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Introduction

JPMorgan Chase & Co. is pleased to provide comments on the Notice of Proposed
Rulemaking (NPR) implementing a new risk-based capital framework in the United
States, also known as Basel II, as published in the Federal Register on September 25,
2006. As a large, internationally active banking organization, JPMorgan Chase & Co. is
a “core bank™' that w111 be required under this NPR to implement the U.S. version of the
advanced approaches described in the new Basel II Capital Accord (the Accord) rather
than continue under the existing risk-based capital rules (Basel 1.

' «Core bank” refers to any banking organization with either consolidated total assets of $250 billion or
more or on-balance sheet foreign exposure of $10 billion or more that is required to adopt the proposed
rule.

2« Advanced approaches” refer to the Advanced Internal Ratings Based (A-IRB) and Advanced
Measurement Approach (AMA) for credit and operational risk, respectively.

3 “International Convergence of Capital Measurements and Capital Standards, A Revised Framework.”
Basel Committee on Banking Supervision, June 2004, November 2005 and June 2006.

* “Basel I” regulations refer to the current risk-based capital regulations in the U.S., which represent the
U.S. implementation of the original 1988 Basel Accord and subsequent modifications to date as published
by the U.S. agencies.
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We believe very substantial progress has been made in developing a new, more risk-
sensitive capital framework for large, internationally active banking organizations since
the Advance Notice of Proposed Rulemaking (ANPR) was published in August 2003.
Having been actively involved in the Basel II process since it began under the Basel
Committee on Banking Supervision (Basel Committee), we greatly appreciate this
opportunity to comment as part of a continuing, constructive dialogue with the agencies.
We are including as appendices to this letter separate comments on Basel IT information
collections activities and the Basel 1A® proposal. We also have previously submitted
comment letters on the Market Risk NPR and associated reporting requirements.
Although each of these comment letters is a stand-alone document, we request the
agencies incorporate by way of reference our other comment letters as part of our
response to the Basel II NPR.

Our comment letter is structured as follows:
I. Executive Summary
1. Support for a Risk Sensitive Capital Framework
[II. Constraints on the Overall Level of Capital
IV. Capital Requirements for Credit Risk
V. Capital Requirements for Operational Risk
VI. Responses to Specific Questions in the NPR

Appendix A — Downturn LGD and the NPR
Appendix B — Comments on the Basel II Reporting Requirements
Appendix C — Comments on the Basel 1A NPR

I. Executive Summary

JPMorgan Chase & Co. has fully and consistently supported the goals of Basel II capital
adequacy reform: to create a more risk-sensitive capital framework and provide
incentives for banking organizations to improve their risk management and measurement
practices. We have a substantial investment program in place to implement Basel IL.

While we continue to support the direction of Basel II, we are principally concerned with
several specific requirements in the NPR that depart significantly from the international
Basel 11 Accord. These departures in turn impose constraints and calculations that reduce
the risk sensitivity of capital calculations, less effectively promote the objective of
improved risk management or unnecessarily add to costs. The net impact of these

5 The term “agencies” refers coliectively to the Federal Reserve Board, FDIC, OCC and OTS, as defined in
the NPR. Unless expressly defined, other terms of art employed in this letter are generally consistent with
the NPR definitions.

¢ “Basel 1A” refers to proposed modifications to the Basel I regulations as published in the Federal
Register, Dec. 26, 2006.



incremental requirements is to place firms subject to this NPR at a disadvantage relative
to competitors. Below is a summary of our principal concerns.

Constraints on the Overall Level of Capital

Allowable Declines in Capital We are concerned that the agencies intend to
revise this rule if aggregate minimum capital requirements of U.S. banks’ subject
to Basel II decline by 10% or more from current Basel I levels. We oppose
reliance on Basel I as a baseline because it is not risk sensitive. Also, since the
limit is not institution-specific, it can be triggered by a large decline at a small
number of banks that will impact all banks. This requirement is also unnecessary
given existing supervisory authority to maintain adequate capital at individual
banks. U.S. banks will be at a competitive disadvantage due to future uncertainty
around the possibility of further rule changes that might apply only in this
country. The agencies should instead consider any need for further changes to the
final rule by evaluating outcomes at individual banks and by consultation with the
Basel Committee.

Transitional Floor Periods The capital requirements during the first two
transitional floor periods are materially higher than those imposed in other
jurisdictions, and the agencies have added a third floor period. Separate written
approval is required to end each transition period so each period can therefore last
longer than one year. None of these additional requirements is in the Accord.
Based on expected timetables, major international competitors outside the U.S.
will be subject to materially lower floors in 2009 and no floors beyond 2009 while
the U.S. floors will extend to 2011 and possibly beyond. We strongly request the
agencies conform the transition rules to the Accord.

Leverage Ratio The U.S. is virtually alone among jurisdictions in imposing &
leverage ratio. Moreover, U.S. investment banks are not subject to such a
requirement. As a percent of nominal assets, the leverage ratio by definition does
not adequately capture the risk of on- or off-balance sheet assets and is a
misleading indicator of a bank’s capital adequacy. Because of this lack of risk
sensitivity, continued use of the leverage ratio is in conflict with the fundamental
objective of Basel IT whereby minimum regulatory capital requirements are better
aligned with risk. Should the leverage ratio become binding, the result will be
that affected banks will either hold undue amounts of excess capital, conferring a
capital advantage to foreign banks and investment banks, or will shift to riskier
assets to provide an adequate return. We urge the agencies to review the
appropriateness of the leverage ratio as presently defined and consider
modifications to its composition and required level. We suggest a review take
place within an appropriate time frame, for example, prior to the end of the Basel
1I transition period.

7 The NPR uses the term ‘‘bank”’ to include banks, savings associations, and bank holding companies
(BHCs). We also adopt this usage for simplicity.




e Lack of Alternative Approaches The agencies permit only one choice among the
Basel II approaches. Approximately ten of the largest or most internationally
active banks are restricted to the advanced internal ratings-based approach. Other
banks remain on the current or modified Basel I capital framework with the
possibility that a small number of them can “opt in” to the advanced approach.
We request that the agencies provide all banks irrespective of size with the full
range of Basel I approaches. Institutions will then be able to choose an approach
that best balances risk sensitivity, implementation costs and competitive issues.

Capital Calculations for Credit Risk

e Definition of Default We oppose the change to the definition of default under
which all obligations to a wholesale borrower must be considered in default if the
sale or transfer of any exposure to the borrower resulted in a credit-related loss of
59% or more of initial carrying value. We request that the agencies return to the
language of the Accord, which requires recognition of default in the event ofa
material credit-related loss based on a bank’s own judgment. Imposition of a
fixed percentage to determine materiality will create a greater risk of
misclassification, substitute for a more fully fact-based determination of the
obligor’s likelihood to pay and impose additional regulatory burdens on those
international firms operating in multiple jurisdictions because they will be
required to maintain two definitions and two sets of capital calculations.

e Downturn Loss Given Default (1LGD) We oppose the proposed supervisory
mapping function for downturn LGD because it will systemically overestimate the
impact of economic downturns on exposures with low to moderate LGDs. To the
extent that banks can demonstrate sufficient conservatism in their estimation
processes such that their estimate incorporates downturn conditions, the need to
apply a markup via a supervisory formula to obtain a downturn LGD is obviated.
While we recognize the agencies created this function as a fallback, we are
concerned that it may hinder the approval of internal LGD estimates by becoming
a de facto requirement in the absence of copious observation points to support a
bank’s LGD assuraptions even if those assumptions are arrived at with a clear
rationale and conservative factors. We also oppose the imposition of supervisory
LGDs in place of internal estimates for an entire exposure category where a bank
can produce credible and reliable internal estimates for most but not all of the
exposures.8 Maintaining multiple LGDs (expected, downturn and supervisory) is
further problematic because this creates a gap to internal practice. The final rule
can reflect the objective that LGD estimates are reasonable and appropriately
conservative for a range of economic conditions without these additional
requirements.

® The NPR defines five broad credit exposure subcategories: residential mortgage, retail revolving, other
retail, high volatility commercial real estate (HVCRE) and wholesale ex HVCRE.




e Use of Internal Assessment Approach The Basel II securitization hierarchy and
the qualification criteria that support the Internal Assessment Approach (IAAY
have restricted the use of this treatment to a set of transactions that meet the
criteria described in Section 42 of the NPR. Under this rule, the only transactions
cligible for IAA treatment would be asset-backed commercial paper conduits
supported by traditional credit assets'® with publicly available rating criteria from
the rating agencies. Ineligible transactions would automatically fall to the
Supervisory Formula and may result in a capital deduction. We recommend that
if such transactions meet all other IAA criteria then eligibility for IAA should be
expanded to include them.

e Recognition of Credit Hedges While the proposed rule is largely consistent with
the Accord in the treatment of credit hedging, we encourage the agencies to
reconsider the proposed treatment together with the Basel Committee. Improved
capital treatment of double default, maturity mismatch and restructuring haircuts
will provide more appropriate incentives for risk mitigation through the use of
credit hedges.

e Hedee Fund Treatment The treatment of hedge fund investments and investment
funds with material liabilities is not clearly specified in the proposed rule. We
request that these be subject to the equity rules, except for exposures in the
trading account which should remain subject to market risk rules. We oppose an
alternative interpretation of such investments as securitization exposures requiring
a capital deduction, which in our view creates an overly broad definition that
could be similarly extended to other exposure categories.

e (Capital for Small to Medium Size Enterprises The NPR modifies the capital
formula for lending to small to medium size enterprises, resulting in a higher
capital charge relative to the Accord. We request use of the Accord formula
which recognizes the lower risk of this activity.

Capital Calculations for Operational Risk

e (apital for Fixed Assets The regulatory proposal to compute capital for fixed
assets is flawed. The proposal creates a capital charge for “risk-weighted asset
amounts for assets that are not included in an exposure category” and further
suggests that additional capital may be required as the carrying value of such
assets on the balance sheet can be substantially less than market or replacement
value. We strongly believe that such a capital charge is unnecessary and
inappropriate. The Basel II definition of operational risk capital includes a
category for Damage to Physical Assets. Accordingly, continuation of the Basel [

® The 1AA was developed specifically to be used to calculate the RWA associated with liquidity facilities
and credit enhancement that support Asset Backed Commercial Paper (ABCP) Conduit Programs. The
internal obligor grade is mapped to an external rating which is used to determine the risk weight based on a
table supplied by the regulators.

19 This would exclude support from non-traditional sources, such as TV and film royalties.



Fixed Assets charge is duplicative. Moreover, suggesting that additional capital
may be required as the market value of these assets may exceed the book value is
asymmetrical because no credit is given for the implied capital gains. Such logic
begs the question, if assets were over-valued on the balance sheet would that free
up regulatory capital?

o Disclosure We are strongly opposed to the public disclosures as outlined in the
present proposal. The detailed information related to the component breakdown
of operational risk capital will be confusing at best and most probably misleading
in the public domain. This is particularly true given that there are no common
definitions, methodologies or overall standards for the calculation of these data
items and such data will not be comparable across individual banks. Putting such
information into the public domain for a small number of banks serves no
beneficial purpose at this time.

e Reporting Requirements We are also strongly opposed to the proposed reporting
requirements identified as confidential. Requesting such information quarterly is
contrary to the principles outlined in the Accord and the consultative documents
supporting the NPR. The effort is nearly tantamount to making the Quantitative
Impact Studies for operational risk a quarterly exercise. Moreover, this detailed
profile of loss information represents only a portion of the data used to compute
operational risk capital. A program of periodic and specialized data requests (e.g.
QIS initiatives) along with the annual reviews and examinations currently
underway is a much preferred and entirely more efficacious approach to
supervisory review of loss data and capital calibration.

In the remainder of our letter we provide more detail on these concerns and also comment
on a number of other issues, including other inconsistencies with the Accord. As
indicated above, several NPR rules require substantial modification or elimination if the
new capital framework is to produce an effective risk-sensitive capital regime. It is our
intent to provide constructive proposals for change that would maintain the safety and
soundness of the banking system and would not result in undue delays in the rulemaking
process.

I1. Support for a Risk Sensitive Capital Framework

We continue to strongly support the Basel II approach to capital adequacy. The multi-
pillar approach, which addresses minimum capital requirements (Ptlar 1), supervisory
review of capital adequacy (Pillar 2) and market discipline (Pillar 3), constitutes a solid
framework whereby the agencies will be better equipped to address safety and soundness
issues in today’s complex financial markets.

Under Pillar 1, the new risk-based capital framework is designed to establish minimum
capital requirements with far more granularity and risk sensitivity than the current capital
regime, reducing potential for inefficient use of capital and regulatory arbitrage. By
permitting banks to use their own internal risk inputs under the Advanced Internal



Ratings Based (A-IRB) Approach for credit risk and Advanced Measurement Approach
(AMA) for operational risk, the resulting regulatory risk measurement system is an
important step toward aligning more closely with modern risk management and
measurement practices.

This new approach addresses the major shortcomings of the current capital regime.
Under the existing Basel I approach, risk weights generally do not vary with risk,

" empirical risk measurement data are not employed and consequently neither the actual
degree of risk nor the impact of risk management practices are adequately reflected in the
calculation of current capital requirements.

While this NPR represents a significant step toward a more risk sensitive framework,
some aspects of the proposals are not fully consistent with or run counter to this
objective. We discuss our key concerns in the following sections.

II1. Constraints on the Overall Level of Capital

We fully appreciate the importance of setting appropriate minimum capital requirements
for banking organizations given their important role in the financial system and the
economy. Well-designed minimum capital requirements are a vital component of the
capital adequacy framework and, together with the supervisory review and market
discipline, promote safety and soundness, help protect insurance funds and provide a
basis for timely supervisory intervention when necessary.

However, in our view, minimum capital requirements under Pillar 1 should not become
binding constraints for well-run banking organizations operating under normal business
conditions. Under these normal circumstances, actual capital would exceed minimum
capital requirements. Numerous other considerations enter into capital decisions, such as
debt rating, capital allocation, business strategy and future outlook, resulting in a buffer
between actual and minimum capital levels. If minimum capital requirements were
unduly constrained, the loss of managerial flexibility would result in sub-optimal capital
decisions.

The following overall constraints on minimum capital requirements in the NPR are the
most significant among our concerns:

A. Recalibration if Aggregate Capital Declines 10%

B. Transitional Floor Periods

C. Leverage Ratio

D. Lack of Availability of Alternative Basel Il Approaches

Each of these constraints contributes to the creation or retention of non-risk sensitive
floors. When binding, these constraints override all detailed risk-sensitive capital
calculations, thus disconnecting the computed Pillar 1 capital for the component parts
from aggregate capital requirements.



These additional constraints and transition period modifications are not found in the
Accord or its implementation in other jurisdictions, but only in the U.S. NPR.
Consequently, they will create competitive inequities for organizations subject to the
NPR.

A. Recalibration if Aggregate Capital Declines 10%

As stated in the NPR, “the agencies will view a 10 percent or greater decline in
aggregate minimum required risk-based capital (without reference to the effects of the
transitional floors...), compared to minimum required risk-based capital as determined
under the existing rules, as a material reduction warranting modifications to the
supervisory risk functions or other aspects of this framework.

The agencies are, in short, identifying a numerical benchmark for evaluating and
responding to capital outcomes during the parallel run and transitional floor periods that
do not comport with the overall capital objectives outlined in the ANPR. At the end of the
transitional floor periods, the agencies would reevaluate the consistency of the
framework, as (possibly) revised during the transitional floor periods, with the capital
goals outlined in the ANPR and with the maintenance of broad competitive parity
between banks adopting the framework and other banks, and would be prepared to make
further changes to the framework if warranted. »i

We are concerned that the agencies have identified a single numerical benchmark based
on comparison to the Basel I capital standard as an overriding factor in determining
whether major revisions to the NPR version of the framework are needed. Given that
Basel I is no longer an appropriate yardstick for measuring capital requirements relative
to risk, we oppose reliance on this metric in determining the need for changes to the
Basel II framework.

The following example illustrates the difficulty in reliance on aggregate measures across
institutions. Consider a system with two banks, an undercapitalized, very high risk bank
and an overcapitalized, very low risk bank. The aggregate percentage amount of Basel I
capital in the system (e.g. 90%) conveys no information about capital adequacy at the
institutional level, which is critical to safety and soundness concerns. Even a higher
aggregate capital requirement, say 110%, could leave both banks with inappropriate
capital levels and even move them in the wrong direction in the absence of better
information on risk and risk management to inform supervision. This illustrates that the
benefits and direction of the new framework are at risk if the agencies place undue
emphasis on aggregate capital rather than outcomes at individual banking organizations
in evaluating the performance of the Basel II framework.

The 10% rule may be impractical or even impossible to implement. Whether the 10%
threshold is exceeded can depend on the timing decisions of a few mandatory or opt-in
institutions {particularly institutions with predominantly low credit risk assets on their
balance sheets). Measurement of the percent decline in capital could be computed in
each time period only for those banks that had already implemented Basel IT. At any

! Federal Register, Vol. 71, No. 185, September 25, 2006: p. 55839.



given time, the set of qualified Basel II banks will vary, and the results of the aggregate
capital calculation will not be comparable. Given the possibility of extended transition
periods beyond three years (see later comments in Section B), there are a variety of
scenarios where a 10% decline is inappropriately triggered based only on the sequencing
and timing of each institution’s start date. One example would be if one or two smaller
institutions qualified in 2009 with an aggregate decline over 10%, followed by several
larger institutions in 2010 with an aggregate decline less than 10%. Timing and opt-in
decisions should not be driven by this aggregate capital consideration, nor should banks
be impacted by timing and opt-in events external to them.

Since risk-based capital under Basel II rules varies with the credit environment, the 10%
threshold could also be triggered by a general improvement in credit quality. In this
instance, by tying a formal recalibration requirement to aggregate Basel I capital levels,
the U.S. framework is being designed not to be risk-sensitive.

As an alternative, we urge the U.S. agencies to continue to work with the Basel
Committee to review the effectiveness of the Accord and make appropriate adjustments
in consultation with the industry. A recalibration trigger applied unilaterally by one
jurisdiction is not a desirable addition to this existing process which promotes
international harmonization.

In our view, this requirement is also unnecessary given that there is already a process in
place through the Basel Committee to review the scaling factor used for capital
calibration. This process serves to maintain adequate system-wide capital levels across
jurisdictions. Prior to the publication of this NPR, the Basel Committee reaffirmed a
scaling factor of 1.06 based on the results of the most recent international quantitative
impact study, QIS5. The results of QIS5 indicated that minimum required capital for
large internationally active banks adopting the advanced approach would have decreased
by 7.1% relative to the current Accord. The Committee noted in its executive summary
that “no adjustment of the scaling factor of 1.06 ... would be warranted at this time.”"

Given that the agencies have other tools at their disposal to ensure adequate capital at the
institutional level (i.e. under reservation of authority clauses and the Pillar 2 process, as
well as the Basel Committee calibration mechanism), we see no justification for this
additional U.S. requirement and request that it be removed. We note that this
requirement appeared in the preamble but not in the actual text of the rule, but
nevertheless we request that the agencies do not rely on a numerical benchmark for
aggregate capital as a trigger mechanism for changes to the U.S. implementation of the
Accord.

B. Transitional Floor Periods
When compared to the Accord timetable, banking organizations subject to the NPR rules

begin the parallel run one year later that those subject to the Accord. Following
completion of the one year parallel qualification period, the NPR requires a minimum of

12 «pasults of the fifth quantitative impact study (QIS5).” Basel Committee, June 16, 2006.



three separate transition periods with a minimum duration of one year each and possibly
longer, instead of two periods of one year each per the Accord. Unlike the Accord, the
NPR requires separate written supervisory approvals to begin and end each of the three
transition periods. As a result, the NPR version of the transition period ends two years or
possibly more after the comparable end-date set in the Accord.

Beyond differences in duration, the NPR sets higher floors on capital requirements
throughout the transition period. The floor percentages (95%, 90% and 85% in each of
the three periods, respectively, are substantially higher than the Accord (90% and 80% n
each of the two periods, respectively).

In addition, the NPR applies a different floor calculation methodology. Under the NPR,
the floor calculation'? is based on Basel I risk weighted assets (RWA), whereas RWA per
the Accord floor'” is the sum of Basel I RWA less 12.5 times Basel [ amounts of general
provisions included in Tier 2 capital. Because the NPR method lacks this adjustment, it
creates a significantly higher RWA floor.

The NPR method effectively places a RWA floor that includes both expected loss (EL)
and unexpected loss (UL) against a UL-only Basel Il RWA. This is conceptually
inconsistent with the UL-only approach agreed to by the Basel Committee.

The combination of a higher percentage times a higher calculated amount over a delayed
and more prolonged period compounds the punitive impact of these departures from the
Accord. We strongly oppose these rule differences which will create competitive
inequities for banking organizations subject to NPR rules throughout the protracted U.s.
version of the transition period.

We request that the U.S. transition period requirements conform to the Accord, with two
one-year transition periods with 90% and 80% floor percentages, respectively. We also
request that the agencies drop the separate supervisory approval requirement to move to
the next transition period, in order to avoid increasing the delay in U.S. implementation at
the back end of the transition period. Finally, we oppose the use of a different method to
calculating the floor capital requirements, which should instead be identical to the
method given in the Accord.

C. Leverage Ratio

In the NPR, the OTS notes “that some institutions with low credit risk portfolios face an
existing competitive disadvantage because they are bound by a non-risk based capital
requirement—the leverage ratio. Thus, the agencies regulate a class of institutions that
currently receive fewer capital benefits from risk-based capital rules because they are
bound by the risk-insensitive leverage ratio.”

** per Section 21(e) of the NPR, Federal Register, Vol. 71 No. 185: p. 55922.
* Par. 45-47 of the Accord.
" Federal Register, Vol. 71, No. 185, September 25, 2006: p. 55910.
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We agree that the leverage rdtio is not a risk sensitive measure and creates competitive
inequities. Asnoted, this ratio is most likely to be binding for institutions with a
substantial proportion of low credit risk assets on balance sheet. Not only does this create
an inappropriate incentive for institutions to shift toward higher risk or oft-balance sheet
assets, but from a wider economic perspective, this discourages institutions from offering
beneficial financial services that result in the accumulation of low credit risk assets on
their balance sheets.

The NPR states “QIS—4 results also suggested that Tier I risk-based capital
requirements under a Basel II-based framework would be lower for many banks than
they are under the general risk-based capital rules, in part reflecting the move to a UL-
only risk-based capital requirement. /% The agencies noted that as a result “the existing
Tier 1 leverage ratio requirement could be a more important constraint than it is
currently.”

A significant driver of lower Tier 1 requirements observed in QIS4 is the 2003 decision
by the Basel Committee, supported by the agencies, to separate the unexpected loss (UL)
and expected loss (EL) components under the new framework. As stated at that time:
“The Committee now believes that a separation of the treatment of unexpected and
expected losses within the IRB approach would lead to a superior and more consistent
framework. Under this modified approach, the measurement of risk-weighted assets (that
is, the IRB capital requirement) would be based solely on the unexpected loss portion of
the IRB calculations. Accordingly, certain offsets within the IRB framework, in
particular future margin income, would no longer be necessary. 17

Long term retention of the leverage ratio in its current form is inconsistent with the new
UL-only framework. Other mechanisms have been incorporated into the Accord to
compensate for the reduction in Tier 1 requirements due to EL-UL separation. These
include the elimination of ALLL from Tier 2 capital except for a limited excess over
expected credit losses and the non-recognition of future margin income. Given these
changes, the incremental impact of the leverage ratio becomes unduly punitive.

The U.S. is virtually alone among jurisdictions in imposing a leverage ratio. Moreover,
U.S. investment banks are not subject to such a requirement. Firms that are not subject to
a leverage ratio can better allocate capital and balance their portfolio mix based on risk
management and return on capital considerations. We believe that, in the long run,
permanent retention of the leverage ratio in its present form will be harmful to the
competitiveness of banking organizations subject to U.S. capital regulations. We urge the
agencies to review the appropriateness of the leverage ratio as presently defined and
consider modifications to its composition and required level. We suggest a review take
place within an appropriate time frame, for example, prior to the end of the Basel II
transition period.

' “Base] II: Significant Progress on Major Issues.” Basel Committee, October 11. 2003 press release.
"7 “Basel II: Significant Progress on Major Issues.” Basel Committee, October 11. 2003 press release.
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D. Lack of Availability of Alternative Basel I Approaches

We believe there is a need for all U.S. banking organizations to be able to choose from
the entire set of alternatives available under the Accord. Under the Accord, banking
organizations of any size may adopt alternative methodologies, including the
Standardized approach. Qutside the U.S., those jurisdictions adopting the Accord
generally permit all approaches.

Providing banks with the full range of approaches to risk-based capital has these
important benefits:
e All banks are on a level playing field, thus eliminating competitive inequities both
domestically and internationally;
e All approaches were designed by the Basel Committee to ensure appropriate
minimum regulatory capital requirements; and
» Banks, irrespective of size, can make their own cost/benefit assessments of the
risk sensitivity of each option.

In the NPR, the agencies state that it is “crucial to promote continual advancement of the
risk measurement and management practices of large and internationally active banks 18
and, as a result, chose to implement only the advanced approaches. We emphasize that
we support these objectives, as expressed by Basel Committee at the outset of the Basel 11
process and again by the U.S. agencies in this NPR. Support for the availability of
alternative approaches should not be misinterpreted as a departure from our desire to
retain the advanced approaches, consistent with the industry’s continual efforts to achieve
the highest standards of risk management practice.

Offering a choice among approaches to all banks will provide additional benefits of
improved risk sensitivity to the system as well as to the individual banks. For some
institutions, use of Standardized or other less advanced approaches may be an end state
rather than a transition to the most advanced approaches. Were the U.S. agencies to offer
the full menu of options and not address our concerns on the advanced approaches,
however, we believe the result would be sub-optimal.

The Accord provides both advanced and simpler approaches to permit banks to determine
their Pillar I capital requirement approach with due consideration of costs and benefits of
each option. The approaches were designed and calibrated so that capital levels varied
inversely with level of sophistication applied. The Standardized approach in particular
offers a meaningful improvement in risk sensitivity over the existing Basel I approach
due to the inclusion of operational risk requirements combined with improved credit risk
weights. Banks will opt for the Standardized approach if it makes more sense for them to
do so based on risk sensitivity, implementation cost and compctitive considerations.
Since alternative approaches were designed by the Basel Committee to be durable, there
are no provisions in the Accord sctting a time frame to discontinue their use. The Basel

8 Federal Regisier, Vol. 71. No. 185, September 25, 2006: p. 55840.
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Committee’s rationale for alternative approaches was not intended to mandate a transition
to a more advanced approach.

We believe that the agencies can adopt the Standardized and other approaches without
departing significantly from the text of the Accord, which has been developed over
several years with international input from supervisors and industry. Inconsistencies
between the U.S. rule and the Accord for the Standardized approach would raise concemns
similar to those raised for the advanced approach.

One of the purposes of QIS5 was to evaluate the incentive for banks to choose between
approaches. According to the Basel Committee, “In order to analyse the incentives for
banks to move to the more advanced approaches, the capital requirements for banks
providing data on at least two different approaches were compared. This analysis shows
that capital requirements provide an incentive for banks on average to move to the more
advanced approaches. 19

We are confident that banking organizations, when permitted to evaluate the trade-offs
between approaches, will make sound individual decisions, subject to supervisory
oversight, contributing to improved safety and soundness and greater capital efficiency
for the system as a whole. In making its decision, each institution can take account of its
unique situation in considering its business activities, risk management sophistication,
implementation requirements and the impact of any U.S. rule divergence from the
Accord.

We note that the OCC, in its Regulatory Impact Analysis, provided a summary of the
costs and benefits of permitting all Basel II credit approaches (Alternative A) and all
operational risk approaches (Altemative B). According to the OCC, “The most
significant drawback to Alternative A is the increased cost of applying a new set of
capital rules to all U.S. banking organizaztiomr.”20 The OCC reached an identical
conclusion for all alternative operational risk approaches. We disagree with this
assessment. In particular, permitting non-core banks a choice among existing capital
rules and the Basel II approaches will result in appropriate decisions incorporating
cost/benefit trade-offs.

We recommend that all U.S. banks, including large internationally active banks, be given
the option to adopt any of the Accord approaches, including the Standardized approach,
consistent with the Accord and without provisions that such approaches be transitional.
This option, in our view, is an effective means to improve the risk sensitivity of capital
requirements for all banks regardiess of their size.

19 «“Results of the Fifth Quantitative Impact Study (QIS5).” Basel Commitree, June 16, 2006.
2 Federal Register, Vol. 71, No. 185, September 25, 2006: p. 55909. See also “Regulatory Impact

Analysis for Risk-Based Capital Standards: Revised Capital Adequacy Guidelines.” OCC International and
Economic Affairs, 2006.
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IV. Capital Requirements for Credit Risk

We now turn to specific requirements for calculating capital for credit risk that depart
from the Accord and can potentially distort relative risk based capital requirements, as
opposed to issues related to the overall approach and constraints on total capital
addressed in the previous section.

As the agencies state in the NPR, “In combination with other supervisory assumptions
and parameters underlying this proposal, the IRB framework’s 99.9 percent nominal
confidence level reflects a judgmental pooling of available information, including
supervisory experience. The framework underlying this proposal reflects a desire on the
part of the agencies to achieve relative risk based capital requirements across different
assets that are broadly consistent with maintaining at least an investment grade rating
(for example, at least BBB) on the liabilities funding those assets, even in periods of
economic adversity. "'

We agree with this statement and believe that the Accord, as well as many aspects of the
NPR, represents an important step toward achieving relative capital consistency based on
risk. However, we note several key differences in credit risk parameters, definitions and
formulas between the NPR and the Accord that conflict, in our view, with this goal.
These include:

Definition of Default

Downturn LGD

Wholesale Securitization Issues

Limited Recognition of Credit Hedges
Hedge Fund and Equity Exposure Treatment
Other Capital Formula Changes

mmoOwWs>

These changes typically do not result in proportional change in capital across all
exposures and thus distort the relative consistency of risk based capital requirements.
Furthermore, due to these departures, NPR-based capital requirements for the same
exposure will differ from those in other jurisdictions, creating unnecessary requirements
for multiple systems.

A. Definition of Default

As stated in the NPR, “Under the proposed rule’s definition of default, a bank’s
wholesale obligor would be in default if, for any credit exposure of the bank to the
obligor, the bank has
(i) placed the exposure on nonaccrual status consistent with the Call Report
Instructions or the Thrift Financial Report and the Thrift Financial Report
Instruction Manual;

2 Federal Register, Vol. 71, No. 185, September 25, 200