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Re: Risk-Based Capital Standards: Advanced Capital Adequacy Framework

Dear Ladies and Gentlemen:

Bank of America Corporation (Bank of America) appreciates the opportunity to comment on the
Notice of Proposed Rulemaking entitled “Risk-Based Capital Standards: Advanced Capital
Adequacy Framework” (the NPR). Bank of America, with $1,460 billion in total assets, is the
sole shareholder of Bank of America, N.A., with full-service consumer and commercial
operations in 30 states and the District of Columbia. Bank of America provides banking,
investing, corporate and investment banking services and financial products to individuals and
businesses across the United States of America and around the world.

Over the last decade, the banking industry has evolved and transactions have become increasingly
complex. The limitations of the Basel I Capital Accord have become apparent and highlighted
the need for regulatory capital requirements that more appropriately reflect the risk profiles of
individual banks and the industry as a whole. The agencies published the US interpretation of the
Basel 1I international framework in their Advanced Notice of Proposed Rulemaking (the ANPR)
in August of 2003. We commented on the ANPR in a letter dated November 3, 2003. Shortly
thereafter, in June 2004 the Basel Committee on Banking Supervision issued the final
international rules, “International Convergence of Capital Measurement and Capital Standards: A
Revised Framework” (the Basel I Accord).

We remain very supportive of efforts to modernize the risk based capital regime. We strongly
support the three-pillar paradigm of minimum capital requirements, supervisory review and
market discipline as part of a comprehensive risk-based capital approach. We support the efforts
to better align regulatory capital requirements to underlying economic risks, encourage better risk
measurement and management processes and promote international consistency in regulatory
standards.
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The agencies’ proposals for the NPR deviate from the international Basel II Accord in several
important respects and may have far-reaching consequences for the US banking industry.
Collectively, we believe the changes place US banks at a competitive disadvantage relative to
foreign banks and domestic investment banks, reduce the risk sensitivity of the capital
framework, increase the costs of compliance and limit the comparability of capital ratios across
jurisdictions. Our key elements of concern include the following:

Risk Sensitivity and Competitive Impact of 10% Aggregate Floor
Retention of the Leverage Ratio & Impact on Competitive Equity
Limited Range of Options for US Implementation

Extended Transition Period and Floors

Wholesale Definition of Default

Expected and Downturn LGD Estimation Requirements

Equity Investment Exclusions and Treatment of Funds

Elimination of Firm Size Adjustment for Small & Medium Sized Entities
Securitization Treatment

Conflicting and Excessive Disclosures

In this letter, we highlight those aspects of the NPR which are of particular concern to Bank of
America. In the attached Appendix, we provide comments on the specific questions raised by the
agencies throughout the text of the NPR. As a member of the Risk Management Association
(RMA), the International Swaps and Derivatives Association (ISDA), the Institute of
International Finance (IIF), the Clearinghouse Association and the American Securitization
Forum (ASF), we have also participated in the preparation of their comment letters. With some
minor differences, we endorse the comments of those organizations. Therefore, we have limited
repetition of many of the more technical points common to Bank of America, RMA, ISDA, IIF,
the Clearinghouse Association and ASF.

Risk Sensitivity and Competitive Impact of 10% Aggregate Floor

The agencies have included a statement in the NPR that a 10% aggregate decline in minimum
required capital among banks using the advanced approaches for credit and operational risk
would trigger modifications to the supervisory risk functions or other aspects of the framework.
This litmus test is arbitrary and unique to the US implementation. While we understand the
agencies’ motivation for imposing this condition, we believe it is not necessary, it places US
banks at a competitive disadvantage, and it inappropriately exposes banks to uncertainty in their
capital management processes.

The Pillar 2 supervisory process is designed to provide safeguards to ensure that capital
requirements satisfy Pillar 1 rules, the underlying models meet strict qualification standards, the
models are properly validated and the capital results are consistent with the risk profile of the
institution. In light of the stringent requirements, supervisory review process and reservation of
authority, we do not believe a litmus test for further modification is necessary. First, each bank’s
calculations under the IRB framework will be subject to independent validation and ongoing
backtesting requirements. Second, the bank’s primary supervisor will review all components of
the AIRB and AMA models for compliance and provide written approval. Finally, Pillar 2
requires banks to discuss their internal economic capital, regulatory capital and stress testing
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results with their primary supervisors in a comprehensive review of capital adequacy. If
significant risks are not captured under Pillar 1, the primary supervisor has the authority to
require capital to be held above the Pillar 1 requirements.

Tying further modifications to a numerical benchmark ignores the principle of risk sensitivity
underlying Basel II. A 10% change in minimum required capital as conditions improve should
not be viewed as a warning signal. In a risk sensitive regime, it is natural to expect the minimum
required capital for a portfolio to change throughout the cycle.

Linking modification of the NPR to the minimum requirement fails to recognize that banks
typically hold capital well in excess of the minimum requirement and allow the buffer to fluctuate
through the cycle. Fluctuations in minimum Pillar 1 capital requirements will not necessarily
result in similar fluctuations in actual capital held. A bank with a robust capital planning process
will ensure it has adequate resources throughout the credit cycle. While regulatory ratios are an
input to the capital management process, other elements of the process, such as capital market
expectations, rating agency targets, business strategy, stress testing results and economic capital
requirements, have equal, and in some cases, greater importance. Together, these elements limit
fluctuations in capital and result in a buffer between the actual capital held and the minimum
regulatory requirement that grows and contracts with the cycle.

In certain circumstances, declines in capital are appropriate reflections of risk management
practices and therefore do not threaten the solvency of the system. By design, a risk sensitive
regime provides banks with incentives to manage their credit risk through the use of credit
hedging, collateral practices and other risk mitigation tools. Industry minimum capital
requirements might decrease simply because several large banks pursue more active credit risk
management to rebalance their portfolios in favor of lower-risk assets. A risk-based regime
would appropriately reflect a corresponding decrease in capital. It is contrary to the objectives of
the international accord to penalize such actions with modifications to the framework and reduce
incentives through application of an arbitrary floor. The threat of significant modifications to
Pillar 1 rules could stunt the development and innovation of new tools for risk management if
banks are unsure whether the regulatory capital benefits of certain practices might be eliminated
by future changes to the rules. Pillar 2 is therefore a more appropriate means for requiring
additional capital.

Finally, as currently structured, the threshold would be triggered by the aggregated minimum
required capital rather than capital held by the individual banks. The decisions of one or two
banks to adopt conservative lending policies or restructure their balance sheets could trigger
modifications of the Pillar 1 rules for the rest of the industry. Depending on their timing, nature
and size, these modifications could interfere with capital planning of other banks and potentially
disrupt execution of their strategic initiatives.

If the agencies modify the Pillar 1 capital requirements in response to a 10% difference, the US
implementation of Basel II will further diverge from the international version. Depending on the
specific nature of the modifications, the impact could have differential effects on US banks and
upset competitive balances. Perhaps more importantly, US banks will have higher capital
requirements than their international counterparts and domestic investment banks for the same
assets and will be competitively disadvantaged. The costs of the additional capital could be borne
by customers and shareholders in the form of higher pricing and lower shareholder returns. On a
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long term macroeconomic level, higher capital requirements in the US reduce the flow of credit to
the economy from US banks.

We recommend the agencies remove the 10% aggregate threshold for modifications from the
NPR. The supervisory approval process, parallel implementation, transitional floors and,
ultimately, the authority under Pillar 2 to require additional capital provide supervisors with
ample safeguards against inappropriate declines in capital for IRB banks. We recognize that
capital regulation is an evolving process and that the rules must therefore also evolve to capture
emerging risks or correct deficiencies in the measurement of risk for certain exposures. We
believe regulatory attention should be directed at specific problem areas as they emerge. This is
preferable to an industry-wide trigger that would result in wholesale recalibration of the US
implementation.

Retention of the Leverage Ratio & Impact on Competitive Equity

The US agencies plan to permanently retain the leverage ratio. As their balance sheets have
grown more complex, banks have made tremendous progress developing risk management
techniques. Although it is simple and transparent, the leverage ratio provides little information
value for the supervision of large, complex banking organizations; instead, it generates incentives
that are counterproductive to capital management and creates a competitive disadvantage for US
banks.

The leverage ratio is a blunt measure of capital in relation to total assets. It lacks risk sensitivity
and makes no adjustment for the presence of low risk assets such as prime mortgages, reverse
repurchase agreements and high grade investments. Furthermore, it ignores the techniques used
by modern financial institutions to manage their risk, such as diversification, collateral
management, and credit risk hedging.

In a risk-based capital regime the leverage ratio will become binding for many banks. Banks with
low-risk assets will be penalized because the leverage ratio simply does not reflect the economics
of their balance sheets. Once the constraint becomes binding, the leverage ratio creates a
perverse incentive for banks to shift their mix to riskier assets or reduces their willingness to
provide credit. As a result, the leverage ratio encourages banks to hold riskier assets and drives
low-risk assets out of the banking system. We believe this unintended consequence is
counterproductive and not consistent with prudential goals.

Like the 10% aggregate floor, the retention of the leverage ratio places US banks at a competitive
disadvantage. The US banking system is virtually alone in requiring the leverage ratio. Foreign
banks are not subject to a leverage requirement and therefore have an advantage in holding low
risk assets. While it is certainly true that US subsidiaries of foreign banks are subject to the
leverage ratio, their parent companies can use double leverage to mitigate its impact. This
provides foreign banks with a distinct competitive advantage even for domestic business.

We believe the agencies should reevaluate the utility of the leverage ratio in a modern capital
framework and consider phasing it out at the end of the transition period. We agree that it may be
necessary as a safeguard as the industry transitions from Basel I to Basel II. However, we
recommend the agencies consider modification of the ratio to better represent capital adequacy of
banks with significant volumes of low-risk assets on their balance sheets. For example,
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investment grade securities, reverse repurchase agreements, and other low-risk assets could be
deducted from the total asset denominator. A modified version of the leverage ratio, while still an
imperfect measure of capital adequacy, would then cause less distortion and better represent the
capital adequacy of firms with low-risk balance sheets.

Limited Range of Options for US Implementation

The US implementation of Basel II requires a defined group of banks to implement the Advanced
Internal Ratings Based Approach (AIRB) for credit risk and Advanced Measurement Approach
(AMA) for operational risk. Banks outside this defined group have the option to implement the
advanced approaches, adopt Basel IA or remain on Basel I. In contrast, the international
framework allows banks to choose between the Standardized, Foundation and AIRB approaches
for credit risk and the Basic Indicator, Standardized and AMA approaches for operational risk.
The range of options allows banks to transition to more advanced approaches as their risk
management systems evolve. Although the choice is available in principle for all banks, the
international Accord made it clear that larger banks were expected to implement approaches
consistent with their complexity and risk management processes. Bank of America would fit into
this category and is committed to implement the AIRB and AMA approaches for credit and
operational risk as soon as practicable. We believe these approaches allow us to leverage our
significant investment in risk management processes, reflect our conservatively managed risk
profile and communicate our strong capital position relative to our risk exposures.

Nonetheless, we believe the full range of options should be available in the US. With these
options, banks could select the alternatives that are most appropriate for their business processes.
Providing the full range of options would also allow banks to make their own assessments of the
balance between the costs and risk sensitivity of each approach. This would help level the
playing field by giving US banks the same range of options available internationally and alleviate
some competitive concerns. Additionally, it would help control compliance costs by allowing
banks to transition to the advanced approaches over time and more efficiently allocate resources.
We understand that such a change may result in a slight delay as the agencies draft and submit a
revised NPR for comment by the industry, but believe its duration could be minimized by more
fully leveraging the Basel II international framework.

Extended Transitional Period and Floors

The US agencies have departed from the international rules by extending the transition period
between Basel I and Basel Il and imposing more restrictive floors governing the reduction in risk-
weighted assets. We do not believe that a more restrictive transition period is necessary. The
floors established in the international framework provide sufficient safeguards during the
transition period. The longer transition period and more restrictive floors create a competitive
disadvantage through 2011 and possibly longer.

The international rules allow banks to transition to full implementation of the Accord after a
parallel run and a two year transition period. Over the transition period, risk-weighted assets are
allowed to fall relative to the Basel I rules by 10% per year for a total reduction in risk weighted
assets of 20%. Not only have the US agencies delayed the implementation by at least 12 months,
they have also extended the transition period to three years and limited the reduction in risk
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weighted assets to 5% per year (15% total reduction). These floors apply to individual banks and
are in addition to the 10% constraint on the aggregate decline in capital requirements for the
industry, which was discussed previously.

Unlike their international counterparts, US banks cannot move between floor levels without
explicit approval by their primary supervisor. Because the standards have not been defined, we
are concerned that the approval process for transitioning between floors could become arbitrary
and inconsistent across banks. If supervisory approval to move between floors is withheld, a US
bank could remain constrained by the transitional floors for an indefinite period.

The following table contrasts the maximum capital relief for US and International banks. It is
evident from the table that US banks will be at a competitive disadvantage for several years as
they transition from Basel I to Basel II. Given the final floor value of 15% and the aggregate
industry floor of 10%, it is unclear whether the disadvantage will be eliminated after full
transition. Even if the floors converge at the end of the transition period, the impact of
competitive inequity on loss of market share or strategic opportunities during the transition period
may not reverse for many years.

Comparison of Transitional Floor Requirements
Basel I Accord vs. US NPR

2007 2008 2009 2010 2011
Basel IT Accord Parallel 90% 80% 80%+ 80%+
US NPR NA Parallel 95% 90% 90% - 85%*

* Effective floor for individual banks depends on impact of 10% aggregate threshold

Furthermore, the US agencies have diverged in the mechanics of the floor calculation. The NPR
calculation is based on current Basel I risk-weighted assets. The international rules contain an
adjustment for the separation of expected and unexpected loss. This results in a higher
transitional requirement for US banks, since the point of reference for US banks is a greater level
of risk-weighted assets.

In summary, the additional requirements for capital floors further reduce the risk sensitivity of the
framework proposed in the US, introduce a competitive disadvantage to US banks and reduce the
comparability of capital ratios across jurisdictions. We believe the parallel calculation period and
floors adopted in the international accord provide sufficient safeguards during the transition
period. We strongly recommend aligning the transitional floors to the international framework,
adopting mechanics of the international calculation and removing the requirement for a bank to
seek permission from its primary supervisor for transition between floors.

Wholesale Definition of Default

The NPR and the international framework further diverge in their respective definition of default.
The primary differences are that the NPR definition specifies 5% as a threshold for materiality of
credit related loss on sale of an exposure, applies non-accrual status as the minimum criterion
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rather than 90 days past due and makes no exception for immaterial amounts. As a result,
internationally active US banks will be faced with greater compliance costs and all US banks will
face higher Pillar 1 capital requirements.

The differences between the domestic and international definitions have several consequences.
First, the PD and LGD parameters would be inconsistent across jurisdictions and not comparable
for validation purposes. Second, many US banks have already developed their quantitative
models to support Basel II based on the international definitions due to the delay in publishing the
NPR. A change in definition from the international standard at this late stage would require a
great deal of re-work to implement. More significantly, banks with operations across multiple
jurisdictions would have to maintain databases, develop estimation procedures, implement rating
systems, and manage validation processes with multiple definitions of default. These dual
systems would require significant additional compliance costs.

The definition of default captures loans sold at a material credit-related discount. The US
definition is prescriptive, specifying a 5% threshold. The international rules allow some
discretion for the bank to determine whether a discounted sale of an exposure should be classified
as a default. We have three concerns regarding the use of an explicit threshold. First, there are
many factors in addition to credit quality that determine the discount on sale of assets, including
the level of interest rates, market risk premia, market liquidity, the size of the exposure and
technical supply and demand factors. It would be quite difficult and ultimately arbitrary to
disentangle these elements from the credit-related component. Second, banks sell assets for a
variety of portfolio management reasons. Loan sales are motivated by concentration
management, balance sheet usage, market liquidity and many other factors. Including sales of
performing loans in the definition of default would clearly introduce comparability problems
across institutions with different portfolio management strategies. Moreover, artificial thresholds
could have the negative and perverse consequence of discouraging early action on deteriorating
exposures or interfering with management’s portfolio decisions. Third, even in cases where the
credit-related component is dominant, a 5% discount is only an indication of a change in default
probability rather than a reflection of borrower default. As an obligor approaches default status,
the economic value of the exposure approaches the present value of the recovery stream. The
discount on the sale of the exposure therefore approaches the LGD on the exposure. Typically,
LGDs are much higher than the 5% threshold, in the range of 40%-50% for unsecured exposures.
While we oppose a specific definition of materiality, we believe a suitable threshold would be
much greater than the specified level of 5% and would depend on the LGD characteristics of the
exposure.

The US agencies have also dropped the explicit 90 days past due criteria for material obligations.
Although they have retained classification of non-accrual in the definition of default, sole reliance
on non-accrual will miss a large number of silent defaults. Loans where the borrower is 90 days
past due will typically be classified as non-accrual assets. However, there is an important
exception to this process. When the exposure is well secured and in the process of collection, the
asset remains on accrual accounting. Reliance on non-accrual status will miss these cases, which
are true defaults but expected to be low LGD exposures. Based on this definition, US banks will
estimate lower PDs and higher LGDs than their counterparts. In consequence, PD and LGD
parameters will not be comparable across jurisdictions, benchmarking efforts to validate rating
models will have limited scope and the effectiveness of market discipline under Pillar 3 will be
undermined.















































































































