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PROCEEDI NGS

MR. CAPRIG W've got an excellent panel and an
excel l ent set of issues. Let me outline first the issues
that we're going to address in the order that we're going to
consider themin and then some of the ground rules. The
good news is we've plenty of time for discussion, and so
we're going to try to use that tine productively.

" mgoing to ask--actually, the organizers, who |I would
like to thank, have already asked Gary Stern to, in his
comments, to address the issue of the nove towards nergers
in very |large banks. W now have seven banks with over a
trillion-dollar-sized bal ance sheets. So, the question is,
are these nega-banks too big to fail? Sounds strangely like
the title of a book that he authored. Should they be cut
down to size? |Is that inpossible or not even desirabl e?

Secondly, Eric Rosengren's question follows on that,
and that is that, given the trend to mega- banks, how can
conpetition be ensured or even increased, and how ruch
shoul d we be worried about these nmega-banks?

Thirdly, then we'll turn to Arnoud Boot, and he has

been asked or it's been said that sone have noted a possible
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trade-of f between stability and conpetition. How nuch is
this a concern?

We're then going to turn to Charlie Calomris, who has
a very short question: Wat's the biggest danger of Basel
I1? Since the other speakers have five mnutes, | guess
Charlie only needs about a m nute on that one.

And then, lastly, a very narrow question for Ed Kane:
What do we know now that we really need to know to form
sound bank regulatory policies? And | have to add that Ed
is not going to be allowed to quote from Donald Runsfeld on
known knowns, et cetera.

Now, here are the ground rules: FEach speaker will have
five mnutes for their opening comrents. |'mthen going to
throw that specific question open to the other nenbers of
the panel for their views, and then, depending on how the
di scussion goes, at that tine to the floor, and then at the
end of the panel discussion, certainly there will be tine
for everybody in the roomas well to get in. So, hopefully,
t he audi ence will have these two segnents of tinme to voice
t heir questions and concerns.

| guess | have to follow the tradition here of
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m nimalist introductions, but | think it's well known, Gary
Stern is the president of the Federal Reserve Bank of

M nneapolis and wel | -known on the issue of too big to fail.
Gry.

MR. STERN. Thank you, Jerry. | appreciate the
opportunity to participate at this conference, and I wll of
course give you the usual Federal Reserve disclainer that
| " m speaking only for nyself and not for others in the
syst em

The two questions were posed to ne, one having--the
first one | take, are the |argest banks perceived as being
too big to fail? And | took "perceive" to nean a
conbi nati on of sort of ny views as well as how are they
viewed in the marketplace to the extent that we can di scern
that. And let ne say that much of what |I'mgoing to be
saying is extracted froma book | co-authored, called Too
Big to Fail: The Hazards of Bank Bail-outs, and | urge you
to pick up a copy at your conveni ence. So, neasuring and
denonstrating the inplied guarantee for banks, particularly
when banki ng and econom ¢ conditions are sound as they are

today, is difficult in a single country, nuch |ess across
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countries. The npbst recent academc work that |'ve seen for
the United States suggests that, while creditors of the

| ar gest banks do not infer an existence of 100 percent

i nplied guarantee as they m ght have in the i medi ate wake
of the rescue of Continental Illinois back in 1984, these
creditors do seemto expect sone |evel of governnent
support.

And | find that analysis convincing in part because the
trend in many factors that |lead creditors to infer too-big-
to-fail status, at least in the U S., nakes ne think that
status has beconme nore well grounded over tinme. Wat | am
t hi nki ng about in particular are the size and scope of the
institutions on the list, the conplexity of their
activities, and the concentration of the activities in sone
sel ect markets such as paynments processing. And, again, at
| east sonme academ c observers agree with that assessnent.

| think the academic work is inportant and shoul d be
encouraged, but | also take quite seriously the reveal ed
pref erences of decision-nmakers who approve and/or reject a
bail -out and of credit market participants. Three such

signals fromthese groups make nme think that the too-big-to-
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fail designation is alive and well for |arge, conplex banks.

First, relative to its devel oped country peers, the
U S. seens to have the nost restrained propensity to
socialize private firmlosses. Despite these good
intentions, the U S. may not have the infrastructure
required to avoid bail-outs. The FDIC has indicated, in a
proposed rule, that it cannot easily distinguish between
i nsured and uni nsured deposits, and is not sure, depending
on the conplexity of the bank's IT systens, that it can
provide liquidity to the insured creditors of a failed | arge
bank wi thout bailing out the uninsured as well.

Second, as you know, sone of the credit rating agencies
explicitly seek to nmeasure the likelihood that a bank will
recei ve external support. That support nmay conme fromthe
government, or it may come froma higher tier, |like the
hol di ng conpany. An admttedly cursory |ook at Fitch's
recent support ratings for |arge banks in Japan, the
continent, and to a | esser extent Great Britain, suggests a
continuing belief that governnments will step in and protect
| arge bank creditors. That is, support ratings for what

appear to be the top-tier institutions are 1, the highest
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support rating attainable.

More general ly, when discussing the historical bank
failure record, rating agencies point to the pervasive
extent of governnent bail-outs. And let nme just quickly
guote froma report from Moody's. The quote is: "No major
bank in a devel oped country has ever been allowed to default
on any rated or unrated deposit or debt. The reason, of
course, is the official support popularly known as 'too big
to fail.""

Third, over the last five to ten years, there has been
a renai ssance, shall we say, in central bank interest in
financial stability. This renewed interest may reflect an
under |l yi ng concern about the spill-over or contagion effects
of financial problenms and the view that the central bank
shoul d prevent or address such problens. These concerns are
not new, but | take the increased resources devoted to them
to reflect either a growi ng concern about stability and/or
about the central bank's ability to nake good on
expectations that they limt contagion effects. Either
devel opnent, absent a fairly explicit policy directive to

reduce too-big-to-fail expectations, would increase pressure
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to provide bail-outs to help stop the spread of a crisis.

The second question: Should we address too-big-to-fai
banks by forcing themto shrink? | don't think downsizing
our institutions is the appropriate response, at |east at
this point, because it is either not credible or not
necessary.

Credi bl e plans to address too-big-to-fail nust address
t he reasons why governnments provide support in the first
place. In the book, we identify several general reasons why
governments provide such bail-outs. First, they do so to
limt the contagion effects on other financial institutions
and the econony nore broadly. Second, they may provide
bail -outs to continue governnment allocation of credit
progranms where that is common practice. Third, they nmay do
so to facilitate schenes that enrich policy-makers and their
croni es where that happens.

In the latter two cases, | don't think a strategy of
downsi zing is credi ble because | can't see a governnent that
all ocates credit or is corrupt agreeing to downsize | arge
banks i n any nmeani ngful way. Put another way, the problem

in these situations is not too-big-to-fail per se, but other
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features of the reginme, and you need to address those other
features.

In the case where the primary notivation for too-big-
to-fail status is a desire to limt spill-overs, the
credible plan is to give policy-nmakers nore confidence that
t hey understand the spill-over potentials, the contagion
potentials, so that they don't overreact in situations, and
to take steps to nake the contagion effects less likely to
occur and/or |less costly.

| think there are a nunber of steps that can be taken
to achi eve these goals, and, indeed, when it conmes to
paynent systens, a fair anount of work al ready has been
done. Another recent exanple of a useful step in this
direction is the progress in the U S in creating an
institution that can back up the two | arge banks t hat
dom nate transactions processing in the government
securities market, the so-called New Bank Proposal. Unti
governments exploit these other alternatives available to
limt spill-overs and explicitly make such efforts public, |
woul d be loath to even consider breaking up | arge banks.

In sum | think if we're serious about trying to
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address the situation bank regul ators and supervisors find
thenselves in with regard to some of these institutions--

that is, concern about contagion effects and |limted

know edge about the specifics in the situation--there are

several things that we should think about doing.

One is that banking regul ators should engage in, and to
sonme extent publicize, planning exercises which sinulate a
| arge bank failure and the possible responses to it.

The second way to reduce the failure spill-overs
associated with failure is to reduce the cost associ ated
with failure, and sone steps have been taken in that regard,
but for the nost part, | think they're untested.

And, finally, | already referred to paynent system
exposures and things that have been and m ght be done there.

The point of these refornms--really two points to these
reforns: to make policy-makers nore confident that
potential spill-overs associated with a failure of a
systemi cal ly inportant banki ng organi zati on can be
contai ned, and to nake uninsured creditors aware that their
expect ati ons about protection should, in fact, dimnish.

MR. CAPRIG Gary, thank you very nmuch. So, first |'1lI
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ask panel nenbers if there are any coments or foll ow ups on
t hose remarks. FEric.

MR. ROSENGREN. |'d just add two possible questions to
the question that Gary had, and that is, rather than too-
big-to-fail, do we have institutions that are too big to
save? By that | nmean, if you're Switzerland or if you're
t he Net herl ands, since we have soneone fromthe Netherl ands
here, and you have an institution that's a trillion dollars,
and in another four or five years, we nay have institutions
that are 3, 4, or 5 trillion dollars, will sone of these
governments have the capacity, even if they wanted to, to do
very much to take care of the problenf

And then the second question is do we really have--a
ot of the too-big-to-fail literature is assum ng that
organi zations are not global. And we have national
i nfrastructures for banking, but we don't have international
infrastructures, particularly--1 nean we're getting it on
Basel for the regulation, but we're not getting it on the
supervision. And by that | nmean the |l ender of |ast resort
is donestic; it's not international. The bankruptcy codes

that apply woul d be done nationally, not internationally.
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Deposit insurance is normally just insuring donestic
deposits in nost countries, if they have deposit insurance.
And it's also one of the main ways that we deal with a
probleminstitution is to find soneone to acquire them |If
they're nultiple trillion dollars, there are not going to be
very many bidders. So, in the international context, does
t hat change the way you think of sonme of the too-big-to-fai
literature?

MR. CAPRI G  Anyone else? Charlie?

MR CALOMR'S: Gary, when you were tal king about the
FDIC statenment that it admits that it can't distinguish the
insured fromthe uninsured, | wasn't sure whether in your
book, because | haven't read it yet, you tal k about the
FDI C s proposal, which seens to nme to be very nuch along the
lines of the kinds of things that you would want to
advocate, and | just want to nention it and express ny
support for it.

Their proposal is that, if you can know i n advance for
every bank what deposits are insured and what are not
insured, which is not a trivial task, then at the tinme that

a bank gets into trouble, you could then already have in
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m nd a segnmentation of assets and liabilities so that you
woul dn't find people able to use the excuse of the need to
maintain liquidity of the deposits as a way to provide a
whol esal e bail-out. And | just want to point out | think
that's one of the exanples of things that are exactly al ong
the lines you' re tal ki ng about.

MR. KANE: You know that New Zeal and has wor ked out and
experimented with a protocol and infornmation systemthat
woul d allow themto cone in and, in one day, acconplish what
they call a "depositor recapitalization.” Although that
country does not offer explicit deposit insurance, officials
recogni ze that in a systemcally inportant failure they
woul d cover some small accounts. So, they are working on a
plan that would maintain the liquidity of small accounts and
then hair-cut the other depositors.

| think that such a plan would be an ideal protocol for
us to try to develop for the United States. | would al so
urge that whatever protocol we devel op be rehearsed
regularly in fire drills. Only a few i ncunbent supervisors
today have lived through a crisis. So we need to preserve

and inplant institutional nmenory about how different a
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crisis environnent is fromordinary situations.

If it was up to nme, | would also insist that
supervi sory agencies be required to estinate the size of the
saf ety-net subsidies inbedded in the accounts of individual
institutions they supervise, especially the | argest ones.
This could be done using nodels of option pricing as a
starting point. No one can size the costs of the too-big-to-
fail -and-unwi nd probl emtoday. Publishing such figures would
create urgency or imrediacy to the problem Public-policy
econom sts can wite about the seriousness of the issue as
much as we want, but wi thout nunbers people | augh us off.

MR. BOOT: Just one very brief conment, because we're
goi ng to have nuch nore discussions on these issues. The
type of solutions being proposed basically nean that we are
segnenting, or conpartmentalizing, putting the banks in
different pieces, nore or less. So, the question--because
then we can basically have the problembe limted to this
one area of the bank.

So, the big question is, and that question, Gary, also
goes to you, is this whole notion of banks providing

liquidity and liquidity transformation? Liquidity
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transformation, the whole idea of liquidity transformation
is that you do not segnent the bank. And all these
segnentati ons, where basically liquid assets are being used
to support liquid deposits, basically goes to the issue that
we no longer really need this or need nmuch less this
liquidity creation role of national institutions, and

t herefore we can segnent the bank today, while we were not
able to do it in the past. Wuld you support that issue,

t hat point of view?

MR. CAPRIOG Gary, there are enough questions there to
war rant anot her conference.

MR STERN: Right.

MR. CAPRIG But why don't you respond to the ones that
strike you as nost urgent, in just a couple mnutes.

MR. STERN. Ckay. Well, let ne just respond very
quickly. First of all, | agree with Ed Kane and alluded to
it very quickly in my coomments that | think it would be
val uabl e both to run sonme sinulations and to publicize those
results. You want to publicize the results because you want
to get the attention of the creditors.

As far as the FDI C proposal, Charlie, no, that wasn't
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in the book because that canme out after we wote it. | do
think that's a good proposal. They've gotten push-back from
t he banks, as you probably know, because the banks argue
it's costly, anobng other things. O course, it's costly.
That doesn't nean it shouldn't be done.

The question about the magnitude of these banks and
whet her some country had the resources and whet her--and what
ki nd of cooperation mght be required internationally given
t he scope of sone of these institutions, | don't have
anyt hi ng novel to say about that, | nean that's the heart of
the problemin sone sense. And, you know, would Switzerl and
or the Dutch not find the resources if required? | don't
know. You know, presunmably, they have the printing press
and they've got--well, at |least the Swiss do. [Laughter] And
t hey have taxing authority and so forth.

You know, your point, Arnoud, | guess | haven't thought
about it that way. M principal--if | were the czar of
this, what | would want to try to do is change incentives.
| wouldn't be so worried about trying to segnent things. |
think what we really want to do is change incentives here.

Can we sort of take too-big-to-fail off the table entirely?
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| don't think so. | don't think that's credible. But can
we change the incentives so that the system works better and
the probabilities decline? | think the answer to that is
yes.

MR. CAPRIG The question | was going to ask is, can we
at | east avoid making too-big-to-fail worse? But | think
we'll have tine for that in the ensuing discussion. So, now
|"d like to turn to Eric, who's going to tal k about the
trend to nmega- banks and what we can do about increasing
conpetition. Eric?

MR. ROSENGREN. Yeah. | didn't actually see nega- banks
as actually, in nost cases, having rmuch inpact on
conpetition. And when we think in the United States, and
"1l take New Engl and as an exanple, we have two very | arge
banks that are retail banks. One is Bank of Anmerica and the
other is Citizens, which is owed by the Royal Bank of
Scotland. Now, what's noteworthy is that J.P. Mrgan/ Chase,
which is in New York, doesn't have very many activities in
New Engl and, and neither does Citigroup. They're both
trillion-dollar banks, but they still don't have a nati onal

franchise. So, arguably, we only have one bank right now in
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the United States that truly has a national franchise. That
woul d be Bank of Anmerica.

So, when | talk to the small banks in ny district and
asked them what worries them and they are pretty vocal
about conpetition concerns, | never hear them nmention Bank
of America or Royal Bank of Scotl and.

The very first one that they will nention are credit
unions. |If you want to have a very |long discussion with a

banker that you want to escape, just ask them about credit

uni ons, because that's the first thing that will really get
their ire and they'll go on and on about it. The second one
they'd mention was Fidelity. |It's New England, but you can

have a checking account out of Fidelity and the rates are
gquite conpetitive. And the third is |ING Bank, and what's
interesting about ING Bank is that it's an Internet bank.
And increasingly you' re finding Internet banks posting
very high returns on CDs, and if you're in Aroostook County,
Mai ne, where you're used to bei ng geographically separated
fromother markets and being able to exploit the fact that
you can have very low rates on core deposits, that's being

eroded away as people have a greater confort level in
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actually putting their funds in sonething Iike an Internet
bank.

So, when we normally think about conpetition, we do
conpetition analysis in the United States, the first thing
you have to do is analyze the market, and that's both
t hi nki ng about the product and thinking about the geography.

And |'d argue that, in many respects, both the assets and
liabilities side of banks is getting far nore conpetitive
despite the nega-nergers. So, we | ook at Herfindahl indexes
for deposits, but, for exanple, MDA accounts at Fidelity
aren't included in those, frequently credit unions aren't
i ncluded in those, and when we have a conpetitive problem
it normally is in a very small county sonewhere that's
rural. It's not inammjor city, and it frequently doesn't
i nvol ve the | argest banks, because the market there has been
defined as being fairly narrow.

So, if you're thinking about banking as, well, it's
deposit accounts and you either bank at home or you bank at
work, that's kind of the logic that our conpetition |laws in
the United States have been founded on, but | think the

technol ogy is changi ng fast enough that it is questionable
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how much | onger you can argue that that really is the market
for a lot of banking products. And | think the sane thing
is true on the loan side, the asset side of the bal ance
sheet, as well, that there are a variety of players that are
not necessarily regulated by a bank regul ator that provide

| oans, and increasingly there's a |lot of conpetition on that
side of the bal ance sheet as well.

So, if I was worried about conpetition, |I don't think
|'d be | ooking at the nmega-banks in terns of their retai
operations. | wouldn't be focused on deposits, but at,
actually, sone of the things that Gary tal ked about in terns
of the infrastructure that sonme banks provide. So, when we
t hi nk of processing banks, for a lot of the activities and
processing, there aren't that many providers of many of the
processing activities. 1In sone instances, there is only one
or two providing processing activities. Sone of the dealers
in derivatives markets, some of the securities |ending
operations, there's a lot of financial infrastructure where
there are relatively few players, and that's where | woul d
think that potentially you could have issues with

conpetition, but it wouldn't be so nmuch a concern that you
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have a trillion-dollar bank buying anot her bank somewhere in
the United States or sonewhere else in the world. | guess
that is an area of conpetition that | amnot nearly as
concer ned about.

MR. CAPRI G Thank you. Ed?

MR. KANE: In nmy own work, | assess the conpetitiveness
of any market by means of the contestability nodel. This
nodel says that what matters is not the nunber of
conpetitors, but the entry and exit costs conpetitors nust
bear. In U S. banking, the exit cost that nattered nost cane
from deposit insurance. Capital forbearance kept banks from
being forced to exit when they were in deep trouble. Ready
regul atory assi stance reduced entry because a properly
capitalized new institution couldn't expect to conme in and
t ake away the market.

| think it's interesting to | ook at how hard the
banki ng industry is trying today to keep Wal-Mart out of the
banki ng busi ness. The regul atory barriers Wal -Mart has
encountered are entry costs. Bank | obbying pressure is
trying to keep comercial firnms out of banking activities as

| ong as they can.
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Entry fromcredit unions can illustrate the idea of
regul atory conpetition. The North Carolina State Enpl oyees
credit union is now the second-biggest credit union in the
country. Over tinme, its initially restrictive “common bond”
seens to have been redefined as to live in North Carolina. |
suspect there are other |oophol e-extensions of even that
definition. For exanple, it may be enough to have a relative
living in North Carolina --1 don't know the end of it. But
anyone can see that regulators’ willingness to | oosen the
restraining force of the firm s comon bond has put it in a
position to operate very nuch |like a bank and to conpete on
its credit-union platformas hard as it wants. Reduced entry
costs are reinforced by inprovenents in deposit- insurance
adm nistration that | ower exit costs. The point is that old-
fashi oned cal cul ati ons focused on concentration rati os shown
by i ncunbent conpetitors m sconceive where pricing pressure
comes from today.

Anot her place where | see a problemlies in the
treatment of small custoners of targets in bank nergers and
acqui sitions. Small custoners that have ongoi ng financing

needs are likely to find that, if the conbination is not a
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nmer ger of equals, nmanagers of the acquirer will dunmp | oan
officers fromthe target in whol esale fashion. The result is
that the intangible informational capital that's been built
up at their bank by small custoners is in danger of being

| ost. A concern for the evaporation of this capital needs to
be built into nerger eval uations.

MR. CAPRIO So, this means since | once vacationed on
the Quter Banks |I'meligible? [Laughter]

MR. BOOT: Let ne elaborate on that point. The
conpetitive concern fromhaving very large institutions,
think if I look at many of the European countries, comes
fromthe | obbying power that |large institutions have over
the regul ator, basically, or the governnent, one of the two
or both in general. So, large institutions, and actually
there's a whol e body of research that shows that and that
conmes back to Ed's point about entry in the market, and a
whol e body of research that shows that bank-dom nated
system institutionally dom nated system are very bad at
allowing for entry.

Now you can say, indeed, interbank conpetition and the

possibilities of entering the market have gone up, but these
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have been in highly focused activities. So, these--your
Fidelity exanple is a very focused player. ING Direct is an
extrenely focused player. So, depending on the activity
we're | ooking at, this contestability is there today, and in
all kinds of areas there is no contestability yet.

And the regul atory point may be one nore added
dinmension to it. | see in nmany European countries that even
t hese focused players that only do one activity, they still
have a very hard time of getting in, and sonetines it has to
do with the fact that the regulator inposes the full system
the full mechanism of regulating the bank on that same bank
while it is a very focused player. So, the regul atory
mechanismis ainmed at a very broad player and it is applied
to a very focused player, and the focused player has to neet
the sane type of requirenments as this broad player.

So, these inplicit barriers that large institutions
bring I'm nost concerned about.

MR CAPRIO Charlie? You're on.

MR CALOMR'S: So, | guess | just want to nmake what |
guess is a very obvious point, but | think it's an inportant

one, and that is that banks really are operating in many
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di fferent markets, and, as you pointed out, |ING can conpete
for sonme custonmers in sone markets that the bank is
appealing to and not so nmuch in others.

So, since you nentioned New Engl and, you know, in a
paper | did recently, | argued that the place where the
nmerger of Fleet and Bank Boston was nobst destructive to
conpetition in New England was in the nm ddl e-market | ending
area because | ocation matters for m ddl e- market borrowers
and there wasn't really a viable conpetitor for mddle-sized
m ddl e- mar ket borrowers. That is, small banks can't nake
m ddl e- mar ket | oans--they're too small--and bi g banks who
don't operate in New England are at an informationa
di sadvantage. Interestingly, Sapienza, in a previous paper
| ooking at Italy, had found a simlar result, which is that
in sone of these niches for borrowing, that |ocation natters
nore than others, and size, of course, matters.

So, my question is--because you nentioned about
Citizens comng in, which of course was subsequent to that
nmerger--and what |'m curious about is whether Citizens has
come in and nade a big play in mddle-nmarket |ending because

that would be an indication that maybe there was a big
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incentive comng fromwhat | estimated to be a ful
percentage point increase in spreads as to that class of
borrowers as a result of the nerger.

MR. STERN. Let nme just, since we all seemto be
wei ghing in [Laughter] and since | have a coupl e questions
too, | mean ny perception, in nany cases, would be we have
nore rather than |l ess conpetition. |It's true that Ct
Corp. and Chase don't operate physically in New Engl and.
You could certainly run around with all the credit cards
fromthose conpani es that you want, and, you know, | think
fromthe custoner's point of view or the point of view of
many custoners, shall we say, there's anple conpetition in
many markets and in nmany products. That's ny perception.

What | find a little nore interesting on the
conpetitive front, but it doesn't pertain directly to
traditional commercial banks, is the persistently high fees

that mutual funds seemto be able to collect and the anmazi ng

earni ngs of sone of the large investnent banks. In the
| atter case, | suspect part of the answer nust be risk. In
the former case, |I'mnot sure what has succeeded i n keeping

t hose fees as high as they are.
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MR. CAPRIG | should have forecast that our panelists
woul d have a | ot of feedback for one another. [Laughter] So,
why don't we adopt the policy that if you have a coment
that is urgent, that would fit in at this time rather than
t he discussion at the end, that you raise tw hands
[ Laughter] so that | knowthat it's really pressing. And
while you' re thinking about that, 1'Il let Eric--

MR. ROSENGREN. |'Il just respond very quickly. When
there are |arge acquisitions, you frequently find de novo
entry. So, it is saying that, getting to Ed's point, that
as soon as you see a nerger between two very |large
organi zations, there tends to be a whole slew of de novos in
that region saying they're not all that worried about being
able to conpete and, in effect, they're worried that the
| arge bank won't be serving all the needs of the conmunity
that was being served before by the other two.

So, | think that is an interesting observation. Now,
that may not be true in every country, how easy it is to
have de novo entry, but in the United States it is
relatively easy. | think the political econony question for

barriers to entry is an interesting one. |'mnot so sure,
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in the United States' context, it's as big a deal. 1In sone
respects, |I'd say the community bankers and the credit

uni ons may have a nore powerful |obbying than the |argest
banks, but that could be different across other countries as
well. | conpletely acknow edge that there is the potenti al
that the political econony could create conpetitive

di stortions that you wouldn't want to see.

In terns of Charlie's response, actually, G tizens--
that is the sweet spot for Citizens, and TD Banknort h--we
did get sone entry by a couple of other players, and the
m ddl e market is exactly what they' re focused on, but the

m ddl e market's getting smaller and smaller. There are

banks that are willing to go anywhere in the country for
pretty small | oans now So, |I'd say that was nore of a
problemfive or ten years ago. | think it's becom ng |ess

of a problem but I think you're right that it is sonething
certainly to observe.

And Gary's point that it is product by product is
definitely true, that you can't think of banks as doing one
thing or two things. They' re an anal gam of a |ot of

different activities. They organize thensel ves al ong those
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various activities. And when we do the conpetitive

anal ysis, we tend not to |look at all those activities. W
tend to be nore focused on the liability side. So, as Ed
poi nted out, that probably is ripe for being revisited at
some point in the future.

MR. CAPRIG Ckay. Seeing no two-handed interventions,
now we' |l turn to Arnoud, who's going to talk to us about
possi bl e trade-of fs between stability and conpetition.

MR. BOOT: The--actually, the question is whether the
possi bl e trade-of f between stability and conpetition is a
concern? The problemw th that question is that we have no
under st andi ng, or no good understandi ng, of whether there is
a trade-off and how that trade-off |ooks, let alone to
answer the question whether that trade-off is a concern.
Since we don't know it, you may say, since we don't know, it
shoul d be a very big concern. [Laughter] So, | would tend to
answer, give an answer yes to that question.

Actual ly, the concern goes nmuch broader. The concern
is, having been at least in two snmaller countries in this
debate as nore or less a central bank representative,

central banks have been using the concern about stability to

M LLER REPORTI NG CO., INC
735 - 8TH STREET, S.E
WASHI NGTON, D. C. 20003

(202) 546-6666




31

prevent conpetition fromcom ng up. So, for central banks--
and this is a perfect red flag. As a central banker in any
Eur opean country, if you put this up, then everybody |istens
and nobody dares to say the opposite, and no politician
dares to say the opposite, because even this very snall
probability the central bank mi ght be right, the politician
woul d | ose his or her job if a bank goes down, and the
central bank could say, "See? W told you so."

So, this red flag has enornous power. Actually, | would
not use that power too nuch against Italy because Fazio, a
former central bank president, was nentioned. | think
Italy--there's a nuch fairer point of view with respect

Actual ly, many of these things are nuch nore
transparent in Italy. Italy is amazingly transparent by
putting all the corruption on the table. [Laughter] So,

t hink that should be, we should be positive about that.

The second is that nobst other countries in Europe had
done the donestic consolidation before the anti-trust
authorities really got power. Meaning, in the Netherlands,
for exanple, anti-trust authority in banking was with the

central bank. Up to five years ago, it was just the centra
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bank, and obviously the central bank couldn't care |ess
about enforcing anti-trust. So, but what have we seen?
W' ve seen that anti-trust agencies came up, and they are
fiercely following these countries and putting enornous
pressure on countries like Italy that were relatively late
in arrangi ng donmestic consolidation.

So, nmy point of vieww th respect to Italy, despite the
fact that it was the Deutsche Bank that tried to get in, is
much nore positive. ABN Anro knew that they were at the
right time, and they knew that the European Union was at its
side and they had a chance of winning. Wile they would not
try to do the same thing in France, because France is nuch
| ess open, so it would have been nuch | ess obvious that the
French woul d be doi ng sonething that was not right. So,
actually it was the transparency of Italy that allowed ABN
Anro fromgetting in, and they never nanaged to get into
France and they have been trying that for fifteen years.

Okay. Now, why do we not know anyt hi ng about
conpetition and stability? Wy do we know that little? One
of the reasons is, as you'll see tonorrow -John Boyd

together with his co-authors is presenting this paper about
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conflicting theories with respect to this
conpetition/stability trade-off--for a long tinme, we thought
we had sone answers that rents in the banking system nmake
banks' response, the community type argunent, rents in the
banki ng system woul d hel p banks to be safer and therefore
there would be a trade-off between conpetition and
stability. Mre conpetition would nmean | ess stability.

We're no |longer sure, and the point that our paper
basically provides one potential story, that rents in the
banki ng system nean t hat borrowers have to pay hi gher rates,
and once borrowers pay higher rates borrowers becone nore
ri sky due to noral hazard and adverse selection. And once
you have that, actually |ess conpetition in the banking
system may make the whol e system | ess stabl e.

Now, you can cone up with all kinds of other stories.
These are stories which we are not sure about this trade-
off. Enpirically, again, by some people that are present
here, Beck, Dem rguc-Kunt and Ross Levine, they have in a
paper they show in a nore open system-open systemtruly
nmeasured by possibilities of getting into entry barriers--

nore open system |ess entry barriers--they show that these
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systens are nore stable. So, the general enpirical evidence
woul d rat her point that conpetition m ght be good for
stability.

Now, | think--and that will be another paper that wll
be presented tonorrow, actually a paper by nyself together
with Matej Marinc, we will present tonorrow. Actually, one
of the inplications comng out of our analysis is that this
whol e i ssue of whether conpetition is bad for stability, we
m ght need to look at it nore dynam cally, and "dynam cally"
nmeani ng that the transition fromonce you open up in a
country, so the transition process towards nore conpetition
is the process where, by definition, stability is at stake.

The transition process is the dangerous process. As we
show -agai n, and that supports a little bit Eric's remarks
about conpetition nmeasures--we show that the better banks
t ake advantage and the better systens take advantage of
opening up markets so they will get nmarket share at the
expense of weaker systens. So, how do the weaker systens
respond if they face a | oss of nmarket share? That will |ead
to nore risk in those systens. These weak banks wi |l do

strange things, and weak systens becone | ess stable. So, it
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is transition process which is particularly at risk.

So, that doesn't answer the question yet, how we shoul d
| ook at conpetition/stability trade-off. It only indicates
that that trade-off does exist. The direction of the trade-
of f, however, could be very different depending on the
situation we are |ooking at.

Now, a little bit inline with the remarks of Gary
Stern, what would we do about it? Wat is this whole
concern about stability in banking? Now, | think it's clear
frommy remarks that | don't believe that regulators should
be in the business of Iimting conpetition, and | think that
has been a very conmon thenme in every conment we have heard
here. | also think it's not sustainable, and it's not
sust ai nabl e for varied reasons being nmenti oned before, that
we have all kinds of level playing field issues, all Kkinds
of players comng into the banking sector that nmay not be
gol d banks, but conpete in the sector. So, |evel playing
field issues, regulatory arbitrage issues dictate that we
cannot limt conpetition.

Actually, it's also very dangerous if we would |et

regulators limt conpetition because it would be very
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di scretionary and, given that it's discretionary, all the
political econony issues cone in, that the |arge banks w ||l
have a hold over the regulator; the insiders will have a
hol d over the regulator; the outsiders cannot come in
because they have no contact with the regulator; et cetera,
et cetera. Those issues, indeed, m ght be nore dom nant in
t he European environment.
Finally, what could be done--now, then you get to a few

i ssues. One, learn to deal with the crisis when it cones.
Now, the problemis we are concerned about systemic crisis,
and that's also a little bit of the problemw th the papers
bei ng di scussed tonorrow. Very often papers tal k about an

i ndi vi dual bank crisis. So, literally speaking, this Boyd
et al. paper is about an individual bank in crisis. W are
not concerned about an individual bank; we are concerned
about the systembeing in crisis.

Now, we have very little understanding in today's

banki ng environnment where the real systemic risks come from
They are probably a rmuch nore nmarket-based definition of
systemc risk. It cones sonewhere fromthe market, and it's

going to hit financial institutions in a way we don't know
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yet. So, it's kind of hard to exercise. So, we need
exercises. W need like we do in Europe because there we
have particularly this regulatory problem Since al

regul ators and supervisors are |ocal and our banks are not
| ocal, at |east nmany banks are not |ocal, we need to do
these crisis exercises, and we need to be ultimtely

pr epar ed.

Now, that al so neans that proposals which are heavily
on the table in Europe and should be on the table, |ike
pronpt corrective action, as you have introduced in this
country, is absolutely crucial in the European context
because once there is a verge of a crisis in Europe, there
is no coordination mechanismto resolve the crisis in
Europe. So, if pronpt correction is needed anywhere, it's
needed i n Europe.

| ndeed, issues of market--this is to bring market
di scipline into banking--1 would be all in favor. | haven't
heard yet any proposal that does it in a very serious way.
|"mvery hesitant to the suggestions that are academic, with
respect to subordinated debt, pricing information. Ckay,

it's going to play sone role. It cannot really harm No,
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it cannot harm WII it really help? | doubt
it will really help.

So, in the end, we need to find a way, and that's
Gary's final statenent as well, to limt the scope of
regul ati on and supervision--to limt the scope, so, nmeaning
limt the system c concerns in banking so that we are better
able to localize these concerns, rather than have the whol e
systemat risk across institutions, across narkets, and
across borders, because it's very hard for regulators to
handl e t hat.

MR. CAPRI G Thank you. Any conmments here on that
uncontroversial statement? Besides, | actually have to ask,
do you really think that if the conmercial banker Fiurini
had not been wi re-tapped that that ever would have cone out?

| find that's hard to believe. That's the only way that
investigation cane to light, is that Fazio gets on the phone
wi th someone who's being wre-tapped.

MR. BOOT: No, the issue was Italy had created an
i ndependent financial nmarket regulator. Italy had created a
financial market regulator, an SEC-type regul ator, much nore

vigilant than the other countries', and that regul ator went
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after the bankers to figure out information. So, indeed, it
is always either tax evasion, it's always sonething that
sonmebody got caught on, but it was this independent

regul ator that Italy had put in place that basically
facilitated opening of the system

MR CAPRIG W'Il follow up over dinner. Go ahead,
Eric.

MR. ROSENGREN. You had a very tough assignnment for a
five-mnute discussion. Financial stability is a very
difficult issue, and when people say "financial stability,"”
people frequently don't mean the same thing, and | think
that is a problemwi th this, the way central banks are
| ooking at it and literature in general.

There seens to be two kinds of things that people tend
to be talking about. One is a situation where all the banks
take the same type of bet, and the bet goes bad. So, that
could be commercial real estate and everybody's in
commercial real estate; commercial real estate goes down
and all the banks go down together. |In that case, you would
think that nore conpetition would nean that at |east sone

peopl e woul dn't be in the same position, and that that would
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actually be a good thing. There would be sone people |eft
st andi ng.

The other kind of financial stability issue would be a
situation where it gets at nore of a 9/11-type of situation
where you have sonebody |i ke a | arge processing bank | ocated
in New York; they get hit and there are no cl ose substitutes
for them and as a result, it's very disruptive for a period
of time. And how well you can bring that back up has a big
i mpact on what the overall effects are on the financial
system In that case, it really does seemto be a | ack of
conpetition that's partly the problem because if you had
ot her people that could pick up easily what that institution
was doi ng, the system c concerns, at |east for those kind of
nore operational hits, go away.

So, | was curious which kind of financial stability, or
were you using a different definition than either of those
two?

MR. KANE: | said earlier that | prefer to use the term
"contestability" in place of "conpetition.”™ The reason is
because taxpayers and officials can wite a contract on

contestability’s entail nents. Econom sts can actually define
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a metric for measuring both exit costs and entry costs. On
the other hand, financial stability is a concept that |acks
contractability. W don't have forward-1|ooking operational
neasures of the current “stability” of npbst countries’
regul atory systens. It has been possible to go back after
the fact to size(say) the S& ness to figure out what price
the country paid for forbearance in that era. But to delve
into the banking systemof a country and come up with
f orwar d- | ooki ng nmeasures of either regulatory perfornance or
fragility has not been done. | see this as areally
i nportant research agenda for maki ng agenci es account abl e.
So, | was thinking, like Eric, | was thinking about
commercial real estate too because the |ast maj or banking
crisis that we had in the U S inthe late eighties/early
nineties was largely focused on that sector. So, at the
risk of great over-sinplification, what | was thinking about
was, so if you had nore conpetition in New Engl and and
Texas, places where the crisis was particularly acute, as |
recall, presumably nore players would have had two effects:
There woul d have been even nore conmercial real estate

| oans made because pricing woul d have been affected, but the
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exposure of any given institution nay have been snaller.
And | don't think you can say a priori. And that naybe is,
you know, wit small, that rmaybe is what Arnoud's talking
about. You know, it's very hard to say a priori whether
this leads to nore or less stability.

MR. ROSENGREN. | guess | woul d say, thinking about
econonmi ¢ history and about conparisons, let's say, between
t he Canadi an and Anmerican system historically, or between
the California banking systemand the rest of the United
States historically, that people a hundred years ago and
econonmi ¢ historians |ooking at this would be stunned that
anyone thinks that there's a trade-off between conpetition
and stability, since what conpetition neant was all owi ng
branchi ng, which both reduced overhead for entry and nade
banki ng systens nore efficient and nore diversified both,
and al so seens to have stabilized the ability of the banking

systemto react to shocks.

So, | would sort of say that, froma historical
standpoint, that this is not an issue. There is no, | think,
strong even reason to think that there would be. | can

understand that there would be npodels of this, and | do
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understand the Keeley story. |'ve never taken it seriously
because | don't think it was convincing for what it was.

So, | just don't think that this issue has as much | egs as
the theory seens to indicate.

MR. BOOT: Yeah, it's obviously--Charlie's conclusion I
woul d as a steady-state situation get into your direction.
And also that's the enpirical evidence that | suggested,

t hat open systens that are conpetitive actually are also the
nost stabl e systens because, as cl eansi ng nechani sm
institutions are being held sharp, et cetera, et cetera.

It is the changing environnent which | eads to the
probl enms, and actually every exanple we have nentioned so
far is referring to a situation where things have happily
changed. Your real estate exanple, and your real estate
exanple as well, is a rapidly changi ng situation.

Sweden got into--one of the few Wstern countries that
in recent decades went a severe systemc crisis, and that's
one country where CEGs of banks were very respectabl e,
prudent people. These were not fly-by-night operators in
any sense. It was deregulation that allowed themto get

much heavily into real estate. That was the initial trigger
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mechani smfor getting into a crisis. The strange thing was
that conpetition there actually did bring about the crisis,
if you want, because there was deregul ation of real estate.
The five large banks in consolidated system-the five |arge
banks were nentioned every two nonths in the newspaper by
saying, and this is literally the heading in the newspaper:
"Handel sbanken"--that's one of the five banks and the only
bank that survived the crisis basically--"Handel sbanken
Loses Its Touch." And what was neant, they didn't go as
aggressively in real estate as all the others went. It was
the only bank that prudently responded to real estate. And
so it was the conpetitive pressure for market share that |ed
all these other institutions of going |ike crazy in real
estate, but nost inportantly it was a changing situation.

It was deregulation. It was new activity. Sweden didn't
have a real estate crisis for eighty years, so there was no
menory of a real estate crisis. Real estate |oans were safe
in the mnds of the Swedes.

You have to very quickly say the second because | think

your distinction still is extrenely valid, that individual,

that certain shocks |lead to individual problens in banks and
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havi ng nore banks, assum ng that banks do not followin a
herdi ng strategy, and ny exanple was a herdi ng strategy,
t hen having nore banks is nmuch better. Having a
consol i dat ed system neans that that bank may fail with a
| oner probability, but when it fails, the systemis down.
And that's basically, that would be nmy concern too.

So, in that sense, ny attitude is that a consoli dated
system has a | ower probability of failure, but when it
fails, it's system c. But maybe you should get into that
for a second, because that's a contestability issue, and the
contestability issue nentioned by Ed, | think it's an
extrenely crucial issue. | enphasize "extrenely crucial"”
because the U S. is so nmuch different from Europe in that
respect. Mergers in Europe have not led to new entry.
There is no new entry; and in this country, there is new
entry. So, contestability is even nmuch nore a problemin
Europe than it is in the US

MR. CAPRI G  Ckay, Arnoud. Thank you very much. W're
now going to turn it to Charlie Calomris, who's going to
address the question, what's the biggest danger of Basel 11?

Charlie, | suspect that when the conference organi zers cane
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up with this question, they were neither referring to the

gl obal warm ng that's associated with the felling of all the
trees that went into witing the various reports of the
Basel Committee, nor the chol esterol problem of the people
nmeeting in Basel to discuss it so many tinmes. [Laughter]

So, maybe you can throw sone |ight.

MR CALOMR S: Wwell, at |east those would have been
new things that | mght have said, and the real frustration
of course, intrying to do this, especially briefly, is it's
hard to, especially to this audience, really say nuch that's
new. So, what | think I'll do is just quickly say what |
think is inportant, and then at the end maybe give ny
j udgnment about where it all |eads us.

So, I'mgoing to say sonething | think is not very
controversial and fits in with what people have been saying
today, which is that inadequacy of capital, which |eads to
| ar ge taxpayer exposure to big |osses, is the biggest risk
that's related to the Basel system because the Basel system
in ny view, is inadequate as a m ni mum capital requirenment
system

And so, the first thing | want to do before getting
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into that is to say why didn't | go in the direction of the
Gorton-Wnton view of what the big cost or potential risk
is, that we m ght have too nuch capital. And by requiring
too nmuch capital, especially during business cycle
downturns, the capital requirenent becones a binding
constraint. Banks constrain their credit supply, and you
magni fy the downturn

So, | think, totry to be at least a little
controversial, | want to talk about why |I don't think that
that is, froma practical standpoint, the same order of
magni t ude of concern as the concern about
under capitalization

The first reason is that, gee, | wish this were a
problem That is, | don't think that the bank capital
standards in Basel are binding, and I'll talk about that in
alittle bit. That is, | think that they are very much open
to mani pul ati on and that banks will be able to, under the
current system avoid, let's just say, overcapitalization
risk.

Secondly, even if the standards were bindi ng during

downturns, | think that we've learned froma |ot of research
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that many people in this roomhave done is that it would be
unwi se to forbear, that is, to relax the standards, during a
recessi on because we really don't have an exploitable policy
trade-of f that favors such a relaxation. |f you actually
rel ax the capital standards, the wong kind of risks get
undert aken by banks that are in bad states of the world, and
so we get a very counterproductive further magnification, in
fact, of the recession through very bad bank | osses.

So, | just want to enphasize for both of those reasons
that | expect banks to be able to typically manipul ate
capital standards to avoid their binding under the Basel
standards, and secondly, that | think it would be a bad idea
totry torelax them so | don't worry about the CGorton-
Wnton ri sk.

So, now let me talk a little bit about the details of
why | think these are mani pul at abl e and what worries ne.

And | want to enphasize, the m schief of Basel contributing
to this risk of inadequate capitalization is different
dependi ng on what country you're in. If you're in the
United States, the biggest risk is that the effective

reduction in the risk-based capital requirenent, which the
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| arge banks will be able to show, is going to create
enornmous political |obbying pressure for getting rid of the
| everage requirenent. And I'll return to that in a mnute.
It will underm ne the credibility of the | everage
requi renent potentially, although that would be very unw se
and it would be the wong way to think about bank capital.
In the G7 generally, the fact that these standards are
going to be so open to manipul ation, especially in countries
that don't have currently a | everage requirenment, neans that
i mredi ately those banks are going to be able to get to very,
very low capital ratios. So, just for those of you who
haven't seen the Quantitative |Inpact Study 4, ten of twenty-
six banks in the U S. would, if it could use the internal
nodel s approach, have |l ess than a 2 percent risk-based
ratio; twenty of twenty-six would have | ess than 3 percent.
When you |l ook at the variation that these banks attach to,
let's say, a 5:1 ARMwith a particular LTV and a particul ar
FI CO score, four banks attached | ess than a 10 percent risk
wei ght to that; two banks attached a 30 percent risk weight;
and one bank attached a 75 percent risk weight.

So, what we're seeing is huge variations, and you could
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i mgi ne why: Correl ation conputations could be very
different. And so, then the question is, well, can we hold
banks accountable for their nodels? WlIl, no, because how
do you penalize themafter the fact? Once you get into the
bad state of the world, | think these factors are going to
encourage extreme nmani pulation. So, | think, for large
banks that we've been tal ki ng about havi ng too-big-to-fai
problens, this is a big issue.

| al so want to enphasi ze that what's w ong- headed about
the risk-based capital requirenent, to begin with, is that
we don't really want to be targeting default risk on sone
ki nd of instantaneous basis, and this is a point that I
t hi nk George Pennacchi nmade nmany years ago. In fact,
Ceorge, | think it was in the m d-1980s that you tal ked
about the way that default risks should be thought about,
and deposit insurance depended crucially on the intervention
rule of the regulatory authority. And the reason that we
need to have a large mninumcapital ratio in | everage terns
is because of the lags in reporting, recognition, and
action. And we have to get our m ndset back to that kind of

anal ysi s.
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And then we have to ask oursel ves--although | have
witten quite a bit about why raising capital can be costly-
-but we have to ask ourselves, does it really hurt our
econony so much to require banks to have a 6 percent or 7
percent or even 8 percent equity ratio? Renenber, if the
equity is raised during good tinmes, it's raised primarily
t hrough retai ned earnings and al so through capital offerings
that have | ow transaction costs; during recessions it can be
very costly to raise capital, but not during boons. And so,
| don't really believe that there's anything like a symetry
bet ween the high cost of not having capital in bad tines and
the Il ow cost of having to raise it in good tines.

So, | think that it would be a very strange systemt hat
woul d be geared toward pushing that capital ratio down to
nunbers |ike 2 percent.

In energing markets, the cost of Basel is a little
different. It is the same one, the sane undercapitalization
risk, but the way it plays out there is that Basel has side-
tracked sensi bl e approaches. That is, people were
i ndependently, in Chile, in Argentina, in Hong Kong,

devel opi ng reasonabl e systens--and |I'Il say in a mnute what
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| think that neans —but reasonabl e systens are getting
side-tracked because Basel seens to be the international
standard, and it's very hard if you're a wi se policy
reformer in a devel oping country to convince the politicians
in your country that they should do what you're sayi ng,

rat her than what the great Basel Comm ttee has put together.
And | think there are m ssed opportunities for reforns in
many countries that conme fromthis side-tracking.

So, | would say, although it wasn't a question | was
asked, how do we avoid it? | would just say three things:

We need to nake the m ninum capital requirenment, or
maxi mum | everage requirenment, a standard, not just for the
United States, but for everywhere.

We need to have true market discipline. There's a |ot
of evidence showing that it matters quite a bit. That's not
just disclosure but also discipline through observing market
prices on uninsured liabilities of banks. And | want to
enphasi ze what | nmean by that because this is sonmetines a
very difficult topic. Wiat | nmean is that we need to have
some credibly uninsured debt obligations and that we have to

be able to observe their prices, and the main reason we want
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that is to make regul ators behave appropriately. It's not as
is often supposed that we're going to construct an al gorithm
for a closure rule based on the pricing spread. That's not
the point; the point is we want to have the 800-pound
gorilla in the room The way this works in econonies that
adopt it is that regulators can't pretend that a bank isn't

i nsol vent because all of its uninsured creditors are either
running for the exits or they' re chargi ng huge interest
anounts. And the real issue is the disciplining of the
regul ators, and that's why you need to have this signal, the
canary in the coal mne, as it's sonetinmes described, not
because it's exact or perfect, but because it's an agency

di sci pli ne.

And | would say, finally, echoing what Arnoud said,
early intervention, pronpt corrective action has to be part
of the capital prudential systemtoo.

So, to ne, a maxi mum | everage requirenment, sone sort of
pronpt corrective action, and sonme kind of credibly
uni nsured debts so that we can at | east see the behavior of
the credibly uninsured creditors as a discipline on

regul atory behavior, seemto ne to be the three crucial
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things, all of which are absent in the Basel standards.

MR. CAPRI G Thank you, Charlie. Coments here? No
controversy at all. [Laughter] Eric?

MR. ROSENGREN. W won't have enough tinme to fully
di scuss this, but I'll just make a couple of points. One,
in ternms of the quantitative inpact study, none of those
banks had any of their nodels validated, and a |lot of the
reason that we did the quantitative inpact study was to get
an idea of what kind of paraneters that would come up with
and try to provide nore clarity. So, | wouldn't use the
guantitative inpact study to determ ne how nuch capita
banks under supervision will actually have, and | think it
was quite premature to assume that anything that they
presented then woul d be acceptable. And a nunber of those
institutions were voluntary submtters who clearly were not
ready to submt very nmuch. They didn't have data systens in
pl ace. They had very gross assunptions in order to get it.

So, I'd weigh the quantitative inpact study with a little

trepidation before I put much wei ght there.

The second is that it's not a question of whether there

are some problenms with Basel, but does it get us to a better
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pl ace than we are now? So, risk sensitivity in capital, you
can argue about what the right level is, but saying that
institutions that have a lot nore risk should hold nore
capital for that risk seens fairly intuitive to me. Now,
you can figure out what's the best way to do that, but |I'm
not sure the best answer is going to be to have a capital
reginme that's conpletely insensitive to the amount of risk
that an organi zation's taking.

And a | ot of Basel is not about capital. |[It's about
ri sk managenent. And so, one thing to prevent failure is
certainly capital, but good risk managenment also will help
prevent failure. And | think that Basel Il is doing a very
good job of encouraging institutions to devel op nmuch better
ri sk managenent practices. A lot of institutions did not
have | oss data for operational risk. A lot of institutions
did not have historical default data. A lot of institutions
had no idea how to come up with a loss given default, even
t hough a probability of default and a | oss given default are
pretty fundamental to figuring out what's the right price.

So, | think there are a | ot of other things that go

into the Basel context besides capital. That's inportant to
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keep in mnd as well.

MR CAPRIG But if I could indulge then, to paraphrase
CGeorge Kaufman, wouldn't the Basel Commttee nake a great
contribution to the history of regulation by not
i npl enenting Basel 11? They've already nade their
contribution by putting nore attention on quantitative risk
managenent .

MR. ROSENGREN. Not every institution's at the sane
poi nt, and one thing that has happened over the last five or
six years is risk managenent has gotten a whole |ot nore
attention and a whole | ot nore noney at institutions than it
had before. At institutions that are not planning on being
Basel -conpliant, they are not spending nearly as much noney.

Now, sone could argue they're spending too nmuch noney on
it, but I could argue that sone of those institutions that
are choosing not to be Basel-conpliant don't have the risk
managenent they ought to have in a global context. So...

MR, CAPRIG Ed, [off m crophone].

MR. KANE: M perspective is quite different. First,
the Quantitative Inpact Study 4 shocked nme because it showed

t he di sconnect between the quants in giant banking
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institutions and the interests of the institution as a whole
vis-a-vis the regulators. To have reported to regul ators
that they would face such a decline in industry capital
seened to have the goal of telling bank CEGs how good Basel
was going to be for themw thout realizing that this
i nformati on was bound to scare the regulators. |If you don't
have proper communications between the quants and the top
managemnment in systemcally inportant institutions, the
i nternal -ratings-based approach is very dangerous.

Second, it's lame to ask only whether this approach
m ght get us to a better place than we are now. | would
argue that we should reformnul ate our perspective on Basel to
frame it as a process whose current realization m ght be
called nerely "Basel (T)." Basel (T) would be an integral
fromdate zero to now of the Basel systemat instant t
integrated to T. That's what Basel Il actually nmeans. Basel
is a framework for continual renegotiation. The attenpt to
finish it, to say, "It's done now. Everyone can safely sign
off onit in all countries,” is m schievous.

Third, the issue is what |arge banks really want from

Basel . Wiy do they want capital requirenments to be
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unrealistically low? 1 think it is because banks like to be
able to advertise that they have vastly nore capital than
government standards require. That relieves them of pressure
to keep their accounts in a transparent way.

| strongly support keeping the sinple | everage ratio as
a trigger for supervisory intervention. Al though nore
transparent than Basel ratios, this ratio is a |agging
i ndi cator of bank fragility. When an institution gets in
enough trouble to show 4 or 3 or 2 percent accounting
capital, a bank’s tangi ble capital would be |ong gone. At
best, they may have sone intangible capital left. Therefore,
the put-up-or-shut-up trigger has to set at a substanti al
positive anmount.

Finally, Basel nmay have contributed at the margin to
i nprovenents in bank risk managenment because authorities
m ght have prom sed extra rewards for adopting them
However, bank managers are smart people. They know that, in
the end, safety-net design is a distributional battle that
seeks to mnimze “unfair” burdens and conpetitive
i nequities. Ri sk managenent is, in any case, a superior new

technol ogy for running a bank. Managers see benefits and
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costs to it and nake investnents in it just as they would in
anything else. The rate of return on inprovenents and the
cost of the investnents that inprovenents entail are
bal anced at the margin.

MR. BOOT: Yeah, again, to be really brief, because
everything said so far | agree with. | think we need to
real |l y--maybe the point has not been nmade. Basel |, the

m ni mum capi tal requirenent, we should just recognize that

that was an amazingly big success. It has raised, it has
put in a floor that can be, there will sone el enent of
mani pul ati on possible. It has put in a floor which led to a

somewhat nore | evel playing field, nmeaning that sone fly-by-
ni ght operators had to operate at a m ninum | evel of
capital. |It's like a certification requirenent, a right to
play in the industry. That was the whole anbition. It
shoul d not have the ambition--and that's where Basel 11 went
wrong--that regulators can basically decide for the bank
what the |evel of capital should be, and that's not
necessary even because the industry chooses |evels of
capital which, fortunately, are nuch higher. So,

apparently, it's optimal to have a higher |evel of capital
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because you are far beyond the safety margi n because, if
there is a floor and below the floor you get hit with al
ki nds of punishnment, you would |i ke to be above the fl oor.
So, the floor would still dictate where you are. But |
bel i eve that npbst banks operate and choose |evels of capital
whi ch are above that |evel, which indicates that the
regulator is not needed to fine-tune this |evel of capital.

| do agree with the point of viewthat this whole
capital Basel Il, in ternms of risk managenent approach, has
to some extent been an eye-opener. So, that has a benefit,
but if the benefit is that we | ose the possibilities of
pronpt corrective action--because that is what we woul d
| ose. W need the mninmumcapital requirenent, which is the
| everage ratio that Charlie was referring to, to have
effective pronpt corrective action. So, that we should not
| ose. That should be the first priority. So, we should
preserve that.

Finally, on this comment on countries that came up with
their owmn systemand were forced basically to put it off,
there is one very good exanple of a country that managed to

overcome big international pressure, actually pressure from
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World Bank and | MF of doing sonething that World Bank/ | M-
t hought was the right thing of doing. That was Sl oveni a.
Sl oveni a nanaged to get into the EU and into the euro based
on its own econonic policies which were strongly criticized
by | M-/ World Bank, and they thought that their own policies
were best, and actually it worked out.

MR CAPRIO Let me turn to Ed first on the--1 think

Arnoud was suggesting before that known unknowns are the

wor st kind to have, but nmaybe you'll tell us nore about
t hat .

MR. KANE: | amgoing to redefine nmy question. This
will help Charlie because | want to eventually take us back
t o Basel .

MR. CAPRIG No, your question was so broad you could
actually define it. [Laughter]

MR. KANE: Ckay. My assignnent is to ascertain what we
have | earned about what conscientious regul ators ought to
respond to? | can only answer what has changed ny own past
views of how to think about regul atory performance and to
incentivize it better. This leads nme to ask: Wiy is Basel |

proving so hard to inplenment in the United States? Wy is
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the process virtually falling apart? 1Is this likely to
happen in at | east some other countries and why or why not?

The main thing |'ve learned is that national financial
safety nets can be | ooked upon as inconplete social
contracts. The contract’s counterparties are the nmjor
sectors of some political or econom c comunity.

There are three segnents to the contract. My early
research failed to recognize all three segnents. One set of
cl auses defines and assigns responsibilities for preventing
di sruptive financial-institution insolvencies. Another set
of clauses define a range of tax-transfer techniques for
financing both the exercise of supervisory authority and the
| osses it fails to prevent. The third consists of clauses
that dictate the political and econom c incentives under
whi ch operators discharge their responsibilities--this is
the part | always under st ood.

Let ne begin by praising the concept of pronpt
corrective action. The beauty of this concept is that it
defines, in a contractable way, the first set of
responsi bilities. Legislation doesn't fully specify the set

of avail able tax-transfer techniques. Wio ultimtely pays
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the bill will depend on the size of the bill and on the
political clout of would-be bill payers and payees. But we
have a nuch better understanding of the responsibilities for
prevention at | east.

From a contracting point of view, it is hard to say
that Basel is a great success. My nain fear is that the
Basel |1 framework coul d underm ne sone of the advances the
U.S. has achi eved on changing the political econony of
supervi sion and | essening regul ators’ accountability
resi stance. When we break it apart as a contract, the first
thing that we find is that Basel Il is not a treaty at all.
A treaty is an agreenent between signatories that represent
t he governnents of sovereign nations. But who signed the
Basel agreenents? The regul ators that happened to be in
office in a few agencies in a few countries. Can they bind
their successors in countries that experience a systemc
crisis? No. But a crisis situation is what this session
began tal ki ng about: About the existence of institutions
that are too big to fail or too big to discipline
adequately. W know that in a crisis, the incentive part of

the safety-net contract deteriorates badly.
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Basel Il clains to have three pillars. One is mninmum
regul atory standards. The second is suppl enentary financi al
supervision. The third is supposed to be market discipline
generated through enhanced di scl osure. W can envi sion these
pillars as part of a classic Geek tenple: The tenple’'s
pediment is triangular, and the three pillars are tasked
with holding it up. In Basel Il, two of those pillars are
conpl etely holl owed out. The political economy of national
i npl enent ati on seeks to weaken the other. This is because
capital standards are not going to be enforced uniformy
across countri es.

What makes the United States system better today than
others is the accountability that the ideal of pronpt
corrective action inparts to the second pillar. Even in the
US., for very large institutions market discipline is weak.
But nmar ket discipline has inproved nainly because regul ators
have to step in earlier and nore firmy today than they
woul d have in the past.

| would claimthat Basel | and Il are not even
“accords” because they can't be said to settle the points at

issue. That's what ny dictionary says an accord i s supposed
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to do. Basel Il is an inconplete contract. The el enents of a
good contract are two.

First, a good contract is easy to understand. Wy is
understandability desirabl e? Because fine print generates
adverse options that are very hard to bring into view One
doesn’t fully know what one is signing in a conplicated
contract. But the person who franed t he opaque cl auses does
know.

Second, a good contract should create incentives for
its fulfillment. That's where the supervisory clauses —

t hose that concern the second pillar -- fail. There is no
contract anong the regulators as to what they will do in
difficult situations: No operational rights or duties. Basel
is ultimately about setting m ninmm standards. \Wen a

troubl esonme question is raised — e.g., “what will we do
about interest rate risk?’, the answer is to leave it up to
i ndi vi dual -country supervision. There is no obligation
specified there.

Contracting concerns stakehol ders and st akes.
Counterparty stakes have two aspects: First, who gets what

if the contract is fulfilled and what is the penalty for a
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breach? Second, how do counterparties renedy a breach?
Not hing in the Basel contract spells out renedies for
breaches. And without clauses that define a system of pronpt
corrective action, countries cannot even contract over the
rel evant action space.

| could go on and on about the gaps that exist in
contractual rights and duties. Instead, let nme try to
clarify what's happening in the United States and why it
hel ps to think of Basel (T) rather than Basel Il or I A Even
in the Conmittee on Banki ng Supervision in Basel, one saw a
continual expansion in the nunber of players. As financial-
services authorities were created in different countries,
t hey were wel coned aboard the Basel Comm ttee.
Count erparties and negotiators kept expanding. In the United
States, we are seeing a simlar expansion of the bargaining
tabl e today, and this expansion will occur in at |east sone
ot her countries, too.

As | see it, United States negotiators went to Basel
with inplicit understandi ngs about what they could agree to.
Each U S. representative represented its own speci al

regul atory constituency. It would be foolish of these
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representatives not to consult directly with inportant

pl ayers anong their clientele. For the Fed, this neans the
bi ggest banks and financial hol ding conpanies. After

consul tation, specific agents went to Basel and negoti ated
t hi ngs and canme back with a docunent. The prelimnary
agreenents with their domestic constituencies were not

cl eared and shown to one another. This all but assured that
Basel Il would prove inconsistent with constituency
expect at i ons.

The stakes of the different regul atory constituencies
are surfacing clearly now. Let us take the O fice of Thrift
Supervision (OTIS) as an exanple. Its |l eaders want to defend
the thrift charter. They don't want anything in Basel that
m ght make other financial institutions, such as |arge and
conpl ex banks, stronger at their constituency’ s expense.
And they want an unrealistically low risk weight assigned to
every kind of nortgage. A |ow weight for nortgages turns
out to be a necessary deal -naking ingredient. This is true
even though the greatest risk to the financial systemtoday
may lie in inprudent real -estate | ending.

What is the role of the FDIC? The FDIC was a party in
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the sense that it sent a representative to Basel, but the
FDIC differs fromthe other federal agencies in being bound
in an accountable way by FDICI A's provisions for pronpt
corrective action. The FDI C pays the bill if pronpt
corrective action doesn't take place. So, its |eaders are
unwilling to give up the sinple leverage ratio as a trigger
for intervention.

At the Fed, Susan Bies is the | ead player in Basel
today. She said at one point that she thought that “down the
road” the leverage ratio had to go. | think that statenent
shocked | eaders of the FDIC and led to a formal inter-
regul atory agreenent to preserve the system of |everage-
ratio tripwires. In turn, this agreenent is now causing
| arge banks to try to renegotiate their options under Basel
Il so that they can choose anbng the sane range of optimal
regul atory standards as banks headquartered in other
countries can.

It isironic to remenber that the Fed first sold the
whol e i dea of Basel to other countries as a way of getting
uniformty in standards across national borders. \Wat we're

seeing nowis that the U S. systemis going to renain
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distinctly Anerican. | think we will see nationalistic

bi ases in nost other countries as well. Sonething like

ei ghty-two options in the 2005 Basel agreenment are left to
be settled at the country |evel.

MR. CAPRI G Thank you, Ed. | should point out, by the
way, that Ed supplied the paper which is avail abl e outside.

And now I'Il open it up to our other panelists.

MR. ROSENGREN: I'Ill do a clarification.

MR CAPRIO  Ckay.

MR ROSENGREN. One clarification: | think all the
federal supervisors in the U S. have said they're going to
keep the leverage ratio. So.... | think there have been a
nunber of speeches by Sheila Bair that have said they're
going to keep the leverage ratio, so | don't think it's an
i ssue. Basel and whether we keep the |everage ratio--it's
not one or the other. | think everybody has stated pretty
clearly they're planning on keeping the | everage ratio.

| woul d al so nmention that when--one reason that banks
frequently have nore capital than the mnimumis they use a
di fferent soundness standard. So, 99.9 percent is the

soundness standard for Basel; 99.97 is the soundness
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standard that nost banks use when they do their internal
capital. They have to figure out how nmuch capital they want
to hold. Every time you decide a stock buy-back, your
di vi dend paynent, any of those decisions, you have to say,
how much capital should I hold? The way that big banks do
that is by nodels. Now, the nodels may not be perfect, but
you al ready--every tinme the bank has to make a deci sion
about "Do | hold nore capital or less capital?" they are
using nodels that are very simlar to the Basel accord. And
| think the Basel accord has provided a little nore
structure, but it is a mninumrequirenent; it's not a
maxi mum requi rement. And nost banks are going to hold
significantly nore than the m ni num

MR. CAPRI G  Maybe | should reverse course. Unless
there's a two-handed intervention by a panelist, can | open
it up to the floor for questions? And then I'Il give the
panelists time to sumup or make final coments.

MR. PENNACCHI: | want to go back to the beginning

and address the issue of too-big-to-fail. | agree that it's
critical that banks be required to inprove their information

systens so that regulators can know exactly or very close to
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exactly what their |level of insured deposits are. So, the
current FDIC proposal to inprove infornmation is certainly a
step in the right direction.

Now, I'd go a step further to the assets side of the
bal ance sheet. It seens peculiar to nme that we give the
Federal Reserve and the Federal Home Loan banks nore power
than the FDIC in the sense that when the Federal Reserve
| ends to banks through the di scount wi ndow, or the Federal
Hone Loan Bank Board makes advances, they require high-
quality collateral for their advances. W don't do that
with the FDIC, and | think we certainly could do that with
sonme very | arge banks, because insured deposits are often a
very snmall proportion of their total liabilities. They
coul d be 15 percent, 10 percent even.

So, it appears that if we want to make it easy for the
FDIC to resolve a fail ed bank, we should put in place sone
security that the FDI C can, secured assets that the FDI C can
qui ckly use to pay off insured depositors. And then, we're
in the situation of perhaps not conpletely elimnating too-
big-to-fail, but we're at a point where the rest of the bank

woul d be treated as if it was, say, CGoldman Sachs failing or
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Drexel Burnham failing or LTCM failing.

So, at |east we take out one aspect of the excuse that
we need to inplenment a too-big-to-fail exception by making
it easy, at least, for the FDIC to resolve their clains on
t he bank.

MR CALOMRS: Well, I'll just say that | really |ike
the idea, and | think that there are countries that have had
liquidity requirenments, liquid asset requirenents as a
proportion of deposits, and that's kind of related, not
exactly the sane, but related to what you're saying. And
it's interesting to ask, why are we so focused on just
capital ?

MR. BOOT: | also have a question about too-big-to-
fail, but this tinme it's about the scope. Should we just
| ook at commrercial banks? Should we al so include, say,
Fannie Mae in the too-big-to-fail argument or, for that
matter, Fidelity, for exanple?

MR. STERN: Well, | guess |I'mnot sure what you nean by
include it in our discussion. |'ve had a |ot of casual
di scussions with Federal Reserve policy-makers and others

over the years about, gee, you know, if you're really
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serious about contagion effects and so on and so forth, then
you' ve got to be worried by a lot nore than just |arge
comerci al banks. You know, you can think of |arge
i nvest ment banks that are operating globally. That's
certainly true. | don't know about sonebody |ike Fidelity.

| haven't thought so much about them but certainly |arge
i nvest nent banks.

Now, you know, it's easy to think about it and talk
about it casually. Wen you start to really get into it, |
think there's two things occur to ne right anay: One is, of
course, you'd better be careful what we publicize here for
noral hazard reasons and ot her things, although perhaps,
per haps people in the marketplace think Goldman Sachs is too
big to fail and that there is some inplicit protection
offered to its creditors.

The other thing is, you know, Drexel Burnham was wound
down gradually over time, but | don't think, at least it's
nmy perception of that episode is that it did not exacerbate
noral hazard problens and so forth. So, perhaps, because of
the nature of their liabilities, you can deal with

i nvest ment banks effectively, while comrercial banks present
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you with a different set of chall enges.

MR. KANE: | think that what you have to ook at is
whet her the value of assets and liabilities on an
institution’ s bal ance sheet can nove in different
directions. In this respect, the great thing about a mnutual
fund conpany is that they're just a portfolio-mnagenent
conpany. Managenent is all they do. Each of the funds they
manage has assets, but the value of fund liabilities are
perfectly correlated with the value of the assets. In bad
times, this arrangenent acconplishes the depositor
recapitalization that New Zeal and has been tal ki ng about.
So, taxpayers don't have a parallel exposure there.

Fannie Mae is a great danger sinply because it has
beconme so big. It trades on inplicit guarantees inherent in

its being “too big to discipline adequately.” The governnment
isunwilling to take the kind of action necessary to
elimnate the guarantee. GSEs pose an agenda of a perenni al
reformissues, but the GSE's repeatedly find ways to bl ock
fundanmental reform In the face of accounting scandal s that

gave them a huge bl ack eye, they' re better supervised today

than before. Still, the GSEs persuaded Congress to posture
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rather than to act decisively. Fannie Mae is probably the
best | obbying conpany in the world.

MR. STERN:. O at |east they were. The amazing thing
about Fannie Mae is they thenselves determ ne the size of
their subsidy. | nmean there is no way under the sun that
that's good public policy.

MR. CAPRI O John?

MR. BOYD: This is not question. This is nore an
observation, and it has to do with how quickly tines change,
and that is this notion of this trade-off between
conpetition in banking and stability. As that topic has
come up today, people have said--several people, you know,
really smart econom sts have said, "Ch, | don't think there
is atrade-off,"” or "There may or may not be a trade-off."
Well, not so nany years ago, a few years ago when G anni and
started on this project--now G anni, |, and Tariq work on
this--we were told by some quite good and eni nent econom sts
that we were basically norons. So, tinmes really...

Many of you will remenber a nunmber of years ago, Mark
Gertler and | wote a very sinple descriptive paper, "Are

Banks Dead? O Are the Runors Greatly Exaggerated?" and al
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we did was show in that paper that, in fact, this notion
t hat banki ng share of financial internediation was
declining, that once you took account of off-bal ance sheet
activities, it totally reversed that conclusion. Wll,
again, as soon as we wote that paper, everybody said, "Oh,
| knew that." But things do nove pretty pronptly.

MR CALOMR'S: [Of-mcrophone] because | knew you

were not going to let ne talk twi ce. [Laughter]

| want to nmake a big-think reaction. | thought--by the
way, | don't want to get into all the details of reacting on
Basel I1l. | thought Eric's points were good points. But |

want to give a big-think reaction on the whol e i dea of how
we nodel risk in the econony. And | guess |I'd say |'ma
denocrat, with a small "d," and |I'malso a Hayekian. And
Friedrich Hayek's basic insight was that nobody is smart
enough. That's really his insight about why we don't want
to have central planning. W've actually |earned, and |
agree with Eric that all the disagreenment fromthe current
guantitative assessnent is going to be reduced. W' re going
to get agreenent. The banks and the regulators are going to

agree much nore about risk rates. That doesn't mean they're

M LLER REPORTI NG CO., INC
735 - 8TH STREET, S.E
WASHI NGTON, D. C. 20003

(202) 546-6666




77

going to be accurate about it.

We've run this play before. | teach it. |In fact, at
Columbia, | was teaching before | cane here today. CFS,
Inc. was one of the great scientifically nodel ed
achi evenents of 1997. It was a securitization operation
that did charge-off credit cards. Credit cards were grow ng
very rapidly. They had very scientific nodels. They had
about $1.6 billion of debt outstanding at the tine that they
went belly-up, of which 70 million was repaid to creditors.

But this was engineered. This was financial engineering

done by Fitch and Duff & Phel ps and S&P, based on stress
tests, which are in a nmulti-trillion-dollar securitization
mar ket that's still being done today. But what was the
probl en? The problemwas to get your single A-rated
securities placed, what you had to do was satisfy a single
nodel . The engineering for this cones out of the very
conflicted ratings agencies that engi neered these.

Fi nanci al markets have | earned not to trust consensus
nodel s of risk. They're learning that fromtwenty years of
experience in securitizations. How cone the Basel Conmittee

and our regulators haven't learned that? W're going to get
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a consensus and it's going to be exactly wong.

The way nmarkets act is they disagree. Market
partici pants di sagree, and those di sagreenents are reflected
in prices. W want to have that, al ongside nodels, at |east
as belt and suspenders, because as soon as we get a
consensus nodel enforced by the Fed, boy, we're in big
trouble. If you thought Duff & Phel ps was bad, just wait.

MR CAPRIG | think that's going to elicit sone
comment.  Arnoud?

MR. BOOT: Yeah. Let ne disagree to sone extent,
because fromthe discussion we know the nany i ssues we agree
on.

Tal ki ng from European experience, and | think that
m ght be inportant in this case, one of the big problens
that we have, and to sone extent you have that in the U S.
too, is sone type of harnonization in the
regul atory/ supervi sory practices: There's a |ack of
har noni zation. There's also a |lack of authority. Wo has
the authority? So, it is European Union, if it cones to
supervision; if it cones to |lender of last resort, as was

being mentioned, it is a systemof subsidiarity. So, it is
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with the nmenber states, not with Brussels.

So, now the question is, this dispersed system of
regul ati on and supervision that exists in Europe, how can we
get nore harnonization and nore central authority in that
systenf? Then you can ask the question, is there a need to
have sone harnoni zation? | believe there is sone need in
havi ng harnoni zati on. Very di spersed practices across
countries are not sustainable, definitely not if banks nove

cross-border. W need sone harnoni zation of practices.

Do | share Charlie's concern about Basel I|l, that we
all are using the same nodel ? Yes, | share that concern
It has been my criticismof Basel Il very often as well.

We're all going after one nodel, and the nodel m ght be
wong. So, we are all simultaneously wong, so Basel Il is
creating a systemi c problemin the whol e banki ng system
because we all go after the same nodel. So, that's
absol utely true.

So, what Basel Il in a sense, you could in its defense
say Basel |1 doesn't force you to have the sane nodel
however, we know how things work. You need to have

certification of your systens, so--and we know we don't have
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two consultants, consultancies. Forget about the credit
rating. |If you're going to have two consultancies in the
worl d that take the market share in inplenenting these type
of systens, and what do consultants do? What do the
MacKenzi es and the Boston Consulting Corp. do? They have
| earned one systemfroma client and they apply it to the
other client, so all clients end up with the sane system

Regul ate, it's the same thing. It's nuch easier to
get--supervise the sane thing--to get it supervised if you
do what the other did than if you do something special. So,
it's inherent in human behavi or that they're doing herding.

So, now the question is are we going to blame Basel for
the herding? 1'mnot absolutely sure we should do. |'m not
absolutely sure. W have to ask the question, how can we
create, how can we be nore open to different approaches?
And maybe we should do an effort there. But it is inherent
i n human behavi or that we do this herding.

And actually, to your--one comrent on that.
The legitinmacy of Basel, you said regul ators have signed for
it. Yes, they initially signed for it, but it is being part

of -Aew directives--it's being witten in detail and new
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directives. And assum ng that we give some legitimcy--|I
shoul dn't use words | cannot pronounce--that we can, that
has been approved
--let's use that word--by European Union, and assune the
Eur opean Union, which is not, is being denocratically voted
on by the popul ation of Europe, then at | east we have taken
care of that issue.

MR. KANE: Just one point. D dn't two nations reject
the constitution? | mean that's |ike--

MR BOOT: |It's not in the constitution. Fortunately

not, because we will never agree on the constitution, and
that will be the end of Europe. So, the constitution is out
of the picture. It is EUdirectives, and EU directives need

to be inplenmented in national |aws. So, we have no choi ce.
W have to do it. So, that namkes it--since this process,
for one reason or another, got its novenent in that
direction, each country has to do it.

MR. CAPRIG Ckay. W've got one by Eric and then Ross
had hi s hand up.

MR. ROSENGREN: It's not one nodel; it's a framework.

| f you go to the banks, they have very, very different
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nodel s. When | go for an operational risk exam at the
various institutions, one institution heavily uses internal
dat a; anot her one uses external data; another one does
scenario analysis. They're not that simlar.

On the credit side, there's PD, LGD, and EAD. People
are getting very different ways of getting the probability
of default, |oss given default, and exposure at default.
When you plug those three things in, yes, there is a formula
that is in there, but it isn't one nodel. They're very
di fferent approaches. There's very different data. There's
very different risk tolerances that are exhibited in how
it's being used. So, it's a framework, not a nodel, and |I'm
not nearly as worried about everybody having the exact sane
one. |'mseeing no evidence that that's actually happening
anong the organi zations that |1've been in.

MR. LEVINE: | guess | want to push the discussion back
toward devel opi ng countries, and also nmaintain the focus on
centralization of power. And on this, | would suggest that
| have greater fears that what will happen is that a node
will be inposed by a central authority on the banks in that

country, or the banks thenselves will decide what nodel is
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going to be inposed on them by the regul ators.

And so, fromthis perspective, | tend to very nuch
agree with Charlie's concerns, and that is, as Basel is
i mpl enented or inposed around the world, if it is, what this
will involve is a centralization of power in officia
regul ators. And | see no reason to have nmuch faith that
these regulators are going to act in the best interests of
their citizens, and a |l ot nore evidence to suggest that
they're going to use that power in order to achieve
political aims. And that it's the focus of Basel on the
di scretionary power in the supervisory agency that | see as
t he biggest risk around the world, and |I think that there's
a reasonabl e amobunt of evidence, both within the context of
banki ng and certainly within the context of other policies.

MR. CAPRIO O her comrents?

MR. LEHAR: | have a question regarding Basel Il. So,
it seens |ike that regulators want to tie capital
requi renents nore to total risk, but if banks reduce capital
requi renents for reducing total risk, that nmeans that in the
end, banks will diversify nore and end up with very simlar

portfolios and i ncrease the correlation anongst portfolios.
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So, that m ght reduce the individual default probability of
a bank, but it mght increase the correlation. And if a big
econoni ¢ shock comes al ong, that nmeans that all banks have
the sane portfolios, all banks will default at the sane

time. So, is this an issue that you see as a probl em or

not ?

MR CALOMRIS: Let ne just restate to make sure |
understand what you're saying. |If there's sone, let's say,
incentive buried in the Basel standards, call it a "bias,"

in sone kind of nodel, even though Eric calls it a

"framework, " that drives you toward a particul ar class of

assets, you're saying all the banks will face a simlar bias
and therefore their portfolios will beconme nore correl ated.
Is that it?
MR LEHAR | think if you want to reduce total risk

fromportfolio theory, what you want to reduce is incur
credit risk because that is not rewarded and in the end al
banks will hold up the market portfolio, and that neans al
banks have the same portfolio, and that will probably cause
an increase in systemc risk. So it mght be probably
interesting to reward sonehow using credit risk in a capita
requi renent because even though an increase in credit risk

i ncreases bank default probability, it mght be the case
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that in sone situations at |east not all banks default, that
you have sone surviving banks that can take over business

from defaul ti ng banks.

MR CALOMRI'S: | have a different proposal about how
to fix the problemyou re tal ki ng about. Suppose that there
are five factors in systenmc risk, and since the question
is, “What weight should the factors get in the bank’s
portfolio risk nodel?” and | think your point, which | would
agree with is, if it turns out that the banks’ aggregate
portfolio is nore weighted toward sone factors than the
gl obal econony is, that you mght want to require the banks
to hold higher capital on that factor as result of the fact
t hat the banks happen to be having a greater weight. 1In
aggregate, the banking systemis nore wei ghted on that
factor. So | wouldn’t think it is in credit risk is the
issue still. | would think it what are the factor | oadings
for the banking systemdiffer fromthe factor |oadings of
t he gl obal economy. But | think that woul d address your

point, wouldn't it?

MR. KANE: One of the ways that | think about regulation
today is to think that - actually regulators don’'t inpose it
on banks. Banks inpose it on regulators. Banks say, “This

is what we live with. Take it or leave it.” And then you
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negotiate a little bit around the margins. So that the
Basel Il that we got was very confortable for the | arge
banks of this world, and so the EU was able to say,
“Terrific, we'll put that into the directive.” Com ng back
to the United States everything | ooked great until the QS 4
came out and suddenly the inportance of the pronpt
corrective action and the | everage ratio cane back and now
the | arge banks are trying to ask, “Can we have the sane
t hree choices on our systemthat the European banks have.

But what they're really saying is, “W want to find a new
solution and we’' Il put this back into bargaining in the

Uni ted St at es.

End of TRANSCRI PT
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