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TO:  Public File 
 
FROM: Karen Osterloh, Special Counsel 
 
DATE: October 25, 2006 
 
RE:  Basel II NPR  
  Meeting Summary – ABN AMRO and IIB 
 
Attendees 
 

On October 3, 2006, the following individuals representing ABN AMRO, IIB, OTS, 
OCC, and FRB participated in a conference call discussing the implementation of the Basel II 
Accord (Accord) in the United States: 
 
ABN AMRO     Paul Widuch  OTS   Grovetta Gardineer 

         Shahzad Kazi    Kevin Anderson 
        Alexander Reeders    Karen Osterloh 

         
IIB        Lawrence Uhlick  OCC  Tommy Snow 
       Richard Coffman    Amrit Sekhon 
       Ken Bachman    Roger Tufts 
         Carl Kaminsky 
        Barbara Sims 
        Claudia Parker 
 
      FRB  Anna Lee Hewko 
        Paul Sternhagen 
  
Summary of Discussion 

 
IIB and ABN AMRO discussed the following issues related to the United States’ 

implementation of the Accord in the Basel II NPR published on September 25, 2006, and the 
European Union’s implementation of the Accord in its Capital Requirements Directive (CRD): 
 
Definition of default. 
 

Commenters noted that the EU and US definitions of default are significantly different.  
For example, the US considers a wholesale obligor to be in default if any wholesale exposure has 
been placed in a non-accrual status consistent with the Call Report or Thrift Financial Report 
Instructions.  By contrast, the EU considers a wholesale obligor to be in default when the bank 
makes a determination that the borrower is unlikely to pay its credit obligations to the credit 
institution in full without recourse by the credit institution to actions such as realizing collateral.  



 
As a result, commenters observed that estimates of risk parameters used to generate the 

risk-based capital requirements are likely to differ under the Basel II NPR and the CRD.  
Specifically, estimates of the probability of default (PD) under the CRD are likely to be higher 
than estimates of PD under the Basel II NPR, and estimates of loss given default (LGD) under 
the CRD are likely to be lower than estimates of LGD under the Basel II NPR.  

 
Commenters also noted that the different definitions will make the capital computations 

more complex and will raise serious compliance issues for banks operating in both the EU and 
US.  Commenters observed that these banks will have to build, validate and maintain two 
separate models for estimating LGD and PD, and will have to add significant complexity to data 
warehouses and capital calculation processes and tools.  Commenters also expressed concern that 
banks operating in the EU and US would have difficulty complying with the “use test” in the 
NPR and the CRD, since it would be hard to demonstrate that a bank uses two fundamentally 
different systems simultaneously. 
 
 The participants addressed whether the two definitions of default could be reconciled.  
The participants explored whether the Basel II NPR definition was sufficiently flexible to permit 
a bank to interpret non-accrual status to include a determination that a borrower is unlikely to 
pay.  Commenters noted that this was one way to eliminate the compliance issue.  However, they 
noted that the LGDs would be lower under this definition.  Because LGD is the biggest driver of 
the capital requirement, and expressed some concern that bank supervisors would accuse them of 
lowering the LGDs if they used this approach. They also noted, however, that such an 
interpretation would cause their non-accruals in the US to increase significantly, and that they 
would have to educate the markets and analysts regarding this change.  
 
 Under the Basel II NPR, a wholesale obligor is also in default if, for any wholesale 
exposure of the institution to the obligor, the institution has incurred a credit-related loss of 5 
percent or more of a wholesale exposure’s initial carrying value in connection with the sale of 
the exposure.  The agencies asked whether this 5 percent standard was appropriate.  ABN 
AMRO explained that they have not taken a view specifically on the proposed standard, but 
indicated a preference for some type of “bright line” test for when a “material credit related loss” 
has occurred.   IIB noted that some of their institutions have suggested that the 5 percent standard 
is too low. 
 
 Participants also discussed the differences between the retail definition of default under 
the Basel II NPR and the CRD.  Under the Basel II NPR, for example, a retail exposure is in 
default if it is 120 days past due (180 days for a residential mortgage exposure).  By contrast, the 
CRD states that an obligor is in default if the obligor is 90 days past due or the bank determines 
that the obligor is unlikely to pay.  Commenters suggested that the practical differences between 
the definitions could be reduced if the US redefined retail default to also include exposures that 
are placed in a non-accrual status. 
 
LGD 
 If an institution cannot estimate LGD under economic downturn conditions, the Basel II 
NPR imposes an effective 8 percent floor on LGD.  Commenters recognized the need for an 
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alternative standard where data reflecting economic downturn conditions is unavailable.  
However, they suggested that the proposed floor was difficult to justify for certain exposures and 
that they preferred the EU approach which permits an institution to build in a margin of 
conservatism into LGD estimates where there is no economic downturn data.  The agencies 
responded that the Basel II NPR was intended to provide a simple measure where data was 
unavailable, but that an institution could still demonstrate that their LGD estimates reliably and 
sufficiently reflect losses under economic downturn conditions.  The agencies indicated that they 
would issue guidance on how an institution may satisfy this standard. 
 
Other issues.  
 

ABN AMRO developed a chart indicating other areas where the EU and US have 
implemented the Accord differently.  This chart is attached to this comment summary.  ABN 
AMRO indicated that the third column of this chart indicates the significance of the impact to 
their implementation efforts. 
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