





















































Association individually calculated the impact on the institution’s tier 1 common (“T1C”) ratio
if, as of June 30, 2012, the AOCI filter had been removed for such securities and there had been
a 100, 200 or 300 basis point parallel upward shift in the yield curve. The analysis of the results
compiled by The Clearing House Association demonstrates that removal of the AOCI filter for
Eligible AFS Debt Securities would introduce significant volatility to the T1C ratios of large
banks simply due to changes in interest rates. Specifically, the simple average impact on the
T1C ratio across the 14 participating institutions would have been:

e A decrease of 32 basis points for a 100 basis point parallel upward shift (with
individual institution results reportedly varying between decreases of 8 and
21 basis points);

e A decrease of 74 basis points for a 200 basis point parallel upward shift (with
individual institution results reportedly varying between decreases of 23 and
135 basis points); and

e A decrease of 120 basis points for a 300 basis point parallel upward shift (with
individual institution results reportedly varying between decreases of 46 and
214 basis points).*

In light of this potential volatility, the Proposed Rules, if implemented, would require
banks to maintain a significant capital “buffer” above otherwise-mandated levels (including the
capital conservation buffer and any applicable countercyclical buffer and G-SIB or D-SIB
surcharge) simply to avoid interest rate-driven fair value changes on Eligible AFS Debt
Securities from unexpectedly causing capital levels to fall below the thresholds at which
limitations on capital distributions and discretionary bonus payments apply. We do not believe
such a result is warranted or appropriate particularly given, as described above, (i) any changes
in fair value of such securities are likely to result from interest rate changes, be temporary and
remain unrealized, and (ii) inclusion of such fair value changes in regulatory capital would
provide an inaccurate and incomplete view of the actual risks of a bank’s balance sheet, would
conflict with the LCR, and would impair sound and prudent asset-liability management
activities.

4 See TCH/ASF Comment Letter at p. 13-14.
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have recognized, applying a 1250% risk weight would require banks that have total capital ratios
greater than 8% to hold more than a dollar of capital against each dollar of the relevant
securitization exposure and, thus, be more punitive than a dollar-for-dollar capital deduction.’
Indeed, “[t]he more a [bank’s] risk-based capital ratio exceeds 8.0 percent, the harsher is the
effect of a 1,250 percent risk weight on [the bank’s] risk-based capital ratios.””’

0

The proposed 1250% risk weight appears to be a legacy from the minimum total capital
requirement (8 percent) under the original Basel Accord, as 1250% is the reciprocal of 8%.
However, the effective minimum total capital requirement for all banks under Basel IIT will be
10.5% (8% minimum plus 2.5% capital conservation buffer). Accordingly, we recommend that
the Agencies substitute a 952% risk weight—the reciprocal of 10.5%—for the 1250% risk
weight each place it appears in the Proposed Rules. Such a modification could be easily
implemented and applied uniformly to all banks and would be consistent with the Agencies’
desire to limit differences in the measures of capital between the risk-based and leverage capital
requirements.”” In addition, the modification would at least avoid penalizing banks for
maintaining the level of total capital required by the capital conservation buffer.

1. Due Diligence Requirements for Securitizations Should be Applied Flexibly and
Consequences of Non-Compliance Should be Tailored Based on Severity and
Duration (Advanced Approaches NPR, Q. 13; Standardized Approach NPR,
Q.17)

Under the Proposed Rules, a banking organization must be able to demonstrate to the
satisfaction of its primary federal supervisor that the organization has a comprehensive
understanding of any feature of a securitization exposure that would materially affect
performance. To demonstrate such a comprehensive understanding, the Proposed Rules would
require that a bank analyze the following four factors: (1) the structural features of the
securitization that would materially impact the performance of the exposure; (2) relevant
information regarding the performance of the underlying credit exposure(s); (3) relevant market
data for the securitization; and (4) for re-securitization exposures, performance information on
the underlying securitization exposures.” If the organization’s supervisor determines that any of
these due diligence requirements have not been met, then the bank must assign a 1250% risk
weight to the securitization exposure.

0 See Advanced Approaches NPR at 52993.
7
1d.

2 Seeid. If desired, the 952% risk weight could be phased in as the capital conservation buffer
is phased in, with the risk weight being reduced from 1250% to 1160% on January 1, 2016,
1081% on January 1, 2017, 1013% on January 1, 2019, and 952% on January 1, 2019.

B See Proposed Rules at § 141(c) (Advanced Approaches) and § 41(c) (Standardized
Approach).
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We agree that banking organizations should conduct appropriate due diligence
concerning the securitization exposures that they propose to purchase and that such due diligence
should include consideration of both the structural features of the securitization and the quality
and performance of the underlying assets. Moreover, we support the Agencies’ recognition that
the required depth of a bank’s analysis should depend on “the complexity of the exposure and the
materiality of the exposure in relation fo [to the bank’s] capital.” However, we believe the due
diligence requirements for securitizatiins should be clarified or modified in two respects.

First, in light of the significant diversity of securitized products and markets, we believe
it is important for the Agencies to recognize that banks will need flexibility in applying the
criteria to specific securitization transactions. For example, market data (such as bid-ask spreads
and recent sales prices) will not be available for securitizations at issuance and may not be
available for securitizations that trade less frequently.

Second, we believe it is inappropriate for a 1250% risk weight (which, as indicated
above, we believe should be modified) to be applied immediately and automatically for any non-
compliance, regardless of how immaterial, with the proposed due diligence requirements. For
example, assume a senior securitization position in a pool of high quality assets has a risk weight
under the SSFA of 20%. Under the Proposed Rules, any shortfall in the bank’s due diligence
process, such as a delay of a few days in documenting the bank’s due diligence analysis, could
result in more than a 60 fold increase in the exposure’s risk weighting.

In lieu of such an automatic and potentially punitive penalty, we believe the Agencies
should adopt a more tailored approach similar to that already applicable in Europe under Article
122a of the European Union’s Capital Requirements Directive (“CRD II”). Under the CRD II
framework, if the relevant supervisor determines that a bank has not complied “in any material
respect” with similar due diligence requirements for a securitization exposure, the supervisor is
directed to progressively increase the risk weight assigned to the exposure based on the severity
and duration of the material exception.”* Under the formula supplied to help guide national
authorities in applying this discretion, the risk weight on a securitization exposure originally risk-
weighted at 20% would increase initially to 70% if there was a material due diligence exception,
and would increase to 470% if the exception remained unremediated for 8 years.”> Moreover, in
deciding whether to apply any heightened risk weight, national authorities are directed to
consider whether the exception resulted from circumstances beyond the control of the banking
organization, as well as subsequent steps taken by the banking organization to address any
deficiencies.”® Adopting a similar remedial regime would continue to provide banks incentives

™ See Committee of European Banking Supervisors, Guidelines to Article 122a of the Capital
Requirements Directive 9 S and 105 (Dec. 31, 2010).

> 1d. at §104.
6 1d. at 99 110 and 111.
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to conduct the required due diligence while allowing the penalty for non-compliance to be scaled
appropriately to both the materiality and duration of the non-compliance. In addition, adopting
this type of remedial framework would promote international consistency in the application of
the capital rules.

2. The Calculation of Off-balance Sheet Securitization Exposures Under the
Standardized Approach Should Be Modified to Ensure the Equivalent Treatment
of Equivalent Risks

Under the Standardized Approach NPR, the exposure amount of an off-balance sheet
securitization exposure is generally the notional amount of the exposure.”” However, if the off-
balance sheet securitization exposure is to an asset-backed commercial paper (“ABCP”)
program, the Proposed Rules provide that the notional amount of the exposure may be reduced to
the maximum potential amount that the bank could be required to fund given the ABCP
program’s current underlying assets (calculated without regard to the current credit quality of
those assets).”® This maximum borrowing amount is commonly known as the program’s
“available borrowing base.” We believe that capping the amount of an off-balance sheet
exposure (such as an ABCP liquidity facility) to an ABCP conduit at the available borrowing
base is appropriate because, by contract, the bank’s commitment to lend is limited to the amount
of eligible assets legally isolated and available to serve as collateral.

However, as a result of changes to Statements of Financial Accounting Standards Nos.
166 and 167 (now ASC 860 and 810-10, respectively) and the Agencies” elimination of the
exclusion of consolidated ABCP conduits from risk-weighted assets, the ABCP conduits
sponsored by banking organizations typically are now consolidated both for accounting and
regulatory capital purposes. In addition, for regulatory capital purposes, the off-balance sheet
commitments that used to take the form of a liquidity facility to the bank’s ABCP conduit have
been functionally replaced by lending commitments by the bank or the bank’s consolidated
ABCP program to the special purpose vehicles (“SPVs™) sponsored by the bank’s customers.”
Importantly, the commitments by a bank or its consolidated ABCP conduit to the customer-
sponsored SPVs are subject to the same type of available borrowing base cap as the bank’s
liquidity facility to the ABCP conduit. Thus, while the form of the commitment that is
considered an off-balance sheet exposure of the bank has changed (from a commitment to the

7 See Proposed Rules at § 42(c)(2).
7 1d.

7 This is because the bank’s liquidity facility to the ABCP conduit is eliminated in the
consolidation process, and the commitments by the consolidated ABCP conduit to the customer-
sponsored special purpose vehicle are now treated as off-balance sheet exposures of the bank for
regulatory capital purposes.

35



ABCP conduit to a commitment from the bank or its ABCP conduit to the customer-sponsored
SPV), the economic structure of the commitment has not.

In light of these facts, we believe the same treatment that is available for off-balance
sheet commitments to an ABCP conduit should be available to commitments by a bank or a
consolidated ABCP conduit to a customer-sponsored SPV. That is, a bank should be permitted
to reduce the notional amount of the commitment to the customer-sponsored SPV to the
available borrowing base of the customer-sponsored SPV.

3. The Definition of a “Resecuritization” Should be Modified To Avoid Unintended
Consequences

The Proposed Rules would assign higher risk weights to resecuritization exposures and
prevent banking organizations from using resecuritization exposures as eligible “financial
collateral” for credit risk mitigation purposes. The Agencies indicate that these changes are
designed to reflect the fact that the complexity and lack of transparency of certain types of
resecuritizations, such as collateralized debt obligations (“CDOs™), resulted in significant losses
to banking organizations during the financial crisis.*

PNC agrees that complex and opaque resecuritization structures can present heightened
risks to banking organizations, as demonstrated during the financial crisis. However, we are
concerned that the definition of a “resecuritization” includes certain structures that are more
similar to traditional securitizations and that do not exhibit the opacity and complexity of CDOs
and other highly structured resecuritization products. In this regard, the Proposed Rules define a
resecuritization as a “securitization exposure in which one or more of the underlying exposures is
a securitization exposure.”®!

We believe two adjustments to the proposed definition of a resecuritization are necessary
to avoid what we believe are unintended consequences. First, we ask the Agencies to clarify that
a resecuritization must involve more than one underlying exposure. Resecuritizing a single
securitization exposure—which occurs, for example, in a re-REMIC—is substantively no
different than adding credit enhancement to the underlying securitization. It would be
anomalous to apply the supervisory calibration parameter of 1.5 to a credit-enhanced senior
resecuritization exposure and, as a result, treat that exposure as more risky than the single
underlying securitization exposure itself.

Second, we believe a modification is necessary to avoid unnecessary disruption to the
market for corporate-loan securitizations (“CLOs™). CLOs traditionally have included a small
percentage (typically less than 5% of assets) of other CLO exposures in order to enhance

80 See Advanced Approaches NPR at 52989-90.
8! See Proposed Rules § 2 (definition of a “resecuritization”)(emphasis added).
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diversification and liquidity within the CLO. In light of the small percentage of other CLO
exposures included in the underlying asset pool, CLOs are readily distinguishable from CDOs
and the other opaque and complex resecuritization products that demonstrated significant
transparency, pricing and liquidity problems during the financial crisis. Moreover, including
existing CLOs that have just a small percentage of their assets invested in securitization
exposures in the definition of a “resecuritization” would disrupt the market for these existing
products because existing CLO structures cannot readily be amended to provide for the removal
of the underlying CLO exposures. For these reasons, we respectfully request that the definition
of a resecuritization also be revised to exclude any corporate-exposure securitization in existence
on the effective date of the final rules if no more than 5% of the securitization’s underlying
exposures are corporate-exposure securitization exposures.

4. Conforming Correction Should be Made to the SSFA Portion of the Advanced
Approaches NPR

The SSFA is an element of the hierarchy of approaches to securitization exposures under
both the Standardized Approach and the Advanced Approaches. One of the key inputs into the
SSFA is K¢, which is the weighted-average total capital requirement of the underlying exposures
(with unpaid principal used as the weight for each exposure). As the Advanced Approaches
NPR makes clear, the Agencies intended for a bank to calculate the weighted-average total
capital requirement of the underlying exposures using the risk-weights included in the
Standardized Approach regardless of whether the bank was applying the SSFA under the
Advanced Approaches or the SSFA under the Standardized Approach.®

However, § 144(b)(1) of the Proposed Rules provides that, when applying the SSFA
under the Advanced Approaches (Subpart E), K¢ is to be calculated using the capital
requirements applicable to the underlying exposures “using this subpart”, which is the Advanced
Approaches. We believe the reference to “this subpart™ was inadvertent, and the rule was meant
to, and should, refer to subpart D (which contains the Standardized Approach). Otherwise, the
SSFA would largely be unavailable to banks using the Advanced Approaches for any purchased
securitization exposure, as such banks would not have the necessary information to calculate a
PD, LGD and EAD for each underlying exposure.

82 See Advanced Approaches NPR at 52991 (“The first input is the weighted-average capital
requirement under the requirements described in the Standardized Approach NPR that would be
applied to the underlying exposures if they were held by directly by the banking organization.™)
(emphasis added).
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5. Required Application of the Securitization Hierarchy to Investment Funds is
Unworkable and Would Result in Punitive Capital Charges

Under the equity portions of both the Advanced Approaches and the Standardized
Approach, a bank that has an equity exposure to an investment fund would have to use one of
three approaches to determine the risk weight for its equity investment in the fund: the Full-
Look-through Approach, the Simple Modified Look-through Approach and the Alternative
Modified Look-through Approach.*> Under the Full Look-through Approach, the risk weight of
the bank’s investment in the fund is based on the risk weight of the fund’s actual underlying
assets as determined under the Standardized Approach. Under the Simple Modified Look-
through Approach and the Alternative Modified Look-through Approach, the risk weight of the
bank’s equity investment in the fund is determined based on the risk weights that would be
assigned under the Standardized Approach to the type of assets that the fund could purchase
under its governing investment policies.

These provisions likely would result in punitive capital charges being assigned to any
investment in an investment fund (including those held through BOLI/COLI separate accounts)
that holds, or is authorized to hold, private securitization exposures (i.e., securitization exposures
that are not guaranteed by a government agency or GSE). Specifically, investment funds
typically do not provide investors sufficient information to calculate the risk-weight for any
private securitization exposure held by the fund under the SSFA or the gross-up method—the
two methods available for determining the risk weight of a private securitization exposure under
the Standardized Approach. Thus, a bank seeking to use the Full Look-through Approach likely
would have to assign a 1250% risk-weight to any private securitization exposure held by the
fund, regardless of the actual quality of the exposure.

The difficulties posed by the Proposed Rules are even more pronounced for banks
seeking to use the Simple Modified Look-through Approach or the Alternative Modified Look-
through Approach. In this regard, banks cannot apply the SSFA or gross-up method to a
hypothetical securitization holding. Thus, a bank applying the Alternative Modified Look-
through Approach would have to assign a 1250% risk weight to the maximum percentage of
private securitization exposures that the fund could acquire—even if the fund was limited to
purchasing highly rated private securitization exposures. In addition, a bank applying the Simple
Modified Look-through Approach to a fund that may acquire any amount of private
securitization exposures would have to assign a 1250% risk weight to its entire equity investment
in the fund. We do not believe that these results were intended.

Accordingly, we recommend that the Agencies modify both the Standardized Approach
and the Advanced Approaches to allow a bank using any of the three look-through approaches to
assign a 100% risk weight to investment grade private securitization exposures, and a 400% risk

8 See Proposed Rules at § 53 (Standardized Approach) and § 154 (Advanced Approaches).
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weight to non-investment grade securitization exposures, that are held or could be held by an
“eligible” investment fund. An “eligible” investment fund for these purposes would mean a fund
the governing investment policies of which limit the fund’s holdings of private securitization
exposures to 25 percent or less of the fund’s total assets. Importantly, a bank using this modified
approach should be permitted to rely on the fund’s governing investment policies (such as its
prospectus) to determine whether the private securitization exposures that are or may be held by
the fund are investment grade for these purposes. Otherwise, banks would etfectively be
foreclosed from using the Simple Modified Look-through Approach or the Alternative Modified
Look-through Approach as banks cannot conduct a more detailed “investment grade™ analysis of
a hypothetical securitization holding of a fund, just as they cannot apply the SSFA to such a
holding.

We believe these modifications strike an appropriate balance between risk-sensitivity and
operational necessity. In this regard, the proposed 100% risk weight is the highest risk weight
applicable to investment grade securitization exposures, and the 400% risk weight is the highest
risk weight applicable to non-investment grade securitization exposures, held by an investment
fund under the look-up table in the current Basel Il rules.** Moreover, the proposed definition of
an “eligible” investment fund ensures that a bank could apply these modified risk weights only
with respect to funds that limit their investment in private securitization exposures to 25 percent
or less of the fund’s assets, thereby limiting the potential for regulatory arbitrage.

B. Definition of “Advanced Approaches [BANK]”

Under the Proposed Rules, an “Advanced Approaches [BANK]” is defined as any bank
that is required to become subject to the Advanced Approaches because the bank has
(1) $250 billion or more of total assets, (ii) $10 billion or more of on-balance sheet foreign )
exposure, or (iii) elected to use the Advanced Approaches to calculate its risk-weighted assets.*
Accordingly, this definition would include a bank, such as PNC, that is subject to the Advanced
Approaches but that has not yet entered and/or received regulatory approval to exit its mandatory
parallel run under the Advanced Approaches (a “pre-exit bank™).

We believe the inclusion of pre-exit banks in the definition of an Advanced Approaches
bank was unintentional, as treating pre-exit banks as an “Advanced Approaches bank™ would
have a variety of unintended consequences that are at odds with the Advanced Approaches NPR
itself. For example, under the Advanced Approaches NPR, a bank must conduct a satisfactory
parallel run in order to determine its risk weighted assets under the Advanced Approaches.*
However, under the proposed definition of an “Advanced Approaches [BANK],” a pre-exit bank

8 See 12 C.F.R. part 225, App. G, § 54, Table 10.
8 See Proposed Rules at § 2 (definition of “Advanced Approaches [BANK]™) and § 100(b).
% See Proposed Rules at § 121.
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would have to calculate and use its risk-weighted assets under the Advanced Approaches to
determine its regulatory capital ratios under section 10(c) of the Proposed Rules and its
compliance with the capital conservation buffer under section 11(c) of the Proposed Rules. In
addition, the proposed definition of an “Advanced Approaches [Bank]” would have the odd
effect of exempting a pre-exit bank from both the disclosure requirements of the Standardized
Approach and the disclosure requirements of the Advanced Approaches.87 Accordingly, we
believe the definition of an “Advanced Approaches [BANK]” in § 2 of the Proposed Rules
should be modified to include only a banking organization that is subject to the Advanced
Approaches under § 100(b)(1) and that has successfully completed its required parallel run under
§ 121(c) of the proposed Rules.

I1. STANDARDIZED APPROACH NPR PROVISIONS RELATING TO
RESIDENTIAL MORTGAGES

The Standardized Approach NPR would revise substantially the risk weights for
residential mortgage loans that would apply to all banking organizations, either directly or as a
result of the Collins Amendment, under the generally applicable risk-based capital rules. The
proposal would require that banks classify residential mortgage exposures as Category 1 or
Category 2 exposures based, in part, on characteristics that, in the view of the Agencies,
contributed to significant deterioration in the U.S. housing market and unprecedented levels of
loan defaults and home foreclosures. The Agencies indicate that these characteristics include
“inadequate underwriting standards, the proliferation of high-risk mortgage products, such as so-
called pay-option adjustable rate mortgages, . . . [and] the practice of issuing mortgage loans to
borrowers with unverified or undocumented income.” The risk weight for a residential
mortgage exposure would then be based on the exposure’s classification (i.e., Category 1 or
Category 2) and its loan-to-value (“LTV™) ratio as of origination or (with certain exceptions)
modification. While the current risk weights for residential mortgages under the generally
applicable risk-based rules vary from 50% to 100%, the Proposed Rules would significantly
increase both the range and upper bound of applicable risk weights to between 35% and 200%.

PNC Mortgage, a division of PNC Bank, originates first-lien mortgage loans throughout
the United States and PNC also originates closed-end home equity loans and home equity lines
of credit (“HELOCs™). PNC originated more than $10 billion in residential mortgages in the first
three quarters of 2012, and held more than $38 billion of home equity loans in portfolio, as of

87 This is because the disclosure requirements under the Standardized Approach apply to a bank
“that is not an advanced approaches [BANK]” and the Advanced Approaches disclosure
requirements apply only to an advanced approaches bank “that has successfully completed its
parallel run”. See Proposed § 61 (Standardized Approach) and § 172(c)(1) (Advanced
Approaches).

% See Standardized Approach NPR at 52898.
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June 30, 2012. PNC’s mortgage team serves our customers through approximately 2,900 retail
banking branches and our network of 143 retail mortgage offices in the continental United
States.

PNC supports the Agencies’ efforts to ensure that the risk weights for residential
mortgage loans appropriately reflect the relative riskiness of different types of mortgage
exposures. As a general matter, PNC agrees that residential mortgages with high LTV ratios
and/or product features that have been demonstrated to present higher risk warrant higher risk-
weights than loans with lower LTV ratios or that lack such higher risk features. However, given
the importance of residential mortgages to consumers and the financial system, we believe it is
critical that any adjusted risk weights be appropriately calibrated to the actual risk of the relevant
exposure so that the capital rules do not, on the one hand, act as an impediment to prudent
mortgage lending, homeownership and credit availability or, on the other hand, create
unintended incentives for lenders to favor risky loans over safer loans. We offer below
recommendations that, in our view, would improve the risk-sensitivity of the proposed
framework for residential mortgages. Moreover, we believe tailored transition arrangements are
necessary for existing mortgage loans and securitizations backed by residential mortgage loans to
permit banks to transition to any new framework.

A. The Agencies Should Establish Tailored Transition Arrangements for Existing
Mortgages and Securitizations Backed by Such Mortgages (Standardized
Approach NPR, Q. 5)

Under the Proposed Rules, the new risk weights would apply not only to loans made after
the effective date of the final rules, but also to existing and performing mortgages. PNC strongly
believes that the Agencies should establish tailored transition arrangements for existing,
seasoned mortgages that would permit the existing risk weights for such loans to continue. We
believe such tailored transition arrangements are necessary to ensure that the Proposed Rules do
not impose undue burdens on banking organizations, including community banks, and do not
result in inappropriate risk weights being assigned to existing mortgages solely due to data and
resource constraints. Moreover, we believe the type of tailored transition arrangements proposed
below—which are limited to seasoned and performing loans that lack the potential for significant
future payment shock—help ensure that the proposed new risk weights would apply to those
existing loans that may present higher risk.

Because the criteria for a Category 1 mortgage were only just proposed, these criteria
were not known to PNC or other banking organizations when existing mortgages were
originated. Accordingly, applying these new criteria to existing mortgage would require that
banks of all sizes conduct a review of their entire current portfolio of outstanding mortgages to
determine whether the loan meets all of the criteria to be a Category 1 mortgage. This alone
would impose a substantial burden on banking organizations of all sizes.
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However, because the criteria for classifying loans as “Category 17 or “Category 2" loans
were not in existence or known at the time of origination, the information necessary to establish
that many existing mortgage loans are, in fact, a Category 1 mortgage likely will not be in a
bank’s relevant source systems and may well not even be available in the underlying loan files.
For example, a Category 1 mortgage requires, among other things, that the originator applied
underwriting standards that “[t]ook into account all of [a] borrower’s obligations, including for
mortgage obligations, principal, interest, taxes, insurance (including mortgage guarantee
insurance), and assessments.”*’ Although the originator may have taken these considerations
into account in underwriting the loan, this fact may well have not been documented or entered
into the originator’s source systems because they were not required to be. Accordingly, even
mortgage loans that actually were originated in accordance with the newly proposed criteria for
Category 1 loans may have to be classified as Category 2 loans, and subject to the substantially
higher risk weights applicable to Category 2 loans, simply due to data limitations resulting from
the fact that the Category 1 criteria were not known or captured at the time of origination.

In light of these facts and concerns, PNC believes that a bank should be permitted to
continue to apply the risk weights under the current generally applicable risk-based capital rules
to any residential mortgage loan that—

e Was originated on or before the earlier of (i) the date that is one year after the date
the final Standardized Approach rules are published in the Federal Register, or
(11) the date that is six months before the final Standardized Approach rules
become effective;

e Prior to that date was never 60 days or more past due;

e After such date, does not become 90 days or more past due or on non-accrual
status; and

e Does not have terms that allow for the deferral of principal or will result in a
balloon payment.

We believe these tailored transition-arrangements for seasoned and currently performing loans
sensibly balances the need to provide banking organizations an appropriate period of time to
transition to the new risk-weighting criteria once finalized with the goal of ensuring an
appropriate capital charge for potentially higher risk loans. In this regard, as noted above, these
transition arrangements would be available only to “seasoned” mortgage loans that have a track
record of adequate performance and that lack features that could result in significant “payment
shock” for borrowers in the future. Moreover, a mortgage loan would no longer qualify for the
transition arrangements if it were to become 90 days or more past due, or be placed on non-
accrual status.

% Proposed Rules at § 2 (definition of a “Category 1 residential mortgage exposure”, paragraph
(3)(E)-
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A similar transition period also is necessary for securitizations that are backed by
residential mortgages, as bank investors in securitizations will have even less of an ability to
determine whether the residential mortgages backing an outstanding securitization meet the
criteria to be a Category 1 loan once those criteria are finalized. Accordingly, we believe that, a
transition period should be available for securitization transactions that are issued on or before
the earlier of (i) the date that is one year after the date the final Standardized Approach rules are
published in the Federal Register, or (i1) the date that is six months before the final Standardized
Approach rules become effective. For such securitization transactions, a bank should be
permitted to apply the risk weights currently applicable under the general risk-based capital rules
to any underlying mortgage exposures that meet the criteria outlined above for purposes of
determining K¢ (the weighted average capital requirement for the underlying exposures) under
the SSFA in both the Standardized Approach and the Advanced Approaches.

B. Qualified Mortgages and HELOCSs Should be Considered Categorv 1 Mortsagses
(Standardized Approach NPR, Q. 5)

1. Qualified Mortgages Must Meet Criteria That Were Designed to Ensure the Loans
Present Lower Risk

In the Standardized Approach NPR, the Agencies specifically request comment on
whether all residential mortgage loans that meet the eligibility criteria to be considered a
“qualified mortgage™ (“QM™) under section 129C(b) of the Truth in Lending Act (“TILA™)
should be included in Category 1.%2 PNC believes that satisfying the QM criteria should be a
non-exclusive means for a mortgage to be considered a Category 1 loan.

In the Dodd-Frank Act, Congress enacted new section 129C of TILA, which requires
creditors for “residential mortgage loans” to make a “reasonable and good faith determination
based on verified and documented information that, at the time the loan is consummated, the
consumer has a reasonable ability to repay the loan.”®" Section 129C also defines a set of
mortgages—QMs—that are deemed to meet this ability-to-repay requirement. Importantly, in
order for a residential mortgage loan to be a QM under the statute—

e The loan must—
o Be fully amortizing;
o Have a term of not more than 30 years; and

% See Standardized Approach NPR at 52899; 15 USC § 1639¢ (as added by section 1402 of the
Dodd-Frank Act). For purposes of the QM definition, a “residential mortgage loan™ does not
include HELOC:s and other open-end mortgage loans. See 15 U.S.C. § 1602(5).

7' 15 USC § 1639¢c(a)(1).



o Not provide for a balloon payment; and
e The originator of the loan must have underwritten the loan—
o Using the borrower’s verified and documented income and financial
resources; and
o Based on the maximum rate permitted under the loan during the first five
years and a payment schedule that fully amortizes the loan over the term and
takes into account all applicable taxes, ilpurance and assessments.’

We believe these same features distinguish QMs from the types of “high-risk” mortgage
products and practices—including pay-option adjustable rate mortgages and the failure to verify
and document borrower income—that the Agencies correctly note caused unprecedented levels
of mortgage defaults during the financial crisis.” Indeed, Congress adopted a QM definition
precisely to identify certain loans that present lower risk—to both the borrower and the lender—
and to provide regulatory incentives for banks to make such loans. For these same reasons, we
believe all mortgage loans that meet the criteria to be a QM should also be considered a
Category 1 Toan for capital purposes. However, as discussed further below, we believe that other
non-QMs should also be considered Category 1 loans and, thus, we believe QM status should be
a non-exclusive way for a mortgage loan to qualify as a Category 1 loan.

2. Category 1 Criteria Should be Modified to Accommodate HELOCs

As noted above, PNC believes it is critically important for residential mortgage risk
weights to be calibrated appropriately to the risk of the particular mortgage. Otherwise, the
capital rules could unintentionally discourage and raise the cost of less risky mortgage products
while, at the same time, creating regulatory incentives for lenders to make higher risk mortgages.
We believe that HELOCs—home equity lines of credit—are one product where adjustments to
the proposed risk-weighting framework are clearly warranted.”*

A recent Federal Reserve staff report concluded that second-lien HELOCs had a very
different risk profile than closed-end second liens and, in fact, had default rates that were similar
to prime, first-lien conforming residential mortgages.” As this Fed Staff Report indicates:

2 Id. at § 1639¢c(b)(2). Certain exceptions to the prohibition on balloon payments are available

to lenders that primarily operate in rural or underserved areas.

% See Standardized Approach NPR at 52898.

" As noted above, because HELOCs are an open-end credit product, they cannot meet the

definition of a QM.

% See Donghoon Lee, Christopher Mayer, and Joseph Tracy, 4 New Look at Second Liens,
Federal Reserve Bank of New York Staff Reports, Staff Report No. 569 (Aug. 2012) (“Fed Staff
Report™).
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“Even though HELOCSs and [closed-end second liens] are both classified as second liens,
they are quite different. . .. [Closed-end second liens] have similar characteristics to
non-prime first mortgages. . . . By contrast, HELOCSs are more closely related to
conforming/prime first mortgages.”

In light of this data, which includes loan performance through the financial crisis and 2011, it
does not appear justifiable to treat second-lien HELOCs as higher risk Category 2 loans just like
“piggy-back” closed-end second lien mortgages or pay-option ARMs. Moreover, it would be
highly anomalous if first-lien HELOCs were required to be classified as Category 2 mortgages
when the Fed Staff Report demonstrates that the delinquency rate for second-lien HELOCs is
similar to prime, GSE-guaranteed conforming first-lien mortgage.

Accordingly, we respectfully request that the Agencies modify the Proposed Rules to
permit banks to classify a junior-lien HELOC as a Category 1 loan if the loan meets all of the
other Category 1 criteria, as modified below. In addition, we request that the Agencies modify
the criteria for Category 1 loans in the following two ways to accommodate the unique features
of HELOCs. Absent these modifications even first-lien HELOCs could be inappropriately
classified as “higher risk™ Category 2 loans.

First, HELOCs typically have an interest rate that varies during the draw period based on
an index, without any pre-set cap. However, under the Proposed Rules, a mortgage loan can be
classified as a Category 1 loan only if the terms of the loan limit any interest rate increases to no
more than 2 percent in any one year or 6 percent over the life of the loan.”® Absent modification
this term could effectively prevent low-risk HELOCs from qualifying as Category 1 loans.
Accordingly, we recommend that the Agencies permit a HELOC to qualify as a Category 1 loan
(even if the terms of the loan during the draw period may permit interest rate increases beyond
the 2 percent/6 percent specified in the Proposed Rules) provided that the borrower has the right
to convert the loan to a fixed rate any time during the draw period. We believe this type of
borrower option effectively addresses the concerns underlying the 2 percent/6 percent limits.

2

Second, the Proposed Rules limit Category 1 loans to those with a term that does not
exceed 30 years.97 While a 30-year maximum term may be appropriate for closed-end loans,
HELOC:s are typically structured with both an open-end draw period and a subsequent closed-
end term during which the balance at the conclusion of the draw period is fully repaid. It is not
uncommon for HELOCs to have draw periods of up to ten years and subsequent closed-end
payout periods of between 20 and 30 years. A closed-end payout period of 20-30 years provides

% See Proposed Rules at § 2 (paragraph (4) of the definition of a “Category 1 residential
mortgage exposure”).

97 m
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the borrower a longer period to pay back the principal owed at the end of the draw period, and is
equivalent to a 20-30 year closed-end mortgage for the same amount. Accordingly, we
respectfully request that the Agencies permit a HELOC to qualify as a Category 1 loan provided
that (1) the draw period on the HELOC is no more than 10 years and the closed-end payout
period is no more than 30 years; and (ii) the loan is fully amortizing throughout its term.

C. Only “Piggy-Back” Junior Liens Should Be Combined with a Separate First-
Lien for Capital Purpeses (Standardized Approach NPR, Q. 5)

Under the Standardized Approach NPR, if a bank holds both a first-lien mortgage and a
junior-lien mortgage on the same property, the bank would be required to (i) treat the first-lien
mortgage as a Category 2 mortgage even if it otherwise qualified as a Category 1 mortgage; and
(i1) use the combined LTV of both the first-lien and the second-lien mortgage in determining the
risk weight applicable to both the first-lien and the second-lien mortgage.”® We believe these
provisions fail to appropriately distinguish between “piggy-back” junior-liens that are originated
simultaneously with the first-lien mortgage, and second-lien mortgages (such as HELOCs) that
are obtained independently and subsequent to the first-lien mortgage.

As the recent Fed Staff Report highlights, there are important differences between piggy-
back junior liens and junior liens originated after the first-lien 111011gage.99 For example, this
study indicates that piggy-back second liens “contributed to home purchases at times and in
locations where home values likely exceeded fundamental values, potentially helping to fuel the
housing bubble.'® Moreover, as the report indicates, piggy-back junior liens often were used by
borrowers to make very small down payments. “Mortgages with a piggyback second lien had
very high origination CLTVs, with almost two-thirds of borrowers having a down payment of
5 percent or less.”'®" Because piggy-back junior liens frequently are used essentially as a
substitute for a down payment or private mortgage insurance on the first-lien, there is some logic
to treating the two products as one and using the CLTV (including the amount of the piggy-back

second lien) in determining the appropriate risk-weight for the first-lien mortgage originated at
the same time.

However, we do not see the logic or the data that would support “tainting™ a first-lien
Category 1 mortgage originated by a bank solely due to the later and separate origination of a
junior lien mortgage on the property by the same lender. A “subsequent” second, by definition,
could not have been used by the borrower to effectively lower the borrower’s required down

% Standardized Approach NPR at 125 (emphasis added).
? See Fed Staff Report.
100 Id. at 7.
"' 1d. at 14.
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payment for the first-lien mortgage. Moreover, as the Fed Staff Study indicates, second liens
taken out subsequent to a purchase transaction perform much better than piggy-back second
liens, with the rate of delinquency across origination years declining the longer the period of time
between the origination of the first lien and the second lien.'” In addition, the report notes that
“second liens taken out subsequent to the first lien are more likely than piggyback seconds to
remain current following a delinquency on the first lien”, which demonstrates that there is a
weaker “linkage” between a first lien and subsequent second lien than between a first lien and a
piggyback second. Accordingly, we believe the Proposed Rules should be modified to treat first
and junior mortgages separately, unless the junior lien is originated and funded simultaneously
with the first-lien mortgage in a piggy-back loan.

We believe these changes are particularly important for two reasons. First, absent the
changes described above, first-lien mortgage lenders could face substantial increases in the risk
weighting of a performing and low risk Category 1 mortgage solely as a result of the subsequent
origination of a small junior lien to the borrower. The following example, which is included in
the ABA/SIMA/FSR Comment Letter, illustrates this point: Assume a bank has an existing
$50,000 Category 1 first-lien mortgage on a property (with a $100,000 value) and subsequently
originates a $5,000 Category 2 junior-lien mortgage. The risk-weighted asset (“RWA™) amount
for the initial $50,000 Category 1 first lien loan is $17,500. Under the Proposed Rules, however,
the addition of the $5,000 Category 2 second lien loan would dramatically increase the RWA
amount for the Category 1 first-lien to $50,000, with the combined RWA amount for both the
loans being $55,000. The increase in the combined RWA amount (from $17,500 to $55,000) is
the marginal increase in RWA caused by extending the $5,000 second lien. Thus, the effective
marginal risk weight for this $5,000 junior lien is 750 percent.

Second, we are concerned that, absent our proposed modifications, the Proposed Rules
will significantly disrupt customer relationships and have other unintended consequences. It is
very common for a borrower to obtain a HELOC from the same lender that provided a first
mortgage on the property. From both a risk and customer-relationship standpoint this is
preferable, as the first mortgage lender can draw on its experience with the borrower in offering
the additional mortgage loan. The Proposed Rules, however, would effectively force mortgage
customers of a bank to go to a different bank—or a nonbank lender—to obtain any subsequent
HELOC or other junior-lien product. This will not only disrupt ongoing customer relationships,
it will complicate loss mitigation (including loan modification) efforts should the borrower
experience difficulty in repaying the mortgage loans. As banks and supervisors have learned,
loss mitigation and loan modification efforts are more complicated when unaffiliated entities
hold the different liens because both parties must agree to modifications, restructurings or
refinancings.

12 1d. at 16.
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D. The Agencies Should Modify the Proposed Rules to Treat All Sustainable Loan
Modifications Equally and Facilitate Forbearance Programs that Assist
Borrowers

The Standardized Approach NPR generally requires that, if a mortgage loan is modified
or restructured, the bank must reclassify the mortgage and update its LTV ratio based on the
modified or restructured terms of the mortgage. However, the Proposed Rules would exempt
modifications and restructurings conducted under the Home Affordable Modification Program
(“HAMP”) from this requirement.

As the Agencies have recognized, modifications and restructurings “can be an effective
means for a borrower to avoid default and foreclosure and for a banking organization to reduce
risk of loss.”'% However, HAMP is not unique in achieving these objectives. Many private,
non-government-sponsored modifications can be, and are being, structured to be at least as likely
as HAMP to create sustainable, performing loans. Accordingly, we believe that the Agencies
should expand the exemption provided for HAMP modifications to include other modification
and restructuring programs that meet key sustainability criteria. Expanding the exemption to
include sustainable private modifications would promote the public policy objectives of helping
banking organizations reduce risk and borrowers remain in their homes, just as is true for HAMP
modifications. PNC would welcome the opportunity to work with the Agencies in developing
appropriate sustainability criteria for private or other non-HAMP modifications or restructurings
to qualify for this treatment.

In addition, PNC urges the Agencies to clarify in the final rule that a forbearance
agreement that takes effect before a loan is 90 days or more past due will not change the risk
weighting status of the mortgage exposure. A forbearance agreement is an arrangement whereby
the servicer of the loan agrees to a suspension or reduction in mortgage payments for a relatively
short period of time, perhaps six months to a year. These agreements are typically made to
respond to a temporary hardship of a borrower, such as loss of a job or illness. At end of the
agreed-upon forbearance period, it is expected that the borrower will resume payments on the
original terms of the mortgage.

Under the Standardized Approach NPR exposures that are 90 days or more past due must
be treated as Category 2 exposures.'*t We do not believe that the Agencies intended to consider
the suspension of payments that last for more than three months (i.¢., 90 days or more) to be
considered a loan that is 90 days or more past due. However, we urge the Agencies to clarify
this in the final rule. In addition, we ask the Agencies to clarify that forbearance agreements do

19 Standardized Approach NPR at 52900.

1% Proposed Rules at § 2 (definition of a “Category 1 residential mortgage exposure”,
paragraph (7)).
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not constitute a “modification” or “restructuring” of the relevant mortgage exposure because the
original contractual terms of the mortgage still apply.

E. Recognize Certain “Qualifying” Private Mortgage Insurance (Standardized
Approach NPR, Q. 6)

Under the Standardized Approach NPR, a bank is not permitted to take into account
private mortgage insurance (“PMI”) in any way in determining the risk weight for a mortgage
exposure. The Agencies, however, specifically request comment on whether banks should be
permitted to recognize PMI for purposes of calculating the LTV ratio of a residential mortgage
exposure and, if so, what criteria could be used to ensure that “only financially sound PMI
providers are recognized.”'®®

PMI, whether covering an individual mortgage or a pool of mortgages, does help mitigate
the credit risk of the covered mortgage(s). Moreover, PMI has played an important and useful
role in the mortgage markets by enabling borrowers, especially first-time homebuyers and lower-
income borrowers that want to own their own homes, to quality for mortgage credit with lower
down payments. For these reasons, we strongly believe that the Agencies should permit PMI to
be taken into consideration as a credit risk mitigant in determining the appropriate risk weight for
a mortgage loan under the Standardized Approach.

We recognize, however, that the effectiveness of PMI as a credit risk mitigant depends on
the financial strength of the PMI issuer. Accordingly, we support the recommendations included
in the ABA/SIFMA/FSR letter that would permit PMI to be recognized as a credit risk mitigant
only if the PMI was issued by a provider that (i) met a set of rigorous, prudential standards
designed to ensure that the provider could pay claims even during prolonged periods of
economic stress (a “Qualified PMI Provider™); or, alternatively, (i1) is determined to be
financially sound using an “investment grade” standard similar to that already incorporated into
the Proposed Rules.

F. Adjust the Credit Conversion Factor for Exposures Arising as a Result of Early
Pavment Default and Premium Refund Clauses to Correspond with Actual Risk
(Standardized Approach NPR, Q. 10)

The Standardized Approach NPR would change the current risk-based capital treatment
of mortgage loans that are sold subject to a credit enhancing early payment default or premium
refund clause. As a general matter, a credit enhancing early payment default clause requires the
seller of a mortgage loan, upon request, to repurchase the loan based solely on the failure of the
borrower to make one or more payments on the loan within a specified period (typically
120 days); a credit enhancing premium refund clause requires the seller of a mortgage loan to

195 Standardized Approach NPR at 52899, Q. 6.
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refund, upon request, any premium paid by the purchaser if the loan defaults within a specified
period of time. While the current risk-based rules generally do not require a bank to hold capital
against mortgage loans sold subject to credit enhancing early payment default or premium refund
clauses, the proposed Standardized Approach rules would require that banks treat any mortgage
sold to third parties subject to such clauses as being an off-balance sheet guarantee and apply a
100 percent credit conversion factor (“CCF”) to the full amount of the loan. Essentially, this
approach would require banks to hold capital against any mortgage loans sold to a third party
subject to such clauses as if the loans continued to be on the bank’s balance sheet for the duration
of the early payment default or premium refund clause.

We recognize that credit enhancing early payment default clauses and premium refund
clauses can result in some continuing credit exposure to the selling bank.'” However, we
believe that applying a 100 percent CCF to such exposures is excessive and not consistent with
the actual risk exposure created by such clauses for the selling bank. We are particularly
concerned with the effect that applying such a high and unwarranted CCF could have on banks,
including community banks, in light of the recent decision by Fannie Mae and Freddie Mac to
require the inclusion of an early payment default clause in the representations and warranties that
must be provided by a seller on loans sold to the GSEs on or after January 1, 2013.'"

Specifically, as noted above, applying a 100% credit conversion factor to mortgage loans
sold pursuant to a credit enhancing early payment default clause requires a bank to continue to
hold capital as if it continued to hold the loans on its balance. That is, it essentially assumes that
all of the mortgage loans covered by the early payment default clause will experience an early
payment default and be “put back™ to the selling bank. However, experience demonstrates that,
even during the height of the financial crisis, only a very small percentage of mortgage loans
experience an early payment default. The percentage of mortgage loans that would be sold to the
GSEs and that might experience an “early payment default” as defined by the GSEs—that is, the
borrower makes no payments during the first 3 months—is likely to be even smaller.'® Thus,
we believe it would be particularly inappropriate for a bank to have to hold capital against the
full amount of mortgage loans sold to the GSEs (or another buyer) for the duration of any early
payment default clause even though only a very small amount of such loans would ever be “put

1% We understand that premium refund clauses that are triggered by a prepayment of the loan by
the borrower are not considered a “credit enhancing” representation and warranty for purposes of
the Proposed Rules and, thus, would not be considered a guarantee and subject to any CCF. We
respectfully request that the Agencies confirm this understanding in the final rules.

197" See Freddie Mac, Bulletin 2012-18, at 6 (Sept. 11, 2012); Fannie Mae, Selling Guide
Announcement SEL-2012-08, at 7 (Sept. 11, 2012).

108 See id.
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back™ to the selling bank as a result of the clause.'” Accordingly, we recommend that the
Agencies lower the CCF applicable to mortgage loans sold pursuant to an early payment default
or premium refund clause to 20% at most.

II1. CONCLUSION

Thank you for the opportunity to comment on the Proposed Rules. We would be pleased
to discuss our comments with representatives of the Federal Reserve, OCC and FDIC at your
convenience. In addition, if you have any questions regarding this letter, please do not hesitate
to contact Randall C. King, Executive Vice President, Head of Liability & Capital Management,
at (412) 762-2594 or randall.king@pnc.com, or Kieran J. Fallon, Chief Counsel Regulatory
Affairs, at (202) 973-6256 or kieran.fallon@pnc.com.

Sincerely,

0.8 ot

f s E. Rohr
airman and Chief Executive Officer
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199" Application of a 100% CCF to a loans sold pursuant to a premium refund clause is even more

inappropriate given that the bank’s exposure as a result of the clause is limited to the amount of
the premium paid by the buyer for the mortgage loan—not the full amount of the mortgage loan.
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