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Introduction

Aristotle is credited with being the first philosopher to systematically study logical
fallacies, which he defined as arguments that appear valid but, in fact, are not. | call
them well-intended illusions.

One such illusion of precision is the Basel capital standards in which world supervisory
authorities rely principally on a Tier 1 capital ratio to judge the adequacy of bank capital
and balance sheet strength. For the largest of these firms, each dollar of risk-weighted
assets is funded with 12 to 15 cents in equity capital, projecting the illusion that these
firms are well capitalized. The reality is that each dollar of their total assets is funded
with far less equity capital, leaving open the matter of how well capitalized they might
be.

Here’s how the illusion is created. Basel's Tier 1 capital measure is a bank's ratio of Tier
1 capital to risk-weighted assets. Each category of bank assets is weighed by the
supervisory authority on a complicated scale of probabilities and models that assign a
relative risk of loss to each group, including off balance sheet items. Assets deemed low
risk are reported at lower amounts on the balance sheet. The lower the risk, the lower
the amount reported on the balance sheet for capital purposes and the higher the
calculated Tier 1 ratio.

We know from years of experience using the Basel capital standards that once the
regulatory authorities finish their weighting scheme, bank managers begin the process
of allocating capital and assets to maximize financial returns around these constructed
weights. The objective is to maximize a firm's return on equity (ROE) by managing the
balance sheet in such a manner that for any level of equity, the risk-weighted assets are
reported at levels far less than actual total assets under management. This creates the
illusion that banking organizations have adequate capital to absorb unexpected losses.
For the largest global financial companies, risk-weighted assets are approximately one-
half of total assets. This "leveraging up" has served world economies poorly.

In contrast, supervisors and financial firms can choose to rely on the tangible leverage
ratio to judge the overall adequacy of capital for the enterprise. This ratio compares
equity capital to total assets, deducting goodwill, other intangibles, and deferred tax
assets from both equity and total assets. In addition to including only loss-absorbing
capital, it also makes no attempt to predict or assign relative risk weights among asset
classes. Using this leverage ratio as our guide, we find for the largest banking



organizations that each dollar of assets has only 4 to 6 cents funded with tangible equity
capital, a far smaller buffer than asserted under the Basel standards.

Comparing Measures

Table 1 [see below] reports the Basel Tier 1 risk-weighted capital ratio and the leverage
ratio for different classes of banking firms. Column 4 shows Tier 1 capital ratios ranging
between 12 and 15 percent for the largest global firms, giving the impression that these
banks are highly capitalized. However, it is hard to be certain of that by looking at this
ratio since risk-weighted assets are so much less than total assets. In contrast, Column
6 shows U.S. firms' average leverage ratio to be 6 percent using generally accepted
accounting standards (GAAP), and Column 8 shows their average ratio to be 3.9
percent using international accounting standards (IFRS), which places more of these
firms' derivatives onto the balance sheet than does GAAP.

The bottom portion of Table 1 shows the degree of leverage among different size
groups of banking firms, which is striking as well. The Tier 1 capital measure suggests
that all size groups of banks hold comparable capital levels, while the leverage ratio
reports a different outcome. For example, the leverage ratio for most banking groups
not considered systemically important averages near 8 percent or higher. Under GAAP
accounting standards, the difference in this ratio between the largest banking
organizations and the smaller firms is 175-250 basis points. Under IFRS standards, the
difference is as much as 400-475 basis points. The largest firms, which most affect the
economy, hold the least amount of capital in the industry. While this shows them to be
more fragile, it also identifies just how significant a competitive advantage these lower
capital levels provide the largest firms.

These comparisons illustrate how easily the Basel capital standard can confuse and
misinform the public rather than meaningfully report a banking company’s relative
financial strength. Recent history shows also just how damaging this can be to the
industry and the economy. In 2007, for example, the 10 largest and most complex U.S.
banking firms reported Tier 1 capital ratios that, on average, exceeded 7 percent of risk-
weighted assets. Regulators deemed these largest to be well capitalized. This risk-
weighted capital measure, however, mapped into an average leverage ratio of just 2.8
percent. We learned all too late that having less than 3 cents of tangible capital for
every dollar of assets on the balance sheet is not enough to absorb even the smallest of
financial losses, and certainly not a major shock. With the crisis, the illusion of adequate
capital was discovered, after having misled shareholders, regulators, and taxpayers.

There are other, more recent, examples of how this arcane measure can be
manipulated to give the illusion of strength even when a firm incurs losses. For
example, in the fourth quarter of 2012, Deutsche Bank reported a loss of 2.5 billion
EUR. That same quarter, its Tier 1 risk-based capital ratio increased from 14.2 percent
to 15.1 percent due, in part, to “model and process enhancements™ that resulted in a
decline in risk-weighted assets, which now amount to just 16.6 percent of total assets.
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On Feb. 1, SNS Reaal, the fourth largest Dutch bank with $5 billion in assets, was
nationalized by the Dutch government. Just seven months earlier, on June 30, 2012,
SNS reported a Tier 1 risk-based capital ratio of 12.2 percent. However, the firm
reported a Tier 1 leverage ratio based upon international accounting standards of only
1.47 percent. This leverage ratio was much more indicative of the SNS’s poor financial
position.

The Basel Il proposal belatedly introduces the concept of a leverage ratio but calls for it
to be only 3 percent, an amount already shown to be insufficient to absorb sizable
financial losses in a crisis. It is wrong to suggest to the public that, with so little capital,
these largest firms could survive without public support should they encounter any
significant economic reversals.

Misallocating Resources and Creating Asset Imbalances

An inherent problem with a risk-weighted capital standard is that the weights reflect past
events, are static, and mostly ignore the market's collective daily judgment about the
relative risk of assets. It also introduces the element of political and special interests into
the process, which affects the assignment of risk weights to the different asset classes.
The result is often to artificially favor one group of assets over another, thereby
redirecting investments and encouraging over-investment in the favored assets. The
effect of this managed process is to increase leverage, raise the overall risk profile of
these institutions, and increase the vulnerability of individual companies, the industry,
and the economy.

It is no coincidence, for example, that after a Basel standard assigned only a 7 percent
risk weight on triple A, collateralized debt obligations and similar low risk weights on
assets within a firm's trading book, resources shifted to these activities. Over time,
financial groups dramatically leveraged these assets onto their balance sheets even as
the risks to that asset class increased exponentially. Similarly, assigning zero weights to
sovereign debt encouraged banking firms to invest more heavily in these assets,
simultaneously discounting the real risk they presented and playing an important role in
increasing it. In placing a lower risk weight on select assets, less capital was allocated
to fund them and to absorb unexpected loss for these banks, undermining their
solvency.

A More Realistic Capital Standard Is Required

Taxpayers are the ultimate backstop to the safety net and have real money at stake. In
choosing which capital measure is most useful, it is fair to ask the following questions:

Does the Basel Tier 1 ratio or the tangible leverage ratio best indicate the capital
strength of the firm?

Which one is most clearly understood?

Which one best enables comparison of capital across institutions?



e Which one offers the most confidence that it cannot be easily gamed?

Charts 1 through 4 [see below] compare the relationship of the tangible leverage and
Basel Tier 1 capital ratios to various market measures for the largest firms. These
measures include: the price-to-book ratio, estimated default frequency, credit default
swap spreads, and market value of equity. In each instance, the correlation of the
tangible leverage ratio to these variables is higher than for the risk-weighted capital
ratio. While such findings are not conclusive, they suggest strongly that investors, when
deciding where to place their money, rely upon the information provided by the leverage
ratio. We would do well to do the same.

Despite all of the advancements made over the years in risk measurement and
modeling, it is impossible to predict the future or to reliably anticipate how and to what
degree risks will change. Capital standards should serve to cushion against the
unexpected, not to divine eventualities. All of the Basel capital accords, including the
proposed Basel lll, look backward and then attempt to assign risk weights into the
future. It doesn't work.

In contrast, the tangible leverage ratio provides a simpler, more direct insight into the
amount of loss-absorbing capital that is available to a firm. A leverage ratio as I've
defined it explicitly excludes intangible items that cannot absorb losses in a crisis. Also,
using IFRS accounting rules, off-balance sheet derivatives are brought onto the balance
sheet, providing further insight into a firm's leverage. Thus, the tangible leverage ratio is
simpler to compute and more easily understood by bank managers, directors, and the
public. Importantly also, it is more likely to be consistently enforced by bank supervisors.

A more difficult challenge may be to determine an appropriate minimum leverage ratio.
Chart 5 [see below] provides a history of bank leverage over the past 150 years for the
U.S. banking system and gives initial insight into this question. It shows that the equity
capital to assets ratio for the industry prior to the founding of the Federal Reserve
System in 1913 and the Federal Deposit Insurance Corporation in 1933 ranged
between 13 and 16 percent, regardless of bank size. Without any internationally
dictated standard or any arcane weighting process, markets required what today seems
like relatively high capital levels.

In addition, there is an increasing body of research (Admati and Hellwig; Haldane;
Miles, Yang, and Marcheggiano) that suggests that leverage ratios should be much
higher than they currently are and that Basel IlI's proposed 3 percent figure adds little
security to the system.

Finally, and importantly, some form of risk-weighted capital measure could be useful as
a backstop, or check, against which to judge the adequacy of the leverage ratio for
individual banks. If a bank meets the minimum leverage ratio but has concentrated
assets in areas that risk models suggest increase the overall vulnerability of the balance
sheet, the bank could be required to increase its tangible capital levels. Such a system
provides the most comprehensive measure of capital adequacy both in a broad context
of all assets and according to a bank's allocation of assets along a defined risk profile.
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Tangible Leverage Ratio and the Myth of Unintended Consequences

Concerns are often raised within the financial industry and elsewhere that requiring the
largest and most complex firms to hold higher levels of capital as defined using a
tangible leverage ratio would have serious adverse effects on the industry and broader
economy.

It has been suggested, for example, that requiring more capital for these largest banks
would raise their relative cost of capital and make them less competitive. Similarly, there
is concern that failing to assign risk weights to the different categories of assets would
encourage firms to allocate funds to the highest risk assets to achieve targeted returns
to equity. These issues have been well addressed by Anat Admati and Martin Hellwig in
their recently published book, The Bankers’ New Clothes. The required ROE and the
ability to attract capital are determined by a host of factors beyond the level of equity
capital. These include a firm’s business model, its risk-adjusted returns, the benefits of
services and investments, and the undistorted, or non-subsidized, costs of capital. A
level of capital that lowers risk may very well attract investors drawn to the more reliable
returns. Table 1 shows many of the banks with stronger leverage ratios also have stock
prices trading at a higher premium to book value than the largest firms that are less
well-capitalized.

There also is a concern that requiring a stronger, simpler leverage ratio would cause
managers to place more risk on their balance sheet. While possible, the argument is
unconvincing. With more capital at risk and without regulatory weighting schemes
affecting choice, managers will allocate capital in line with market risk and returns.
Furthermore, risk-weighted measures and strong bank supervision can be available as
a back-up system to monitor such activity. Moreover, given the experience of the recent
crisis and the on-going efforts to manage reported risk assets down, no matter the risk,
it rings hollow to suggest that having a higher equity buffer for the same amount of total
assets makes the financial system less safe.

In addition, there is a concern that demanding more equity capital and reducing
leverage among the largest firms would inhibit the growth of credit and the economy.
This statement has an implied presumption that the Basel weighting scheme is more
growth friendly than a simpler, stronger leverage ratio. However, having a sufficient
capital buffer allows banks to absorb unexpected losses. This serves to moderate the
business cycle and the decline in lending that otherwise occurs during contractions.

If the Basel risk-weight schemes are incorrect, which they often have been, this too
could inhibit loan growth, as it encourages investments in other more favorably, but
incorrectly, weighted assets. Basel systematically encourages investments in sectors
pre-assigned lower weights -- for example, mortgages, sovereign debt, and derivatives -
- and discourages loans to assets assigned higher weights -- commercial and industrial
loans. We may have inadvertently created a system that discourages the very loan
growth we seek, and instead turned our financial system into one that rewards itself
more than it supports economic activity.



If risk weights could be assigned that anticipate and calibrate risks with perfect
foresight, adjusted on a daily basis, then perhaps risk-weighted capital standards would
be the preferred method for determining how to deploy capital. However, they

cannot. To believe they can is a fallacy that puts the entire economic system at risk.

Changing the Debate

The tangible leverage ratio is a superior alternative to risk-weighting schemes that have
proven to be an illusion of precision and insufficient in defining adequate capital. The
effect of relying on such measures has been to weaken the financial system and
misallocate resources. The leverage ratio deserves serious consideration as the
principal tool in judging the capital strength of financial firms. The Basel discussion
would be well served to focus on the appropriate levels of tangible capital for banking
firms to hold and the right transition period to achieve these levels.

Finally, we should not accept even comforting errors of logic which suggest that Basel
Il requirements will create stronger capital than those of Basel I, which failed. Instead,
past industry performance and mounting academic and other evidence suggest that we
would be best served to focus on a strong leverage ratio standard in judging a firm and
the industry's financial strength. No bank capital program is perfect. Our responsibility
as regulators and deposit insurers is to choose the best available measure that will
contribute to financial stability.

it
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Table 1: Capitalization Ratios for Global

Systemically Important Banks
Data as of Fourth Quarter 2012
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Source: Bankscope (Data updated as of April 4, 2013), Bloomberg LP, Federal Reserve Y-9C Reports, International

Monetary Fund, and 10-Q reports.
Notes:

Gkl systemically impartart banks (3-51Bs) are defined by the Financial Stabiity Board and include eight 1S, Bank hokding companies (BHC).

*Tier 1 Capital is equity capital less unrealzed pains on availabie-for-sake debt securities, unrealized |nsses on avalable-for-sake equiy sscurities, disallowed prefemed sock, goodwill, disaliowed
senvicing assets, disallowed deferred fax assets, and other tier 1 capital components,

*Tier 1 capial ratios and undenying data are calculsted and reporied under Basel | standards for LIS, Banks, under the China Barking Regukation Commission reguikations for the Bank of China, under Basel Il for
Eanco Sanlander, BEVA, ING Bank, Mitsubishi UFJ FG, Mizuho FG, Nordea Bank, Royal Bank of Scofland, Standard Chartered, Sumiloma Mitsui FG, and Unicredit, and under Basal 2.5 for Barclays, BNP Paribas,
BPCE Group, Credit Agncole, Credi Susse, Deulsche Bank, HEBC, Societe Generale and LUBS.

* Differances in accounting requirements far netiing and offsetting of essats and lizbiliies resul in significant difierances in banks' total assats, The hility to offset under Intemational Financial Reporting Stzndards (IFRS)
is limited in comparison with Generally Accepted Accounting Principles (GA4F), especialy for derivatives traded with the same counterparty under an Infermational Swaps and Derivatives Associsfion (I504) Master
Metting Agraement, L5, GANP pemits the natting of derivative receivables and payebles, end the related cash collateral received and paid when a legelly enforcaable master neting agreement exists betwean a firm
and a derivative counterparly. L5, GAAF discioses gross derivative essets and lisbilifies and the offsat amount applied to dervatives in the notes io the consolidated financial statements rather than in the consoidated
balznca sheet Ta namaw the difference infotal assats betwaen IFRS and U S GAAF reporting institions, the L1.5. G-51Bs IFRS estimates follaw the methodalogy used by IS0 in &3 Metting and Offsatting
Report (May 201 2, http: #ferwrw 2 isda orgfunciional-areasiessarchfatudies | and adds the discosed offsstting amount applied to derivatives back to total assets in order fo calculste total asssats, Tolal essels are as
raported in the consolidated balance sheat while the offset applied to derivatives i as repartad in the notes to the consolidated finencial statements on derivatives i each firm's 10-0 raport,

Equ.ii)' Capital s the basic GAAF measure of nat worth, defined as total assets minus total labilties.

" Median price-do-book ratios and price-fo-adjusted tangible book ratios are vsed instead of averages for subgroups and far U.S. BHC size graups. Cala are not availabla for six bank holding companies with assets

less than $1 billon, 35 well as for BPCE Group, Credit Agricole Group, and ING Bank:

Bank halding companies that are owned by & foreign parent or reported 3 net less in fourth quarer 2012, and thift holding companies that did not file a full FRY-8C repart as of fourth quarter 2012 ware exciuded.

" Six of the ten largest non-G-5IB (American Express, KeyCorp, Morthem Trust, PRC, Suntrust and U5, Bancorp) reported the fair value of their derivative postions in their 10-0 reparts. The levarage ratio for these six
banks is B.53 percent under LS. GAAP and B.47 percent under the IFRS estimate. The & basis paint differencs s used to adjust the leverags ratio for the entire group from 8 21 percent 1o 815 percent and to estimate
fodal #ssets under tha IFRS estimate. The remaining four bank holding companias reported minimal darivative exposune.

1 The ten largest U. 5. bank holding companies with assets less than 350 billion and the len largest U.S. bank halding companies wilh asseals less than 81 Eillion reported de minimis derivative exposures.

W assume (hat total assets and the adjusted langible equity to adjusted langible assets ralio are essentially the same under LS. GAAP and the IFRS estimale.

£

" The Leverage Ratio is the ralio of adjusted tangibie equity to adjusted tangibk: assets. Adjusted tangible aquity, adjusted tangible assets, and adjusted langible baok sublract goodwill, other inlangibles, and defered tax assats,
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Chart 1: Price-to-Book Ratio for Global
Systemically Important Banks
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Source: Moody's CreditEdge (Data as of June 2012).

Chart 2: Market Value of Equity-to-Assets for Global
Systemically Important Banks
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Chart 3: One-Year Estimated Default Frequency for
Global Systemically Important Banks
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Chart 4: Five-Year Credit Default Swaps (CDS)
Spreads for Global Systemically Important Banks
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Chart 5: Equity as a Percent of Assets for U.S.
Commercial Banks from 1840 to 1993
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