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Mr. Chairman and members of the Subcommittee, my name is Harris Simmons. I am Chairman,
President and Chief Executive Officer of Zions Bancorporation, and Chairman of Zions First National
Bank, both of which are headquartered in Salt Lake City, Utah. I also serve as Chairman of the American
Bankers Association (“ABA”), and am here today to testify on behalf of the ABA.
ABA, on behalf of the more than two million men and women who work in the nation’s banks,
brings together all categories of banking institutions to best represent the interests of this rapidly changing
industry. Its membership – which includes community, regional and money center banks and holding
companies, as well as savings associations, trust companies and savings banks – makes ABA the largest
banking trade association in the country.
Thank you for the opportunity to present the ABA’s views regarding the ongoing efforts to
implement the Basel II risk-based capital requirements, and regarding the proposed guidance concerning
commercial real estate (“CRE”) concentrations. The ABA appreciates Congressional oversight of the
regulators’ actions in both of these important areas. Recent proposals by the regulators, while wellintended, have the potential to reduce the availability of affordable credit, adversely affect competition
among banks, increase risk, and add to the already heavy costs of compliance.
RISK-BASED CAPITAL STANDARDS—SUMMARY
The ABA has long supported a comprehensive approach to the regulation of risk-based capital
that encompasses minimum capital requirements, supervisory review, and market discipline. The goal of
the Basel II accord is to arrive at capital requirements that better reflect risk in a bank. However, the Basel
II capital requirements as embodied in the banking agencies’ (“Agencies”) recently promulgated Notice of
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Proposed Rulemaking (“Proposal” or “NPR”) fall short of that mark. In my testimony concerning the
capital rules I would like to make the following points:

¾ First, the advanced capital adequacy framework recently proposed by the Agencies is an
inappropriately conservative implementation of the international Basel II accord that
would place U.S. banks at a competitive disadvantage with banks in other countries and
impose a suboptimal use of financial resources.

¾ Second, the Agencies should expedite contemporaneous review and revision of the capital
rules for the entire banking industry in order to avoid competitive imbalances domestically.

¾ Third, the variety and complexity of the American banking industry call for a select menu
of capital options in order to achieve the best match of effective capital standard with
banking institution; a one-size-fits-all approach means a bad fit for most banks.

CRE GUIDANCE—SUMMARY
Turning to the guidance concerning CRE concentrations, imposition of an industry-wide guidance
in response to concentrations that are occurring at only some banks may negatively impact the free flow of
credit from all banks that engage in CRE lending in a safe and sound manner. In my statement today I
would like to make the following points regarding the CRE guidance:

¾ First, blanket industry-wide CRE guidance is unnecessary and potentially harmful.

¾ Second, if the Agencies conclude that guidance on CRE concentrations is necessary,
several changes should be made in order to avoid unintended negative consequences.

¾ Third, if applied, the guidance should be used as a tool to identify the need for further
inquiry, not as a formula for increased capital and reserves.
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The above points concerning Basel II and the CRE guidance are discussed in further detail below.

RISK-BASED CAPITAL STANDARDS
I.

The Agencies are Diverging from the Basel II Standards to the Detriment of U.S. Banks.
The Agencies have chosen a more restrictive and prescriptive approach than that being

implemented in other countries. The provisions to be applied to internationally active U.S. banks, along
with additional limitations that slow implementation and prevent efficient allocation of bank capital, mark
a divergence from the standards embodied in the internationally agreed upon Basel II accord.
Under the international accord, three options for approaching credit risk are permitted. These
include the Standardized Approach, the Foundation Internal Ratings-Based Approach, and the Advanced
Internal Ratings-Based (“AIRB”) Approach. In the U.S., the Agencies have proposed rules that
implement only the AIRB approach, requiring the largest internationally active banks – the so-called
“mandatory banks” – to abide by them.
The Agencies propose to implement the AIRB approach in ways that are more restrictive than
those embodied in the international Basel II accord. For example, the Proposal requires a bank that sells
loans from a single borrower at a discount of five percent or more to treat all other loans from the same
borrower as being in default, regardless of the situation. Other international banks lending to the same
borrower would not be subject to the same requirement. Not only does such provision create artificial
differences among competing institutions, it also contradicts the intent of the AIRB approach under Basel
II, which is to allow banks the freedom to develop their own internal ratings-based system.
Furthermore, the AIRB approach as proposed contains several limits that will prevent banks from
realizing its potential benefits. These limits include the following:
•

Retention of the leverage ratio, which is currently the binding constraint on mandatory banks with
respect to minimum capital requirements. Implementing the AIRB approach, while simultaneously
retaining the leverage ratio, will render AIRB minimum capital determinations meaningless at best
and harmful at worst. Banks that are required to hold more capital than is justified by a risk
analysis will have incentives to take additional risks, perhaps outside their areas of expertise, in
order to earn an acceptable return on the excess capital.
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•

Phasing in the AIRB approach over a three-year period following implementation of the Basel II
standards. U.S. banks will be limited during this phase-in period by “transition floors” that impose
arbitrary minimum capital requirements. No other Basel II nation will employ such limitations,
and banks around the world will have moved on to the AIRB system long before U.S. banks even
begin.

•

The Agencies’ promise to make further adjustments to the capital rules if the aggregate capital of
banks employing the AIRB approach decreases more than ten percent during the phase-in period.
This would effectively guarantee that the benefits of the AIRB approach will not be realized.
The objective of the rulemaking should be to tie capital to risk. Banks do this every day, separate

and apart from regulatory capital requirements. Mandatory banks will continue to base their business
decisions on their own internal measurement systems. However, if regulatory constraints interfere with
this process and impose less accurate requirements, most banks will be forced to run parallel systems.
One system will be used to satisfy the regulator, while the other system – which is a better gauge of risk –
will be used to run the bank. It will be disruptive and inefficient to operate in an environment of dueling
capital standards.
As a result of what some have called the “cumulative conservatism” of the AIRB approach as
proposed in the NPR, the industry is likely to realize few, if any, of the benefits that were anticipated at the
inauguration of the Basel II exercise as offsetting the burdens of the more complex rule. Artificially high
capital requirements, coupled with a costly compliance burden, likely will lead to one of three results.
Some domestic banks will choose to shift operations abroad as much as possible in an attempt to use their
capital more efficiently, reduce their compliance burden, and continue to offer the best prices possible for
their services. Others will choose to comply with the U.S. rules and, as a result, labor under the burdens of
unnecessary costs and inefficient use of capital. There will be a third group of banks, however, that will
comply with the U.S. rules but take on riskier lines of business to optimize the capital that they are
required to hold. Each of these outcomes is likely to cause the U.S. economy to suffer. By being too
restrictive, the Agencies would effectively impose a regulatory tax that either would make U.S. banks less
able to serve as an economic catalyst in the United States or prompt them to engage in inappropriate risktaking solely to use the excess capital required by the regulation.
The adverse consequences of the AIRB as proposed in the NPR are not confined to the
mandatory banks. A bank considering whether to “opt in” to the adoption of the proposed AIRB likely
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would find the benefits far outweighed by its burdens. Hence, the Basel II goal of encouraging superior
risk management will be undermined.
These detrimental effects of the AIRB as proposed can be avoided if the Agencies adopt instead
an AIRB that more closely follows the international Basel II accord. By making the capital rules that apply
to U.S. banks comparable to those adopted in other countries, the competitive disadvantages that are
hardwired into the current U.S. proposal would disappear, and banks domestically would have regulatory
capital that is a much better match for their risks.

II.

The Agencies should expedite contemporaneous review and revision of the capital rules

for the entire banking industry in order to avoid competitive imbalances domestically.
If the Agencies were to adopt advanced capital rules comparable to those of the international Basel
II accord, this would result in lower capital charges in many instances for the mandatory banks and opt-in
banks (collectively, “Basel II banks”). Taken by itself, however, that would leave much of the rest of the
banking industry subject to admittedly out-of-date capital standards. As a result, the vast majority of U.S.
banks could find themselves at a disadvantage when competing with a Basel II bank for a particular asset.
Evidence from the Quantitative Impact Studies indicates that Basel II banks could have significantly lower
risk-based capital requirements for good credits, even after accounting for operational and other risks.
Such banks would be able to make the same loan as community and regional banks, but at a fraction of the
risk-based capital assessment. This would allow a Basel II bank to compete more aggressively for a given
asset and it would free up capital for such banks that may be used to acquire more assets.
It is imperative that the Agencies not create winners and losers based on how much capital a given
bank must set aside for a particular asset. To maintain competitive balance within the American banking
industry, an appropriate update of capital rules is needed for all the community and regional banks for
which the more advanced elements of Basel II are excessively expensive and complex. Each of these rules
should require roughly the same amount of capital for the same asset, regardless of the size or
sophistication of the banks involved.
The original Basel Accord was developed more than fifteen years ago to provide a uniform
international regulatory standard specifically for large, internationally active banks. The Agencies,
however, elected to apply it to every bank in the country. The generic model has never been a good fit for
the wide variety of individual circumstances of American banks, particularly the smaller institutions.
Customization, we were told, was out of the question, since the rule was developed through international
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collaboration. With multinational adoption of Basel II, the existing risk-based capital regime has become
an archaic, idiosyncratic U.S. standard. In profound irony, it will be applied chiefly to the banks for which
it was not intended, those that are not in the ranks of the largest or internationally active institutions. This
misappropriation of capital standards needs to be addressed.
We congratulate the Agencies on their announced commitment to develop a revised version of the
existing capital standards, sometimes called a Basel I-A. We compliment the Agencies on their plan to
expedite the schedule for proposing alternatives to the Basel II capital rules so that they can be reviewed
contemporaneously with the review of the current NPR. The mandatory banks have been working on
their Basel II conforming systems for years. If the revised risk-based capital rules for all other banks are
applied sequentially to the Basel II AIRB program, then the institutions adopting the AIRB standards will
be ready to take advantage of their new paradigm while all others will be just beginning to adjust to theirs.
These second-stage banks would, as an unintended result of regulatory action, surely lose customers and
business to their larger rivals. Therefore, the Agencies need to move forward expeditiously to revise the
general risk-based capital standards that will apply to banks not adopting the Basel II AIRB approach.
This way the entire industry can be prepared to follow standards that are competitively comparable.
Moving up the existing risk-based capital standard revision schedule will also help with acceptance
and implementation of Basel II. Accelerating the revision of the rule for the entire industry together
would help allay competitive balance concerns voiced in the industry and by governmental leaders and
reduce resistance to finalizing Basel II.

III.

The variety and complexity of the American banking industry call for a select menu of

capital options in order to achieve the best match of effective capital standard with banking
institution; a one-size-fits-all approach means a bad fit for most banks.
Changes to the Proposal could make the AIRB approach a workable, effective means for
determining how much capital is appropriate for the adopting banks. The ABA intends to submit detailed
comments to the Agencies that will focus on changes we believe should be made to the “transitional
floors,” to the continued application of the leverage ratio, to the definition of “default,” and to other areas
where the regulators have taken what we consider to be unnecessarily restrictive positions. These changes
would conform the AIRB for U.S. banks more closely to the AIRB as set forth in the international Basel II
accord. If the problems highlighted during the comment period can be resolved, we would support
adoption of the AIRB as one option for banks to consider.
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In addition to addressing the problems in the AIRB approach, the Agencies should provide banks
other appropriate risk-based capital options. This would include the Standardized Approach, as provided
for in the Basel II accord. That approach ties capital charges to factors such as the credit rating of the
borrower and the strength of collateral. It also recognizes that prudently underwritten residential real
estate loans deserve a lower risk-weighting than is assigned under current rules.
While the Standardized Approach to credit risk is not as complex as the AIRB approach, it is
nevertheless an improvement over existing rules and could be an optimal capital standard for many banks.
For the mandatory banks it may be an appropriate balance of the benefits of greater risk sensitivity and the
burdens of regulatory compliance. For banks considering whether to opt in to the Basel II framework, the
Standardized Approach may present a better fit.
The Agencies also should continue their efforts to develop a “Basel I-A” approach that provides a
meaningful option to the Standardized Approach. The current Basel I-A initiative was prompted by a
recognition that existing capital rules are not sufficiently risk-sensitive for most banks but that the Basel II
rules are likely to be too complicated. These concerns remain valid.
Many of the ideas discussed in the Agencies’ Advance Notice of Proposed Rulemaking (“ANPR”)
concerning Basel I-A are potentially very helpful. These include such things as using more “risk buckets”
when classifying assets and considering loan-to-value ratios when determining the capital charge for 1-4
family residential mortgage loans. However, given that no proposed rule has been published, it is
impossible to offer views on particular changes to an existing regulation. If a Basel I-A proposal turns out
to be largely the same as the Standardized Approach, we would encourage the Agencies to consider other
options that would provide more flexibility when determining the appropriate amount of capital based on
the quality of a bank’s systems.
A fourth option should be to retain Basel I standards for banks with uncomplicated balance sheets.
For many banks of this nature, the supervisory and paperwork burden of adopting a new system, even if it
could lower the capital requirement, would not be an efficient use of resources. Hence, the existing Basel I
rule is a prudent standard for many banks and should be retained as an option.

It is important that risk and capital be appropriately linked for all banks regardless of their
size, and in such a way as to avoid creating competitive disparities. However, the efforts to improve
the risk sensitivity of regulatory capital requirements should not result in disproportionate compliance
burdens. Applying a select menu of reasonable capital standards for banks of all sizes is the best course of
action. Just as applying the AIRB standards to small banks with uncomplicated balance sheets would
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result in a bad fit, so too would continuing to apply the existing Basel I program for large, internationally
active banks. That principle holds true, as well, for banks in the middle. One-size-fits-all is likely to be a
bad fit for most banks.

CRE GUIDANCE
I.

Blanket Industry-wide CRE Guidance is Unnecessary and Potentially Harmful.
The Agencies have proposed guidance concerning commercial real estate concentrations that could

have serious unintended and adverse consequences. By using blanket industry-wide guidance to address
concentrations that the regulators are seeing at “some” banks, the regulators risk choking off the flow of
credit from banks that are engaging in CRE lending in a safe, sound, and profitable manner.
The guidance has caused both confusion and concern. The confusion stems from several factors.
First, the guidance has been proposed at a time when the banking industry is exceptionally healthy, as
evidenced by recent reports from the Federal Deposit Insurance Corporation and the Office of Thrift
Supervision. 1 CRE loans in particular have performed exceptionally well, and have significantly
outperformed commercial and industrial loans over the past decade. 2 Indeed, there is no indication that
the guidance has been issued in response to widespread problems. In the preamble to the proposed
guidance, the agencies note only that they are seeing concentrations at “some” banks. This does not
warrant a conclusion that CRE concentrations are commonly found throughout the industry or even that
they are ipso facto causing problems in the banks where the concentrations exist.
Second, there are significant differences between the banking industry of today and the industry of
only a few years ago. For instance –
•

Underwriting standards are better today, with more accurate appraisals, maximum loan-to-value
ratios, and loan-to-one-borrower limits.

•

The industry has significantly more capital today than before, and the regulators are statutorily
directed to take forceful action when capital hits certain levels.

•

Banks have better risk monitoring systems that catch problems quickly before they escalate.

1

See, e.g., FDIC Quarterly Bank Profile for the Second Quarter of 2006 (http://www2.fdic.gov/qbp/2006jun/qbp.pdf); OTS
Thrift Industry Highlights for the Second Quarter of 2006 (http://www.ots.gov/docs/1/14620.pdf).
2
See FDIC Outlook for Summer of 2006
(http://www.fdic.gov/bank/analytical/regional/ro20062q/na/2006_summer03.html).
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•

The combination of factors that led to the “perfect storm” that formed in the 1980s -- such as an
oil market bust, very high interest rates, geographic concentration of bank assets, and a precipitous
repeal of tax benefits -- is not present and has a low probability of repetition.
Third, the regulators have an ample supply of supervisory and enforcement tools at their disposal

to address any bank that is failing to manage adequately the risks presented by a CRE concentration. This
calls into question the need for industry-wide guidance. If, in fact, the regulators are seeing concentrations
at only some banks, then the supervisory response should be tailored to fit the particular facts of a given
bank.
Given the apparent absence of a problem that needs to be fixed, the ABA is concerned that the
intent of guidance will be lost in its application. Examiners, eager to ensure that banks remain safe and
sound and to avoid being second-guessed in the event problems arise in the banks they examine,
understandably could construe an emphasis on CRE concentrations by Agency principals as a signal to
crack down and direct a bank to take steps that are more conservative than the situation warrants. Indeed,
some of our members have already experienced just that, as their examiners now appear to view
concentrations as bad in and of themselves regardless of how well the concentrations are being managed.
There also is concern that the guidance is too blunt an instrument to address the particular issues
affecting a given bank. The guidance uses a definition of “CRE loan” that is relatively new and, therefore,
of undetermined value. However, by lumping many different types of loans together, the guidance fails to
recognize that different types of CRE loans present different risks. For instance, a loan to build a
multistory office complex will present very different risks from a loan to build 1-4 family homes. The
guidance also fails to recognize that characteristics – and related risks – of loans within the same category
will vary from loan to loan. Finally, the guidance does not account for the fact that resources vary from
bank to bank and that risk mitigation steps that are used by one bank may be inappropriate for another.
These shortcomings have created concern that the guidance will make CRE lending too expensive
for smaller banks to pursue. A burden that is not commensurate with risk will lead to inefficiencies that
make this important line of business unprofitable for community banks. Banks will be forced to develop
business outside their core competencies, thereby exposing the banks to risks for which they may be
unprepared.
These problems are not confined to community banks. Even larger banks may find themselves
being directed to put more aside in capital and reserves than safe and sound banking would otherwise
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require. This could lead a bank either to underutilize the extra capital or use it in ways that increase the
bank’s risk profile as it tries to generate adequate returns on equity.
To avoid these outcomes, we have urged the regulators not to adopt the guidance but instead
address problems on a case-by-case basis through the examination process and, if need be, enforcement
actions. Clearly a bank with a CRE concentration needs to manage the risks of its CRE portfolio. Larger
concentrations, of course, warrant greater attention. But a concentration in and of itself does not mean
that greater care is not being given. The regulators already have every tool they need to address CRE
concentrations where prudent care is not being given.

II.

If the Agencies conclude that guidance on CRE concentrations is necessary, several

changes should be made in order to avoid unintended negative consequences.
If the Agencies go forward with final guidance – which the ABA opposes – we have offered
several suggestions for how to tailor the guidance better to the circumstances presented by today’s banking
industry. These suggestions are discussed in two letters the ABA has submitted on the proposed guidance,
both of which are attached as appendices to this testimony.
Our suggestions highlight areas where the guidance needs to be refined to focus on concentrations
more likely to be problematic. The broad and inclusive definition of CRE lending that is used in the
proposed guidance is apt to lead to false alarms. The proposal focuses on sheer volume of loans secured
by CRE without regard to mitigating factors, such as low loan-to-value ratios or guarantees. The guidance
also lumps into the category of “CRE loans” business loans in which collateral interests in CRE are taken
as additional security. By lumping so many different types of loans together, the guidance risks creating
unfounded concerns that could adversely affect the supply and cost of credit.

III.

The guidance, if applied, should be used as a tool to identify the need for further inquiry,

not as a formula for increased capital and reserves.
If adopted in final form, the guidance should emphasize that it is not intended as a directive to
require additional steps simply because a bank has a formulaic concentration. At most, it should be used
as a tool identifying the need for further inquiry into the risk management practices of the bank. The
examiners should consider requiring additional capital or reserves only after obtaining a full understanding
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of the risks presented by a bank’s portfolio and concluding that a bank is failing to manage those risks
adequately.
The requested changes are consistent with the approach taken by the agencies in other contexts.
For instance, the agencies stated in the Basel I-A ANPR that they “recognize that a ‘one size fits all’
approach to [acquisition, development and construction] lending might not be risk sensitive, and could
discourage banking organizations from making ADC loans backed by substantial borrower equity.” The
agencies noted that they are considering different approaches to the risk-weighting of CRE loans based on
factors such as the amount of borrower equity in a given project and whether a loan meets the Interagency
Real Estate Lending Standards. The Basel I-A ANPR discussion on CRE concludes with a request for
comment on “alternative ways to make risk weights for commercial real estate loans more risk sensitive.
To that end, [the agencies] request comments on what types of risk drivers, like LTV ratios or credit
assessments, could be used to differentiate among the credit qualities of commercial real estate loans, and
how the risk drivers could be used to determine risk weights.” 3 The ABA agrees that this is a very
important question to consider, but not just in the context of capital standards.

CONCLUSION
The initiatives to improve existing capital rules and to address CRE concentrations, while distinct
in many respects, share at least two things in common. First, each initiative could impose burden that far
outweighs its benefit. Second, alternatives exist that would strike a better balance between costs and
benefits than do the proposals under consideration. We appreciate the Agencies’ willingness to consider
alternatives, and we remain committed to working with the Agencies toward the goal of keeping the
banking industry a safe, sound, and vibrant provider of financial services.

3

ANPR, at 26-27.
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