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mbna

1100 NORTH KIN6 STREET
WILMINGTON, DELAWARE 19884

January 25,2005

Office of the Comptroller of the Robert E. Feldman

Currency Executive Secretary

250 E Street, SW Attention: Comments/Legal ESS
Mail stopl-5 Federal Deposit Insurance Corporation
Washington, DC 20219 550 17™ Street, NW

Attention: Docket No. 04-22 Washington, DC 20429

Jennifer J. Johnson, Regulation Comments

Secretary Chief Counsel's Office

Board of Governors of the Federal Office of Thrift Supervision
Reserve System 1700 G Street, NW

20th Street and Constitution Ave., NW Washington, DC 20552
Washington, DC 20551. Attention: No 2004-48

Attention: Docket No. OP-1215

Re:  Response to the Agencies' Invitationto Comment on the Internal Ratings-Based
Systems for Retail Credit Risk for Regulatory Capital

Ladies and Gentlemen:

This letter is MBNA America Bank, N.A.’s response to the Office of the Comptroller of
the Currency, the Board of Governors of the Federal Reserve System, the Federal Deposit
Insurance Corporation, and the Office of Thrift Supervision's (together the **Agencies'")
invitation to comment on the Internal Ratings-Based Systems for Retail Credit Risk for
Regulatory Capital (the "*Guidance™) as it pertains to the International Convergence of
Capital Measurement and Capital Standards — A Revised Framework, issued June 2004
(the “Framework™).

We appreciate the opportunity to provide comment on the Guidance. We believe changes
incorporated in the Framework and Guidance have been positive for retail banking and
reflect opportunity for continued improvement to occur.

MBNA America Bank, N.A. is the principal subsidiary of MBNA Corporation, and has
two additional banking subsidiaries, MBNA Europe Bank Limited and MBNA Canada
Bank (collectively herein referred to as "MBNA"). MBNA's primary business is retail
lending, providing credit cards and other retail lending products to individuals and small
businesses. At December 31,2004, MBNA reported assets net of securitizationstotaling
$61.7 billion. MBNA's managed assets, including securitized loans were approximately
$149.6 billion as of December 31,2004. We believe that our focus on consumer lending
(primarily unsecured revolving retail lending) makes us uniquely qualified to provide



independent comment on the proposed Guidance. Because our focusis narrow and
specific, without requiring compromisesto accommodate other linesof businesswe
believethat our macro businessmoddl is particularly insightful on the issue of
appropriate capital levelsfor unsecured revolving retail lending and asset securitization.

In general, we believe the Guidanceis much more prescriptive than necessary when
compared to the Framework. We believe the Guidance should be more principlesbased,
allowing flexibility in application, particularly in the areas of policiesand procedures,
validation, data maintenance, and control and oversight. If the Agenciesconcludethat no
changesto the Guidance are warranted, we ask that there be enough flexibility to permit
application of the Guidancethat considerseach individual bank's specific circumstances.
We believethat the current level of prescriptiveness may curtail continued development
of best practiceswhen those practicesdiverge from the Guidance even when achieving
the underlying Framework objectives.

We al so encourage the Agenciesto continue to advance Basel towardsa full models
approach. We believethat for some products, particularly for large portfoliosof assets
such as credit cardsthat possess reasonably predictable cash flows, Asset Vauation
Correlations (“AVCs”) remain high. Although changing the AVC for Qualifying
Revolving Exposures (“QREs”) to 4% was a step in the right direction, many of the
major U.S. credit card issuers can support still lower AV Cs, which should be considered.

Below we provide more specific comments and questions based on our understanding of
the Guidance. We would be happy to discussany of theseissuesif you require further
clarification.

Definition of Default

We concur with incorporating reference to the FFIEC Uniform Retail Credit
Classification and Account Management Policy (the'" Policy) into the definition of
default for retail credits. Thisdefinition correspondswith that in Paragraph 452, footnote
82 of the Framework which describesdefault for retail loans based on days past due. We
suggest that banks not be precluded from recognizing default more conservatively than
the FFIEC’s Policy in recognition that banks may do so for avariety of reasonsconsi stent
with sound risk management practices.

Asdescribed, Paragraph 98 of the Guidance includes placing an account on non-accrual
inthe definition of default. The proposed Guidance also recognizesthat banks are not
required to place consumer loans on non-accrual, although some banks choose to do so.
We do not believethat placing an account on anon-accrual status requiresthat it also be
treated as adefault. We recommend that banks should be allowed to recognize default
consistent with the definition used within their internal systemsaslong as default is
recognized no later than what is required under FFIEC Policy. We note that the
population of accountsat issue represent approximately 0.3% of managed outstanding
loans. We note further that under MBNA’s credit risk management system, adding non-



accrual to the definition of default would require significant incremental system
enhancement expense to the company in order to track and model these accounts. In light
of theforegoing, we urge that the Agencies not requirethat accountsplaced on non-
accrual fall withinthe definitionof default. Agreeingto this approach would not, we
believe, materially affect capital results.

L oss Given Default “LGD”)

Webelieveit isdifficult and unnecessary to provide more specific guidanceon
calculation of LGD at thistime. We encourage flexibility by the Agencies over the next
several yearsin order to allow best practiceto continue to mature. The Guidance
correctly recognizesthat factorsin addition to economic conditions can significantly
impact LGD for a given portfolio within a given banking entity. At thistimethe
definitionof adownturn period isdifficult to determine, asthe downturn would need to
be applicableto the characteristicsof the banks current portfolio. Important
characteristicswould include such thingsas geography, industry makeup, and
underwriting standards. Also, a determination of what time period within the downturn
period would need to be made. 1t isnot likely that asingletime period of economic
stresswould apply acrossall of abank's portfoliosfor calculatinga stressed LGD.

Theissue of portfolio diversificationmust al so be addressed. It would not be appropriate
to apply astressed LGD to every portfolio at the sametime, asit would not be likely that
they would all experience astressed condition simultaneoudly. Thisis particularly true of
internationally diversified banks. If astressed LGD isto be utilized, there must be some
means of reflecting the benefit of diversificationat the sametime.

Therefore, we believeit is up to each bank to determine an appropriate time period and
methodology for LGD measurement for each loan portfolio with supportingexplanation
for regulatory review. With proper explanationit should be transparent to regulatorsas
to the factors considered in choosing the appropriateLGD time period. 1n caseswhere
adjustmentsare required to the LGD, banks should be permitted to use judgmental or
statistical techniques, as they deem most appropriate for the modeled exposure. Any
additional adjustment could be made under Pillar IT as needed.

Non-Material Exposures

Paragraph 9 of the Guidance recognizesthat banks may designate some retail exposures
as nonmaterial and, thus not subject to theretail IRB approach. Thispositionis
consistent with Paragraph 259 of the Framework, which allowsfor exposuresthat are
immaterial intermsof sizeand perceived risk profile to be exempt from IRB treatment.
We strongly support this position, asall banksare likely to haveimmaterial portfolios,
wherethe cost to fully model the exposuresunder the advanced IRB approach
significantly outweighsthe benefit of improved risk measurement.

Materiality can be susceptibleto subjectivejudgment, or it can be defined specifically. In
thiscase, in order to promotefair and consistent treatment globally, we would suggest



that the Agencies establisha specific definition in line with that being proposed by other
regulatory authorities. For example, we suggest the definition that is proposed by the
U.K. Financial ServicesAuthority (the"FSA'") in Consultative Paper 189, Annex 3.9, is
an appropriatethreshold for aggregate IRB credit risk. The FSA proposesthat the
combined sum of exempted exposures be no more than 15% of thetotal Pillar | banking
book credit risk capital requirement. We believethisisareasonablelevel, whichis
neither so low asto be meaningless nor so high as to negate therisk sensitivity goal of the
Basel Framework.

Paragraph 9 further statesthat minimum capital requirementsfor a nonmaterial retail
portfolio will bein accordance with capital standardsfor non-IRB banks. We would like
to clarify that this standard isin fact the Basel | standard in the U.S. and the Standardized
or Foundation approaches of Basel II for U.S. owned subsidiariesin foreign countries.

Qualifying Revolving Exposur es(“QRE”)

One of thecriteriato qualify as a QRE isthat the maximum exposureislimited to
$100,000. We proposethat regulatorsallow someflexibility in this requirement for
modeling efficiencieswhere the number of accountsexceeding thisthresholdisasmall
proportion of the total QRE population. Thislimit ismuch lower than the point at which
MBNA currently begins to manage unsecured revolving retail exposureson an individua
basisrather than a pooled basis. We believethat a changeto our credit risk modelsto
accommodatethislimitationwill be costly and will result inlittleif any benefit. Within
MBNA'’s QRE portfolios, customersexceeding the $100,000 threshold represent 0.50%
of QRE exposures. Assuch, we recommend that either thelimit be increased or banks be
allowed to include immaterial volumesas QRE. If the regulatorsare intent on keeping a
maximum exposureamount to qualify for QRE, we would support a $250,000 threshold.

We also suggest that consideration be given to the current exclusionof businesscredit
cardsfrom QRE qudification. For purposesof this discussion, we are excluding business
credit cardsissued to companiesthat are managed on an individua basis. For MBNA,
our business credit card portfoliois managed on a pool basisand consists primarily of
exposuresto individualsfor business use, or businessesthat are predominantly sole
proprietorsor small businessentities. Intermsof credit risk, the portfolio isvery similar
to self-employed individualsin theretail card portfolio. Virtually every business credit
card account is guaranteed by the owner/principal and the credit decisionis based upon
the personal credit bureau information of that guarantor. We believeall aspectsof the
QRE definitionare met (other than issued on behalf of a business), includingthelow
volatility of loss requirement.

The QRE definitionrefersspecifically to credit cardsand overdraft lineson individual
checking accountsas covered products. We want to clarify that productsmeeting the
QRE definition, regardless of method of access, areintended to beincluded. Thiswould
properly capture other existing products, such asthose accessed via a check or electronic
transfer, aswell as potential new access methods such as cell phones and other devices.



Quantificationof IRB Systems

Paragraph 78 statesthat risk parameter estimates must be updated at least quarterly at a
minimum, and more frequently if deemed necessary. We wishto clarify that this
requirement pertainsto updating of the risk parameter variablesutilized in segmenting
accounts, and not of the actual modelsfor calculating PD, LGD and EAD. Updating and
validating all of the IRB related modelsin an organizationon a quarterly basis would be
an enormous and costly undertaking that would not be necessary. It isunlikely that
model results would shift significantly within one quarter without a dramatic
corresponding economic shift. Of course asa matter of prudential risk management
should an unusua and significant event occur, appropriatechangesto parameter
estimates would be made — and these would be subject to Pillar IT review.

In regardsto updating of risk parametersfor exposures, it isnot current practice today to
perform quarterly updates of al parametersfor all types of exposures. We would

propose that the frequency of update should be flexible and more specific to the type of
loan. For example, for credit cardsit is not unusual to update certain risk parameterson a
transaction, monthly, or quarterly basis. On the other hand, for SME exposures, some
parameters may only be updated as part of an annual credit review. Quarterly updates of
risk parameter data could require an institutionto be acquiring externally provided data
on amorefrequent basis than needed for conducting business, increasing costs
unnecessarily. We believeit is up to each individua bank to determine appropriate
frequency of update and to document such in policy as required.

Seasoning

Paragraph 110 of the Guidance requiresthat segmentscontai ning unseasoned |oans
should have the PD calculated as the annualized cumulative default rate over the
segmentsexpected remaining life. We are concerned that this method for computing PD
isinconsistent with the Basel ASRF credit risk model, which isdeveloped and calibrated
to useaone-year PD. Wefed changing the PD of aloan in the manner defined to adjust
for seasoning changes will corrupt both the intended results of the ASRF cal cul ationsand
determination of expected loss. Using an annualized cumulativePD for unseasoned
accountswill also makeit difficult, if not impossible, to perform back testing of the
model as predicted results would be distorted by the adjustment.

We proposethat the issue of seasoning is better addressed in Pillar II. Thiswill retainthe
integrity of the Pillar | model, facilitatethe validation of the PD model, and still allow
recognition of seasoning in the overall capital requirement when necessary.



Exposureat Default (" EAD")

Paragraph 137 of the Guidance statesthat EAD isto include accrued, but unpaid, interest
and fees. Thisappearsto be arequirement of the U.S. Regulatory Agenciesonly, asit is
not included in the definition of EAD of the Framework. We are seeking clarification of
the intent of the Guidanceasto the definition of accrued interest and fees. We believe
what is actually intended to beincluded in EAD is billed, but unpaid interest and fees,
which is consistent with the definition utilized for LGD. Accrued interest and feesfor
retail products, which are managed on a pool basis, are generally not calculated on an
individual loan basis. They are typically calculated for a portfolio of loansand often are
carried on the balance sheet as part of " Other Assets” rather than as™'Loans. Not all
loan systems cal cul ate accrued interest on an individual loan basis. Thisis further
complicated in that for some loans, such as credit cards, the loan balance may be
incurring multipleinterest rates. The systems modifications necessary to track accrued
but unbilled interest and feesat an account level would be extraordinarily expensive for
what we believeis an insignificant exposure. Interest and fee accrualsare normally
adjusted monthly at a minimum, so the impact of any defaulted accountswould be
reflected in the next accrual estimate.

Based on our interpretation of the Guidance, we propose that flexibility be allowed in
calculating EAD depending on the capabilitiesof the bank. EAD should be calculated
inclusive of billed but unpaid interest and fees when tracked at the account level.

Accrued interest and fees, and billed but unpaid interest and fees may be carried in
separate accounts at a 100% risk weight when they are not tracked at the loan level. For
many retail products, thiswill be more conservativethan if accrued interest and feeswere
applied to the loan exposure.

Paragraphs 139 — 149 of the Guidance refer to caculation of the EAD for undrawn lines
using aloan equivalency (" LEQ) approach. We seek to clarify that thisisnot the only
permitted approach by U.S. regulators. Paragraph474 of the Framework alows
flexibility in determining exposureto undrawn lines. We believe U.S. regulatorsshould
allow such flexibility where a bank has a different viable approachto determining
exposureto undrawn lines. Implicit in the LEQ approach isthe premisethat the available
credit lineisthe driving factor for undrawn exposure. For some typesof loans, e.g. credit
cards, thismay not be the case. Bankstoday authorize nearly 100% of credit card
transactionson areal time basis. While a customer may have sufficient availablelinefor
agiven transaction, a bank may prohibit accessto all or part of that linefor a variety of
reasons. Therefore, the LEQ approach, while relatively simple, may not be the most
appropriate predictor of undrawn exposures.

L oan Sales

Paragraph 155 of the Guidance statesthat risk parametersfor loansto be sold areto be
determined asif theloan will be held to maturity. We believethere are cases where this
is not appropriate. If loansare being originated under a specific agreement to be sold to a
specific third party within a specified timeframe, we believeit isappropriateto estimate



the risk parameters commensurate to the actual exposure duration. Thiswill likely have
the greatest impact on the PD measure. These positions are al so subject to mark-to-
market controlsand accounting discipline.

QRE Treatment Qualification

Toqualify for QRE treatment, a portfolio must demonstrate alow volatility of lossrate
relativeto average loss rates, particularly in low PD segments, asdefinedin paragraphs
160 - 164 of the Guidance. We are concerned about the interpretation of such atest at
thistime. First, past lossvolatility isnot necessarily indicative of the current portfolio.
Factorssuch as collection practices, consumer regulation, and bankruptcy laws can all
impact loss rates beyond economic factors. Past changesin thesefactors may introduce
volatility that isnot applicableto current and future credit |oss environmentsthat describe
the underlying risk behavior of the portfolio.

We suggest that the interpretationof atest that requirescomparison to other QRE and
non-QRE portfolios within the bank will be problematic. It isunclear asto what the
benefit of comparisonisto unlike portfoliosthat may demonstratehigher or lower
volatility. Additionally, abank will not bein a position to compare resultswith other
banks portfolios, asthe datawould be unavailable without some type of global industry
sharing arrangement. The conclusion derived from such comparisons appearsto be
arbitrary in nature. This makesconsistency in applyingthetest difficult within the U.S,
let dloneon aglobal basis.

We also believethat application of thistest at the segment level will be costly to perform,
with potentially littlevalue. Retail credit card models have advanced to alevel of
sophisticationthat providesvery accurate prediction of default — thereby enabling
granular segmentation of PD. Thisresultsin very littlevolatility, particularly in the
narrow low PD segments.

We support the proposed solution to thistest offered by the Risk Management
Association (theRMA™). That solutionwould be to calculate the actual volatility of the
QRE portfolioand compareit to theimplied volatility under the Basel ASRF modd at a
portfolio level. Aslong astheactua volatility wasat or below theimplied volatility, the
portfoliowould meet the low volatility test. This providesa methodology that isssimple
to perform, will be consistent for all banks, and removesthe arbitrary aspectsof the
current proposal.

I ndependent Review of Retail IRB Processes

Paragraphs 234 - 235 of the Guidance describethe requirementsfor an independent
review process. Thisappearsto be anew U.S. requirement beyond that contained in the
Framework. It appearsthiswould require a minimum of threeindependent groupsto
meet IRB requirements: an independent credit control group, an independent validation
group, and an independent internal audit group. We fed this additional independent
validation group is an unnecessary burden, particularly for small organizationsthat might



otherwise opt into BaselIl. The Guidance requiressound techniques be followed in
developing, documenting and validating the models and systems used. When properly
followed, these techniques are more than adequateto enable management, regulators, and
auditorsto assessthefitnessof the systemsand model swithout the need of yet another
independent group. We believe fulfillment of thisrole by internal audit would be
sufficient.

Other Items

Paragraph 11 of the Guidance states that cross border issuesfor retail and other portfolios
will be addressed in future documents. We encourage regul atorsto compl ete such
guidance prior to issuing the NPR to enable appropriate scrutiny and feedback.

Paragraph 120 of the Guidance statesthat all material credit-related lossesareto be
included inthe LGD, and further statesthat credit-related lossesare to be broadly
defined. We suggest this paragraph be amended to specify that fraud lossesare not
credit-rel ated | osses.

We appreciate the opportunity to provide these commentsto the Agencies. If you have
any questionsregarding this submission or if we can provide further information, please
contact me directly by telephone at 302-432-1935 or by e-mail at
kevin.schindler@mbna.com.

Respectfully submitted,

TToe € Sidoddo
Kevin C. Schindler

Senior Executive Vice President
MBNA AmericaBank, N.A.



