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SUBJECT

Proposed risk-based cap ita l framework for banks and bank holding
companies

DETAILS

On February 12, 1987, the  Federal Reserve Board requested comment on 
a proposed r i sk -b a sed  c a p i t a l  framework fo r  banks and bank holding companies.

The Board's r i sk -b a s ed  c a p i t a l  proposal i s  based on a proposed United 
S ta te s /U n i t e d  Kingdom Agreement on primary c a p i t a l  and c a p i t a l  adequacy 
assessment.  This proposed Agreement i s  the  r e s u l t  o f  d is cuss io ns  between the 
Federal Reserve Board, the  Off i ce  of  th e  Comptroller  o f  the  Currency, the  
Federal  Deposit  Insurance Corporation and the  Bank of  England.

The proposal  encompasses a common d e f i n i t i o n  o f  primary c a p i t a l  and 
r i s k  ca t eg o r i e s  aimed a t  b r inging to g e th e r  the  assessment of c a p i t a l  adequacy 
and the  es ta b l i shmen t  o f  minimum c a p i t a l  s tandards  on an i n t e r n a t i o n a l  b a s i s .

A 70-page document d e t a i l i n g  t h i s  i s sue  has been given l im i ted  
d i s t r i b u t i o n  by the  Federal Reserve Bank o f  Da l l as .  I f  you would l i k e  to  
re ce ive  a copy, p lease  c o n ta c t  the  Public  A f fa i r s  Department a t  (214)
651-6289.

ATTACHMENTS

Attached i s  a news r e l e a s e  which summarizes the  t e x t  of  the proposal .

MORE INFORMATION

For more informat ion on t h i s  t o p i c ,  p lease  con tac t  Robert Hankins a t  
(214) 651-6120.

S in ce re ly  yo urs ,

For additional copies of any circular please contact the Public Affairs Department at (214) 651-6289. Banks and others are 
encouraged to use the following incoming WATS numbers in contacting this Bank (800) 442-7140 (intrastate) and (800) 
527-9200 (interstate).

This publication was digitized and made available by the Federal Reserve Bank of Dallas' Historical Library (FedHistory@dal.frb.org)



Joint News Release Comptroller of the Currency_________  
Federal Deposit Insurance Corporation 
Federal Reserve Board

For immediate r e l e a s e

The U.S. bank regu la to ry  agencies and th e  Bank of England have 

agreed to  request  publ ic  comment on a proposed r i sk -based  c a p i t a l  framework 

for  banks and bank holding companies t h a t  has been developed j o i n t l y  by the  

Off i ce  of the  Comptrol ler  of the  Currency,  th e  Federal  Deposit  Insurance 

Corp ora t ion ,  the  Federal  Reserve Board, and the  Bank of England.

The proposal i s  the  r e s u l t  of d i s c u s s io n s  between the  U.S. bank 

re g u la to ry  agencies  and the  Bank of England, and re p re sen t s  an important  s tep 

toward br ing ing to g e t h e r  th e  assessment of c a p i t a l  adequacy and the  es t ab l ishment  

of minimum c a p i t a l  s tandards  on an i n t e r n a t i o n a l  b a s i s ,  e s p e c i a l l y  in view of 

the  in c re a s in g  t r e n d  toward global banking compet i t ion .

S p e c i f i c  goals of th e  proposal include :

•  making re gu la to ry  c a p i t a l  requirements  more s e n s i t i v e  to  d i f f e r e n c e s  

in the  r i sk  of banking i n s t i t u t i o n s ;

•  a s s e s s in g  a c a p i t a l  requirement a g a i n s t  c e r t a i n  o f f -b a l an ce  sheet  

exposures;

•  recogniz ing t h a t  holding low r i s k ,  r e l a t i v e l y  l i q u i d  a s s e t s  r equ ir e s  

l e s s  c a p i t a l ;  and

•  moving th e  c a p i t a l  adequacy p o l i c i e s  of th e  U.S. and o the r  major 

i n d u s t r i a l  co u n t r i e s  i n t o  c l o s e r  a l ignment .

The U.S./U.K. proposal encompasses a common d e f i n i t i o n  of primary 

c a p i t a l  and r i s k  c a t e g o r i e s .  The framework i s  intended t o  ensure  t h a t  banking 

o rg a n iz a t io n s  t h a t  take  on a d d i t io n a l  r i s k s  suppor t  t h e se  a c t i v i t i e s  with 

a d d i t i o n a l  c a p i t a l .  The primary c a p i t a l  of U.S. banking o rg an iza t io n s  would 

inc lude  wi thout  l i m i t ,  as i t  does now, common s to ck h o l d e r s '  e q u i ty ,  the  general
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re se rve  f o r  loan l o s s e s ,  and minor i ty  i n t e r e s t  in the  equ i ty  accounts of 

c o n so l id a te d  s u b s i d i a r i e s .

The d e f i n i t i o n  of primary c a p i t a l  would a l so  include the  fol lowing 

components on a l im i ted  b a s i s :  perpe tua l  p r e f e r r e d  s to ck ,  long-term (25 years

or  more o r ig i n a l  m a tu r i t y )  l i m i t e d - l i f e  p r e fe r r e d  s to ck ,  and c e r t a i n  debt 

ins t ruments  ( inc lu d in g  perpetual  debt)  with p rov is io ns  t h a t  ensure  t h e i r  

permanence and a b i l i t y  to  absorb lo s s e s .  F i n a l l y ,  t h e  U.S./U.K. proposal 

provides fo r  c e r t a i n  deduct ions  from primary c a p i t a l  t o  c a l c u l a t e  ad jus t ed  

primary c a p i t a l  and a sse s s  c a p i t a l  adequacy.

The proposal e s t a b l i s h e s  f i v e  r i s k  c a t e g o r i e s  fo r  th e  purpose of 

c a l c u l a t i n g  weighted r i sk  a s s e t s .  The c a t e g o r i e s  a re  ass igned weights of 

0, 10, 25, 50, and 100 percen t .  The proposed measure would achieve convergence 

between U.S. and U.K. supervisory  a u t h o r i t i e s  with re spec t  to  c ap i t a l  

requirements  fo r  major c a t eg o r i e s  of a s s e t s  and o f f -b a l an c e  sheet  i tems.  

Included among th e se  ca t eg o r i e s  a re :

- cash and c la ims on domestic c en t r a l  bank,

-  c laims on domestic deposi to ry  i n s t i t u t i o n s ,

- claims on fo re ign  banks,  in c lu d in g  fo re ign cen t ra l  banks,

-  c laims on domestic c en t r a l  government and claims c o l l a t e r a l i z e d

by cen t r a l  government debt ,

- c la ims on fo re ig n  governments; and

- c la ims on p r i v a t e  s e c t o r  e n t i t i e s .

Weights ass igned t o  o f f -b a l an c e  shee t  i tems a re  determined through 

a convers ion formula t h a t  t r a n s l a t e s  o f f -b a l an ce  sheet  exposures i n to  a rough 

on-balance  sheet  e q u iv a len t .
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The convers ion f a c t o r s  fo r  o f f -b a l an c e  sheet  items are  summarized 

as fo llows:

Direc t  c r e d i t  s u b s t i t u t e s  ( f i n an c i a l  guarantees  and standby l e t t e r s  

of c r e d i t  s e rv in g  th e  same purpose) - 100 percen t  c r e d i t  conversion f a c t o r .

T r a d e - r e l a t e d  con t ingencies  (commercial l e t t e r s  of c r e d i t ,  bid and 

performance bonds and performance standby l e t t e r s  of c r e d i t )  - 50 percent  c r e d i t  

convers ion f a c t o r .

Sale  and repurchase  agreements and a s s e t  s a l e s  with r e c o u r se , i f  not 

a l ready  included on th e  balance sheet  - 100 percent  c r e d i t  conversion f a c t o r .

Other commitments, in c lud ing  revolving unde rwri t ing f a c i l i t i e s ,  

unde rwri t ing  commitments, commercial and consumer c r e d i t  l i n e s .  The c r e d i t  

convers ion f a c t o r s  are :

10 percent  - one year  and l e s s  o r ig in a l  matur i ty  

25 percent  - over one t o  f i v e  year s  o r ig i n a l  matur i ty  

50 percent  - over f iv e  year s  o r ig i n a l  ma tu r i ty

Matur i ty  i s  def ined as the  e a r l i e s t  pos s ib le  t ime a t  which the  bank 

may uncond i t iona l ly  cancel the  commitment.

C a lcu la t ion

The weighted r i sk  a s s e t  base equals  th e  sum of the  aggregate  d o l l a r  

value of the  a s s e t s  and the  conver ted o f f -b a l an ce  sheet  i tems in each category 

m u l t i p l i e d  by the  weight ass igned t o  t h a t  ca t egory .  The r i s k  a s s e t  r a t i o  i s  

then c a l c u l a t e d  by d iv id ing  primary c a p i t a l  by th e  weighted r i s k  a s s e t  base,  

as* fol lows:

Adjusted Primary Capi ta l  -f- Weighted Risk Asset  Base 

= Risk Asset Rat io
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The U.S./U.K. proposal provides  t h a t  the  banking a u t h o r i t i e s  wil l  

e s t a b l i s h  a common minimum r i sk  a s s e t  r a t i o  fo r  banking o rgan iz a t io ns  under 

t h e i r  su p e r v i s io n ,  a l though such a minimum i s  not being e s t a b l i s h e d  a t  t h i s  

t ime. Most i n s t i t u t i o n s  wi l l  be expected t o  mainta in t h e i r  r a t i o s  above t h i s  

mi nimum.

For p r a c t i c a l  reasons th e  proposed c a p i t a l  measure i s  not intended 

to  cap ture  a l l  of th e  r i s k s  faced by banking i n s t i t u t i o n s .  In s t ead ,  the  primary 

focus i s  on c r e d i t  r i s k .  The U.S./U.K. proposal i n d i c a t e s  a commitment on the  

p a r t  of the  agencies  t o  develop techn iques  fo r  f a c t o r i n g  i n t e r e s t  r a t e  swap and 

fo re ig n  exchange t r a d in g  r i s k s  i n to  th e  r a t i o  in the  f u t u r e .  The proposal a lso  

r e f l e c t s  an i n t e n t i o n  t o  develop a more d i r e c t  measure of ove ra l l  i n t e r e s t  r a t e  

r i  sk.

In a s se s s in g  c a p i t a l  adequacy, t h e  U.S./U.K. proposal i n d i c a t e s  t h a t  

the  banking a u t h o r i t i e s  wi l l  emphasize th e  r i sk  a s s e t  r a t i o .  However, the  

a u t h o r i t i e s  w i l l  r e t a i n  f l e x i b i l i t y  t o  cont inue t o  u t i l i z e  o th e r  measures of 

c a p i t a l  adequacy, in c lu d in g  c a p i t a l  t o  t o t a l  a s s e t  r a t i o s .

All p a r t i e s  recognize  t h a t  the  c a l c u l a t i o n  of a r i s k  a s s e t  or o the r  

c a p i t a l  r a t i o  i s  but one s tep  in th e  eva lua t i on  of c a p i t a l  and t h a t  many othe r  

f a c t o r s  must be taken i n to  account be fore  an ove ra l l  de te rmina t ion of  c a p i t a l  

adequacy can be made. These f a c t o r s  include the  q u a l i t y  and d i v e r s i t y  of the  

loan p o r t f o l i o ;  t h e  q u a l i t y ,  t r e n d  and v a r i a b i l i t y  of  ea rn in gs ;  t h e  dividend 

payout r a t i o  and the  level  and t r e n d  of r e t a in e d  ea rn in g s ;  l i q u i d i t y  and the  

s t r u c t u r e  of l i a b i l i t i e s ;  t h e  e f f e c t i v e n e s s  of loan and investment p o l i c i e s ;  

and, management's ove ra l l  a b i l i t y  t o  monitor and con tro l  r i s k s .
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