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House Committee on Financial Services 

Joint Hearing Before the Subcommittee on Financial Institutions and Consumer Credit and the 
Subcommittee on Insurance, Housing and Community Opportunity Entitled “Examining the 

Impact of the Proposed Rules to Implement Basel III Capital Standards”  

 

November 29, 2012  
 

The Council of Federal Home Loan Banks (Council) appreciates this opportunity to 
submit a written statement for the Subcommittees’ consideration in connection with the hearing 
entitled “Examining the Impact of the Proposed Rules to Implement Basel III Capital Standards”.  
The Council is a trade association whose members are the 12 Federal Home Loan Banks 
(FHLBanks),1 and the proposed rules will have a significant impact on FHLBank member 
institutions as well as the mortgage markets as a whole.  The Council is therefore very interested 
in the Basel III rulemaking proposals and the congressional oversight of their development. 

 The Council agrees that the capital rules need to be revisited, and that a strong capital 
buffer is an important safeguard for both individual institutions and our financial system as a 
whole.  Accordingly, the Council supports the underlying goals of the Basel III accord to 
strengthen the capital base of depository institutions and their holding companies; to provide a 
buffer against systemic risk; and to better correlate the required amount of capital and the risks 
presented by particular assets and financial activities. However, for the reasons described below, 
we are unable to support the rules as proposed. We have attached to this statement a copy of the 
comment letter we submitted to the regulatory agencies concerning these proposed rules.   

I.  Risk Weight for Mortgages Held in Portfolio 

We are concerned that the proposed capital treatment of mortgage loans held in portfolio 
by community-based institutions is excessive. Under the proposal there would be a significant 
increase in the minimum capital requirements for both first and second mortgages, up to twice 
the current requirements, unless the loan-to-value ratio of the mortgage loan is 80 percent or less.  
As a result, unless a home buyer can put down at least 20 percent of the cost of the home, plus 
closing costs, the cost of mortgage credit will increase as the mandated capital increases. This 
will harm both the consumer and the overall economy. 

Today, and for the foreseeable future, mortgage underwriting standards are very 
stringent.  Under recent statutory reforms, the federal banking agencies and the Consumer 
Financial Protection Bureau (CFPB) have many new tools that will significantly raise the credit 
                                                 
1 Created by Congress in 1932, the FHLBanks are 12 regional banks, cooperatively owned and used to finance 
housing and economic development. More than 7,700 lenders nationwide are members of the FHLBank System, 
representing approximately 80 percent of America’s insured lending institutions. The FHLBanks and their members 
have been the largest and most reliable source of funding for community lending for nearly eight decades.  
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standards utilized in the extension of mortgage credit by regulated financial institutions without 
the need for across the board higher capital requirements.  Mortgages being made today, and that 
will be made under these new rules, will look much more like the traditional mortgages that were 
originated prior to 2005. These mortgages have proven to be safe with very low default and 
foreclosure rates. Burdening these loans with excessive capital requirements will unnecessarily 
impede the availability of mortgage credit, increase costs to consumers, and hurt our economic 
recovery.  Especially hard hit will be first-time home buyers, who often require high loan-to-
value (LTV) lending.   

 LTV ratio is an important factor in loan performance.  A significant cash investment in a 
home purchase clearly lowers the risk of default and the loss given a default.  However, further 
analysis needs to be undertaken regarding the impact of lower down payments when other 
factors indicate that the borrower is creditworthy.  When other factors indicate that the borrower 
is a prime credit, the fact that the down payment is less than 20 percent should not automatically 
push the loan into a higher capital category. 
 
  
II. Effect of Other Laws and Regulations and Market Conditions 
 
 Another concern in the proposal is that it fails to recognize the impact of all of the 

statutory and regulatory changes that have been adopted or that are expected to be adopted 
shortly.  The CFPB is currently promulgating regulations to implement the requirement of the 
Dodd-Frank Act that prohibits a creditor from making a mortgage loan without considering the 
ability of the borrower to repay.  These regulations will effectively require that lenders use very 
conservative mortgage underwriting standards, or face potential liability for failure to consider 
adequately repayment ability when originating the loan.  The Dodd-Frank Act also requires 
regulators to implement new rules relating to the securitization of mortgage loans.  These 
regulations will define a “qualified residential mortgage” which will likely become the standard 
for all new mortgages that are going to be placed into securitization vehicles.  These regulations 
will also require stringent loan underwriting.  The CFPB is given broad powers to regulate 
mortgage originators, including restrictions on incentive compensation.    All of these new 
mandates will significantly raise the credit standards utilized in the extension of mortgage credit 
by regulated financial institutions.  In establishing new capital rules, it is critically important to 
consider these new laws and regulations, both in terms of the quality of mortgages that will be 
originated going forward, and also in the cumulative impact  these new rules will have on 
mortgage availability and cost. We are concerned that the cumulative effect of the proposed 
capital requirements coupled with the other new statutory and regulatory requirements could 
result in an adverse impact on mortgage availability and affordability. 

  
III. Balloon Payments  
 
 Under the proposal, loans that have balloon payment features are subject to more onerous 

capital requirements. Many of our member institutions, including community financial institution 
members, view balloon loans as an effective way to provide low cost mortgages to their 
customers.  Many customers desire these loans because they know in advance that they will be 
moving within a prescribed number of years, or for other legitimate reasons.  For community- 
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based lenders, the use of these products has not been problematic. We also note that from an 
asset-liability management perspective, community banks are more readily able to retain balloon 
mortgages on their balance sheet, reducing the need for securitization.  Retention of the mortgages 
on balance sheet also provides a strong incentive for community banks to effectively and 
prudently underwrite and manage the risks in these loans.   

 Congress specifically recognized the importance of these loans in rural and agricultural 
communities and created an exception in the Dodd-Frank Act’s qualified mortgage standard for 
balloon loans made by lenders in these communities.  We urge that any final capital rule treat well 
underwritten balloon loans like any other first mortgages, especially if such loans are written by 
lenders in rural or agricultural areas. 

IV. Home Equity Lines of Credit and Second Liens 

 During the past decade, some borrowers avoided making any meaningful down payment 
towards the purchase of the home by using a second loan. These so-called “piggy back” loans 
increased the risk to the lender. However, home equity lines of credit (HELOC) and second liens 
that are not used for the purpose of funding down payments are an important source of financing 
for home improvement projects, medical expenses, educational payments, and paying off more 
expensive credit card debt.  Under the proposal, junior liens are subject to more stringent capital 
requirements, which can double the capital required under current rules.   

V. Commercial Real Estate 

 The proposal would increase the risk weight of certain commercial real estate loans from 
100 percent to 150 percent.  The increased risk weight would apply to so-called High Volatility 
Commercial Real Estate (HVCRE) exposures: loans for the acquisition, development and 
construction of multi-family residential properties and commercial buildings.  The higher risk 
weight would not apply to loans made for the development and construction of 1-4 family 
residential units. 

 Commercial real estate lending is very important to our community bank members to 
support their local communities. We understand that this can be a volatile asset, and that during 
the financial crisis these loans deteriorated, but not across the board for every community bank.  
Recent indications are that this market is recovering, underwriting standards have improved, and 
there is a significant need for credit in this sector.  The regulators have numerous tools to prevent 
a deterioration in underwriting standards, and the use of these tools would be a more effective 
means of addressing the potential risks in this type of asset than raising the capital charge for 
these loans without regard to the quality of the loan.  Further, it makes little sense to have a 
higher capital charge for a secured loan (150 percent) than the capital charge that would result 
from making an unsecured loan to the same builder.   

VI. Mortgage Servicing Rights 

 Another area of our concern is the treatment of mortgage servicing rights (MSRs).  These 
are valuable assets that produce a stream of income that can contribute to the health of our 
financial institutions.  Under current rules the value of these assets is marked to market quarterly, 
and the market value is then haircut by 10 percent.   
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 We understand that MSRs are sensitive to changes in interest rates, prepayment rates and 
foreclosure rates.  However, they are nevertheless a valuable asset that can be sold in a liquid 
market.  Under the proposal these assets would essentially be driven out of the banking system, 
to the detriment of both consumers and insured institutions and their holding companies.  We 
believe that the proposed treatment needs to be reevaluated to ensure that it will not result in 
harming our institutions rather than protecting them.   

  We recommend that the agencies’ concerns with regard to MSRs focus on the quality of 
the loans associated with the servicing rights, and not lump all MSRs together.  If the underlying 
loans are prudently underwritten the associated MSRs should be allowed to count as an asset for 
up to 100 percent of Tier 1 capital.  If the underlying loan does not meet this standard, a more 
stringent limit on the associated MSRs may be appropriate. 

VII. Securitization Issues 

 The proposal does not change the treatment of MBS that are issued or backed by a U.S. 
agency (zero-percent risk weight), or MBS that are issued or backed by Fannie Mae or Freddie 
Mac (20 percent risk weight).  However, the proposal makes significant changes in the treatment 
of private label MBS, that will make it much more difficult for community banks to purchase 
private label MBS, and increase the capital charge for those that do.  This result will 
unnecessarily impede the return of private capital to the mortgage markets.   

VIII. Inclusion of AOCI in Calculation of Tier 1 Capital 

 The “minimum regulatory capital ratios, capital adequacy” proposal would require that 
unrealized gains and losses on securities held as “available for sale” (AFS) be reflected in a 
banking organization’s capital account.  The inclusion of these unrealized gains and losses 
creates the potential for several unintended consequences.   

 Community banks holding interest rate sensitive securities for asset-liability management 
or other sound business reasons, would see changes to their capital ratios based solely on interest 
rate movements rather than changes from credit quality, without commensurate change in capital 
ratios resulting from movements in the market price for other assets classes or long term or 
structured liabilities.   

 Community banks would be incented to hold short term or floating rate securities to 
minimize the impact on their capital ratios from changes in interest rates.  Although there could 
be beneficial reasons for holding longer term fixed rate assets such as municipal or mortgage 
securities, banks could be hesitant to do so realizing the long term, fixed rate nature of these 
investments would subject them to increased price sensitivity and impact on their Tier 1 capital. 

 Community banks would be incented to hold their securities in “held to maturity” 
category rather than available for sale to avoid the impact on their capital ratios.  This would 
adversely affect a bank’s ability to manage its balance sheet to respond to growing loan demand 
or changing economic fundamentals.   

The inclusion of unrealized gains and losses in AFS securities would diminish the 
relevance and transparency of the Tier 1 capital measure due to institutions receiving inflated 
levels of Tier 1 capital from declining interest rates (and hence) rising market values of fixed 
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rate, non callable securities.  This change in capital could overstate the amount of Tier 1 capital 
if the subject bank had no intention of monetizing the gain on the securities; this could be the 
case in a scenario where economic activity is stagnant resulting in falling interest rates.  

  
IX. Disparate Competitive Impacts  

 As discussed above, we believe that the proposal will impose capital charges that are far 
in excess of the actual risks presented, especially for mortgages written since the financial crisis 
of 2008.  As a result, non-regulated lenders will be able to gain market share at the expense of 
regulated banking institutions.  Making this problem more severe, the bifurcated capital approach 
(standardized vs. advanced) creates the potential for significant disparate competitive impacts 
across the two approaches.  The significant differences in capital requirements across the 
advanced and standardized approaches will almost certainly negatively impact community 
financial institutions as they compete with larger institutions in low credit risk portfolios like 
traditional mortgages. 

X. Conclusion 

 The Council supports the efforts of the federal regulators to enhance regulatory capital 
requirements for insured depository institutions and their holding companies.  However, overall 
we are unable to support these rules as proposed. We believe that any increased risk weight must 
be appropriately aligned with the actual risk presented by the asset.  High capital for non-
traditional or poorly underwritten loans makes sense, and we support that policy.  However, 
applying higher capital charges for traditional and prudently underwritten mortgages would be 
extremely counterproductive to our economy and to the American consumer.     

 
Thank you for the opportunity to include our views in the hearing record.  If you have 

any questions, please contact me at the Council’s Washington office. 
 
 
      John von Seggern 
      President and CEO 
      Council of Federal Home Loan Banks 

         
 Attachment 
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