank of America for example had only limited success before the crisis, but J.P. Morgan did make inroads.  The financial crisis ended the separation of the two.  In March 2008 the Fed helped J.P. Morgan acquire Bear Stearns and in September Lehman Brothers was allowed to fail and Bank of America acquired Merrill Lynch to prevent its failure.  Goldman Sachs and Morgan Stanley were allowed to change their charters to commercial banks to acquire deposit funding and to make it easier to borrow from the Federal Reserve. 
b. Geographic Expansion in the U.S. Commercial Banking Industry

Throughout the early and mid 1900s many states required banks to be unit banks (banks with no branches) and the ability to branch has predominantly been regulated at the state level.  Most states prohibited or limited branching because they feared that allowing branch banking would eliminate the small local independent banks.  The McFadden Act of 1927 required nationally chartered banks to adhere to state branching restrictions.  It was actually intended to allow national banks greater freedom to branch, but the Act contained a provision that left branching restrictions up to the state, and most states quickly prohibited branch banking and interstate banking.  As of 1997 only six states still limited intrastate branch banking.

Banks always sought ways around the geographic restrictions imposed upon them by regulations.  When they could not acquire or create de novo (build new ones) branches, they created multibank holding companies that led to defacto intrastate and interstate banking.  This led to the 1956 Bank Holding Company Act which limited the ability of multibank holding companies to operate out of state subsidiaries. Existing multi-state structures were grandfathered and allowed to continue.  After this, one bank holding companies were formed that had nonbank subsidiaries operating across state lines.  Congress closed this loophole in the 1970 Amendments to the Bank Holding Company Act.  

Teaching Tip: Several events led to the eventual demise of many of the restrictions on branching and interstate banking.  First, the regulators allowed DIs from other states to acquire failing institutions during the 1980s, so defacto interstate banking was occurring.  Second, more states began allowing intrastate branching and interstate banking via reciprocal agreements with neighboring states.  Maine even allowed non-reciprocal interstate banking to encourage competition.
In 1994 Congress passed the Riegle-Neal Act that allowed interstate banking by allowing banks to consolidate out of state bank subsidiaries into a branch network or by acquiring existing banks across state lines.  The ability to establish de novo branches across state lines is up to the individual states.  Some states prohibit de novo branching to protect the value of small local institutions because in these cases the only way to gain market access is to buy a local institution.  The Riegle-Neal Act has also been a major impetus for many mergers.

Teaching Tip: What does this indicate about the lobbying power of smaller banks?

Savings institutions have been allowed to operate across state lines since the 1980s.  

4. Bank and Savings Institution Guarantee Funds
a. FDIC
The FDIC was created during the Depression to restore public confidence in the banking system.  The initial insurance limit was $2,500; this amount was periodically increased to $100,000 where it remained until the financial crisis when it was increased to $250,000.

  The FDIC had little trouble until the 1980s because there were very few failures from the 1930s to the 1980s.  There were more bank failures in the 1980s than during the entire previous existence of the FDIC.  Past failures and new potential failures of large banks revealed that the FDIC was undercapitalized and that additional regulations were needed to improve the safety and stability of the banking industry.  The result was the FDIC Improvement Act (FDICIA) of 1991.  The major provisions of FDICIA included
· Regulators must take prompt corrective action (PCA) and intervene in cases where bank capital falls below prescribed minimums.  See Text Table 13-4 for details.
· The pricing of deposit insurance premiums would be risk based.

· Regulators were very limited in their ability to use government funds to bailout institutions deemed ‘too big to fail.’

· Federal regulations were extended to foreign bank branches and agencies (Foreign Bank Supervision and Enhancement Act)

The decade of the 1990s saw strong profit growth at banks and very few failures (only three in 2004 with assets of $151 million total). As of the third quarter of 2004 the FDIC had reserves of $34.5 billion.  The bank fund (or BAIF, see below) reserve ratio was 1.32%, the saving fund (or SAIF) reserve ratio was essentially the same at 1.33%.  The BAIF reserve ratio was higher in 2004 than in 2001-2003.  In 2007 the merged DIF fund equaled $52 billion and represented 1.22% of insured deposits.  As of the end of 2007 there were 76 problem institutions with $22 billion in assets.  Three institutions failed in 2007 with total assets of $2.3 billion.  These were the first bank failures since 2004 when four banks failed.  Of course the crisis made the fund’s position far worse. The FDIC’s DIF reserves were -$7.2 in December 2010 with a reserve ratio of -0.12%.
  The banks were required to pay higher insurance fees and even to prepay fees.  The FDIC has also been approved to borrow up to $500 billion from the Treasury, so no talk of failure emerged.  From 2007 through 2010, 325 institutions failed (with assets of $636.3 billion). In December 2010 there were 884 institutions on the Problem Bank List with assets of $390 billion so the fund was still stressed at that time. Losses to the fund from 2008 through 2011were $81.7 billion as 414 total institutions failed over the period.  IN the first quarter of 2017 DIF reserves was $84.9 billion and the reserve ratio was 1.20%, the same as in 2016.  By law the reserve ratio must increase to 1.35% by September 2020 requiring higher assessment fees.  Surcharges are now charged on large banks (as of September 2016) while rebates are granted to small banks with less than $10 billion in assets to help offset the cost increases. (Source: FDIC Quarterly Banking Profile and FDIC Historical Statistics and the text).
b. The Demise of the Federal Savings and Loan Insurance Corporation (FSLIC) 

The FSLIC was the FDIC counterpart to the savings and loan industry.  The FSLIC was overseen by the Federal Home Loan Bank Board (FHLBB).  The FHLBB acted as both a regulator and promoter of the industry.  The FSLIC had few problems during the regulated years. The S&L industry was allowed to pay higher rates on deposits than banks under Regulation Q, creating an advantage for S&Ls.  As interest rates rose in the 1970s and Regulation Q ceilings prevented thrifts from raising rates, disintermediation occurred and S&L profits plummeted due to their large negative rate sensitivity gap.  The Depository Institutions Deregulation and Monetary Control Act (DIDMCA) of 1980 gave S&Ls greater abilities to diversify their investment and loan portfolios and offer NOW accounts so that they could be more like banks and began to phase out Regulation Q.  Unfortunately, many S&Ls did not have the expertise to compete in established banking markets.  Moreover regulations did not provide incentives for S&L managers to limit risk on their own and many, fearing that insolvency was inevitable anyway, undertook greater risks in unfamiliar areas such as junk bonds and commercial real estate.
  The DIDMCA (and later the followup Garn-St. Germain Act of 1982 which further broadened S&L powers) did little to stop the profit problems at S&Ls as short term interest rates soared and the yield curve turned downward sloping.  The inverted yield curve hurt S&Ls because they made long term fixed rate mortgages funded by short term deposits.  Many S&Ls already low capital levels were quickly eroded and record numbers of institutions became insolvent.  At one point the market value of equity for the industry as a whole was negative.
Teaching Tip: The S&L debacle

During this period regulators followed a policy of regulatory forbearance, meaning they did not close insolvent S&Ls, or in many cases even replace management at technically insolvent institutions.  Regulators allowed and even encouraged 'creative accounting methods' to hide problems in the thrift industry.  There existed a revolving door in upper levels of the FHLBB and the industry, and there was a critical lack of funding for the FSLIC.  The typical S&L examiner made little money (about $14,000 a year) and had very little business experience.  Indeed, staff cuts were common throughout the early 1980s.  Congressional/Presidential indifference and even Congressional interference (cf, the Keating Five) also exacerbated the problem.  Some of the nonstandard accounting procedures used included:

· Book value accounting for loans: e.g. a 6% mortgage could be carried at book when interest rates were 12%.  This hid the inadequacy of that loan's income.  At the same time market value accounting was allowed for physical assets (one time revaluations).

· Net Worth Certificates were given to institutions issued by the regulators which contained promises to pay, but involved no cash. Thrifts were allowed to count the certificates as capital in order to continue operating.
· Loan losses were allowed to be deferred over the original life of the loan, but origination fees could be immediately and fully recognized as income.  

(Material for this section is drawn from White, L., The S&L Debacle, Oxford University Press, 1991.)

When the FSLIC was declared insolvent in 1987 Congress was finally forced to act.  The result was the Financial Institutions Reform, Recovery and Enforcement Act (FIRREA).  Major provisions of the FIRE Act as it is sometimes called include: (more detail is provided here than in the text)

· The chartering and supervision of thrifts was taken away from the FHLBB and given to the new Office of Thrift Supervision (OTS) under the Treasury.  The FHLBB was stripped of its powers and disbanded.  The Federal Home Financing Board (FHFB) was created to oversee the 12 Federal Home Loan Banks.  The latter still exist.
· The Savings Association Insurance Fund (SAIF) was created to replace the bankrupt FSLIC.  The SAIF was administered by the FDIC, although at first the Banking Insurance Fund (BIF), which is also administered by the FDIC, was kept separate.  The two funds have now been merged into the Deposit Insurance Fund (DIF).
· The Resolution Trust Corporation (RTC) was created to resolve failed thrifts and dispose of their assets.  The RTC has now fulfilled its commission and been dissolved.

· Limits on savings bank’s investments in nonresidential real estate, required divestiture of junk bond holdings by 1994 and strengthened the QTL Test which required a minimum percentage of a thrift’s assets be in mortgage related assets in order to receive certain tax and funding benefits.
· Equalized the capital requirements of thrifts and banks.

· Required that accounting procedures could be no less conservative than generally accepted accounting procedures.

Teaching Tip: Ask your students why the SAIF was not placed under the OTS.

c. Reform of Deposit Insurance  
Also see the above discussion.  It is likely that a combination of poor (unlucky?) environmental factors combined with management that was inexperienced at competing and inexperienced at interest rate and credit risk management resulted in the large number of S&L and bank failures in the 1980s.  There were unprecedented swings in interest rates and severe regional recessions, particularly in Texas and the Southwest in the early to mid 1980s, and later on in the Northeast.  As for commercial banks, in 1987 many large banks had to write off huge amounts of loans to LDCs.
  Throughout much of the 1980s regulators granted increasing powers to institutions without providing incentives to limit risk.  The ensuing moral hazard problems should have been predictable.  Regulators should have either explicitly or implicitly penalized risk taking. Thrift regulators failed in their duty to preserve the safety and soundness of the industry, but bank regulators had more success.  Congress and the presidential administrations did not adequately fund the regulatory agencies so that the problem could have been dealt with decisively before the losses became so large.  Outright fraud, some of it outrageous, did occur (for instance, see the student exercises at the end).  Members of Congress did intervene in regulatory matters inappropriately.  Still, hindsight is always a harsh critic.  At the time, most people did the best they could with the resources they had.

Teaching Tip: An illuminating conversation: At one point in the 1980s I had the privilege of talking to a CEO of a western thrift.  I asked him what they were going to do differently in view of the recent profit problems at his and many other institutions.  This very bright, very well informed individual replied that they were not going to change anything; they were going to continue to do things the way they always had.  Such was the mindset of the times for too many.  The institution did not long survive after our conversation.
In April 2001 the FDIC proposed four major changes to the deposit insurance system resulting in the following changes:
1. The BIF and SAIF funds were merged in order to achieve cost economies for both DIs and the FDIC.  Both funds offer identical coverage and due to mergers many institutions already have different deposits insured by both funds.  For example, 40% of SAIF insured deposits were at the time held by commercial banks.  As of March 2005 the two funds were merged.
2.
Until 2007 the FDIC did not charge deposit insurance premiums to well-capitalized highly rated DIs as long as fund reserves were at least 1.15% of insured deposits.  As a result, because over 90% of all insured DIs were typically in this top category, the vast majority of depository institutions avoided paying deposit insurance premiums.  As of January 2007 (after the passage of the FDIC Reform Act of 2005) the FDIC began more aggressive pricing for risk regardless of the reserve level of the fund, and planned to disaggregate banks in the top rated category and charge appropriate risk premiums.  The scoring model is presented in Appendix A.  The fund also must now implement a recapitalization plan if the reserve ratio falls below 1.15% (or they believe it will in the subsequent quarter) as happened in 2008. 
Appendix 13A: Calculation of Deposit Insurance Premium Assessments

Appendix 13A contains a summary of the risk adjusted credit score model used by the FDIC to price deposit insurance.  Among other things, the model utilizes CAMELS ratings and various ratios such as the percentage o loans past due at least 30 days, investment ratings and percentage of nonperforming assets.  The model now also includes a factor for the amount of brokered deposits as a percent of total deposits.  Greater usage of brokered deposits increases a bank’s insurance assessment. The assessment base and assessment rates were changed effective April 1, 2011. New rules apply for large and complex institutions.  Large institutions are those with at least $10 billion in assets and they are treated differently in a separate category.  Complex institutions are those with more than $500 billion in assets and controlled by an entity with more than $500 billion in assets.  Risk categories were eliminated for large and complex institutions and a separate assessment category was created as per the Dodd-Frank bill requirements as of 2011.  Rates for large and complex institutions are set based on CAMELS ratings and other financial ratios that estimate likely future losses. Risk categories were also eliminated for established small banks in July 2016.   The assessment rate schedule as of 2016 is provided below:
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Source: FDIC Quarterly Banking Report 2017
Note that there are adjustments based on CAMELS rating for small banks and a different schedule for large and highly complex institutions. There are also adjustments for the amount of unsecured debt held and for the amount of brokered deposits.  As the table footnote indicates there is also an adjustment for institutions that hold unsecured debt of other insured depository institutions that is not shown in the table.  The current distribution of assessment rates is shown below:
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Table IV-C FDIC Quarterly Banking Report 2017

d. Non-U.S. Deposit Insurance Systems

European banking systems are largely composed of fewer, larger banks.  Traditionally they have not had explicit deposit insurance, and they have not had bank runs akin to the U.S. experience.  This is probably because depositors believed that their respective governments would either not allow the banks to fail, or they believed that the government would repay the depositors.  Deposit insurance was implicitly provided and the government probably extracted implicit insurance premiums.  In any case, as global competition provides impetus to standardize regulations we can expect more governments to explicitly offer deposit insurance and charge fees for the service.  The financial crisis also led to increases in explicit deposit insurance in a number of countries. Appendix D lists deposit insurance schemes before and after the financial crisis. 
Teaching Tip: Deposit insurance isn’t really necessary to prevent bank runs if the lender of last resort (central bank nationally, or perhaps someday the IMF internationally) can be counted upon to fund failing banks.  Also why is deposit insurance granted to corporate accounts?  Wouldn’t it be better to force corporations to evaluate the riskiness of their banks and price their required returns on deposits accordingly?  Their account sizes are typically well over the insurance limit in any case and this would seem to help limit the moral hazard problem induced by deposit insurance.  A similar system is used in European banks.  
Appendix 13D contains a table of explicit and implicit deposit insurance coverage by region drawn from the “Deposit Insurance Database, by Asli Demirguc-Kunt, Edward Kane, and Luc Laeven, IMF Working Paper, WP/14/118, July 2014.”
The table is reproduced below:
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Source: Deposit Insurance Database, by Asli Demirguc-Kunt, Edward Kane, and Luc Laeven, IMF Working Paper, WP/14/118, July 2014.
Notes to the Appendix table (from the article):

1/ Explicit deposit insurance scheme introduced since previous release of the deposit insurance database in 2004.

2/ Covered by the deposit insurance scheme of the United States (FDIC).

3/ Insurance product tailored to small retail depositors provided to private banks by a state-run insurance company. Several large banks, including Kanbawza and Co-operative Bank, have participated as of 2011.

4/ New Zealand introduced an opt-in retail deposit guarantee scheme in October 2008 and closed it in December 2010. Deposits held in New Zealand branches of Australian branches were covered under the Australian deposit insurance scheme from 2008 - 2010, but current legislation will limit coverage to Australian dollar-denominated deposits only.

5/ Bolivia has a bank resolution fund with funding provided by member banks, but no explicit deposit insurance.

6/ The Dominican Republic has no deposit insurance for commercial banks, but there is a scheme (established in 1962) insuring the savings and term deposits in savings and loan associations. In the past, the Central Bank has guaranteed deposits at Bancomercio (1996) and Baninter (2003) when these large banks failed.

7/ In 2009, Cameroon, Central African Rep., Chad, Congo (Rep), Equatorial Guinea, and Gabon, which share a regional central bank, established the Fonds de Garantie des Depots en Afrique Centrale (FOGADAC), a regional deposit insurance scheme that became operational in 2011.

8/ The Sri Lanka Deposit Insurance Scheme (SLDIS) became effective on January 1, 2012, although member banks and finance companies participating in this scheme already started contributing on a mandatory basis starting on October 1, 2010.

9/ Taiwan (ROC) has deposit insurance but is not an IMF member.

10/ A deposit guarantee fund (Fonds de Garantie des Dépôts) exists on the basis of the deposit guarantee law of 2008 but has not become operational yet as of end-2013.

Sources: World Bank Survey, IADI, Laeven and Valencia (2012), FSB (2010, 2012), IMF staff reports, and national deposit insurance agencies.
5. Balance Sheet Regulations

a. Regulations on Commercial Bank Liquidity

Under Federal Reserve Regulation D banks are currently required to meet minimum liquid asset requirements to back transactions deposits.  Since 1980 all DIs must back their net transactions deposits with reserves held at the Federal Reserve.

Appendix 13B: Calculating Minimum Required Reserves at U.S. Depository Institutions (available on Connect or from your McGraw-Hill representative)
· Transaction accounts are demand deposits, NOW accounts and share drafts (offered by credit unions).

· The computation period is the length of time over which the level of required reserves is calculated.  In the U.S. the reserve computation period begins on a Tuesday and ends on a Monday 14 days later.  Thus the U.S. uses a two week computation period.  The minimum daily average reserve level that a bank must maintain is computed as a percentage of the daily average net transaction accounts held by the bank over the two week computation period.  Friday’s balances are carried over for Saturday and Sunday so Friday’s balance counts for three days.  Smart bankers can attempt to lower deposits on Friday by say, sending them to overseas affiliates, and reversing them on Monday.  This reduces the average daily balance by the amount sent times 2/14 and is called the ‘weekend game.’


The first $15.2 million of net transaction accounts carry a 0% reserve requirement, amounts from $15.2 million to $110.2 million carry a 3% reserve requirement and all amounts over $110.2 million require a 10% reserve requirement.  Suppose that a bank has average daily gross transaction deposits of $1,650 million, including $150 million in its own deposits elsewhere and in currency in the process of collection (CIPC) so that net transaction accounts are $1,500 million.  The minimum average reserves the bank must hold is:

Net Transaction Accounts


% Reserve Req.
Daily Avg. Required

The first $15.2 million
@


0%


$    0.00
$110.2 - $15.2 = $95.0 million
@

3%


$    2.85
Amount > $110.2 million = $1,389.8 million @
10%


$138.98



Minimum required daily average balance

$141.83 mill.

· The reserve maintenance period is the 14 day period over which the bank must maintain a daily average balance of reserves (reserves at the Fed and cash) equal to the calculated amount or more.  The reserve maintenance period begins 30 days after the beginning of the reserve computation period.  For this reason this system is called a lagged reserve accounting system.  The U.S. switched from a contemporaneous reserve accounting system in 1998.  Thus the bank manager knows exactly the value of the minimum reserve target throughout the entire maintenance period.  This allows managers to allow the reserves held to fall below the required minimum on any given day.  They can easily calculate the required levels on the days remaining so that the average daily balance will still meet the required daily average balance.

b. Regulations on Capital Adequacy (Leverage)  (Appendix 13 E)
The FDICIA requires banks and thrifts to meet identical risk based capital requirements. FDICIA requires regulators to mandate prompt corrective actions (PCA) if a bank falls below the well capitalized criteria.  The list of categories is provided in Text Table 13-3 and the recommended actions are provided in Text Table 13-4. Primary or ‘core’ capital consists of common equity, called Common Equity Tier 1, or CET1, additional Tier 1 capital and Tier II capital.  CET1 is basically common stock and retained earnings less goodwill.  Additional Tier I capital consists primarily of perpetual items although they may be callable after 5 years if replaced with “better” capital and noncumulative perpetual preferred stock. Tier II capital includes subordinated debt and other general bank creditors, preferred stock, allowance for loan and lease losses (max 1.25% of risk weighted assets for this category) and some other exceptions that may be allowed by the regulators.
In February 2009 the Obama administration announced stress tests of the 19 largest U.S. banks to see if bank capital was sufficient to handle a ‘worst case’ economic scenario of unemployment remaining over 10% and home prices falling another 25%.  The tests revealed that 10 of the 19 institutions needed to raise capital worth a total of $74.6 billion, which they promptly did.   The latest stress test results and the capital surcharges required as a result are presented in text Table 13-6.
Teaching Tip: The 1989 Basle Accord did three things:

1.
Defined what banks could count as capital.

2.
Increased the amount of capital a bank is required to hold by requiring stricter minimum capital/asset ratios.

3.
Made the required capital levels reflect the risk of the institution.

Many banks had to raise more equity capital.  How could they do this?

· Sell new shares

· Reduce dividends

· Reduce amount of risky assets

· Increase profit margin on loans – e.g. credit cards and check fees.  This is one reason why credit card loan rates were so slow to fall in the 1990s as interest rates declined.

An interesting question to pose is to ask how much the Basle Accord affected the U.S. and global economy in the 1990s.  U.S. banks, under pressure to improve capital and under fire for loan quality, were perhaps less likely to lend.  This may have worsened the recession of 1990.  Japan’s banking woes were brought to light by the stricter capital standards required under the Basle agreement.  It is at least worth mentioning that care must be taken when changing regulations for a country’s largest intermediary in order to prevent unintended consequences.

Teaching Tip: With no risk adjustment, all banks had the same capital requirement, but not all banks had the same risk.  Because higher risk banks did not have to hold more capital, there was no penalty for additional risk.  Normally, capital markets would discipline banks to limit the amount of financial leverage used by requiring higher borrowing rates.  Two different conditions in the banking industry created a market failure however: deposit insurance and the ‘Too Big To Fail’ practices of the regulators.

Teaching Tip: There is a conflict between regulators and managers over capital levels.  

Bank managers prefer low levels of capital to increase ROE, and bank regulators prefer higher levels of capital to reduce insolvency risk.  Historically, bank capital/asset ratios had been in the 5-8% range, at times dropping below 5%. In the early 1980s capital requirements were actually reduced from 4% to 3% at thrifts!  These high debt levels leave little room for error.  The regulators knew that the U.S. needed higher capital requirements and needed capital requirement which accounted for different risk of banks.  Nevertheless, the U.S. was reluctant to require them unless other countries imposed similar requirements, otherwise U.S. banks would have faced a higher cost of funds than foreign banks.  Hence, the international capital agreement, the Basle Accord was created. Signers include the U.S., Canada, France, Germany, Italy, Belgium, Japan, Luxembourg, Netherlands, Sweden, Switzerland, and the United Kingdom.

Simply examining a capital to asset ratio is an insufficient measure of the adequacy of capital to protect against losses for three reasons:

1. The capital to asset ratio (leverage ratio) is based on book values and the market value of equity may be substantially negative,
 even though the institution has a positive leverage ratio.  This in fact happened at many S&Ls in the 1980s.

2.
A simple leverage ratio fails to consider the different risk levels of different assets.  
3. The leverage ratio fails to capture the risk of off-balance-sheet activities.

As a result of these failings, the Basel Accord developed risk based capital requirements.

Basel II updated the credit risk assessments and formally instituted three ‘pillars’ of capital regulation.  The crisis revealed problems with Basel II and Basel 2.5 was passed in 2009 (effective as of 2013).  The purpose of 2.5 was to update capital required to back trading operations.  In September 2010, the Bank of International Settlements (BIS), an international agency that promotes standard global banking rules, revised the capital requirements, resulting in Basel III.  The minimum CET1/Risk Weighted Assets ratio to be adequately capitalized is 4.5% and a capital conservation buffer of 2.5% is required which has to be met with common equity. This buffer may be drawn down during tough economic times. This requirement is being phased in between 2016 and 2019.  Thus the total common equity requirement will eventually be 7%.  Tier 1 capital requirements were also increased from 4% to 6%.  These requirements were phased in by January 2015. Finally a countercyclical buffer requirement of 0 to 2.5% may be instituted on a country by country basis as needed. Levels of capital needed are summarized in Text Table 13-3 reproduced below, but it does not include the conservation buffer and the countercyclical requirements:  
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Basel III also requires a Common Equity Tier I surcharge on certain banks determined to be globally systemically important banks (G-SIBs). A bank is labeled a G-SIB if its failure or distress has the potential to disrupt the global financial system or economic activity.  These banks are considered too big to fail and would have to be bailed out if necessary.  This surcharge is between 1 and 3.5% over the 7.0% minimum CET1 ratio.   There are 30 designated G-SIBs as of this writing. The list is in text Table 13-6.  The list is updated every three years and it is anticipated that eventually the list will include non-banks.  
Appendix 13E: Calculating Risk-Based Capital Ratios

Text Appendix 13E contains the details of calculating risk based capital ratios and restrictions on payouts if certain minimum capital requirements are not met.  We are now up to Basel III, the third version of the international capital accord promulgated by the BIS.
Basle Accord I defined two types of capital: Tier 1 or ‘core’ capital and Tier 2 or ‘supplemental capital.’  The requirements below are 
· Common Equity Tier 1 Definition
· Common shares issued by the bank and stock surplus that meet the criteria for classification as common shares for regulatory purposes;

· Retained earnings;

· Accumulated other comprehensive income and other disclosed reserves;

· Common shares issued by consolidated subsidiaries of the bank and held by third parties (i.e., minority interest) that meet the criteria for inclusion in common equity Tier I capital;

· Less goodwill; and

· Regulatory adjustments applied in the calculation of common equity Tier I

The defining characteristic of Tier 1 capital is that the bank cannot be sued for nonpayment on any of these accounts, and no principle payments are due on them.

Additional Tier I Capital 

· Instruments with no maturity dates or incentives to redeem (callable by the issuer after 5 years only if replaced with “better” capital);

· Noncumulative perpetual preferred stock and related surplus;

· Tier I minority interest, not included in the banking organization’s common equity Tier I capital;

· Instruments that currently qualify as Tier I capital under the agencies’ general risk-based capital rules and that were issued under the Small Business Jobs Act of 2010, or, prior to October 4, 2010, under the Emergency Economic Stabilization Act of 2008; and

· Regulatory adjustments applied in the calculation of additional Tier I capital.

Tier II Capital 

· Instruments subordinated to depositors and general creditors of the bank;

· Subordinated debt and preferred stock;

· Total capital minority interest, not included in the banking organization’s Tier I capital;

· Allowance for loan and lease losses not exceeding 1.25 percent of the banking organization’s total risk-weighted assets;

· Instruments that currently qualify as Tier II capital under the agencies’ general risk-based capital rules and that were issued under the Small Business Jobs Act of 2010, or, prior to October 4, 2010, under the Emergency Economic Stabilization Act of 2008; and

· Regulatory adjustments applied in the calculation of Tier II capital.

Total Capital (TC) or Allowable Capital = Tier 1 + Tier 2 
(See the limit above)
RWA = Risk Weighted Assets or Risk Adjusted Assets
The recent minimum capital requirements per category are as follows in text Table 13-3:
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Risk weighted assets under Basel III
The risk weighting scheme works as follows:

Assets are classified into risk categories and assigned a regulatory determined "weight." 

· Low risk items receive a low weight.

· The total amount of Risk Weighted Assets (RWA) is then the sum of (Amount ( Weight) for each asset category. 

· Special conversion factors are applied to off-balance-sheet items such as letters of credit and swaps.
Summary of the Risk Weights for On Balance Sheet Items (See also Text Table 13-16)

On balance sheet items:

Risk Weight
Asset
Category 1

0%
Cash



Securities backed by U.S. and OECD govt.and some U.S. govt. agencies

Reserves at Fed (central banks)

GNMA mortgage backed securities


Loans to sovereigns with an S&P rating of AA- or better

Category 2

20%
CIPC


Mortgage backed non-govt. agency sponsored securities such as FNMA and FHLMC backed securities

Most securities issued by govt. agencies

GO municipals








U.S. and OECD interbank deposits and guaranteed claims


Repos collateralized by U.S.G.S.


Loans to sovereigns with an S&P rating of A+ to A-


Loans to banks and corporates with an S&P rating of AA- or better

Category 3

35%
Single or multi-family mortgages (fully secured, first liens)



Category 4
Revenue bonds, multifamily mortgages
50%
Certain loans to sovereigns+

Certain loans to foreign banks+

Certain singly family mortgages*
Category 5


75%
Certain single family mortgages

Category 6


100%
Commercial and consumer loans


Certain loans to sovereigns, banks and securities firms 

All other assets, including intangibles
Category 7

150%
Loans and other exposures 90 days or more past due


Volatile commercial real estate loans


Certain single family mortgages

Category 8

200%
Certain single family mortgages

Category 9

1250%
Securitization exposures
+ The appendix contains the details on the ratings categories for these items.

* The different weights for single family mortgages vary with the loan to value ratio and whether the mortgage represents a first lien.  Details are available in the appendix.
Conversion factors for off-balance-sheet contingent or guaranty contracts (Text Table 13-19)
· Sale and repurchase agreements and assets sold with recourse (& not on the balance sheet) (100%)

· Direct credit substitute (financial) standby letters of credit (100%)

· Performance related standby letters of credit (50%)

· Unused portion of loan commitments with original maturity of ≤ 1 year (20%)

· Unused portion of loan commitments with original maturity of > 1 year (50%)

· Commercial letters of credit (20%)

· Bankers acceptances conveyed (20%)

· Other loan commitments (10%)

The risk weights for these categories depend on the riskiness of the creditor under Basel III.

Teaching Tip: Each country can set different risk weights and different account types may be classified differently within and between countries.  For example, although long term Treasury Bonds carry no default risk and are classified in the 0% risk weight category, regulators may assign them a 20% risk weight because of their price volatility.

Finding the risk adjusted value of off-balance-sheet contingent guaranty contracts is a two step process:

1. Multiply the amount outstanding times the appropriate conversion factor listed above.  This gives the credit equivalent amount as if the commitment were on the balance sheet.

2. Multiply the result in step 1 by the appropriate risk weight found in the on balance sheet risk weight table.  For instance, if a bank issues a standby letter of credit guarantee on a commercial paper issue, the letter of credit commitment is first multiplied by 100% and then multiplied by 100% again.  So that the risk weighted asset amount is equal to the original amount of the credit.  If the bank however issued a standby letter of credit to a municipal borrower to back G.O. bonds the amount would be multiplied by 100% and then by 20% since G.O. bonds appear in the 20% risk weight (on balance sheet) category.

Finding the risk adjusted asset value of off-balance-sheet OTC derivative instruments or market contracts is more complex.  The risk weighting for these contracts is due to counterparty credit risk.  Therefore exchange traded contracts, which do not bear counterparty risk are not included.  

The notional value of all nonexchange traded swaps, forwards, OTC options and other such exposures are first converted into on balance sheet credit equivalents as before, but this conversion is a two step process that requires estimating the contract’s current and potential exposure.

The credit equivalent amount is then separated into two components: current exposure and potential exposure.  

· Current exposure is the cost to replace the contract today if the counterparty defaults immediately.

· Current exposure on a forward contract may be calculated by assuming that the counterparty defaults today and the forward contract has to be replaced using the new forward rate for the time remaining on the contract.  If the bank had bought pounds forward at $1.50 per pound, but now the forward rate is $1.60 per pound the replacement cost is the discounted value of $0.10 per pound bought forward.  Replacement cost can be positive or negative, but if it is negative the bank must count it as zero under existing regulations.

· Current exposure on a swap can be calculated as the net present value of the existing swap less the net present value of a replacement swap.

· Potential exposure measures the expected cost to replace the contract in the future if the counterparty defaults later on.  Exchange rate contracts are more volatile than interest rate contracts so their values can change more, and regulators require higher conversion factors for them than for interest rate exposures. The value of longer term contracts is also more volatile than short term contracts, and long term derivatives also carry higher conversion factors.

Credit conversion factors for interest rate and foreign exchange contracts used in calculating potential exposure (text Table 13-19)

Remaining Maturity

Interest rate contracts

Exchange rate contracts

Less than 1 year


0.0%



1.0%

1-5 years



0.5%



5.0%

> 5 years



1.5%



7.5%

The notional value times the appropriate factor from the above table yields the potential exposure.

The sum of the potential exposure and the current exposure gives the total on balance sheet equivalent credit amount.  This sum is then multiplied by the appropriate risk weight which was generally 50% under Basel I, but is 100% under Basel II and III.  (See the following example, its really not that difficult if you do not have to calculate the current exposure.)

Example calculation:

	XYZ Bank (Millions)

	
	
	
	

	Cash & Reserves
	
$    5
	Deposits
	
$113

	Investments in Treasuries
	
$  10
	10 year Sub. Debt
	
$  16

	Commercial loans BB+
	
$  12
	Perpetual Noncum. PS
	
$    1

	Single family mortgages
	
$  45
	Common stock
	
$    2

	Consumer loans
	
$  35
	Retained Earnings
	
$    5

	Commercial loans CCC+
	
$  25
	  Total
	
$137

	 Allowance for loan losses
	
($ 10 )
	
	

	Physical assets
	
$  15
	
	

	  Total Assets
	
$137
	
	


Note: 

· Off-Balance-Sheet: Banker’s Acceptances $20 million to entities with an A+ rating.
· Three year fixed for floating interest rate swap with notional value of $75 million and a replacement cost of $3 million.

· Three year forward contract to sell euros for $10 million.  The contract has a replacement cost of $1 million.

	XYZ Bank (Millions $)

	
	
	Risk Weight
	
	
	Capital

	Cash & Reserves
	
$    5
	    0%
	Deposits
	$113
	-

	Investments in Treasuries
	
$  10
	    0%
	10 year Sub. Debt
	$  16
	Tier 2

	Commercial Loans
	
$  12
	100%
	Perpetual Noncum. PS
	$    1
	Add. Tier 1

	Single family mortgages*
	
$  45
	  50%
	Common stock
	$    2
	Tier 1

	Consumer loans
	
$  35
	100%
	Retained Earnings
	$    5
	Tier 1

	Commercial RE (volatile)
	
$  25
	150%
	  Total
	$137
	

	 Allowance for loan losses
	  ( $ 10
)
	N/A
	
	
	

	Physical assets
	
$  15
	100%
	
	
	

	  Total Assets
	
$137
	
	
	
	

	* assumed 50% weight
	
	
	
	
	


The on balance sheet risk weighted asset total is calculated as the sum of the amount of each asset times the risk weight.  Total on balance sheet risk weighted assets are thus $122 million.  The reserve for loan losses is ignored in this calculation.

The risk weighted equivalent asset amounts for the off-balance-sheet items are calculated as follows:

· Off-Balance-Sheet: Banker’s Acceptance $20 million to entities with an A+ rating.
Banker’s acceptances carry a 20% conversion factor so the credit equivalent amount is

$20 million ( 0.20 = $4 million.  The counterparty is rated A+ so the risk weight is 50% and the risk weighted equivalent asset amount is $2 million.

· Three year fixed for floating interest rate swap with notional value of $75 million and a replacement cost of $3 million.

Potential exposure:
The potential exposure is calculated as $75 million times the conversion factor of 0.5% that applies to interest rate contracts with a maturity of 1 to 5 years:

$75 million ( 0.005 = $375,000

Current exposure:
The current exposure is the replacement cost of $3 million.

The total credit equivalent amount = current exposure + potential exposure = $3,375,000

Under Basel III, the risk weight is 100% so the equivalent on balance sheet risk weighted amount is equal to $3,375,000 ( 1.00 = $3,375,000.
· Three year forward contract to sell euros for $10 million.  The contract has a replacement cost of $1 million.

Potential exposure:
The potential exposure is calculated as $10 million times the conversion factor of 5% which applies to exchange rate contracts with a maturity of 1 to 5 years:

$10 million ( 0.05 = $500,000

Current exposure:
The current exposure is the replacement cost of $1 million.

The total credit equivalent amount = current exposure + potential exposure = $1,500,000

Under Basel II, the risk weight is 100% so the equivalent on balance sheet risk weighted amount is equal to $1,500,000 ( 1.00 = $1,500,000.
Total Risk Weighted Assets (RWA) 

On Balance Sheet RWA
$122,000,000
Banker’s Acceptances

$    2,000,000

Swap




$    3,375,000
Forward


$    1,500,000
  Total RWA


$128,875,000   

CET1 Capital = $7,000,000

Additional Tier I = $1,000,000

Total Tier I = $8,000,000

Tier 2 Capital = $5,610,937 million = $4 million + $1,610,937
Tier 2 Capital is calculated as follows: Only $4 million in 10 year subordinated debt can be counted as Tier 2 capital because this category is limited to no more than 50% of Tier 1 Capital. Only part of the $10 million loan loss reserve can be counted; recall that a maximum amount of loan loss reserves that can be counted as capital is 1.25% of risk weighted assets, or $1,610,937 = $128,875,000 * 0.0125 in this case.
Total Capital or Allowable capital = Tier 1 + Tier 2 = $13,610,937
Common equity Tier I risk-based capital ratio = CET1/RWA = $7,000,000/$128,875,000 = 5.43%

Total Capital/ RWA

$13,610,937 / $128,875,000 = 10.56%

Tier 1 Capital / RWA

$8,000,000 / $128,875,000 = 6.21%

Leverage ratio = Total Capital / (Total Assets + Off Balance Sheet Exposure) = $13,610,937 / $137,000,000 +$3,375,000+$1,500,000) = 9.59%

This bank is adequately capitalized rather than well capitalized because the CET1 risk based ratio is less than 6.5%. See text Table 13-3.
Regulators were not happy with operational risk control development by 2015. As a result the BIS proposed an alternative method of measuring operation risk called the Standardized Measurement Approach (SMA). One of the purposes was to reduce dependence on internal bank modeling of its risks.  The new standard develops a Business Indicator (BI) measure that breaks up income into a component for profits from a) interest, leases and dividends, b) service income and c) a financial component that consists of profit and loss from trading book and banking book activities. The BI is measured as the average across 3 years.  Banks are then grouped into 1 of 5 BI ‘buckets’ and a standard capital requirement is developed based on loss experience for that bucket. An internal multiplier is used if the individual’s bank differs from the average BI for that segment. The multiplier is also a function of the individual bank’s historical loss component. As the appendix notes, the SMA method uses absolute values of net income from these various activities to develop capital required. This means that banks must hold capital against operational risk even in years where income is negative.  For more information see Basel Committee on Banking Supervision Consultative Document Standardised Measurement Approach for operational risk Issued for comment, 3 June 2016, http://www.bis.org/bcbs/publ/d355.pdf.
End of Appendix 13E
In 2017 the leverage ratio for all FDIC insured institutions was 9.57% and the common equity Tier I capital ratio was 13.05%.  The Tier I risk based capital ratio was 13.14% and the total risk-based capital ratio was 14.54%.  Also in the first quarter of 2017 total current exposure to Tier I capital from derivatives was 25.7%, potential exposure to Tier I capital was 46.6% for a total exposure ratio of 72.3%.  These exposures have generally been declining over time.
 (Source FDIC Quarterly Banking Profile 1st Qtr, 2017)
c. Off-Balance-Sheet Regulations

In the 1980s banks began increasing off-balance-sheet (OBS) activity to offset declining profit margins on traditional bank operations and to escape scrutiny, capital and other requirements imposed on balance sheet activities.  Since 1983 banks have had to report OBS activity on Schedule L of their call reports.

6. Foreign Versus Domestic Regulation of Commercial Banks
a. Product Diversification Activities

The passage of the FSMA allowed U.S. banks to engage in activities similar to most other developed country banks.  Japan, which had a system more like the U.S., also deregulated.

b. Global or International Expansion Activities

· U.S. banks’ foreign activity

U.S. banks have been establishing foreign operations since the Investment Control Act of 1964 limited U.S. banks’ ability to lend to U.S. firms seeking funding for foreign investment.  Under Regulation K of the Federal Reserve, foreign subsidiaries of U.S. banks are normally allowed to engage in whatever banking activities are allowed in the host country.

Financial services have traditionally been industries highly protected from international competition (except for the U.S.).  NAFTA and the WTO have reduced barriers to international banking, and offshore banking is growing rapidly.

· Foreign banks’ U.S. activity

The International Banking Act (IBA) of 1978 is the key piece of modern legislation that affects foreign bank activity in the U.S.  Prior to 1978 foreign banks’ U.S. operations were not allowed to offer federally insured deposits, effectively excluding them from retail banking activities.  Foreign banks had advantages in wholesale banking however since they were excluded from reserve requirements, the McFadden Act and the Glass-Steagall Act.  The IBA provided for ‘national treatment,’ i.e., all large banks (global assets > $1 billion) regardless of their country of origin have to meet the same requirements, although existing operations in violation of the laws were grandfathered.  

In 1991 the Foreign Bank Supervision Enhancement Act (FBSEA) was passed, largely as a response to the BCCI scandal.  The five main provisions are:

1. A foreign banking organization has to obtain Federal Reserve approval to establish any entity in the United States.  The Fed may not grant approval unless the applicant bank is adequately regulated at home and is willing to provide information to the Fed.

2. The Federal Reserve has the authority to close a foreign bank for various reasons, including violation of U.S. laws or unsafe banking practices.

3. The Fed has the power to examine each office annually.

4. Retail deposits can be offered only if the bank has FDIC insurance.

5. State licensed entities cannot engage in activities not allowed federal entities.

Teaching Tip: Bank Board Oversight

An Op-Ed piece by Hugo Dixon in the Wall Street Journal suggests that many of the problems experienced in the subprime crisis would have been avoided if banks’ board of directors had performed their oversight rule more effectively.
  Dixon even recommends that boards employ a sort of ‘Star Chamber’ to hold bank CEOs accountable for the risks their institutions is facing.  Having CEOs explain things like CDO Squared investments may have forced the bank executives to more fully understand the risks they faced.
William Isaac, former FDIC Chairman from 1981-1985, suggests that the 2007-2008 financial crisis atmosphere was a bit overdone and that lower housing prices would eventually be a boon to many consumers.
  According to Isaac the biggest event from the crisis was the Fed bailout of the private non-bank, Bear Stearns.  This represented a major policy change and one that could set an undesirable precedent.  The bottom line is that if institutions take on sufficient risk, they may go bankrupt.  Trying to prevent those bankruptcies creates a huge moral hazard problem in an industry that is not sufficiently regulated to warrant even implicit government backing.  

Text Appendix 13D contains a list of deposit insurance coverages around the world.

Market Value Accounting

Some, Isaac among them,
 are blaming market value accounting procedures for making the subprime crisis worse.  Under market value accounting financial firms must write down assets to estimates of value which are likely to be at ‘fire-sale’ prices during a crisis.  This reduced the value of their collateral and probably helped exacerbate problems in the repo and other short term markets.  Remember however that market value accounting is designed to bring problems to light more quickly, rather than allowing them to remain hidden and grow.  In my opinion the arguments against market value accounting are overdone and one can still mark to fair present value based on expected cash flows. 
VI. Web Links

http://www.federalreserve.gov/ 
Website of the Board of Governors of the Federal   Reserve

http://www.americanbanker.com
The publication of the banker’s trade association.

http://www.wsj.com/  
Website of the Wall Street Journal Interactive edition. The web version of the well known financial newspaper can be personalized to meet your own needs.  Instructors can also receive via e-mail current events cases keyed to financial market news complete with discussion questions.

http://www.fdic.gov/
The Federal Deposit Insurance Corporation’s website.  New regulations and current and historical banking statistics are available on this site.

http://www.ftc.gov/

Federal Trade Commission

http://www.bis.org/
Bank of International Settlements, the central bank’s central bank and a promulgator of the Basle Accord and a source of OTC derivatives usage data.

http://www.senate.gov/~banking/conf/grmleach.htm


This site has the text of the FSMA.

http://www.ffiec.gov/
Federal Financial Institutions Examination Council will shortly provide peer group average data for banks.  The website also includes forms needed to fill out call reports and contains the Uniform Bank Performance Report.

http://www.occ.treas.gov/

Office of the Comptroller of the Currency

http://thomas.loc.gov/cgi-bin/query/z?c111:H.R.4173:
Library of Congress website with link to the text of the 2010 Dodd Frank Wall Street Consumer Protection Act
VII. Student Learning Activities

1. Research the collapse of the Bank of Commerce Credit International (BCCI).  Why did this event worry U.S. bank regulators and lead to the passage of the Foreign Bank Supervisory Enhancement Act?  In general is the growth of offshore banking a concern for U.S. regulators?  Explain.


2. What are the major provisions of the Truth in Lending Act?  The Fair Credit Billing Act?  Why are these laws important to you as a consumer of bank services?


3. Choose a large well known bank holding company and ascertain how many enterprises are in the holding company.  What activities are not traditional banking activities?  Should we as taxpayers be concerned that the regulators are allowing banks that take insured deposits to be a part of a holding company that can engage in high risk activities?  Explain and defend your answer.


4. Go to a local bank and ask them about their rating under the Community Reinvestment Act (they will be glad to talk to you about this, indeed they are required to make this information publicly available.)  How is the bank doing?  Do you agree with the purposes of the CRA?  Are there better ways to achieve the goals of the CRA?  Explain.
5. How is banking likely to continue to change as a result of the financial crisis?  Are the new laws and regulations likely to be sufficient to prevent another crisis?  Explain and defend your answer. 


6. To the instructor:  Try to have a bank’s compliance officer or an examiner come and talk to your class about what they do.  There are good career opportunities in these fields and you will find that many professionals are happy to come and speak to your class.

� 	U.S. Approves Minimum Capital Standards for Big Banks, Alan Zibel, Wall Street Journal Online, June 14, 2011


� 	Assessing the Macroeconomic Impact of the Transition to Stronger Capital and Liquidity Requirements, Macroeconomic Assessment Group, Financial Stability board and the Basel Committee on Banking Supervision, Bank for International Settlements, August 2010


�	The Civil War brought about the National Banking Acts of 1863 and 1864 in order to provide desperately needed financing for the Federal Government.  The severe financial panic of 1907 led to the creation of the Federal Reserve in 1913.  The Crash of 1929 and the ensuing Depression led to the Glass-Steagall Act and the creation of the FDIC. The failure of the FSLIC brought about the FIRRE Act and the FDICIA.  The merger of Traveler’s and Citicorp forced the FSMA in 1999. You would think that after 150 years Congress would learn to be a little more proactive.


�	Unlimited insurance of accounts was temporarily provided during the financial crisis to prevent any runs. 


� 	There are various ways individuals can increase their insurance coverage beyond $250,000.  You may have an account, your spouse may have a separate account and then you may have a joint account to get your insurance coverage up to $750,000; however, most of us don’t have this problem anyway.


� This is an improvement from over -$17 billion in 2009.


�	This was a rational response from S&L managers who feared failure would occur anyway.  Recall from Chapter 10 that equity can be viewed as a call option on firm value.  The value of this call option increases with increased firm risk.  Without incentives to limit risk, the results of deregulating a troubled industry should have been predictable. 


�	Citicorp wrote down over $3 billion in LDC loans in one quarter.  Many other large banks also had large write downs of bad loans.


� Very small institutions are exempt. 


�	This implies that upon liquidation the deposit insurance agency will be unable to fully recover payouts to depositors from sale of the assets.


�	“Give Bank Boards a Spine: Directors Who Can Weight Risk Would Also Maintain a Better Grip on CEOs,” by Hugo Dixon, The Wall Street Journal Online, May 27, 2008, Page C12.


�	“The Fed and the Mortgage ‘Crisis’,” by William Isaac, Opinion, The Wall Street Journal Online, May 22, 2008, Page A15.


�	Ibid
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