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

I. 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. (footnote 1) For this purpose, 

we consider the Basel II regulations as stated in the June 2004 Basel Committee Framework Agreement. (footnote 2) 

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 II 

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 II 

capital framework would result in a bifurcated capital regime: A relatively small number of large U.S. 

banking organizations (i.e., 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 

rules. (footnote 3) 

Footnote 1: 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. 
Footnote 2: See “International Convergence of Capital Measurement and Capital Standards: A Revised Framework,” Basel 
Committee on Banking Supervision (June 2004). 
Footnote 3: 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 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. In the U.S., neither 
the standardized approach nor the foundation approach will be used. 



Approximately 10 of the largest U.S. banking organizations will be required to adopt the A-IRB 

approach of Basel II under the current proposal of the U.S. bank regulatory agencies. (footnote 4) 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.(footnotes 5, 6, 7) In addition, the new capital rules have the potential to 

affect the competitive position of Basel II 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-à-vis banks 

Footnote 4: See “Advance Notice of Proposed Rulemaking: Risk-Based Capital Guidelines and Implementation of New Basel 
Capital Accord,” August 4, 2003. 
Footnote 5: See “Smaller U.S. Banks Say Basel Accord Unfair,” Reuters News, June 22, 2004. 
Footnote 6: 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. 
Footnote7: 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 intended to address potential competitive distortions that might result from more risk-sensitive capital requirements 
for adopters of Basel II-based rules. 



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-à-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.(footnote 8) 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.(footnote 9, 10) This and any other 

potential competitive effects on relative risk-taking would occur only if the regulatory capital constraint is 

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

Footnote 8: 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. 
Footnote 9: 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 II is already applied; such oversight results in higher minimum 
capital requirements for increased risk-taking under the current regulatory regime. 

Footnote 10: 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 II 

regime. 

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

1. 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. 

2. 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. 

3. Increases in tier 1 regulatory capital minimums for credit cards under Basel II will be much 

smaller than the increases in the total 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. 

4. 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(footnote 11) for 

1Footnote 11: 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 
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.) 



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.(footnote 12) 

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.e., 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 II 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 tier 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 

Footnote 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 II 
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. 



likely be small relative to other competitive factors fueling the ongoing consolidation trend and 

the growing market dominance of very large credit card issuers.(footnote 13) 

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.(footnote 14) 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 I 

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, 

Footnote 13: 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. 
Footnote 14: These A-IRB performance triggers are described below in section III.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.(footnote 15) 

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 I-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.(footnote 16) 

Three caveats to the analysis presented in our paper are noteworthy. First, the analysis is based 

on the current Basel II 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 

Footnote 15: 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. 
Footnote 16: 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 II 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 II 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. 

II. Background 

II.A. Description of Credit Card Loans 

Credit cards loans are revolving extensions of credit to consumers.(footnote 17) 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.(footnote 18) 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 elect 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 

each month are said to be “transactors,” while consumers who carry a balance are said to be “revolvers.”(footnote 19) 

(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 

Footnote 17: 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. 
Footnote 18: 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. 
Footnote 19: 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. 



lines, nearly five times the $623 billion in managed outstandings.(footnote 20) The open-to-buy is typically 

cancelable at any time at the bank’s discretion. However, credit card issuers are reluctant to cancel these 

open lines for customers who are current on their accounts. If the open-to-buy is closed, the credit card is 

less valuable to the consumer, and creditworthy customers are likely to take their business elsewhere. In 

addition, customers with multiple credit cards who become overextended are more likely to become 

delinquent on those cards with no open-to-buy, since those cards are of less value to the consumer. 

Hence, aggressive canceling of the open-to-buy can lead not only to lower growth but to deterioration in a 

portfolio’s credit quality and performance as well. 

Credit card loans are “classified” and “charged off” based on retail classification guidelines 

issued by the Federal Financial Institutions Examination Council.(footnote 21) Credit card loans more than 120 days 

past due are classified as substandard, while credit card loans more than 180 days past due are charged off 

the balance sheet. Although the typical utilization rate (the ratio of outstanding balance to credit limit) is 

approximately 20 percent, charged-off accounts typically have much higher utilization rates. 

II.B. The Credit Card Market 

Market Concentration. Although 1,982 commercial banks issued credit cards as of June 30, 

2004, the top 10 issuing banking organizations (at the top holder level) manage approximately 93 percent 

of the $623 billion in commercial-bank-managed credit card loans outstanding, while the top 20 issuers 

manage approximately 98 percent. (footnote 22) This is a higher level of concentration than for commercial banking 

Footnote 20: Managed outstandings are on-balance-sheet credit card loans, plus outstanding credit card receivables sold and 
securitized with servicing retained or with recourse or other seller-provided credit enhancements, plus seller’s 
interest in credit card securitizations held on balance sheet as securities. (That is, using the Call Report 
abbreviations, managed outstandings = RCFDB538 + RCFDB707 + RCFDB762.) These figures are based on Call 
Report data as of June 30, 2004 for commercial banks (credit unions and savings and loans are not included in our 
sample). All figures in this paper are based on this source unless otherwise noted. Note that about half of credit 
card receivables are “on balance sheet” in the form of credit card loans, while about half are “off balance sheet” in 
the form of the investor’s interest in credit card asset-backed securities (CC-ABS), i.e., outstanding credit card 
receivables sold and securitized with servicing retained or with recourse or other seller-provided credit 
enhancements, net of the seller’s interest (see Appendix 1 for a description of CC-ABS structures). 
Footnote 21: The Federal Financial Institutions Examination Council (FFIEC) is a formal interagency body that sets uniform 
standards and report forms for the federal agencies examining banks in the U.S. 
Footnote 22: There is no precise estimate of the amount of credit card lending outside of the banking system. Based on the 
Board of Governors of the Federal Reserve System G19 report, as of June 2004, outstanding revolving consumer 
credit held at banks and nonbanks equaled $773 billion. However, while the bulk of the revolving consumer credit 
number reported in the G19 report represents credit card debt, other types of debt are included. Nevertheless, we can 
say from the G19 report and the Call Report data that credit card debt managed by commercial banks represents over 
80 percent of the credit card market. 
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overall, where the 10 largest banks in the U.S. held less than half of the U.S. banking industry’s assets in 

2004. Moreover, as is true for commercial banking overall, concentration of credit card lending is 

increasing. In 1990, the top 10 issuers held only 55 percent of the commercial bank credit card market; 

by 1998, this figure had grown to 76 percent.(footnote 23) More recently, Citigroup’s purchase of the Sears 

portfolio and Bank of America’s merger with Fleet have significantly contributed to increased 

concentration in the credit card industry. Once JP Morgan Chase’s merger with Bank One is accounted 

for, the top 10 issuing banks will control approximately 94 percent of credit card loans managed by 

commercial banks. Moreover, concentration will increase again if Bank of America’s proposed purchase 

of MBNA, which is still subject to regulatory approval, is completed. 

Given the size and concentrated nature of the industry, it is not surprising that credit cards are 

very important products for some of the largest U.S. financial institutions. Table 1 shows several 

measures of the relevance of credit cards to the overall operations of Citigroup, Inc., Bank One Corp., 

Bank of America, and J.P. Morgan Chase & Co as of June 2004. (All figures and tables are at the end of 

the paper, preceding the appendices.) 

Credit Card Specialty Banks: Independent and Affiliated Monolines. As of June 2004, there were 

23 independent “monoline” credit card banks.(footnote 24) While some independent monoline banks (MBNA and 

Capital One) are among the largest credit card issuers, most members of this group are small banks that 

concentrate almost all of their lending in credit cards (e.g., First National Bank of Marin, Direct 

Merchants Credit Card Bank, NA). Independent monoline banks account for 42 percent of credit card 

loans managed within the commercial banking industry. Conditional upon Bank of America’s acquisition 

of MBNA, this percentage will fall substantially in the fourth quarter of 2005. 

Footnote 23: Historical data on market shares are based on the Nilson Report from various years. 
Footnote 24: We define a monoline as a bank for which credit cards account for 50 percent or more of its managed loan 
portfolio. Independent monoline banks are defined as institutions for which this definition holds at the highest 
holder level. 



In addition to the 23 independent monoline banks, large diversified banking organizations 

typically place their credit card operations in a separate subsidiary with a separate bank charter.(footnote 25) 

Currently, 15 monoline banks that specialize in credit card lending are affiliated with diversified banking 

organizations (e.g., Citibank South Dakota, Bank of America USA, and BB&T Bankcard Corp). The 

segregation of credit card operations into separate charters greatly facilitates analysis of this line of 

business. We refer to both the affiliated and independent monoline credit card banks as credit card 

specialty banks (CCSBs). CCSBs account for 84 percent of all managed credit card loans in the 

commercial banking system. Credit cards appear to be an extremely profitable business based on Call 

Report data from credit card specialty banks. For 2003, the return on equity (ROE) for the CCSB 

industry was approximately 22 percent, compared with about 14 percent for the banking industry as a 

whole.(footnote 26) 

Potential A-IRB Banks. Approximately 70 percent of credit card loans managed by commercial 

banks are currently managed by banks that, according to most industry sources (see Milligan, ABA 

Banking Journal, and Paletta, American Banker), would meet mandatory A-IRB standards under the 

current proposal. Some major CCSBs would not meet mandatory A-IRB standards under the current 

proposal but could choose to “opt in” to the A-IRB approach. Smaller, independent CCSBs are expected 

to continue operating under current (Basel I-based) capital guidelines. 

Funding Strategies. Much of the funding of credit card operations comes from the wholesale 

market (uninsured borrowing from sophisticated lenders) rather than traditional deposits. Approximately 

60 percent of all credit card loans originated by commercial banks are funded off balance sheet in the 

form of the investors’ interest in credit card asset-backed securities (CC-ABS). (footnote 27) Credit card 

Footnote 25: Establishing a separate bank charter to issue credit cards enables a company to headquarter the credit card bank in 
a state with no usury laws or very high usury ceilings. 
Footnote 26: The ROEs are based on the book value of equity reported in the Call Reports. 
Footnote 27: Throughout the paper, securitized credit card assets refer only to the investor’s interest in credit card securitization 
and not the seller’s interest (see Appendix 1). The seller’s interest in the securitization is on the balance sheet of the 
credit card issuer. 



securitization occurs almost exclusively among the largest issuers and some smaller monoline banks. 

Buyers of CC-ABS are more likely than insured depositors to carefully monitor their exposures. 

On-balance-sheet funding sources include brokered deposits and “other borrowed money.” 

Traditional (nonbrokered) deposits are not an important source of funding for most CCSBs. Given the 

importance of securitization in financing credit cards, a description of the mechanics of this process is 

essential to understanding the industry overall and the impact of capital regulation in particular. 

Appendix 1 provides details on the mechanics of CC-ABS. 

III. Potential Competitive Effects on Community and Regional Banks of A-IRB for Credit Cards 

Community banks, and even regional banks, have largely exited the credit card market (BB&T 

and First National Bank of Omaha are notable exceptions among regional banks). Banks with assets 

under $1 billion, excluding independent monolines, account for 0.20 percent of managed credit card loans 

in the commercial banking industry, and most banks have no credit card loans. Among the set of 

community banks that have any credit card loans, the median bank in terms of credit card loans managed 

does not securitize credit card loans, and credit card loans are less than 0.36 percent of its total loan 

portfolio, suggesting there are important scale economies in the industry.(footnote 28) 

Simply put, credit cards are not a significant source of revenue or risk for the great majority of 

banks. Thus, changes in regulatory capital costs for A-IRB banks are not likely to have any measurable 

direct or indirect effect on community banks and most regional banks simply because these banks do not 

compete in this market. However, some of the larger regional banks are more involved in credit cards. 

To the extent that these banks do not opt in to the A-IRB capital approach, they would face different 

regulatory capital minimums than the A-IRB banks. However, differences in regulatory minimums are 

unlikely to place community and regional banks at a competitive disadvantage, since, as we will discuss 

in more detail later, it is likely that most A-IRB banks would see an increase in their required minimum 

capital relative to their minimum capital requirement under Basel I-based rules. Indeed, regional and 
Footnote 28 Credit cards play a small role even for large non-CCSBs. Non-CCSB banks with assets over 
$1 billion but not meeting automatic A-IRB standards account for only 1.6 percent of all credit card 
loans managed by commercial banks. 



monoline banks active in credit cards and remaining under the Basel I-based rules might gain some 

competitive advantage from the implementation of Basel II. 

IV. Current and Proposed Minimum Regulatory Capital Standards 

IV.A. Minimum Regulatory Capital Standards 

Regulatory capital standards are meant to be minimum capital levels that regulators require banks 

to hold. In addition, current U.S. supervisory guidelines specify higher capital levels for banks that take 

on higher levels of risk, on a case-by-case basis. As distinct from regulatory capital requirements, 

economic capital refers to the bank-determined level of capital that is optimal in terms of maximizing 

return, given the bank’s risk tolerance and assuming no regulatory capital requirements. This optimal 

level of capital for a profit maximizing bank operating free of regulatory constraints incorporates capital’s 

effect on the cost of liquidity, the expected costs of bank distress, and the ease of forcing borrower 

repayment (Diamond and Rajan, 2000). If a bank’s portfolio is transparent, this optimal level is the same 

as the capital requirement market would assess on the bank. Market participants would require higher 

returns on investing in a bank if its capital were below its economic (i.e., optimal) capital. Banks with 

capital levels above economic (i.e., optimal) capital reduce their value by holding “too much” expensive 

capital financing relative to lower cost debt financing. Since banks’ portfolios are not fully transparent, 

the market (including rating agencies) requires a level of market capital based on its estimate of banks’ 

risk exposures. Regulatory minimum capital levels are designed to be below economic and market-

determined capital levels so that the regulatory minimums do not unduly affect the credit decisions of 

bank management. (footnote 29) 

Healthy banks typically hold a substantial buffer of capital over and above regulatory minimum 

Footnote 29: The definition of capital used in market assessments differs from the regulatory definition of capital. Market 
capital is primarily based on equity capital rather than the regulatory definition of capital, which includes some 
forms of debt finance. When generating a bond rating, the rating agencies assess the likelihood that the firm will 
become insolvent and thus bond holders will suffer losses. The market definition of capital is more closely aligned 
with tier 1 regulatory capital. Total regulatory capital includes debt instruments that do not protect the firm from 
insolvency, but do protect the assets of the FDIC. 



capital requirements. Part of that excess reflects that same gap between economic capital and regulatory 

capital just discussed. Part reflects a bank’s desire to avoid the regulatory costs associated with breaching 

the minimum regulatory requirements. In the presence of regulatory capital minimums, the value-

maximizing level of capital may no longer be equivalent to economic capital, since markets may take into 

account the potential costs associated with breaching the regulatory minimums as the result of 

unanticipated shocks or mistakes. In addition, the size of the buffer will be affected by the degree of risk 

aversion of bank management. Thus, a bank’s desired level of capital may be above the level of 

economic capital, above the level of capital the market assesses, and above regulatory capital minimums. 

As noted, banking authorities purposefully design minimum regulatory capital levels to be below 

economic capital requirements so as to avoid creating excessive distortions of business decisions. But 

this does not imply that the regulatory minimum is never binding. Since a bank’s capital decision and 

market pricing of bank securities may reflect an assessment of the potential for breaching regulatory 

requirements and incurring the associated regulatory costs, the regulation may induce the bank to hold 

capital in excess of the level of economic capital. Thus, the regulatory minimums may be binding even 

when economic capital is higher than the regulatory minimums. 

Consequently, if the new capital requirement is binding, an increase in the regulatory capital 

requirement would prompt a bank to increase its level of capital even if its current capital level exceeds 

the new higher regulatory minimums.(footnote 30) A binding minimum capital requirement implies that the bank 

faces a trade-off between the gain of holding additional capital as a buffer relative to the minimum 

requirement versus the cost of holding capital above the desired level of economic capital.(footnote 31) 

If, based on available information, the market perceives that the risk of breaching regulatory 

minimums is extremely low, then it is unlikely that there will be any market pressure for the bank to 

Footnote 30: Alternatively, a bank might adjust the risk profile of its portfolio. 
Footnote 31: Similarly, if capital requirements are binding and a bank holds capital above the regulatory minimum, a reduction 
in regulatory capital requirements would not be expected to generate a dollar-for-dollar reduction in actual capital 
held by the bank. 



change its actual capital holdings in response to a marginal change in the regulatory minimums. That is, 

in cases where regulatory capital requirements are far below economic capital, the regulatory capital 

minimums are not binding. Thus, if regulatory capital minimums are initially not binding, then either a 

small decrease or a small increase in those minimums would have no effect on actual capital levels. 

On the other hand, a sufficiently large increase in the regulatory capital minimums could generate 

a potentially new binding capital requirement. Thus, if either the new or prior capital requirements were 

binding, a change in regulatory capital minimums would affect the actual level of capital a bank holds.(footnote 32) 

In the case of credit card portfolios, we will argue that the Basel I capital requirements are not binding. 

However, if the A-IRB generates a large increase in regulatory minimum capital, then the new A-IRB 

requirement could be a binding constraint, implying a need for the affected bank to raise additional 

capital. Note that if the Basel II capital requirements are calibrated appropriately, such an outcome would 

imply that the current regulatory capital regime requires too little capital for credit card activities. 

IV.B. Current Regulatory Framework 

Under current U.S. (Basel I-based) capital rules, on-balance-sheet credit card loans are assessed a 

100 percent risk weight and, thus, a 4 percent tier 1 and an 8 percent total risk-based capital requirement. 

Contingent liabilities with an original maturity of one year or less (i.e., short-term commitments) are not 

generally included as part of risk-weighted assets. Long-term commitments have a 50 percent conversion 

factor, and the resulting credit-equivalent amount is then risk weighted and included in risk-weighted 

assets. Undrawn credit card lines are considered short-term commitments in calculating risk-based capital 

requirements because there is conceptually a separate credit decision before each draw and they are 

unconditionally cancelable at any time by the bank (see 12 CFR 208, section III.D.2). Therefore, 

undrawn credit card lines are not assessed a capital charge. 

Footnote 32: A binding regulatory capital requirement affects the bank’s actual level of capital given its risk profile. 
Alternatively, a binding regulatory capital requirement alters the bank’s risk profile or portfolio composition for a 
given level of capital. 



The “investor’s interest” in credit card asset-backed securities (CC-ABS) is treated as a loan that 

has been sold and, therefore, has zero risk-based capital and leverage ratio requirements.(footnote 33) However, the 

“seller’s interest” in CC-ABS – the seller’s share of the receivables(footnote 34) in the pool – is typically recorded on 

the selling bank’s balance sheet. Thus, seller’s interest has the same risk-based capital and leverage 

requirements as other on-balance-sheet loans (i.e., 4 percent tier 1 capital and 8 percent total capital are 

required).(footnote 35) For example, if the receivables in the trust equal $120 million and the seller’s interest is $20 

million, then the banking organization’s capital requirement for the seller’s interest equals the required 

capital for $20 million in on-balance-sheet loans. The banking organization will also have a variety of 

other residual interests in the securitization, which typically are effectively deducted from the bank’s total 

capital with at least half of the deduction coming from tier 1 capital (see Appendix 1 for a more detailed 

discussion of the residual interests subject to deductions).(footnote 36) Spread accounts and cash collateral accounts, 

if externally rated at BB or higher, would not be assessed a dollar-for-dollar risk-based capital 

requirement. 

The Basel I-based risk-based capital measures are also used to determine whether U.S. banks are 

“adequately capitalized” under the prompt corrective action (PCA) statutory requirements of the FDIC 

Improvement Act. In addition, a bank would need a tier 1 leverage ratio (i.e., the ratio of tier 1 capital to 

unweighted assets) of at least 4 percent to be considered adequately capitalized. Most U.S. banks set 

capital targets above the PCA “well-capitalized” category. The PCA well-capitalized category requires 

the ratio of total capital to risk-weighted assets to be at least 10 percent, the ratio of tier 1 capital to risk-

weighted assets to be at least 6 percent, and the ratio of tier 1 capital to total unweighted assets to be at 

Footnote 33: In some cases, the seller may also own a portion of the investor securities, and these security holdings will have an 
associated capital charge. 
Footnote 34: The term “receivables” refers to the credit card assets held by the special-purpose entity (SPE) in a credit card 
securitization. The SPE buys the payments due on the credit card debt outstanding rather than purchasing the actual 
account relationship. 
Footnote 35: The seller’s interest is occasionally booked as securities, but these have the same capital requirements under the 
current Basel I-based regime. 
Footnote 36: Currently, a bank’s risk-weighted asset base is grossed-up to simulate an approximate deduction from capital. 



least 5 percent. Under PCA, banks must be well-capitalized to engage in certain activities, such as 

accepting brokered deposits. 

IV.C. The Basel II A-IRB Framework 

Under the proposed Basel II A-IRB approach, the risk weights for on-balance-sheet credit card 

exposures are a function of the probability of default (PD), loss given default (LGD), and exposure at 

default (EAD), all of which the bank provides based on its own internal estimates. An A-IRB bank must 

allocate its credit card portfolio into segments with homogeneous risk characteristics and then estimate 

the PD, LGD, and EAD associated with each segment.(footnote 37) These internally estimated parameters then 

generate a regulatory capital requirement based on a “risk-weight” function for qualifying revolving retail 

exposures (QRREs) developed by the Basel Committee. QRREs include most unsecured revolving lines 

of credit (e.g., credit card and overdraft protection portfolios).(footnote 38) 

A key regulatory factor entering the risk-weight function is the asset value correlation (AVC), 

which reflects the correlation of losses among the assets within a given asset class (e.g., QRREs, 

commercial and industrial loans, mortgage loans). A high AVC indicates that losses among the assets 

tend to move together, so that losses during a stress period will likely be large relative to the average loss. 

A low AVC indicates that losses tend not to be bunched together, so that losses during a stress period tend 

to stay closer to the average loss rate. Since regulatory capital is meant to serve as a buffer in a stress 

period, a higher AVC indicates higher required capital, other things equal. The AVC for credit card 

portfolios is set at 4 percent under the current proposal.(footnote 39) 

The value of the AVC is combined with the segment’s PD and LGD to determine a schedule of 

regulatory capital risk weights (RW) for the qualified revolving retail exposures. The risk weight, RW, is 

calculated according to the following formula: 

Footnote 37: See “Internal Ratings-Based Systems for Retail Credit Risk for Regulatory Capital,” Federal Register (2004). 
Footnote 38: To qualify for QRRE treatment under Basel II, credit card portfolios need to demonstrate “low volatility.” 
However, currently there are no concrete criteria for determining low volatility, and so, for the purposes of this 
paper, we assume that all consumer credit card exposures will be considered under the QRRE risk-weight function. 
Footnote 39: This is small compared to the AVCs for other assets, e.g., 15 percent for residential mortgages and 12 percent or 
more for large corporate loans. 



Formula: The risk weight for qualified revolving retail exposures equals 12.5 times z, where z is the difference between two expressions. The first 
expression is loss given default times the normal cumulative distribution function evaluated at x. The second expression is loss given default 
times the probability of default. x is given by the ratio of two expressions. The numerator of x is the sum of a and b, where a is the inverse of the 
cumulative normal distribution function evaluated at the probability of default and b is the product of c and d, where c is the square root of the 
asset value correlation and d is the cumulative normal distribution function evaluated at 0.999. The denominator of x is the square 

root of the expression 1 minus the asset value correlation. 

N( · ) and N-1( · ) represent the normal cumulative distribution function and its inverse. The value of 

0.999 in the term N - 1 (0.999) reflects the choice of the 99.9th percentile value as the solvency standard 

for the minimum regulatory capital requirement, which is consistent with a bond rating in the BBB+ to 

A - range. 

To calculate risk-weighted assets (RWA), the bank multiplies the risk weight (RW) by exposure 

at default (EAD), that is, RWA = RW × EAD. The total minimum regulatory capital required under 

A-IRB, then, is K = 0.08 × RWA = 0.08 × RW × EAD, and so required capital per dollar of exposure at 

default is k ≡ K / EAD = 0.08 × RW. (footnote 40) Figure 1 shows required minimum regulatory capital per dollar of 

exposure at default as a function of the PD, holding LGD constant at 90 percent (a reasonable value for 

credit cards) under the proposed A-IRB approach. For example, if the PD is 1 percent, then the minimum 

regulatory capital requirement is 2.8 percent of EAD, whereas if the PD is 5 percent, then the minimum 

regulatory capital requirement is 8.8 percent of EAD. 

Obviously, the A-IRB approach produces more risk-sensitive capital requirements for on-

balance-sheet credit card loans than does Basel I. In addition, in contrast to Basel I, the A-IRB requires 

capital for the risks associated with unused credit card commitments – the so-called “open-to-buy.” This 

charge is introduced through the bank’s internal estimate of EAD. For any given segment in the credit 

card portfolio, the bank estimates the level of additional outstanding balances it expects if its accounts 

default over the following year. These estimated increases in outstandings are then included in the bank’s 

overall estimate of EAD. The ratio of expected future drawdowns in the event of default to the amount 

of the open-to-buy is often referred to as the “loan equivalence” (LEQ) of the open-to-buy. 
Footnote 40: Note that K/EAD is equal to the term in the square brackets in the RW equation. Because the regulatory capital 
requirement is intended to cover unexpected losses, expected losses (= LGD × PD) are subtracted in the formula. 


