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Potential Competitive Effects on U.S. Bank Credit Card Lending
from the Proposed Bifurcated Application of Basel 11

L. Introduction and Executive Summary

This paper analyzes the potential competitive effects of the proposed bifurcated application of
Basel II capital regulations in the United States on bank credit card lending activities.! For this purpose,
we consider the Basel II regulations as stated in the June 2004 Basel Committee Framework Agreement.”
The advanced internal ratings-based (A-IRB) approach is designed to be a more risk-sensitive means of
assessing minimum regulatory capital than the current Basel I-based approach. Under the A-IRB
framework, the regulatory capital requirement for a bank’s on-balance-sheet credit card portfolio would
be a function of internal bank estimates of the probability of default (PD), loss given default (LGD), and
exposure at default (EAD). In contrast, the Basel I-based approach requires the same minimum capital
charge (8 percent) on all credit card exposures, regardless of the actual credit risk of those exposures. The
Basel I-based approach has been criticized because of this “one-size-fits-all” nature. The Basel 11
proposal takes a significant step toward making the minimum regulatory capital requirements better
reflect the risks of particular assets. Under the current proposal of U.S. banking regulators, the Basel 11
capital framework would result in a bifurcated capital regime: A relatively small number of large U.S.
banking organizations (i.c., independent banks and bank holding companies) would use the advanced
internal ratings-based (A-IRB) approach for credit risk and the advanced measurement approach (AMA)
for operational risk, while other U.S. banks would continue to apply the current Basel I-based capital

3
rules.

'The Basel Committee on Banking Supervision is a committee of banking supervisory authorities established in
1975 by the central bank governors of the Group of 10 countries. It comprises senior representatives of bank
supervisory authorities and central banks from Belgium, Canada, France, Germany, Italy, Japan, Luxembourg, the
Netherlands, Spain, Sweden, Switzerland, the United Kingdom, and the United States. The committee usually meets
at the Bank for International Settlements in Basel, where its permanent Secretariat is located.

“See “International Convergence of Capital Measurement and Capital Standards: A Revised Framework,” Basel
Committee on Banking Supervision (June 2004).

?See the “Advance Notice of Proposed Rulemaking: Risk-Based Capital Guidelines and Implementation of New
Basel Capital Accord,” August 4, 2003. Under the current proposal of the U.S. banking agencies, banks with over
$250 billion in total assets or $10 billion in on-balance-sheet foreign exposures would be required to adopt the



Approximately 10 of the largest U.S. banking organizations will be required to adopt the A-IRB
approach of Basel IT under the current proposal of the U.S. bank regulatory agencies.* While in principle
any bank can choose to opt in if it meets the minimum regulatory standards for implementing A-IRB, it is
expected that most banks will not have the necessary infrastructure in place to opt in. Thus, after
Basel II’s implementation in the U.S. in 2008, it is likely that most U.S. banks’ regulatory capital
requirements would continue to be determined under current Basel I-based rules, while the largest banks”
capital ratios would be determined using the A-IRB approach.

Proposals to alter the existing capital framework raise questions as to the effect of these new rules
on the competitive positions of U.S. banks that remain under the current capital regime. In the U.S., some
bankers, particularly community bankers, have expressed concern that banks using A-IRB would face
lower capital requirements for various products (including credit cards) and that this will place banks not
using the A-IRB approach at a disadvantage.”*’ In addition, the new capital rules have the potential to
affect the competitive position of Basel Il adopters relative to nonbank rivals. This paper explores these
potential competitive effects as they relate to the credit card industry.

We first examine whether the adoption of the A-IRB is likely to have an impact on the
competitive position of community and regional banks. We then address the more general question of

whether U.S. banks’” adoption of the A-IRB would likely affect their competitive position vis-a-vis banks

A-IRB approach. Other U.S. banking organizations could opt in to the A-IRB approach if they meet regulatory
standards. Outside of the U.S., banks not subject to A-IRB would be subject to either the “Foundation IRB”
approach, a less advanced version of the IRB, or the “Standardized Approach,” a modified version of the existing
Basel I methodology of applying regulatory mandated risk weights to particular types of assets. Inthe U.S., neither
the standardized approach nor the foundation approach will be used.

* See “Advance Notice of Proposed Rulemaking: Risk-Based Capital Guidelines and Implementation of New Basel
Capital Accord,” August 4, 2003.

> See “Smaller U.S. Banks Say Basel Accord Unfair,” Reuters News, June 22, 2004.

® In this study, the term “community bank” refers to a banking organization with assets of less than $1 billion. The
term “regional bank™ refers to a banking organization with assets over a $1 billion that operates in a region of the
U.S. and not nationally or globally. Unless otherwise noted, the term “bank™ will mean depository institution more
generally.

’ The agencies have indicated that they intend to propose simple modifications to the current U.S. Basel-I based
capital standards designed to make the current standards more risk sensitive. In part, these modifications are



operating under Basel I-based rules. Finally, we examine whether U.S. banks” adoption of the A-IRB
would likely affect their competitive position vis-a-vis nonbank rivals.

By nonbank companies, we refer to firms that are neither bank holding companies nor financial
holding companies. Nonbank issuers of credit cards (e.g., American Express and General Electric) are
typically parent holding companies that originate most of their credit card loans through a bank
subsidiary, and these companies usually hold a portion of their on-balance-sheet credit card portfolio at
the nonbank parent.® Credit card loans held on balance sheet at the nonbank parent are not subject to
bank capital regulation. A change in capital regulations for organizations where the parent company is a
bank holding company or a financial holding company could affect the competitive balance between
banks and nonbanks by changing the cost to a bank relative to that of a nonbank of holding credit card
loans in portfolio.

One potential competitive effect of the proposed bifurcated capital regime (not particular to credit
cards) is that A-IRB banks may specialize in holding relatively low-risk portfolios on their books as
compared with banks operating under the current regulatory capital regime.” ' This and any other
potential competitive effects on relative risk-taking would occur only if the regulatory capital constraint is

binding (i.c., the minimum regulatory capital requirement causes banks to hold more capital than they

intended to address potential competitive distortions that might result from more risk-sensitive capital requirements
for adopters of Basel II-based rules.

¥ Many credit card banks were originally “nonbank banks” that became banks under the Competitive Equality in
Banking Act (CEBA) of 1987. CEBA grandfathered the exclusion from the Bank Holding Company Act of the
parent companies of existing nonbank banks, provided they operate within certain restrictions. Companies that
newly acquire a CEBA credit card bank are generally subject to the restrictions of a bank holding company or a
financial holding company.

? This effect is somewhat mitigated since all U.S. banks are subject to the system of prompt corrective action
established by the Federal Deposit Insurance Corporation Improvement Act (FDICIA). Under prompt corrective
action, increasingly severe penalties are imposed on a bank as its total risk-based capital ratio, its tier 1 risk-based
capital ratio, or its tier 1 leverage ratio declines below various trigger levels. In addition, in the U.S., supervisory
oversight similar to the proposed pillar 2 of Basel 11 is already applied; such oversight results in higher minimum
capital requirements for increased risk-taking under the current regulatory regime.

' Note that this refers to loans the banks hold on their balance sheets. If there is a liquid secondary market for loans
or if assets can be easily securitized, then even if regulatory capital requirements affect a bank’s incentives to hold
assets on its balance sheet, such requirements need not affect a bank’s incentive to originate loans even though it
may affect the bank’s willingness to hold riskier loans on balance sheet.



would in the absence of the regulatory capital rule, or it causes banks to alter their portfolio composition).

A central component of our analysis will be to determine whether regulatory capital requirements for

credit card portfolios are currently binding or are expected to be binding under the proposed Basel 11

regime.

Our analysis, described in more detail in the sections to follow, suggests the following;:

The A-IRB treatment of credit cards will not have a substantial competitive effect on community
banks and most regional banks. Credit cards are not a major product line for community banks or
for the vast majority of regional banks. Bank credit card issuance is highly concentrated among a
few banks, and this is unlikely to change as a result of changes in required regulatory capital.
U.S. banks adopting the A-IRB approach are likely to face sizable increases in total risk-based
minimum regulatory capital requirements for their credit card portfolios relative to the current
Basel I-based rules, and further, there are likely to be additional substantial increases in required
capital during periods of stress on their portfolios. Despite the increases in minimum regulatory
capital requirements for credit card portfolios, banks” actual capital holdings for credit cards
would still exceed the higher A-IRB regulatory capital minimums (assuming no change in the
banks’ current balance sheets). However, some A-IRB banks may want to raise their capital
allocations for credit card portfolios to maintain a substantial cushion of actual over minimum
required capital.

Increases in tier I regulatory capital minimums for credit cards under Basel II will be much
smaller than the increases in the fofal regulatory capital requirement. Under normal economic
circumstances, we believe that A-IRB banks will not be under pressure to allocate additional tier
1 capital for their credit card portfolios.

Among major credit-card-issuing banks that would be mandatory A-IRB banks or likely

candidates for opting into the A-IRB, current Basel I-based regulatory capital minimums'" for

" Throughout this paper we will use the term regulatory capital requirements to mean the minimum capital
requirements under Basel I and the pillar 1 minimum capital requirements under Basel II. That is, we are not



credit card portfolios are far below the levels of capital the market requires these banks to hold.
Thus, the current regulatory minimums do not represent a binding constraint on the activities of
most large credit card issuers.'

5. Since the current minimum regulatory capital requirements are not a binding constraint, the
A-IRB should have a competitive effect on credit card activities of banks only if the A-IRB
generates an increase in required regulatory capital large enough to cause the affected banks to
add to their current level of capital, i.¢., to rebuild some of the capital buffer above the regulatory
minimum that was lost due to the increase in their minimum regulatory capital requirements.

6. At least for some bank credit card issuers, the estimated increase in required minimum capital for
credit cards under A-IRB could be binding, meaning they would need to raise additional capital.
Therefore we cannot rule out the possibility that Basel I could create a cost advantage in the
credit card market for a small number of regional banks with substantial credit card portfolios and
a number of special-purpose credit card banks that would continue to operate under the current
Basel I-based rules.

7. Any cost advantage enjoyed by banks using Basel I-based rules would likely be modest. This is
because A-IRB banks will likely be able to meet any additional capital needs through allocating
additional fier 2 capital (rather than tier 1 capital) for their credit card portfolio and tier 2 capital
is not much more costly than other sources of bank funding for credit card portfolios (e.g.,

securitization funding). Moreover, any disadvantages from higher capital requirements would

speaking of capital requirements that may be imposed based on supervisory judgment, a tool in the U.S. used under
both versions of Basel. (Under Basel II these are the pillar 2 capital requirements. )

12 Many of these banks securitize their credit card receivables. This removes the loans from their balance sheet and
lowers their required capital under the current capital rules. Nevertheless, the major bond rating agencies and other
market participants assess the capital adequacy of these institutions based on their total managed credit card
portfolio (on-balance-sheet credit card assets plus securitized credit card assets). While reducing regulatory capital
requirements is certainly one motivation for securitization, it is not the sole motive and not the main motive in most
cases. Nonbanks that do not have bank regulatory capital requirements still securitize a substantial portion of their
credit card portfolio. Securitization provides substantial liquidity to the credit card market and can efficiently
allocate risk across those parties most able to manage the risks. The ability to remove credit card assets from
regulatory capital requirements through securitization would continue to be available under the proposed Basel 11



likely be small relative to other competitive factors fueling the ongoing consolidation trend and
the growing market dominance of very large credit card issuers."”

8. For credit card portfolios that are under stress, the A-IRB generates potentially large increases of
required capital. This possibility may affect a bank’s desired actual level of capital during non-
stressed periods, since A-IRB banks may want to hold a higher capital buffer to hedge the risks
associated with these potentially large swings in regulatory capital requirements.

9. The greater responsiveness of regulatory capital to portfolio stress is a general issue across all
portfolios at A-IRB banks and does not apply only to credit card portfolios. However, the A-IRB
treatment of credit card securitizations magnifies this typical responsiveness of A-IRB capital
requirements to stress. In the rare event of extreme financial distress, an A-IRB bank could
potentially see a very large, discrete jump in regulatory capital requirements for securitized credit
card assets because the A-IRB rules incorporate performance triggers that require the bank to
hold more capital as its portfolio performance declines.'* This implies a much higher minimum
regulatory capital requirement for credit card activities at an A-IRB bank compared to a bank
with a similar credit card portfolio and securitization rate but which is operating under the Basel
I-based rules.

10. But the difference in numerical minimum regulatory capital requirements for A-IRB and Basel |
banks under financial distress likely exaggerates the difference in “effective” capital requirements
for several reasons. First, supervisory oversight would likely become the binding constraint for
any bank demonstrating similarly poor performance in its credit card portfolio rather than the
numerical minimum capital requirements. Second, the market is likely to assess similarly high

capital requirements on both sets of banks suffering from poor portfolio performance. Finally,

rules, although less so than under Basel I (see section IV.C). When we consider whether the capital requirements
are binding, we mean binding given that banks can securitize their credit card assets.

'3 On June 30, 2005, Bank of America announced it will acquire MBNA, with the action expected to be completed
by the end of 2005. The purchase will make Bank of America the largest issuer of credit cards in the United States.

" These A-IRB performance triggers are described below in section IT1.C.



A-IRB banks might find ways to structure securitizations to avoid hitting the performance
triggers of the A-IRB proposal, reducing the need to increase buffer capital stocks because of the
A-IRB securitization rules.”

11. Nonbank companies that are large credit card issuers will be in a similar competitive position as
large bank issuers that do not adopt the A-IRB. Currently, there is no evidence that nonbank
companies have a competitive advantage over banks operating under the current Basel [-based
rules, since there has been no trend growth in the nonbank share of the credit card market. In
fact, Citigroup’s recent purchase of the Sears credit card portfolio produced a substantial decrease
in the nonbank share of the market. Nonbank companies generally issue credit cards through a
bank subsidiary; thus, the competitive effects of the adoption of A-IRB vs. Basel I-based rules
should apply to nonbank issuers as well as bank issuers. However, if the nonbank credit card
bank subsidiary were subject to the A-IRB framework, the nonbank could avoid any potential
competitive disadvantage conferred by the higher capital requirements of A-IRB by transferring

more of its credit card assets to the nonbank parent.'®

Three caveats to the analysis presented in our paper are noteworthy. First, the analysis is based
on the current Basel Il proposal, which has not yet been written into U.S. rules and is subject to revision
as well as to changes in interpretation. Second, the analysis is based on the current Basel I-based rules,
which may be modified before the effective date of Basel II. Third, our analysis focuses solely on the
domestic U.S. credit card market. We do not consider the potential competitive effects on international
credit card operations.

The remainder of the paper is organized as follows: Section II provides descriptive background

on the most important features of credit cards and the credit card industry. Section III addresses the likely

"> If a bank did this through raising the level of credit enhancements, then this might not affect our analysis, since
regulatory capital requirements would also be raised. However, we cannot rule out the possibility of alternative
methods of structuring deals to lessen the likelihood of hitting A-IRB performance triggers.

' Under the current proposals, there is no credit card bank subsidiary of a nonbank parent company that would be a
mandatory A-IRB bank.



competitive effects of Basel Il on credit card activities at community banks. Section IV describes the
current and proposed regulatory capital framework. Section V analyzes whether regulatory capital
requirements are currently binding or are expected to be binding under Basel II. Section VI analyzes the
likely competitive effects of Basel I on banks versus credit card issuers owned by nonbank parents.
Section VII presents several likely responses to the A-IRB framework that could be taken by banks to
avoid moving from a nonbinding to a binding regulatory capital constraint. Section VIII concludes.

I1. Background

11 A. Description of Credit Card Loans

Credit cards loans are revolving extensions of credit to consumers.!” Consumers use credit cards
in lieu of cash, checks, or debit cards to purchase goods or services. In addition, credit cards can be used
to obtain cash advances from banks or ATMs or to pay off other credit card debts through balance-
transfer programs.

Credit card loans are generally unsecured.'® In a typical credit card transaction, the issuing bank
charges a sales draft against the consumer’s account and sends the consumer a monthly statement. The
consumer may ¢lect to pay off the entire balance or to pay the balance in monthly installments (2 percent
of the outstanding balance is a common minimum payment). Consumers who pay off their entire balance
cach month are said to be “transactors,” while consumers who carry a balance are said to be “revolvers.”"”
(See the Glossary for definitions of these and other terms used in this paper.)

Individual credit card accounts typically have a predefined credit limit. The amount of unused
credit (predefined limit less outstanding balances) is sometimes called the “open-to-buy.” As of

June 30, 2004, summing across all commercial banks, there were $3,085 billion in unused credit card

'7 Credit cards issued to corporate borrowers are considered small business loans for Call Report purposes and under
the Basel II framework. Consideration of corporate credit cards is outside the scope of this paper.

'¥ Secured credit cards are treated differently from unsecured credit cards under the A-IRB. We do not address the
issue of secured credit cards in this paper.

12 About 60 to 70 percent of credit card customers are revolvers (Chakravorti and Emmons, 2001). Credit cards with
a zero balance and no sales activity for some period of time are termed “inactive” or “dormant” accounts.






