Answers to Chapter 13 
Questions:

1.  Regulators have issued several guidelines to ensure the safety and soundness of CBs:

i.  CBs are required to diversify their assets. Banks are prohibited from making loans exceeding 15 percent of their own equity capital funds to any one company or borrower.



ii.  CBs are required to maintain minimum amounts of capital to cushion any unexpected losses. The higher the proportion of capital contributed by owners, the greater the protection against insolvency risk for liability claimholders, such as depositors.
iii.  Guaranty funds, such as the Depositors Insurance Fund (DIF) have been established to mitigate a rational incentive depositors otherwise have to withdraw their funds at the first hint of trouble. 
iv.  Regulators also engage in periodic monitoring and surveillance, such as on-site examinations, and request periodic information from the firms.

2. The United States has experienced several phases of regulating the links between the commercial and investment banking industries. After the 1929 stock market crash, the United States entered a major recession and approximately 10,000 banks failed between 1930 and 1933. A commission of inquiry (the Pecora Commission) established in 1932 began investigating the causes of the crash. Its findings resulted in new legislation, the 1933 Banking Act, or the Glass‑Steagall Act. The Glass‑Steagall Act sought to impose a rigid separation between commercial banking - taking deposits and making commercial loans - and investment banking - underwriting, issuing, and distributing stocks, bonds, and other securities. The act defined three major exemptions to this separation. First, banks were allowed to continue to underwrite new issues of Treasury bills, notes, and bonds. Second, banks were allowed to continue underwriting municipal general obligation (GO) bonds. Third, banks were allowed to continue engaging in private placements of all types of bonds and equities, corporate and noncorporate.

For most of the 1933-1963 period, commercial banks and investment banks generally appeared to be willing to abide by the letter and spirit of the Glass‑Steagall Act. Between 1963 and 1987, however, banks challenged restrictions on municipal revenue bond underwriting, commercial paper underwriting, discount brokerage, managing and advising open‑ and closed‑end mutual funds, underwriting mortgage‑backed securities, and selling annuities. In most cases, the courts eventually permitted these activities for commercial banks.

With this onslaught and the de facto erosion of the Glass-Steagall Act by legal interpretation, the Federal Reserve Board in April 1987 allowed commercial bank holding companies to establish separate Section 20 securities affiliates as investment banks. Through these Section 20 affiliates, banks can conduct all their "ineligible" or “gray area” securities activities, such as commercial paper underwriting, mortgage‑backed securities underwriting, and municipal revenue bond underwriting. 

Significant changes occurred in 1997 as the Federal Reserve and the Office of the Comptroller of the Currency (OCC) took action to expand bank holding companies’ permitted activities. In particular, the Federal Reserve allowed commercial banks to directly acquire existing investment banks rather than establish completely new investment bank subsidiaries. The result was a number of mergers and acquisitions between commercial and investment banks in 1997 through 2000.  

In 1999, after years of “homemade” deregulation by banks and securities firms, regulators passed the Financial Services Modernization Act, which repealed the Glass-Steagall barriers between commercial banking and investment banking. The bill allowed for a “financial services holding company” that could engage in banking activities and securities underwriting. The bill also allowed large national banks to place certain activities, including some securities underwritings, in direct bank subsidiaries regulated by the Office of the comptroller of the Currency. Thus, after nearly 70 years of partial or complete separation between investment banking and commercial banking, the Financial Services Modernization Act of 1999 opened the door for the creation of the full-service financial institutions in the United States similar to those that existed in the United States pre-1933 and that exist in many other countries today.

After the passage of FSMA, the two industries came together to a degree. Commercial banks like Bank of America and Wachovia tried to build up their own investment-banking operations, but they did not have much success in eating into the core franchises of the five big independent investment banks: Merrill Lynch, Goldman Sachs, Morgan Stanley, Lehman Brothers, and Bear Stearns. Generally, the investment banks, which were not subject to regulation by the Federal Reserve and did not have to adhere to as strict capital requirements, remained the major investment banking financial institutions. However, the financial crisis changed the landscape dramatically. In March 2008, the Federal Reserve helped J.P. Morgan acquire Bear Stearns as the investment bank faced bankruptcy. This was seen as a controversial decision and cost the Federal Reserve $30 billion. However, the Fed defended the move as essential. In September 2008, Lehman Brothers was allowed to fail and Merrill Lynch was purchased by Bank of America. 

[bookmark: _GoBack]Of the five major independent investment banks that existed a year earlier, only two─ Goldman Sachs and Morgan Stanley─ remained. Even Goldman Sachs and Morgan Stanley were facing a severe liquidity crisis during the weekend of September 20-21, 2008. To address the crisis, one week after the closure of Lehman Brothers and the sale of Merrill Lynch to Bank of America, the Federal Reserve granted a request by the last two major investment banks to change their status to bank holding companies. By becoming bank holding companies, the firms agreed to significantly tighter regulations and much closer supervision by bank examiners from several government agencies rather than only the Securities and Exchange Commission. With the conversion, the investment banks would look more like commercial banks, with more disclosure, higher capital reserves and less risk-taking. In exchange for subjecting themselves to more regulation, the companies would have access to the full array of the Federal Reserve’s lending facilities. For example, as bank holding companies, Morgan and Goldman will have greater access to the discount window of the Federal Reserve, which banks can use to borrow money from the central bank. While they were allowed to draw on temporary Fed lending facilities in recent months, they could not borrow against the same wide array of collateral that commercial banks could. Further, they had enhanced potential access to TARP money. These events on Wall Street—the failure or sale of three of the five largest independent investment banks and the conversion of the two remaining firms from investment banks to commercial banks—effectively turned back the clock to the 1920s, when investment banks and commercial banks functioned under the same corporate umbrella.

As part of the increased authority given to the Federal Reserve in the 2010 Wall Street Reform and Consumer Protection Act, the Fed proposed in late 2011 that net credit exposures between any two of the nation's six largest financial firms would be limited to 10 percent of the company's regulatory capital. Other financial firms would be subject to a 25 percent limit, which was required by the 2010 act. The proposed Fed rule aims to reduce the interconnectedness of financial institutions in the U.S. financial system and reduce the ability of any single financial firm to damage the financial system and the broader economy—as happened when Lehman Brothers was allowed to fail. The result of the new rules is that big U.S. banks could be forced to return to a more traditional banking model that revolves around deposit taking and making loans. This could result in smaller capital markets and less securities lending. 

3. a.  Yes, the bank is in compliance with the laws. The Financial Services Modernization Bill of 1999 allows commercial banks and investment banks to own each other with no limits on income.
b.  Yes, the bank is in compliance with the laws. The bank would not have been in compliance prior to the Financial Services Modernization Bill of 1999 because its revenues exceed the 25% of total revenues earned from allowable investment banking activities in the Glass-Steagall Act.

4. The Financial Services Modernization Act of 1999 completely changed the landscape for insurance activities as it allowed bank holding companies to open insurance underwriting affiliates and insurance companies to open commercial bank as well as securities firm affiliates through the creation of a financial service holding company. With the passage of this act banks no longer have to fight legal battles to overcome restrictions on their ability to sell insurance. The insurance industry also applauded the act, as it forced banks that underwrite and sell insurance to operate under the same set of state regulations (pertaining to their insurance lines) as insurance companies operating in that state. Under the new act, a financial services holding company that engages in commercial banking, investment banking, and insurance activities is functionally regulated. This means that the holding company’s banking activities are regulated by bank regulators (such as the Federal Reserve, FDIC, OCC), its securities activities are regulated by the SEC, and its insurance activities are regulated by up to 50 state insurance regulators. Further, in July 2010, the Wall Street Reform and Consumer Protection Act established a new office at the Treasury (the Office of National Insurance) that monitors the insurance industry and helps decide if an insurer is big enough to warrant tighter oversight. The act established a Financial Stability Oversight Council that has authority to review both banks and nonbank companies, including insurance companies, to see if they pose a threat to the overall financial system. 

5.  Shadow banking refers to activities of nonfinancial services firms that perform banking services. New participants in the shadow banking system include structured investment vehicles (SIVs), special purpose vehicles (SPVs), asset-backed paper vehicles, asset-backed commercial paper (ABCP) conduits, limited-purpose finance companies, and credit hedge funds. A recent report from the U.S. Financial Stability Board (FSB) put assets of shadow banks worldwide at $75 trillion. Based on the FSB data, total assets of these nonbank financial intermediaries amount to approximately 120% of global GDP and approximately 56% of total bank assets. The U.S. has the largest exposure of any reporting country ($24 trillion), followed by the United Kingdom ($9 trillion). Despite government restrictions, China’s shadow banking system is third in size ($4.5 trillion) and has been growing about 34 percent annually in recent years. In the shadow banking system, savers place their funds with money market mutual and similar funds, which invest these funds in the liabilities of shadow banks. Borrowers get loans and leases from shadow banks such as finance companies rather than from banks. Like the traditional banking system, the shadow banking system intermediates the flow of funds between net savers and net borrowers. However, instead of the bank serving as the middleman, it is the nonbank financial service firm, or shadow bank, that intermediates. Further, unlike the traditional banking system, where the complete credit intermediation is performed by a single bank, in the shadow banking system it is performed through a series of steps involving many nonbank financial service firms. For example, the lending process might involve (1) loan originations performed by a finance company, (2) the purchase and warehousing of these loans conducted by single and multiple SIVs funded through asset-backed commercial paper (ABCP), and (3) the purchase of ABCP by money market mutual funds. Thus, the shadow banking system decomposes the traditional process of deposit-funded, hold-to maturity lending conducted by banks into a more complex, wholesale-funded, securitization based lending process that involves multiple shadow banks which are not regulated by a specific regulatory body.

As of 2016, these shadow banks continue to be unregulated by the federal government. However, the 2010 Wall Street Reform and Consumer Protection Act calls for regulators to be given broad authority to monitor and regulate nonbank financial firms that pose risks to the financial system. As of 2016, U.S. regulators had outlined a process to identify nonbank financial services firms that should receive increased oversight. The designated firms come under the supervision of the Federal Reserve and must comply with new rules, such as more stringent capital, risk management, and leverage standards. When implemented, the process is one tool by which the 2010 act will enable regulators to extend oversight and regulation to the shadow banking system.

6.  The main feature of the 1994 Riegle-Neal Interstate Banking and Branching Efficiency Act was the removal of barriers to interstate banking. As of September 1995, bank holding companies were allowed to acquire banks in other states. As of 1997, bank holding companies were permitted to convert out-of-state subsidiary banks into branches of a single interstate bank. The act resulted in significant consolidations and acquisitions and the emergence of very large banks with branches all over the country, as currently practiced in the rest of the world. 

7.  Under the Federal Deposit Insurance Reform Act of 2005, beginning in January 2007, the FDIC began calculating deposit insurance premiums based on a more aggressive, risk-based system. Further, under the act, if the reserve ratio drops below 1.15 percent—or the FDIC expects it to do so within six months—the FDIC must, within 90 days, establish and implement a plan to restore the DIF to 1.15 percent within five years. Such was the case in March 2008 when the FDIC reserve ratio dropped to 1.19 percent. At this point the FDIC was certain that the reserve ratio would drop below 1.15 by the end of the next quarter. Accordingly, the FDIC developed and implemented (on April 1, 2009) a restoration plan for the DIF which would restore the DIF reserve ratio to 1.15 percent.

8.  Holding relatively small amounts of liquid assets exposes a CB to increased illiquidity and insolvency risk. Excessive illiquidity can result in a CB’s inability to meet required payments on liability claims (such as deposit withdrawals) and, at the extreme, its insolvency. Moreover, it can even lead to contagious effects that negatively impact other CBs. Consequently, regulators impose minimum liquid asset reserve requirements on CBs. In general, these requirements differ in nature and scope for various CBs. The requirements depend on the illiquidity risk exposure perceived for the CB’s type and other regulatory objectives that relate to minimum liquid asset requirements. Currently, in accordance with Federal Reserve Regulation D of the Federal Reserve Act of 1913, banks in the United States are required to hold “target” minimum reserves against net transaction accounts (transaction accounts minus demand deposit balances due from U.S. commercial banks and cash items in process of collection).

9.  The Basel Agreement identifies the risk-based capital ratios and explicitly incorporates the different credit risks of assets (both on and off the balance sheet) into capital adequacy measures. The new capital ratios were agreed upon by the member countries of the Bank for International Settlements. The ratios were to be implemented for all depository institutions under their jurisdiction. Further, most countries in the world now have accepted the guidelines of this agreement for measuring capital adequacy.

10. The 1993 Basel Agreement explicitly incorporated the different credit risks of assets (both on and off the balance sheet) into capital adequacy measures. 

11. The FDIC Improvement Act (FDICIA) of 1991 required that banks and thrifts adopt risk-based capital requirements. Consistent with this act, U.S. DI regulators formally agreed with other member countries of the Bank for International Settlements (BIS) to implement new risk-based capital ratios for all depository institutions under their jurisdiction. The BIS phased in and fully implemented these risk-based capital ratios on January 1, 1993, under what has become known as the Basel (or Basle) Agreement (now called Basel I). The 1993 Basel Agreement explicitly incorporated the different credit risks of assets (both on and off the balance sheet) into capital adequacy measures. 

In 2001, the BIS issued a Consultative Document, “The New Basel Capital Accord,” that proposed the incorporation of operational risk into capital requirements and updated the credit risk assessments in the 1993 agreement. The new Basel Accord or Agreement (called Basel II) allowed for a range of options for addressing both credit and operational risk. Two options were for the measurement of credit risk. The first is the Standardized Approach and the second is an Internal Ratings–Based (IRB) Approach. The Standardized Approach was similar to that of the 1993 agreement, but was more risk sensitive. Under the IRB Approach, DIs were allowed to use their internal estimates of borrower creditworthiness to assess credit risk in their portfolios (using their own internal rating systems and credit scoring models) subject to strict methodological and disclosure standards, as well as explicit approval by the DI’s supervising regulator.

Basel III was passed in 2010 (fully effective in 2019). The goal of Basel III is to raise the quality, consistency, and transparency of the capital base of banks to withstand credit risk and to strengthen the risk coverage of the capital framework. Advanced (IRB) approaches may be used by institutions with consolidated assets of $250 billion or more or with consolidated on-balance-sheet foreign exposures of $10 billion or more (approximately 20 of the largest U.S. banking organizations). All other depository institutions use the Standardized Approach for calculating capital adequacy.

12. Since December 18, 1992, under the FDICIA legislation, regulators must take specific actions−prompt corrective action (PCA)−when a DI falls outside the zone 1, or well-capitalized, category. Table 13-4 summarizes these regulatory actions. Most important, a receiver must be appointed when a DI’s tangible equity to total assets ratio falls to 2 percent or less. That is, receivership is mandatory even before the book value ratio falls to 0 percent. The idea behind the mandatory and discretionary set of actions to be taken by regulators for each of the five capital adequacy zones is to enforce minimum capital requirements and limit the ability of regulators to show forbearance to the worst capitalized DIs.

13. Under Basel III, depository institutions must calculate and monitor four capital ratios: common equity Tier I (CET1) risk-based capital ratio, Tier I risk-based capital ratio, total risk-based capital ratio, and Tier I leverage ratio.

i) Common equity Tier I risk-based capital ratio = Common equity Tier I capital / Credit risk-adjusted assets 
ii) Tier I risk-based capital ratio = Tier I capital (Common equity Tier I capital + Additional Tier I capital) / Credit risk-adjusted assets

iii) Total risk-based capital ratio = Total capital (Tier I + Tier II) / Credit risk-adjusted assets 
iv) Tier I leverage ratio = Tier I capital / Total exposure
14. Under the Standardized Approach, the Basel III leverage ratio is defined as the ratio of Tier 1 capital to on-balance-sheet assets. Under the Advanced Approach, Basel III leverage ratio is defined as the ratio of Tier I core capital divided by the book value of total exposure. Total exposure is equal to the DI’s total assets plus off-balance-sheet exposure. For derivative securities, off-balance-sheet exposure is current exposure plus potential exposure as described above. For off-balance-sheet credit (loan) commitments a conversion factor of 100 percent is applied unless the commitments are immediately cancelable. In this case, a conversion factor of 10 percent is used. Once Basel III is fully phased in, to be to be adequately capitalized, a DI must hold a minimum leverage ratio of 4 percent.

15. The five zones of capital adequacy are:

Zone 1: Well capitalized. The CET1 ratio exceeds 6.5 percent, Tier I risk-based ratio exceeds 8 percent, total risk-based capital ratio (RBC) ratio exceeds 10 percent, and Tier I leverage ratio exceeds 5 percent. No regulatory action is required.

Zone 2: Adequately capitalized. The CET1 ratio exceeds 4.5 percent, Tier I risk-based ratio exceeds 6 percent, total risk-based capital ratio (RBC) ratio exceeds 8 percent, and Tier I leverage ratio exceeds 4 percent. Institutions may not use brokered deposits except with the permission of the FDIC.

Zone 3: Undercapitalized. The CET1 ratio is below 4.5 percent, Tier I risk-based ratio is below 6 percent, total risk-based capital ratio (RBC) ratio is below 8 percent, or Tier I leverage ratio is below 4 percent. This requires a capital restoration plan, restricts asset growth, requires approval for acquisitions, prohibits the use of brokered deposits, and suspends dividends and management fees.

Zone 4: Significantly undercapitalized. The CET1 ratio is below 3 percent, Tier I risk-based ratio is below 6 percent, total risk-based capital ratio (RBC) ratio is below 8 percent, or Tier I leverage ratio is below 4 percent. The same mandatory provisions apply as they did to zone 3. In addition, recapitalization is mandatory, restrictions are placed on deposit interest rates, interaffiliate transactions, and the pay level of officers.

Zone 5: Critically undercapitalized. The tangible equity to total asset ratio is less than or equal to 2 percent. The same mandatory provisions apply as they did to zone 4. Additionally, a receiver/conservator must be appointed within 90 days, payment on subordinated debt are suspended, and restrictions relating to other activities may be applied at the discretion of the regulator.

The mandatory provisions for each of the zones described above include the penalties for any of the zones prior to the specific zone.

16. CET1 is primary or core capital of the DI. CET1 capital is closely linked to a DI’s book value of equity, reflecting the concept of the core capital contribution of a DI’s owners. CET1 capital consists of the equity funds available to absorb losses. Basically, it includes the book value of common equity plus minority equity interests held by the DI in subsidiaries minus goodwill. Goodwill is an accounting item that reflects the amount a DI pays above market value when it purchases or acquires other DIs or subsidiaries.

Tier I capital is the primary capital of the DI plus additional capital elements. Tier I capital is the sum of CET1 capital and additional capital elements. Included in additional Tier I capital are other options available to absorb losses of the bank beyond common equity. These consist of instruments with no maturity dates or incentives to redeem, e.g., noncumulative perpetual preferred stock. These instruments may be callable by the issuer after 5 years only if they are replaced with “better” capital. 

Tier II capital is supplementary capital. Tier II capital is a broad array of secondary “equity like” capital resources. It includes a DI’s loan loss reserves assets plus various convertible and subordinated debt instruments with maximum caps.

17. The two components are credit risk-adjusted on-balance-sheet assets and credit risk-adjusted off-balance-sheet assets.

18.  Prior to 1978, foreign branches and agencies entering the United States were primarily licensed at the state level. As such, their entry, regulation, and oversight were almost totally confined to the state level. Beginning in 1978 with the passage of the International Banking Act (IBA) and the 1991 passage of the Foreign Bank Supervision Enhancement Act (FBSEA), federal regulators have exerted increasing control over foreign banks operating in the United States. Foreign banking activities have been hampered by both pieces of legislation. Since U.S. banking legislation is, in many instances, stricter than regulations abroad, this reduces the attractiveness of opening full scale branches of foreign banks in the U.S. Foreign banks will have to justify continued activity in the U.S. market on the grounds of return to the entry. 

19.  The Foreign Bank Supervision Enhancement Act’s five main features have significantly enhanced the powers of federal bank regulators over foreign banks in the United States:

1.  Entry - under FBSEA, a foreign banking organization must now have the Fed’s approval to establish a subsidiary, branch, agency, or representative office in the United States. The approval applies to both a new entry and an entry by acquisition. To secure Fed approval, the organization must meet a number of standards, two of which are mandatory. First, the foreign bank must be subject to comprehensive supervision on a consolidated basis by a home country regulator.  Second, that regulator must furnish all the information that the Federal Reserve requires to evaluate the application. Both standards attempt to avoid the lack of disclosure and lack of centralized supervision associated with BCCI’s failure.

2.  Closure - FBSEA also gives the Federal Reserve authority to close a foreign bank if its home country supervision is inadequate, if it violates U.S. laws, or if it engages in unsound and unsafe banking practices.

3.  Examination - the Federal Reserve has the power to examine each office of a foreign bank, including its representative offices. Further, each branch or agency must be examined at least once a year.

4. Deposit Taking - only foreign subsidiaries with access to FDIC insurance can take retail deposits under $100,000. This effectively rolls back the provision of the IBA that gave foreign branches and agencies access to FDIC insurance.

5. Activity Powers - beginning December 19, 1992, state-licensed branches and agencies of foreign banks were not allowed to engage in any activity that was not permitted to a federal branch.

20. The Federal Deposit Insurance Reform Act of 2005 instituted a deposit insurance premium scheme, effective January 1, 2007, that combined examination ratings and financial ratios. The changes instituted in September 2015 would take effect beginning the assessment period after the DIF reserve ratio first meets or exceeds 1.15 percent. The reserve ratio increased to 1.17 percent in the second quarter of 2016 from 1.13 percent in the prior quarter. The rates will remain in effect unless and until the reserve ratio meets or exceeds 2 percent. The new rules consolidate the existing nine risk categories into four, named Risk Categories I through IV. Risk Category I contains all well-capitalized institutions in Supervisory Group A (generally those with CAMELS composite ratings of 1 or 2). Risk Category II contains all institutions in Supervisory Groups A and B (generally those with CAMELS composite ratings of 1, 2 or 3), except those in Risk Category I and undercapitalized institutions. Risk Category III contains all undercapitalized institutions in Supervisory Groups A and B and institutions in Supervisory Group C (generally those with CAMELS composite ratings of 4 or 5) that are not undercapitalized. Risk Category IV contains all undercapitalized institutions in Supervisory Group C.

21. Within Risk Category I, the final rule combines CAMELS component ratings with financial ratios to determine an institution’s assessment rate. For Risk Category I institutions, each of eight financial ratios component ratings will be multiplied by a corresponding pricing multiplier, as listed in Table 13–9. The eight financial ratios are: Tier I leverage ratio; nonperforming loans and leases/gross assets; net income before taxes/risk-weighted assets; other real estate owned/gross assets, brokered deposits/total assets, one year asset growth, loan mix index, and the weighted-average CAMELS component rating. The loan mix index is a measure of the extent to which a bank’s total assets include higher-risk categories of loans. Each category of loan in a bank’s loan portfolio is divided by the bank’s total assets to determine the percentage of the bank’s assets represented by that category of loan. Each percentage is then multiplied by that category of loan’s historical weighted average industrywide charge-off rate since 2001. The products are then summed to determine the loan mix index value for that bank. Table 13-10 lists the weighted average charge-off rate for each category of loan, as calculated by the FDIC through the end of 2014. The weighted average of CAMELS component ratings is created by multiplying each component by a stated percentage, as listed in Table 13–11, and adding the products. The sum of these products will be added to or subtracted from a uniform amount, set at 7.352 as of September 2016. The resulting sum will equal an institution’s initial assessment rate.

22. With these CAMELS rating and capital ratios, Webb Bank falls into the Category II risk category and has a deposit insurance assessment rate of 12 basis points per $1 of assessment base (total assets minus tangible equity).

23.  Residential 1-4 family mortgages would be separated into two risk categories (“category 1 residential mortgage exposures” and “category 2 residential mortgage exposures”). Category 1 residential mortgages include traditional, first-lien, prudently underwritten mortgage loans. Category 2 residential mortgages include junior liens and non-traditional mortgage products. The risk weight assigned to the residential mortgage exposure then depends on the mortgage’s loan-to-value ratio. For example, category 1 mortgages with a loan-to-value ratio of less than 60 percent have a risk weight of 35 percent; category 2 mortgages with a loan-to-value ratio of greater than 90 percent have a risk weight of 200 percent. Mortgages over 90 days past due are assigned a risk weight of 150 percent.

24.  Risk weights for sovereign exposures are determined using OECD Country Risk Classifications (CRCs). A sovereign is a central government (including the U.S. government) or an agency, department, ministry, or central bank of a central government. The OECD’s CRCs assess a country’s credit risk using two basic components: the country risk assessment model (CRAM)− an econometric model that produces a quantitative assessment of country credit risk−and the qualitative assessment of the CRAM results−which integrates political risk and other risk factors not fully captured by the CRAM. The two components are combined and classified into one of eight risk categories (0-7). Countries assigned to categories 0-1 have the lowest possible risk assessment and are assigned a risk weight of 0 percent, while countries assigned to category 7 having the highest possible risk assessment and are assigned a risk weight of 150 percent. The OECD provides CRCs for more than 150 countries. Assessments are publicly available on the OECD website. Countries with no CRC assessments are assigned a credit risk weight of 100 percent. A 150 percent risk weight is assigned to sovereign exposures immediately upon determining that an event of sovereign default has occurred or if a sovereign default has occurred during the previous five years.

25.  Basel III introduced a capital conservation buffer designed to ensure that DIs build up a capital surplus, or buffer, outside periods of financial stress which can be drawn down as losses are incurred during periods of financial stress that can be drawn down as losses are incurred during periods of financial stress. The buffer requirements provide incentives for DIs to build up a capital surplus (e.g., by reducing discretionary distributions of earnings (reduced dividends, share buy-backs and staff bonuses)) to reduce the risk that their capital levels would fall below the minimum requirements during periods of stress. The capital conservation buffer must be composed of CET1 capital and are held separately from the minimum risk-based capital requirements. Under Basel III, a DI would need to hold a capital conservation buffer of greater than 2.5 percent of total risk-weighted assets to avoid being subject to limitations on capital distributions and discretionary bonus payments to executive officers. To have no limitations on the bank’s payout ratio, the CET1 ratio must be > 7%, the Tier I ratio must be > 8.5%, and the total capital ratio must be > 10.5%. 

Basel III also introduced a countercyclical capital buffer which may be declared by any country which is experiencing excess aggregate credit growth. The countercyclical buffer can vary between 0 percent and 2.5 percent of risk-weighted assets. This buffer must be met with CET1 capital and DIs are given 12 months to adjust to the buffer level. Like the capital conservation buffer, if a DI’s capital levels fall below the set countercyclical capital buffer, restrictions on earnings payouts are applied. The countercyclical capital buffer aims to protect the banking system and reduce systemic exposures to economic downturns. Losses can be particularly large when a downturn is preceded by a period of excess credit growth. The accumulation of a capital buffer during an expansionary phase would increase the ability of the banking system to remain healthy during periods of declining asset prices and losses from weakening credit conditions. By assessing a countercyclical buffer when credit markets are overheated, accumulated capital buffers can absorb any abnormal losses that a DI might experience when the credit cycle turns. Consequently, even after these losses are realized, DIs would remain healthy and able to access funding, meet obligations, and continue to serve as credit intermediaries.

26. The reserve maintenance period would extend from June 17 through June 30. It starts 30 days later than the start of the reserve computation period. This makes it easier for bank managers to calculate and meet their reserve requirements and increases the accuracy of information on aggregate required reserve balances.

Problems:

1.  To determine the deposit insurance assessment for each institution, we set up the following tables:

CAMELS Components:					  		  
   C		       1 x 0.25 = 0.25	         1 x 0.25 = 0.25
   A		       2 x 0.20 = 0.40	         2 x 0.20 = 0.40
   M		       1 x 0.25 = 0.25	         2 x 0.25 = 0.50
   E		       2 x 0.10 = 0.20	         3 x 0.10 = 0.30
   L		       1 x 0.10 = 0.10	         1 x 0.10 = 0.10
   S		       	           2 x 0.10 = 0.20	      1 x 0.10 = 0.10
Weighted Average CAMELS  	                     		                .    
   Component		     	              1.40		         1.65	 

Loans Mix Index:											
                (1)                                    (2)	       	           (3)               (4)          	      (5)                  (6)            
		                           Institution A	               	        Institution  B		                 
	                                           Weighted                      Loan         Product     	                Loan             Product          
	                                        charge-off rate             category        of two      		              category	         of two        
	                                             percent                  as a percent    columns    		 as a percent      columns    
		 	                of total assets	       		           of total assets		
Construction & Development         4.50	           0.00	     0.000                                 0.00	          0.000             
Commercial & Industrial                1.60	         11.35	   18.160        		  15.66	        25.056           
Leases 			       1.50		           0.45	     0.675      		    1.05	          1.575        
Other Consumer 		       1.46 	         16.50	   24.090     		  16.80	        24.528           
Loans to Foreign Government       1.34	 	           0.00	     0.000       		    0.60	          0.804	             
Real Estate Loans Residual            1.02	  	           0.00	     0.000    		    0.00	          0.000	             
Multifamily Residential 	       0.88	  	           0.50	     0.440       		    1.25	          1.100	             
Nonfarm Nonresidential 	       0.73	   	           0.00	     0.000       	                  0.00              0.000             
1–4 Family Residential 	       0.70	      	         38.85	   27.195     		  40.15	        28.105	           
Loans to Depository Banks            0.58	 	           0.00	     0.000     	                  2.80	          1.624	             
Agricultural Real Estate 	       0.24	 	           4.55	     1.092     	                  0.00	          0.000	             
Agricultural 		       0.24		           7.40	     1.776          		    0.00	          0.000             

 				      SUM (Loan Mix Index)	   73.428			                      82.792	 
												
				Base Assessment Rates for Two Institutions				
          (1)	           (2)                (3)	       (4)	          (5)                    (6)	              
		                      Institution A	              Institution  B		
			 	            Contribution		               Contribution	 
		               Risk 	                 to		         Risk                  to	              
	       Pricing           Measure         Assessment          Measure       Assessment       
	     Multiplier          Value	 Rate	        Value               Rate	            
Uniform Amount		                  	7.352			               7.352	 	

Tier I leverage ratio (%)           (1.264)	  8.25	           (10.428) 	         8.50            (10.744)       

Net income before 
	taxes/risk-weighted 
	assets (%)	       (0.720)	  2.15	    	  (1.548)	         1.85              (1.332)            

Nonperforming loans
	and leases/gross 
	assets (%)	       0.942	     	      0.25	    	   0.235 	         0.55               0.518	            

Other real estate owned
	/gross assets (%) 	       0.533	  	  0.54	      	   0.288	         0.75               0.400             

Brokered deposits/total
	assets (%)	       0.264	 	  1.05		   0.277	         3.75               0.990         

One year asset 
	growth (%)  	       0.061	 	  5.66	              0.345	         7.75               0.473           

Loan mix index    	       0.081                73.428	   5.948	       82.792             6.706          

Weighted average 
	CAMELS component 
	ratings	       1.519	 	  1.40	 	   2.127	        1.65               2.506 	  
Sum of contributions				   4.596	        	                  6.869 	   
Initial assessment rate			                         4.596         		                  6.869	 

2.  To determine the deposit insurance assessment for each institution, we set up the following tables:

CAMELS Components:							
   C		       1 x 0.25 = 0.25	          2 x 0.25 = 0.50
   A		       1 x 0.20 = 0.20	          1 x 0.20 = 0.20
   M		       1 x 0.25 = 0.25	          1 x 0.25 = 0.25
   E		       2 x 0.10 = 0.20	          1 x 0.10 = 0.10
   L		       1 x 0.10 = 0.10	          3 x 0.10 = 0.30
   S		       	           2 x 0.10 = 0.20	      3 x 0.10 = 0.30
Weighted Average CAMELS  	                     	                              .     
   Component		     	              1.20		         1.65	 

Loans Mix Index:										
                (1)                                    (2)	       	        (3)               (4)                           (5)                 (6)            
		                       Institution A	                  Institution  B		                 
	                                           Weighted                   Loan          Product                    Loan              Product          
	                                        charge-off rate           category        of two                   category            of two        
	                                             percent               as a percent    columns                as a percent       columns    
		 	             of total assets	                             of total assets			
Construction & Development         4.50	         0.00	 0.000                      0.00	            0.000             
Commercial & Industrial                1.60	       10.56            16.896                    18.68	          29.888           
Leases 			       1.50	  	         0.65	 0.975                      2.15	            3.225        
Other Consumer 		       1.46		       17.55            25.623                    18.95	          27.667           
Loans to Foreign Government       1.34  	         0.00	 0.000                      0.60	            0.804	             
Real Estate Loans Residual            1.02	  	         0.00	 0.000                      0.00	            0.000	             
Multifamily Residential 	       0.88	  	         0.00	 0.000                      1.10	            0.968	             
Nonfarm Nonresidential 	       0.73		         0.00	 0.000                      0.00                0.000             
1–4 Family Residential 	       0.70		       41.10            28.770                    33.54	          23.478	           
Loans to Depository Banks            0.58		         0.00              0.000                      0.50	            0.290	             
Agricultural Real Estate 	       0.24		         1.10	 0.264                      0.35	            0.084	             
Agricultural 		       0.24		         0.40	 0.096                      0.40	            0.096             

 				             SUM (Loan Mix Index)      72.624		                        86.500	 
												
				Base Assessment Rates for Two Institutions				
          (1)	           (2)                (3)	       (4)	          (5)                    (6)              
		                       Institution A	              Institution B   		
			 	                Contribution		           Contribution	 
		               Risk 	                     to		         Risk                    to	              
	       Pricing           Measure             Assessment      Measure         Assessment       
	     Multiplier          Value	      Rate	        Value                 Rate	            
Uniform Amount		                  	    7.352			                 7.352	 	

Tier I leverage ratio (%)          (1.264)	  	9.80		 (12.387) 	         8.45              (10.681)       

Net income before 
	taxes/risk-weighted 
	assets (%)	      (0.720)	  	2.00	    	      (1.440)	         1.65               (1.188)            

Nonperforming loans
	and leases/gross 
	assets (%)	       0.942	    	    0.35	     		    0.330 	         0.90                0.848	            

Other real estate owned
	/gross assets (%) 	       0.533		0.42	  	       0.224	         0.90                0.480             

Brokered deposits/total
	assets (%)	       0.264		2.20		       0.581	         0.75               0.198         

One year asset 
	growth (%)  	       0.061		4.35	                  0.265	         6.80               0.415           

Loan mix index    	       0.081              72.624	       5.882	       86.500             7.006           

Weighted average 
	CAMELS component 
	ratings	       1.519	 	1.20 	                 1.823	          1.65             2.506 	  
Sum of contributions			                            2.630	        	                   6.936 	   
Initial assessment rate			                            3.000          		        6.936 	 

For Institution A, the sum is 2.630. However, the minimum assessment rate for Category I banks is 3 basis points. The dollar value of the deposit insurance premium for Institution A is $202,500 (0.0003 x ($750m - $75m)) and for Institution B is $617,304 (0.0006936 x ($1b - $110m)).

3. a.  Reserve requirements = (0 x $15.2m) + ($110.2m - $15.2m) (0.03) + ($225m - $110.2m) (0.10)  
				= 0 + $2.850m + $11.480m = $14.330 million

After subtracting the average daily balance of vault cash of $5 million, the bank needs to maintain a daily average of $9.330 million ($14.330 million - $5 million) during the maintenance period.

b.  The average daily balance over the maintenance period was $8 million. Therefore, average reserves held were short $1.330 million.

c.  For the 14-day period, the cumulative sum of its daily average net transaction accounts is = $225m x 14 = $3,150m. If $35 million is transferred on Friday, the total reduction is $210 million over two weekends ($35m x 3 days x 2 weekends), and the total 14-day balance is $2,940m. The average daily deposits will be $210 million. 

Reserve requirements = (0 x $15.2m) + ($110.2m - $15.2m)(0.03) + ($210m - $110.2m) (0.10)  = 0 + $2.850m + $9.980m = $12.830 million. City Bank needs to maintain average reserves of $7.830 million ($12.830 million - $5 million) during the maintenance period. Since it had $8 million of reserves, a surplus of $0.17m per day would now exist.

4.  a.  Reserve requirements = ((0 x $15.2m) + ($110.2m - $15.2m) (0.03) + ($325m - $110.2m) (0.10) = 0 + $2.850m + $21.480m = $24.330 million
	
After subtracting the average daily balance of vault cash of $4.3 million, the bank needs to maintain a target daily average of $20.030 million ($24.330 million - $4.3 million) during the maintenance period.

b.  Yes. The bank has average reserves of $24.60 million. This amount exceeds the required amount by $4.570 million.

5.  a.  Average daily net transaction accounts = (300m + 250m + 280m + 260m + 260m + 260m + 280m + 300m + 270m + 260m + 250m + 250m + 250m + 240m) / 14 = 3,710m / 14 = 265m

Reserve requirement = (0 x $15.2m) + ($110.2m - $15.2m) (0.03) + ($265m - $110.2m) (0.10)  = 2.850m + 15.480m = $18.330m

b.  Average vault cash and reserves maintained = $22.7m + $2m = $24.7m
Excess over required reserves = $24.7m ‑ $18.330m = $6.370m
The bank is in compliance with required reserves.

6. a.	The CET1 risk-based ratio is ($45 + $40) / $1,090 = 0.07798 or 7.798 percent.

b.  Risk-adjusted assets = $20x0.0 + $40x0.0 + $600x0.5 + $430x1.0 = $730.
Tier I capital ratio = ($45 + $40) / $730 = 0.11644 or 11.644 percent.

c.  The total risk-based capital ratio = ($45 + $40 + $25) / $730 = 0.15068 or 15.068 percent.

d.  The leverage ratio is ($45 + $40) / $1,090 = 0.07798 or 7.798 percent.

e.   The bank would be place in the well-capitalized category. 

7.  Basel III introduced a capital conservation buffer designed to ensure that DIs build up a capital surplus, or buffer, outside periods of financial stress which can be drawn down as losses are incurred during periods of financial stress. The buffer requirements provide incentives for DIs to build up a capital surplus (e.g., by reducing discretionary distributions of earnings (reduced dividends, share buy-backs and staff bonuses)) to reduce the risk that their capital levels would fall below the minimum requirements during periods of stress. The capital conservation buffer must be composed of CET1 capital and are held separately from the minimum risk-based capital requirements. Under Basel III, a DI would need to hold a capital conservation buffer of greater than 2.5 percent of total risk-weighted assets to avoid being subject to limitations on capital distributions and discretionary bonus payments to executive officers.

To have no limitations on the bank’s payout ratio, the CET1 ratio must be > 7%, the Tier I ratio must be > 8.5%, and the total capital ratio must be > 10.5%. In problem 6, all three of these conditions are met. So, the bank has no limitations on its payout ratio.

8.  a.  CET1 capital decreases to $400,000, Tier I capital decreases to $450,000 and total capital decreases to $850,000. Cash has a 0 risk weight so risk-weighted assets do not change. Thus, the CET1 ratio decreases to 4 percent, the Tier I ratio decreases to 4.5 percent and the total capital ratio decreases to 8.5 percent.

b.   The risk weight for category 1 mortgages with a loan-to-value ratio of 80 percent is 50 percent. Thus, risk-weighted assets increase to $10 million + $2 million (0.5) = $11 million. The CET1 ratio decreases to $500,000 / $11 million = 4.54 percent, the Tier I ratio decreases to $550,000 / $11 million = 5 percent and the total capital ratio decreases to $950,000 / $11 million = 8.64 percent.

c.   T-bills have a 0 risk weight so risk-weighted assets remain unchanged. Thus, all three ratios remain unchanged.

d.   CET1 equity increases to $1.3 million, Tier I equity increases to $1.35 million, and total capital increases to $1.75 million. The business loan’s risk weight is 100 percent. Thus, risk-weighted assets increase to $10 million + $800,000 (1) = $10.8 million. The CET1 ratio, increases to $1.3m/$10.8m = 12.03 percent, the Tier I ratio increases to $1.35m/$10.8m = 12.50 percent, and the total capital ratio increases to 16.20 percent.

e.   CET1 and Tier I capital are unchanged. Total capital increases to $1.95 million. General obligation municipal bonds fall into the 20 percent risk category. So, risk-weighted assets increase to $10 million + $1 million (0.2) = $10.2 million. Thus, the CET1 ratio decreases to $500,000 / $10.2 million = 4.90 percent, the Tier I ratio decreases to $550,000 / $10.2 million = 5.39 percent, and the total capital ratio increases to 19.12 percent.

f.   The category 1 mortgage loans with loan-to-value ratios of 40 percent have a risk weight of 35 percent. The ATMs are 100 percent risk weighted. Thus, risk-weighted assets increase to $10 million - $4 million (0.35) + $4 million (1.0) = $12.6 million. The CET1 capital ratio decreases to $500,000/$12.6m = 3.97 percent, the Tier I capital ratio decreases to $550,000 / $12.6m = 4.37 percent, and the total capital ratio decreases to $950,000 / $12.6m = 7.54 percent.

9. a.  	Risk-adjusted assets:
Cash	0 x 21	=	$0
OECD interbank deposits	0.20 x 25	=	$5
Mortgage loans	0.50 x 70	=	$35
Consumer loans	1.00 x 70	=	$70
	Total risk-adjusted assets		=	$110	= $110

b.        Standby LCs:			   $30 x 0.50 x 1.0     =	        $15			   =   $15
	Foreign exchange contracts:
		Potential exposure	$40 x 0.05	=	$2
		Current exposure	in the money	=	$0
	Interest rate swaps:		
		Potential exposure	$300 x 0.015	=	$4.5	
		Current exposure	Out-of-the money	=	$2
				=	$8.5 	x	1.0	= $8.5
	Total risk-adjusted on- and off-balance-sheet assets				= $133.50
					x 0.045
	CET1 capital required				$6.0075

					x 0.06
	Tier I capital required				$8.01

					      x 0.08
	Total capital required	= $10.68

c.  No, the bank does not have sufficient total capital to meet the Basel requirements. It needs CET1 capital of $6.0075 million, Tier I capital of $8.01 million, and total capital of $10.68 million. The bank has $5 million of CET1 capital, $7 million of Tier I capital ($5 million CET1 capital and $2 million of additional Tier I capital), and $10 million of total capital ($3 million ($2 million in subordinate debt and $1 million in reserve for loan losses) of Tier II capital). 

If the bank issues $1.0075 million in CET1 capital, it will need $0.0025 million in additional Tier I capital, and no Tier II capital. With these additions the bank will have $6.0075 million of CET1 capital, $8.01 million of Tier I capital, and $11.01million of total capital. 
A new balance sheet after the issuance of the new required equity is shown below. You will note that the total capital exceeds the minimum of $10.68 million. 
	New balance sheet:
	Cash				$22.01 		Deposits 			      $176
	OECD interbank deposits		  25		Subordinated debt (over 5 years)                 2
	Mortgage loans 			  70		Cumulative preferred stock	            2.0025
	Consumer loans			  70      		Equity				            6.0075
	Reserve for loan losses 	 	   (1)
	Total			            $186.01				 	    	      $186.01

d.  	Total risk-adjusted on- and off-balance-sheet assets				            = $133.50
					  x 0.070
	CET1 capital required including capital conservation buffer		$9.345

					x 0.085
	Tier I capital required including capital conservation buffer		$11.3475

					      x 0.105
	Total capital required	= $14.0175

No, the bank does not have sufficient total capital to meet the Basel requirements. It needs CET1 capital of $9.345 million, Tier I capital of $11.3475 million, and total capital of $14.0175 million. The bank has $5 million of CET1 capital, $7 million of Tier I capital, and $10 million of total capital. 
If the bank issues $4.345 million in CET1 capital, it will need $0.0025 million in additional Tier I capital, and no Tier II capital. With these additions the banks will have $9.345 million of CET1 capital, $11.345 million of Tier I capital, and $14.345 million of total capital.
A new balance sheet after the issuance of the new required equity is shown below. You will note that the total capital exceeds the minimum of $14.0175 million.
	New balance sheet:
	Cash				$25.3475 	Deposits 			      $176
	OECD interbank deposits		  25		Subordinated debt (over 5 years)                 2
	Mortgage loans 			  70		Cumulative preferred stock	            2.0025
	Consumer loans			  70      		Equity				            9.345
	Reserve for loan losses 	 	   (1)
	Total			          $189.3475			  	                                  $189.3475

10. a.  Risk-adjusted on-balance-sheet assets:	$21 x 0		=	  $0	
							$50 x 0.50	=	  25										$70 x 1.00	=	  70										Total		=	$95

b.        Standby LCs:                               	             $20 x 1.0      =               $20 x 1.0   =    $20
	Foreign exchange contracts:
		Potential exposure	  $40 x 0.075	=	$3
		Current exposure	in the money	=	$0
				=	           $3  x 1.0  =   $  3
	Total risk-adjusted on- and off-balance-sheet assets	                   	                      = $118
				                                   x 0.045
	CET1 capital required			                                      $5.31

				                                     x 0.06
	Tier I capital required			                                      $7.08

				                                     x 0.08
	Total capital required						          =  $9.44

c.  No, the bank does not have sufficient total capital to meet the Basel requirements. It needs CET1 capital of $5.31 million, Tier I capital of $7.08 million, and total capital of $9.44 million. The bank has $6 million of CET1 capital and Tier I capital, and $8 million of total capital. Thus, the bank has sufficient CET1 capital, but insufficient additional Tier I and Tier II capital. 

If the bank issues $1.08 million in CET1 (or additional Tier I) capital, it will need $0.36 million in additional Tier II capital. With these additions the bank will have $7.08 million of CET1 capital, $7.08 million of Tier I capital, and $9.44 million of total capital.
A new balance sheet after the issuance of the new required equity is shown below. 
	Assets		Liabilities and Equity
	Cash (0%)			$22.44	Deposits		$133
	Mortgage loans (50%)			50	Subordinated debt (> 5 years)	            1.36
	Consumer loans (100%)		  	70	Equity	                                                       7.08
	Reserve for loan losses 		  	     (1)
	Total assets		  	$141.44	Total Liabilities and equity	      	$141.44

d.  	Total risk-adjusted on- and off-balance-sheet assets					   = $118
					x 0.070
	CET1 capital required including capital conservation buffer		$8.26

					x 0.085
	Tier I capital required including capital conservation buffer		$10.03

					      x 0.105
	Total capital required	= $12.39

No, the bank does not have sufficient total capital to meet the Basel requirements. It needs CET1 capital of $8.26 million, Tier I capital of $10.03 million, and total capital of $12.39 million. The bank has $6 million of CET1 capital and Tier I capital, and $8 million of total capital. 
Capital conservation buffer must be met with CET1 capital. Thus, if the bank issues $4.03 million in CET1 capital, it will need $0.36 million in Tier II capital. With these additions the bank will have $10.03 million of CET1 and Tier I capital, and $12.39 million of total capital.
A new balance sheet after the issuance of the new required equity is shown below. 
	Assets		Liabilities and Equity
	Cash (0%)			$25.39	Deposits		$133
	Mortgage loans (50%)			50	Subordinated debt (> 5 years)	          1.36
	Consumer loans (100%)		  	70	Equity	                                            10.03
	Reserve for loan losses 		 	   (1)
	Total assets			$144.39	Total Liabilities and equity		$144.39

11.			                              Risk weight		 
	a.	$10 million cash reserves.		           0%	$0	 
	b.	$50 million 91-day U.S. Treasury bills		           0	$0	 
	c.	$25 million cash items in the process 
		of collection.		         20	$5 million	 
	d.	$5 million U.K. government bonds, 
		OECD CRD rated 1		           0	$0	 
e. $5 million French short-term 
	government bonds, OECD CRD rated 2		         20	$1 million	 
	f.	$1 million general obligation municipal 
		bonds		         20	$200,000	
	g.	$40 million repurchase agreements 
		(against U.S. Treasuries)		         20	$8 million	 
	h. 	$2 million loan to foreign bank, OECD rated 3		         50	$1 million
	i.	$500 million 1-4 family home mortgages,	   	         50	$250 million	 
 	   category 1, loan-to-value ratio 80%
           j.    $10 million 1-4 family home mortgages, 				       200		$20 million
	   category 2, loan-to-value ratio 95%
           k.   $5 million 1-4 family home mortgages, 				       150		$7.5 million
	   100 days past due
           l.    $500 million commercial and industrial 				       100		$500 million
	   loans, AAA rated	
	m.	$500 million commercial and industrial 
		loans, B- rated		       100	$500 million	
		                                                                    credit equivalent amount
	n.	$100,000 performance-related standby 
		letters of credit to a AAA rated corporation                50	       100	$50,000	
	o.	$100,000 performance-related standby 
		letters of credit to a municipality issuing 
		general obligation bonds	  50	         20	$10,000	
	p.	$7 million commercial letter of credit 
		to a foreign bank, OECD CRC rated 2	  20	         20	$280,000	
	q.	$3 million five-year loan commitment 
		to a foreign government, OECD  CRC rated 1    	  50	           0	$0	
	r.	$8 million bankers’ acceptance 
		conveyed to a U.S., AA rated corporation	  20	       100	$1,600,000	
	s.	$17 million three-year loan commitment 
		to a private agent	  50	       100	$8.5 million	
	t.	$17 million three-month loan commitment 
		to a private agent	  20	       100	$3.4 million	
	u.	$30 million standby letter of credit to 
		back an A rated corporate issue of 
		commercial paper	100	       100	$30 million	
			potential      current
			exposure    exposure
	v.	$4 million five-year interest rate swap            
		with no current exposure	  5%            $0	       100	$20,000	
	w.	$6 million two-year currency swap with 
		    $500,000 current exposure		  	  5           500,000        100		$800,000

12. 										  
On Balance Sheet Items		Face Value	Weight	Value
Cash 		 $121,600	0%	$0
Short-term government securities (<92 days.)		5,400	0%	$0
Long-term government securities (>92 days)		 414,400	0%	$0
Federal Reserve stock		9,800	0%	$0
Repos secured by federal agencies		159,000	20%	$31,800
Claims on U.S. depository institutions		937,900	20%	$187,580
Loans to foreign banks, OECD CRC rated 2	 	1,640,000	20%	$328,000
General obligations municipals.		170,000	20%	$34,000
Claims on or guaranteed by federal agencies		26,500	20%	$5,300
Municipal revenue bonds		112,900	50%	$56,450
Residential mortgages, 
	category 1, loan-to-value ratio 75%		5,000,000	50%	$2,500,000
Commercial loans		4,667,669	100%	$4,667,669
Loans to sovereigns, OECD CRC rated 3. 		11,600	50%	$5,800
Premises and equipment		455,000	100%	$455,000
			 
					          Conversion		 Face	      Credit-Equivalent	Risk-Adjusted
Off Balance Sheet Items:				Factor		Value		Amount		Asset Value
U.S. Government Counterparty
Loan commitments:
	< 1 year	 20%	$300	$60	$0
	1-5 year	50%	1,140	570	0
Standby letters of credit:
	Performance-related	50%	200	100	0
	Direct-credit substitute	100%	100	100	0

U.S. Depository Institutions Counterparty
Loan commitments:
	< 1 year.	20%	100	20	4
	> 1 year	50%	3,000	1,500	300
Standby letters of credit:
	Performance-related	50%	200	100	20
	Direct-credit substitute	100%	56,400	56,400	11,280
Commercial letters of credit:	20%	400	80	16

State and Local Government Counterparty 
(revenue municipals)
Loan commitments:
	 >1 year	50%	100	50	25
Standby letters of credit:
	Performance-related	50%	135,400	67,700	33,850

Corporate Customer Counterparty
Loan commitments:				
	< 1 year	20%	3,212,400	642,480	642,480
	 >1 year	 50%	3,046,278	1,523,139	1,523,139
Standby letters of credit:
	Performance-related	50%	101,543	50,772	50,772
	Direct-credit substitute	100%	490,900	490,900	490,9000
Commercial letters of credit:	20%	78,978	15,796	15,796

Sovereign Counterparty
Loan commitments, OECD CRC rated 1:				
	< 1 year	20%	110,500	22,100	0
	 >1 year	 50%	1,225,400	612,700	0

Sovereign Counterparty
Loan commitments, OECD CRC rated 2:				
	< 1 year	20%	85,000	17,000	3,400
	 >1 year	 50%	115,500	57,750	11,500

Sovereign Counterparty
Loan commitments, OECD CRC rated 7:				
	 >1 year.	 50%	30,000	15,000	22,500

Interest rate market contracts:
	(current exposure assumed to be zero.)
	< 1 year (notional amount)	 0%	2,000	0	0
	> 1-5 year (notional amount)	 0.5%	5,000	25	25

The risk-adjusted asset base under Basel III is:
		 
	On-balance-sheet risk-adjusted asset base	$8,271,599
	Off-balance-sheet risk-adjusted asset base	$2,806,007
	Total risk-adjusted asset base	$11,077,606

13.  Under Basel III:  CET1 = 4.5% capital requirement x $11,077,606 = 498,492
	                    Tier I = 6% capital requirement x $11,077,606 = $664,656
	                    Tier II = 8% capital requirement x $11,077,606 = $886,208

14.  The bank has $13,731,769 in total on-balance-sheet assets, $8,693,839 in off-balance sheet lending commitments, and $25 in credit equivalent amounts of derivative securities. The minimum regulatory Tier I capital at 4% is $897,025.

15.  CET1 capital = $225,000 + $200,000 + $565,545 = $990,545; Tier I capital = $990,545 + $50,000 = 1,040,545; and total capital = 1,040,545 + $50,000 + $85,000 = $1,175,545. Yes, the bank meets the Basel III standards for adequate capital because CET1 capital is above 4.5% ($990,545/$11,077,606 = 8.94%), Tier I capital is above 6% ($1,040,545/$11,077,606 = 9.39%), and total capital is above 8% ($1,175,545/$11,077,606 = 10.61%). The bank also complies with the well-capitalized: the CET1 capital is above 6.5%, Tier I capital is above 8%, and total capital is above 10%.

16.  The bank does have sufficient capital to meet the capital conservation buffer: the CET1 capital is above 7.0%, Tier I capital is above 8.5%, and total capital is above 10.5%.

