May 31, 2001

Basl e Committee Secretariat

Basl e Committee on Banki ng Supervi sion
Bank for International Settlenents

CH- 4002

Basl e, Switzerl and

Dear Sir or Madam

The Mrtgage |nsurance Conpanies of Anerica
(MCA) is pleased to cooment on the Committee for
Bank Supervision’s nobst recent revisions to the
Basl e risk-based capital rules for banks ("“Basle
2"). MCA is the trade association for the US
nortgage insurance industry. Menmbers now provi de
credit insurance for over $ 650 billion of |oans
wi th high |oan-to-value (LTV) ratios in the United
States, playing an inportant role in ensuring
af fordabl e access to honme ownership for borrowers
who lack the cash for a sizable down-paynent. The
nortgage insurance (M) industry is also becom ng
increasingly significant in other nations, nost
notably Australia, the United Kingdom Israel and
Hong Kong.

The Basle 2 proposal includes significant
revisions to the treatnent of credit risk
mtigation (CRM in both the standardized and
internal ratings-based (I RB) approaches. M is now
the nost wdely used form of CRM for high-LTV
nortgages in the U S., and MCA nenbers therefore
have a keen interest in howthe Basle 2 rules would
affect <credit risk mtigation. However, our
i nterest goes beyond the specifics of how CRM is
treated and the relative conpetitiveness of
different fornms of CRM that nay result. Any
changes in the Basle rules that adversely affect
the availability of a proven, cost-effective form

of CRM for hone ownership-related credit wll have
pr of ound macr oeconormi ¢ and public policy
consequences. It is therefore essential that Basle

2 create the proper incentives for banks to acquire
adequate amounts of effective CRM for nortgage
risk.



M CA urges the Committee to:

« accord equal footing for CRM provi ded by al
regul ated counterparties, not just banks and
securities firns;

e approach credit derivatives with extrene caution as
an approved form of CRM

e recognize that nortgage risk is highly variable,
avoiding a sinple 50% weighting for nortgages in
t he standardi zed approach; and

e revise the internal ratings-based nodels to better
reflect the real risks of high |oan-to-value
nor t gages.

Qur comment al so i ncludes sone technical concerns
detailed at its close.

REGULATED CRM PROVI DERS SHOULD GET EQUAL TREATNMENT

The Basle 2 proposal includes a significant revision
to the treatment of CRMfromthe current capital franmework.
In general, M CA commends the Committee for permtting CRM
to be nore broadly recognized. The capital rules should,
wher ever possible, create incentives for prudent behavior.
Providing capital relief when CRM is obtained creates a
positive incentive for banks to reduce their risk profile,
and it is thus an appropriate revision to the Basle
f ramewor k.

However, in providing recognition for CRM the
Commttee has established a preference for guarantees and
i nsurance provided by banks and securities firns. A zero
“w' factor or hair-cut is included in the formula for
determ ning the capital weighting for assets backed by CRM
provi ded by banks and securities firms. |In contrast, a 15%
“W' is included for “corporate” guarantees or insurance
from parties rated A or better, including insurance
conpanies. The rationale for this difference, as expressed
in the Basle 2 proposal, is that banks and securities firns
are extensively regulated and supervised, in contrast to
corporate backers. This is not an accurate statenent with
regard to M. Indeed, as shall be discussed in nore detai
below, M is better capitalized and nore extensively
regul ated than securities firnms in many jurisdictions, and
its regulation ranks at | east equal with that of banks.

In the U S., nortgage insurers are regulated by the
states, <consistent with the US. framework of state
regul ation of the insurance industry as a whole. State
regulation is in no way inferior to federal regulation, and



in many respects it can be nore stringent. | nsur ance
conpani es operating nationw de nust operate at the highest
| evel established by the states to function within a
consistent set of rules. State supervision ensures a very
detailed approach to conpliance and capital adequacy in
every state in which an M operates.

As noted, M capital requirenments are very high.
Mortgage insurers are required to hold capital at a 25:1
ratio. To assure a AA- clains-paying ability rating from a
maj or rating agency, however, insurers nust hold capital at
a higher ratio and, in fact, the industry now holds a 14:1
ratio. All Ms are AA rated or better — an essenti al
benchmark for remaining conpetitive in the U S private M
industry. This is in sharp contrast to the U S. securities
i ndustry, where |everage ratios are typically 27:1 or
hi gher and ratings can vary w dely.

M CA urges the Basle Conmttee to revise the capital
accord to provide equal treatnment for well regulated
providers of credit risk mtigation, giving donestic
regul ators the power to introduce a haircut for corporate
guarantors or insurers which are not subject to bank- or
securities industry-like regulation. This will ensure that
hi ghly-rated, well-capitalized providers of CRM conpete on
fair ternms with banks and securities firnms, providing banks
with a wide choice of CRM providers fromwhich to choose.

CREDI T DERI VATI VES SHOULD BE APPROACHED W TH CAUTI ON

As noted, M CA supports the proposed revisions in
Basle 2 that would expand the use of CRM However, we
think it is essential that CRM be provided by proven
counterparties with a denonstrable ability to absorb risk

over tine. I ndeed, these are the criteria established by
the Commttee for Bank Supervision in its January, 2000
consultative paper on credit risk mtigation. M CA

believes that credit derivatives do not neet the criteria
for reliable CRM and thus should be approached by the
Commttee with extrene caution. Allow ng banks to rely too
greatly on this wunproven form of CRM could result in
unanticipated risks to the banking system as credit risk
that turns out not to have been properly hedged returns to
haunt selling banks.

M CA supports the proposed change that will vary the
wei ghting for credit derivatives by that of t he

counterparty, instead of the wuniform favorable weighting
now provi ded. This appropriately recognizes the grow ng
mar ket presence of | ower -rat ed credit derivative



counterparties. We further support limting the types of
credit derivatives authorized in the standardized and
foundation |RB approaches. However, M CA wurges the
Commttee to go further, differentiating the formula for
recognized CRMin the formof a credit derivative fromthat
provi ded for tested guarantees and i nsurance. W recomrend
i ntroduction of an additional factor in the CRMfornula to
reflect the fact that CRM is in the form of a credit
derivative, and that the hair-cut provided in that formula
be 50 bps.

RESI DENTI AL MORTGAGE RI SK SHOULD BE DI FFERENTI ATED

The standardi zed nodel suggests a uniform 50% risk
wei ghting for residential nortgages. The fornulas in the
foundati on and advanced IRB nodels conme up with wdely
different risk weightings for different types of nortgages
whi ch, as shall be denonstrated below, are not consistent
with the Commttee's expressed desire to have capital fal
as institutions nove from the standardized to the nore

sophi sticated | RB nodel s. Setting the standardized risk
wei ghting for high-risk nortgages at 100% would renedy
t hese defects. Institutions could still receive a 50%

risk weighting for nortgages if the risks related to them
are mtigated through use of CRM We woul d propose that
the Commttee consider the current approach used by US

regulators which permts a 50% risk weighting only to
prudently underwitten loans with loan to value ratios
bel ow 85% which recognizes that non-standard |oans and
loans with higher 1loan-to-value have a significantly
greater probability of default and higher severity at
defaul t.

Such differences in expected |osses can be viewed
using the Commttee’'s definition of default (loans
del i nquent 90 days) and | oss severity rates by initial LTV,
assum ng that sales of foreclosed property occur with a
di scount of 15% from the original market value. The
follow ng tables denonstrate the degree to which nortgage
risk increases as LTV clinbs, and its correlation to the
default probability of borrowers wth inpaired credit
(i.e., subprine loans). Loss is calculated using default
probability and severity of |oss and shown as a ratio of
expected losses to |osses on “benchmark” 80% LTV prine
| oans. Loans are categorized by loan quality, LTV and | oan
age. Data on over 90 day delinquencies are derived from
Mor t gage I nf or mati on Cor poration’s U S. nati onw de
del i nquency data for conventional residential |oans during
t he past four years.



Ratios of Estimated Expected Losses Based On Last Four Year Average 90+ Delinquencies

Relative to Prime 80 LTV Mortgages Serving As Benchmark For Prudently Underwritten Loans

Fixed Rate

Prime Loans Yearl Year2 Year3d Yeard Year5 Year6 Year7
<=70 0.00 0.00 0.00 0.00 0.00 0.00 0.00
71-75 0.23 0.22 0.24 0.24 0.23 0.23 0.22
76-80 1.00 1.00 1.00 1.00 1.00 1.00 1.00
81-90 4.02 3.76 3.65 3.49 3.35 3.35 291
91-95 6.84 7.36 7.84 8.10 7.90 8.25 6.12
96-105 14.71 16.75 18.00 18.32 18.84 17.82 14.44

Fixed Rate

A Minus
<=70 0.00 0.00 0.00 0.00 0.00 0.00 0.00
71-75 3.67 3.09 2.15 1.53 1.37 1.08 0.70
76 - 80 21.89 18.17 1453 11.50 9.93 10.17 5.70
>80 40.55 39.33 2954 2248 18.70 20.40 13.37

Fixed Rate

"B" Loans
<=70 0.00 0.00 0.00 0.00 0.00 0.00 0.00
71-75 11.83 8.24 4.78 3.77 2.58 2.14 2.28
76 - 80 60.84 39.77 26.21 2081 17.89 17.18 11.64
>80 104.87 76.95 5245 38.89 36.83 4494 24.21

Straight
Averages
0.00
0.23

1.00

3.50

7.49
16.98

0.00
1.94
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0.00
5.09
27.76
54.16
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However, testing the fornmula for application to nortgage
| oans reveals a significant inconsistency. In order for
the nortgage |oss severity by LTV to equal the proposed
formula, a |low LTV property must suffer disproportionately
hi gher declines in value, as denonstrated in the chart
bel ow

Value Decline Required By LTV to Equal Foundation
LGD By LTV
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We recommend that the Commttee use a uniform target
of loss in market value upon which |loss severity would be
calculated by original |oan-to-value, to include all
expenses related to the foreclosure process as well as the
full cost-of-carry until the asset has been sol d.

Anot her concern with the IRB is its focus on one year
of | osses. If one examnes actual 90 day plus
del i nquenci es by age of loan for residential nortgages, the
average delinquency is fairly low, rising to a peak
del i nquency rate often between years four and seven. The
| RB approach inplies that capital on newy originated
residential nortgages should be lower at first and then
increase with age. Yet, experience worldwide is that newy
originated |oans are indeed nost vulnerable to economc
downturns due to the lack of further equity build-up that
nore seasoned | oans have accunul ated. Consequently, a nore
stable capital approach would be to set the basis for

expected | osses on the peak | oss years.

Whil e actual performance data are likely to be the
only data available for npbst banks in nbst countries, such
data will likely be limted to the nore recent years of



experi ence. This inplies capital far lower than the
current 50% wei ghting for prudent nortgages. The proposal
attenpts to address this anomaly by arguing that stress-

testing would adjust capital for longer durations.
However, the Basle 2 framework includes no specific
requi renent for stress-testing. G ven the anount of work
banks nust do to inplenent the IRB, it is unlikely that
many will also develop stress-testing at the sane tine.
Wthout a specific stress-test nmandate, nmany institutions
will base their capital only on an insufficient anount of

data collated during a period of unprecedented economc
growh in many of the G 10 nations. Further, a failure to
stress-test may well result in over-favorable capital
treatment for unseasoned nortgage | oans. Wiile these are
generally less risky than I oans in the higher-probability-
of default maturity band, this is not the case during
peri ods of econom c stress.

FI RST- LOSS TREATMENT REQUI RES REVI SI ON

Finally, we believe that the Basle 2 proposal contains a
technical error at paragraphs 207-212 in the Standardized
Approach to Credit Risk paper. These paragraphs address
the capital treatnent for first-loss versus pari-passu
posi tions. Despite the far greater risk protection
afforded by first-loss CRM the fornulas result in the sane
risk weight in each case. As the Conmttee is aware, first
| oss coverage often elimnates any loss to the bank on a
claim whereas a bank with pari-passu coverage wll incur
at least sone loss on all clains. To ensure proper
relative weighting of first loss CRM versus pari-passu
coverage, we recommend the following adjustnments to the
formul as:

* Add a term f to the first-loss coverage formula in
paragraph 211 of the standardi zed nodel to reflect the
deeper protection provided by first |oss coverage.
The current fornula reads as follows:

Exr* = (Gg xr+ Gyx[wxr+ (1-w)xqg]

The fornmula we propose reduces the weight of the term
dealing with the retained risk (G) to reflect the
greater protection provided by first |oss coverage.
Were f equals the percentage of first |oss coverage,
the formula would read as foll ows:

Exr* = [(Gg) X (1-f) xr] + Gyx [wx (1-f) xr + (1-w) x (]



e Simlarly, we recommend the formula for pari-passu
coverage include a termp to reflect the fact the bank
will incur a loss on any claimsubmtted, depending on
the coverage Ilevel. The current formula for
proportional coverage (paragraph 208, standardized
nodel) is as follows:

Exr* = (E-Gp) Xr+ Gax[wxr + (1-w) xq]

The formula we propose adds a term p to address the
proportion of exposure. Were p equals the proportion
of pari-passu coverage, the fornula would read as
fol | ows:

Exr* = (E-Ga) xr+ Gax[(w+ p)xr+[1- (w+ p)] xg]

M CA has calculated scenarios that clearly show a
bank’s losses on a $1 billion pool of 90% LTV nortgages
over a 15-year real-estate cycle would be 25%to 50% hi gher
when proportional coverage is used instead of first-|oss
protection. M CA would be pleased to assist the Cormittee
in any way as it works to finalize the Basle 2 proposal
W have extensive data on nortgage | oan performance in the
U.S. and other nations and we woul d be pl eased to nmake this
available as the Committee refines the treatnent of
nortgage risk in the standardi zed and | RB approaches.

Si ncerely,

Suzanne C. Hutchi nson

cc: Federal Reserve Board
Basel 2001 Capital Proposal
Federal Deposit |nsurance Corp.
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