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Re: Proposed Supervisory Guidance for Internaf Ratings-Based Systems for Cmdt 
Risk, Advanced ~ u ~ c n t  Appmacha for Operational Msk, and thc Supcnhry 
Redew Pnrcess (Pihr 2) R4sW Do Rmel Ii Implementatim 

Dcar Ladics and W m u m :  

Bank of MICB Corporatiori (Bank of Amuica) apprcciatcs the o p p o ~ t y  to wmmcat on the 
Proposed Sul#nrisory Guidance nlared to the implementation of Base1 Il in the United Stares. 
Bank of America, with $15 trillion in total assEts, is tk sdc shamholda of &dc of America, 
N.A. and provides a d i m e  range of 6namia.l 8CNjces and products to indiauals and 
busin- ~#.joss ttte United States of Ammica and m selectad iacmatiaaat imukas. 

The agarcia published tikc US i a l ~ o n  of tbe Basel I1 inteanational hxwork in their 
Notice of Proposed Rulcaraking (the NPR) ia September 2006. We c a m m t s d  on the NFR in a 
ldlcr datad hiarch 26, 2007. Wc w d d  to nitera& our g t a d  view of the US 
i m p l c m d a n  now that the NPR and SITptnrisay Guidance (the Guidance) can be oonsi- 
in combination. As noted in our cummcnts ta tfic PER, the agencies' proposals deviate 
significantIy firom the intenmid B d  II Accord and could have f$r-m&bg mnsequcnces 
for the US banking indubby, We rdt im our view that t b c  divagaccs place US bask at a 
competitive dhdvaahp dative to foreign banks and cbmmic i n w e n t  banks, reduce the 
risk sensitivity of the capital h e w a &  inmaw the costs of cbmpliaace and limit Lhc 
comparabifity of wpid ratios across jurisdictions. 6w key clcmcnts of concern h h d e  the 
oempaitive impacts of the 10% aggpgate floor, tha m d o n  of the leverage ratio, the limited 
range of @ms Ew the US banks and tbe more rcsaictive aansition p&od in the US 
i m p l d o a  Comments on &OM, bmcs, as well as other technical matter in the NPR, have 
m t b c e u ~ i n t h i s 1 ~ .  Sia#maayofourwmmeatstotbeNPRalsu~tothe 

mailto:commcnts@fdic.


Bank of Am&= Comeat 
Supwviwry G u i m  RelW Co B w l  JiI 
May 29,2007 
Prye2of 21 

Guidance, we q u a  tfie agendes incorp-e them by way of refmce and consider them 
alongside this mgtesial, 

We remain very supportive of &orb to modernize the risk-based capital regime W e  mngly  
support tha: thcepiUar paradigm of minimum capital requhmmt~, supmkory resiim and 
maht dimipline as pait of n com@eflsive rhk-bgsad capital approach. W1: support t b ~  efforts 
to better align quhmry oapimI reqhments to tmderlying ecommic risk e n c a w  better risk 
mmagermnt prqcasses and pmmote intereatianal co&ency in regulatory standards. 

The c o a t i y e  didague m&ahed by ihe agencies witin thE i n d m  has bea mutualty 
bend- and has iqmved the lmwpamcy of the decision process. The sptxific nquests for 
commnts h k a t e  that the ames value industry feedback and will pmvide: it due 
c ~ l s i d d a n ,  WE hope the ag~ncies will find our respanst useful to thaf d. We peridly 
suppart thc appro~ch outlined in the Guidance, Our p&my o o n m  d a t e  to the foitosving 
aspects: 

Domestic vs. Intermtianal Dehition of Default 
I t r t d  ICating cmd116 far the IRB Definitian of Default 
Pmctid  Approach= f o r k l e i  Hisforid Defaults 
EMhg Impact md RWA Calculations for Gmm#ees 
T m e n t  of TranW.- as Securitizations 
T m w  of Seawning for Retail Exposum 
hdwion of hst&&uft Balanrae ia EAD 
Mi or Nomg Dowgtura LGD Rcq-t 
B d  chw&&t of AMA Details 

Within cach of the fortowing swtiofls. we haw rqlicstcd thE rclcvaet text frwn t h c ' ~ d a n c c  in 
italics and fuiIuw& it with I3atrk of America's oommw To be fully comp&msivg we 
have included a d d i t i d  corn- on a variw of techdeal issues In the Appendices to this 
lettw. B& of Amaiert has participated in the preparation uf the commertt I&er of the a s k  
M v W  Asadchfion @MA). With some minor difkmces, we endorse the RMA comment 
letter and have t h c r e h  llmitsd repfition o f m q  points ~ m n m n  ta Bank of M~mwica and tbe 
fVMA. 

S 2-I Banks rntcsl id&& obligor defaults in ac:cl;rrdanct. the 1RB rlefim'ti~n ofd~uulr  

As noted in our previous comment letten, the M R  aud the international fmmwork 
diverge in && respective dehitions of dehuft. The primary difftxen= are that the 
NPR dewtian specXes 5% as a threshold for materiality of c M t  related loss an sale of 
an exposme, applim non-accrual status as rise rahdmllfn criterion rather than 90 days past 
dm and mdlces no excqxian far imeaaterial amounts. As a m l t ,  intarratidy active 
US banks wirl be faced with gaiter compliance  cast^ and all US b a t h  will £ h e  higher 
P i l h  1 capital r€q*ts. 
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m Marry US banks have h d y  d~vclopcd their quantjtative modds to support Basel iI 
baed aa the htmnatianal definitions due to the deIay in p u b W g  the MPR. A change 
indefiaitim~mtlteintdOBal~tandardatthislate~gwould~s~d#11 
of rework b iqlrmtot. Morc sigaifiamtly~ banks with operations amiss multiple 
jurisdictim would have to maintain dambase, develop estimation p r a c a b a ,  
iqiunm? ming wtans, and maDaoe Yalidatiap p c e s e s  with rnnhiple dehitiorls of 
default. Thae dual systems wauId q u i t e  ~i@flmnt additional c o r ~ p l h x  costs and 
opcmiorurl trucdtn. 

The mare namow d e w o n  of defgdt will also htrdum an upward bias in the capi.Mil 
q u k m e n t s  of US bankar. For the calculati~n of expected loss, t?he &kc% on PD and 
LGD is largely offsdng. The calculation of risk wci&ad me& how-, is distorted. 
Due to tb ri6n-lincar m af the firmla, the irnpacl of the LGD iemast will moe 
tbm offset the PD demme redthg b m  the US agencies & W o n  As a dt, US 
banks will have geatar capital asdgmnents thantheir international coun(qark 

We sm@y m m m d  bannoniztng thc dcfMtibn of default witla the SntermtionaI 
ffamearork. This could be aocompiished by a complete aligment of &fieititas or by 
aliowing intendody active b& to c h a s  between the kitem&olilal and damstic 
defudions in cudm to r o d w  complisx~x wits and apply e o d e a t  modids mss 
h a m a t i d  jurixktians. 

Lnternal hting Gradwi for the IBB Dmtion of ~ & u l t  

S 2-9 BurnkP must lime ar sewn d&cm& obIigcrr mting grade and a2 lasf one ~Erirggmde 
Jar defaul~ed obligvrs. 

* Wc agree with the principle thttt a risk rating system should ba mfficiedy g&dw to 
e ~ ~ ; ~ u r e  a memingfid diffmtioltion of risk However, we do not fccl that banlcs shouId 
be required to h p I e n m t  a d n g  grade explicitly hiked to the IItB defmition ofdefaull. 
D i h c e s  is the definition ofddhIt  and its intqrctation across jurisdictions may lead 
to a barrower being c l d e d  as dehlted in one jurisdidion but not in dm and the 
unintended consequence of a barrower having diffiisent rating grades in home and host 
jurisdictions. 

r We believe d t  judgment, m h r  thae stria application of m p t i v e  criteria, should 
be thc Mva of okssigamcnt of obligors to ailicizd ratings. As n o d  e d e r ,  certain 
dements of the definition of default an: inconsistent with internal rating practices. For 
example, baaks may sell cxpomxs at a d k i u o f  of p t e r  fhan 5% for podolio 
management reasons, in which cast the Guidaplcc would require a defhult chsXcatioa. 
We are similarly cancaned about any r p i q h a  to force d bomwer a p m r e  to be 
assigned ta 3 defaulted obligor rating due to autamatic placement on aon-accmd by loan 
sentieing systems at 90 days past dun System-genemad past due status can fqumtfy 
be rriggmd by thing lags in booking rentwala or o p t i o n a l  mrs in applying 
payments, In many cases, the nm-acd  status of these exposures is reversed the 
foUoHiing manth once the issue is resolved. Assigning these bomwers to a default grade 
for one month according to prescriptive lcriteria would introduce sigiifiant noise and 
disnrptirun into the risk mgement process. 
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It should be mflicient to rate defaulred bomtrters accardirtg to our own criteria as long 
as we comply with the IRB defmition of default for purposes of p~~ estimation 
and calculation of risk weighted assets. We r e m e a d  the s g d e s  p v i d e  flexibility 
for banks lo identify d&uIted borrowers based on examination of eacb oomponmt of the 
IRB definition rather than by assigning an explicit rating. This flexibility would allewiate 
the problem of having multiple ratings across jurisdictiom, avoid disruption of the risk 
management p w e s  and minimize asmchted operational costs. 

Practical Approaches for Identif43rrg Historical Defaults 

S 4.2 Risk parameter estimates must Ire bared on the LRB @nition of defmJt. 

Although the NPR recognizes exceptions to the chargeoff component of the definitian of 
d&dt for operational iwcs, no cxrzptions am provided for the n o n d  oomponent. 
From a p d c a l  perspective, we believe dl criteria in the definition of default should 
include exceptions for i m m a u  amounts a d  for operational issues which cause 
obligors to briefly enter deWf sfatus. 

A bank's refmce data wiU include tens of h& of defsulted borrowers Qver the 
requir@ 5-year pcriod. It is not @cal or cast &xtiw for banks to exhaustively 
researeh each bormwer and examfne credit files to detamfne whether the deh l t  was 
o p d d  or credit d a t d  To minimize costs, we believe that banlrs should be 
allowed to apply conservative fjlkrhg criteria in theirrefmcc data to carchde technical 
dtfautts. h parti&, barh should be &le to establish filtering criteria for non-accruaf 
status based on the dollar amount, hction of obligor exposure or d&on of t h e  in 
noa-accrual. Additionally, banlrs should be allowed to apply materiality filters to 
exclude; de minitnus cbrgcoffamounn;s as these are very k l y  ta bcquntioaal in 

. nature, 

Although removing W e  positives from the refere~ct data will haw u£ke#ing &s of 
d u d  PDs and incnascd MiDs, the impact on required capital will be slightly 
conservative due to the non-linear mahue of the risk we@td assets hmula We 
believe this tradeoff is acceptable since the exclusion of false positives will enhance the 
s c c w ~ y  and disahbabry power of bank rating modcIs and produce more scnsibIe and 
maistent backtesting results, 

On a separate topic, we also mmmcnd broadening the definitian of default to bc1ude 
cases whcrc borrowers are know to have defaulted on pubiic debt or exposures to other 
lenders. We believe this approach is consistent with the defoluft definition in the 
international Accord, which es&blishes declaration of tr- as an indicator &at the 
b o r n =  is unlikely to pay. A bank's well secured w higldy strucnued txposures to 
these obligors may stfil be carried in performing s m  due to the expm-on of full 
repaymenr and would thmbre be excluded under the proposed definition of default. A 
broadened definition will allmiate PD estimation issues for Iow dcWt poI$olicrs and 
provide better estimates of LQD for well strumred tmnswtioll~. 
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Rating Impact and RWA Calc&tions far Guamntees 

S 4-3 Brutb m f  sqwa&& quann'fjl whofef~k? &kpam& @sti~atRS before adjlrtingfi the 
impad af eligible @wanfees and egible md i t  &p?'wfives. 

The Guidance quires b& to maintain q m t e  I n t d  for both the, obligor 
and &uarWMM In many ems, baDk d t  pmcessa do not d g n  a rating tr, the obiigar 
W k a  the guarantar is chs61y related la the barnwet ar the p c e s m  of a gummtm is a 
s t a n W  pmduct fatam. This simtibn aften acwfs for d tickt eguipmwzt kasing 
program where t h e  is mma to the vendor ;and for loans to t i d l  business and 
tnidae mtrht i i m ~  where p a o d  ppmmtees are obbind from the QWI~~FI~. We 
believe thae is timited business value t~ the s W m e  rat& of these abli&cls without 
Lhc benefit of the gpmitee. 

In d& t~ minimire mmplianoe costs, wc believe; banks sbwld bc able to bypass the 
obligor rating and ody rate the parantor when applying the substitution approach. 
Mthough rhe obligor r d a g  3s not explicitly dcuW aa a ~rmddone h i s ,  the: a d i t  
pmms is de ibto substitufhg the benet rating of the gwirabr for that ofthe bomww 
at the time of urigiWiian, In the rare cases w h m  the ~ o r m t b g  Murates below 
that of thc bomwer in the f a U ~ w i n g  per id ,  the pmuss m I t s  in a marc ans&ve 
credir amessma &an substitxrhg the bem credit mriq. 

Additidy,  the r qmhg  templates provided in the NPR requirr: bath to report PDs 
and calmhe risk weighted assets bdore and after the h p c t  of c d t  chi? 
gkmrmm. we utlderstand the agarics" interest mob- the systemic imps of 
adt derivative hedghg* Howeverx we see na j u t i E e  far h haeased c o q k  
costs ar bush value from r e p ~ g  the impact of more ttatiitional guaamxs. We 
sugg&?t: this exercise be -cted to q w w g  d t  dedvatives. 

S 4 3  Banks an@ re$&$ tllc &R redueing benefits afamchd gwimnteesfor nr~tfsipIe r&iE 
q o s w w  by m-hg the d$mition and owrnTio~aI crim'ofor syn&eiiL: s e c u M o m .  

The NPR and the Guidance emphasize trmchiag of credit risk w a &hkg crikxion 
w k  detmnhbg thc a p p l i & i  of tbt s d h t i o n  framework to a given 
uamctiaa, We believe that exposum whwc the banlc is a baefi* af a t.nqhed 
guarantee sWld have a mare wst effective mute to calcutau capital tEran the 
h J d y  of approaches in the smaitizaticin fmmmork. h must cases, rbe guaranteed 
expo- will not be publicly wted As a result, tbe Supervisory Formula Approach 
(SFA) must be applied or tbe ex- will be d e d d  from c a p W  

While we agree with rhe conceptual merits of the SF& rve artt- c a r n a l  about the 
operatiad burden and additional complexity moGiated with applimtion lofthe approach 
to h&ql guarantees. S i  tb capital r e q u i m  after oonsihtian of thc 
gwmke camor exceed that of the undalying expo- we believe the appLicBtion of 
the SFA should be optiod for exposures with banchbd guarantees. Banks should be 
allowed to dimgmi the presmicc af the parantee and calculate capital wBin* the 
wholesafe or retd  ~ c w o r k  b e d  on tirejr own asstssmat of the compiiance oosts of 
the s e c t l r i ~ o n  ap-h versus the pomtial reidwtian in rcquiired capitaI. 
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Treatment of Seasoaiag far Retail Exposum 

S 4-18 Eflicts ofsmsoning, dm mt&uf, must &.cawid& in the PD iMmatesfor d 
portfolios. 

Tb US implementation @arts h m  tbe hkmatid framework by requiring basks to 
increase defEault edmtes fbr seasoning effects and p d i n g  a spedfic appm~h for- 
the adjorhat~t. We believe stawning effects are more apprapriste:ly a a s d  within the 
Pillar 2 process. The inlemtionaP hework ady requirrs that bankg "anticipate the 
implidom of  rapid expasure growth and bkc sleps to m m w  tbat thcir estimation 
t ~ e s m ~ e , a n d t l r a t t b e i r c ~ ~ e n t ~ l m e l a n d e a m i n g s a n d f u n d i n n  
prospects arc adequate to cover their future capital needs.." While the international 
ibmework dola e n r o w  bantrs ta adjust their PD cstkmkcs upward whm xwdng is 
material, the motiwltioa for the adju-cnt Is to "avoid ptim in (basrks') required 
capital positions" ratha than a premise b t  u~lseas~ned expmes should requite p t e r  
capital. Tbt i n W o n a l  Accord doEs not pmai"be ar maadate my specisc approach 

Thc G u i b  for detemhbg whether seasaning &clcts m material is not clearly 
specified We believe that in ordcr for stasogi6lg to be rnatcrid, two cmditions &~uld 
be met. First, the ypodblio must havr! a silprificmt and rapidly ~HJW@ mmxntmtim of 
newly origkutecl a r p o m  which bits impacted thc o v d  age distribrrtim of the 
podoIio. Second, aumuut agc must be a W d y  significant driver of default 
pmbMtim for the ~~. Ta determine whether adjments to PD are raqw 
we bclime fhcsc corrditions should be dWed f i r  tbe dsk mbcatcgcyy as a whale 
tather thaa for individual segments within each subatqgory (i.~, quatifying mtving, 
morngage or 0th- retail expomms). 

w If PD adjustments art required based on the b e  uikda, the agencies should provide 
deddity in the spaific adjustmeat app& Such flexibility is available ekmhezr: in 
the Guidanct for ealculatIon of FDs and LGDs- We see nr, season for this partimlar 
lcornponent to be more &ptive than o k  elemtats of th6 calculation. 

The proposed appmack will add ~ n s i d ~ l e  eomp1cxity to the relail pmt5Cation 
procffs without additional risk management benefit. At this late stage in the US 
imgtemeion, the agendes should be ~~y sasitiv~ to introduciq prwdptive 
new r e ~ h g u s  tbat may cause fiuihcr delays in cxemth~ of the &g industiy's 
i m r p l d a  p h .  The proposed approsch quires two a d d i t i d  p m c t t r s  to be 
estimated and will entafl significant additional costs. F M  backs must eaiumc the 
expected remining lifa for any rmsemsoned segment. Sacond, tk~a bank must estimate 
the cumalptivc d&t pmbsb5ty for the scgmtnt based on the rmahbg l f i .  
CMculation of expected r u d n h g  lifk alone will inbduce a canrplmly new set of 

. d d s  to b r p o m e  prepayment behavior, linc of credit usage, attrition rates, int- 
rate cnv i romt ,  stasonality and m y  other Factors. Estimation of cumdative default 
rat- for thc expected ramhbg Mztimc of each qgmmr matm sn impticit requirement 
f a r U S W U s o u ~ c e a n d m a i a t ; l i n d a t a f o r m u c h ~ t e r t b a a t h e 5 ~ ~ m  
uadcr the mtmtioaal rules. Rather than compute one yew default 'probabilities fbr all 
exposures, banks will be req- to estimak d&dt probabilities over an M e t e r e  
number ofhorizon ~ssumptim. 
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c To avoid htmdwii ?kther delay in die US implementation and minimize opera t id  
burden, the agencies should allow a l t d m  approaches tbat am more slmighdbrwztrd 
for htb to implement. For cxampl~, institutions including agc in thdr d&dt 
probability models could simply add o m  ar two years to the age of unseasoned 
e x p o r n  and recalculate their d&ult probabilities. This approach wodd be much more 
practioal and woald produce comparable default probability estimates to the agencies' 
proposal. 

AU or Nothing D o ~ ~ n  LGD Requirement 

Chapter 4 P m g r ~ p h  I13 - Ifa bank &tab slqocrvIPory upproud to use its own mfimat~s of 
LGD@r an eqosure subcategory, it must MP$ immd estimates of LGD for all eqmazs wtWSrhin 
that mbauegary. 

Q 
The US agencies have adapted m allalr-nothing approach for US bank implementation 
of downturn LGDs based on internal eskmks. If a bank is not able to cstiEate r d i d e  
do- LGDs ibr a subcategory ofexpsum, it would have to use tht supcnrisory 
function for all pw$olios. We u n s  the agencies' need to ensute the approach is 
ndt subject to "cbcny picking". However, we feel the rqbmmt is mnaxssady 
mcrictive. It is s i @ d y  more ~~ tfian the intmational implemenWim, 
which would dlow cons- adjustments to address the u n c a b h t k  in tttc LAU) 
estimate .Esr specific podblitx~ Wc btIim thst hteraal estimates of &mtm IXiDs 
should be applied for any partfolios where they can be adequately supparted oPith 
empirical data or consmive judgmeat. 

Wc also beliwe the d'bration of the supervisory mapping. function is overSy 
conseryativc. The functional h m  of the sup&sory fimctian has a greater p m ~ ~ l  
impact an law-WD exposm. Yet there is no conclusive evidence to suppc#t the 
pmmmption that LGD in downturn conditions is greater than expected LGD for highly 
secured loan exposures. 

Inclusion of Post D&dt Balance Increases in EAD 

Chapter 4 Paragraph 141 - fidllultes ofany additional dmsions of d t  expected by a banR 
subsequent to realization ofa d e w  event should be factored into the quanaifm&ion o f W ,  

Since both L6D and EAD enter into the risk weigtrted asset formula in a Linear fashion, 
we do not believe the additional complexity is warranted and find absolutely no risk 
trmnagement value to the distinction, To be &nsistent with i n d m  p&a and m e t  
the use test under Pillar 2, wc believe thaf L.OD should captrne all cashflows sihsapmt 
to the default event. There is no compclIing reason to artificiaily subdivide additional 
adwulces to a borrower and r q u k  their inclusion in EAD. 

Often balance increases are related to capitaIized recovery expenses that are 
r e h b d 1 e  to the bank. These expenses are no d i f k a t  fbm those recovery urpeases 
that are directly cbrgd  though the income smemmt. We do Mt believe the 
accounting treatment of the expcnscs should i d u m  the calculation of eoonomic loss 
on the exposure. 
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Additionally and p u b p s  mom hjmiantly, dehultcld e x p o m s  thnt rctum to 
perfuming smms may well h v e  additional draws in their k 9 .  This reqmeot  wudd 
farce barb to artSoiatly separate c a M a w a  associated with bdme itl- from 
tho= r e p w e  repayments on a large number of d d d h h .  The: concept of EAD 
under this pmposal witl become quite nebutous apd m u l t  to ba- as it would no 
longer have a fixed tempad r e f i  paint. We also note thd  dismmting both the 
positive and nqptive cashtlmv~ wddcrceur under the standard industry LiXl alrproach. 
To awid introdwing an ovmtatamt of tht ultimate economic la, any itlaeases in 
post-&huh balance that are added tcl &e EAn caIcWon shwld be dhmmted to 
p-due, 

Board Oversfght oFAiMA Detail 

s 4 me e m  t k t  an ~ectivefimework is in piace to amtfi, m m m ,  monitor, 
and cunml o ~ ' o r n l  n'sk and ro a e c ~ ~ a &  eonzpu~e die bank's o p r i o n a l  risk component 
of #he bcrrrXl3 &-bused mpikl requiren~enf. The h a r d  of dkeclors must. at l& annually 
eYalwt.e the &&ctiw~ims of: wid appsow, klte bank's Ah2 System, inchding the strength of the 
bunk's c o m l  infmmcm. 

S f Fte b o d  of dj,~ctum a d  - p e n t  shoulb MSUPB th bank's opemribml risk 
managemmt, data and as.rtsmen& and qumdj@'att process@ an? appmpriaidy in&@ 
intQ the bank's &'tag risk mamgmmt and decision-making p$~cwses and chat rhm~ rn 
adqua& reso- to sypporr tkaepmmsa thmughoui tJIe bank 

S 10 7%e board ofdimdors and m&r mnnagment mtist rutceive.rt~'pl)f.f~ on apemtionrcl risk 
qwsrrre. opn i t iad  ride 103s events, and arhe~ r d m  opmtitlml &k ik$arntatian The 
repom should include i~ormatiolr regarding fwm-wide arrd busksw Lins risk pmfirtrs, 10s 
expwiencr: apld refevrmr busbtw emiwmtw lIAd inwmd cunml fitfor assessments. Thme 
+& skouid be received qwr~erly. 

+ We agree that the b o d  of directors h u l d  play an important role in tXle 3aseI II 
f.iamcwark. Rowever, fhae nequknents are accaivt.  h i a y  pmsdptive and extend 
beyond the oversight nquhmmts in the intemahd framework, 

It is wasonsble to expect the bard to be: sueficidy versedin rhc complexities of the 
AMA system to be l d d  responsible for its ansing efkdkam. W e  tre2ieve tbat 
mt&li,shing cfItexia for effdveness ofthe AMA sy&m and emuring that h e  criteria 
are met &odd be the role of senior exmcutive mmgement as part of anping processes, 
p r o w  and c0ntroIs. We strongly enmurage the agencies to dIow the board to 
delegate these: functions to s&or mmgememt or its mn&oard c a d -  and to limit 
b o d  invo1ment to re>iew and discussion of th& repor&, on the e-eness of the 
AMA system, 

+ The Guidance also requites thc both the board of ~ . ~ & B T s  and mamgmcnt to ensure the 
M A  system is integrated into risk management and decision making p m s a  aad to 
make& adsqua@ resources are atlocated throughout the bsnk to support the system. 
The agencieg sbould not &Q hard  of directors' involvement in bimess as usual 
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activities that are more appropriately pcrfonned by senior ~ ~ a l .  We mngly 
fee~mmead the a&es amnead the Guidance to indicate that them functions are the 
ewlusive mle of senior suqgement. 

We apphate tht &ire to frsvc Limcly and comprehensive reporting of rehmt 
operatianal risk dm to s d o t  management. Hawwe$, we do not bdcw thst routine 
reporting of this infi3mtim fa the board of dirattors on a quarterly bais is useful. 
Reporting to the b o d  s h d d  be d c t e d  ta cmmtnication of makid ehuga in 
opcmtional risk exposure d m  in the envhment, whether intend ar 
akmd, hat may signat increased risk of material h w e  10ssle6. 

We wodd be happy to rliscu~s ora views in greater detail, or ta discuss any new ideas that the 
rqphwry auhoritics wish tu p m c .  la that regard, please contact John 5. WalterI ow Scaiw 
Vice M d m t  far Rigk & Capital Analysis at (41 5) 953-0243, or b d y  Sheamt cur Senior Vice 
h i d e n t  and Director of Accounthg Policy t (980) 388-8433, 

~ a e  i Price 
Chief Financial Officer 
Bank of America Corporation 

ChieERisk QEctzr 
Bankof America Corporation 
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Appencb 1 
D M e d  Comments on Supewisory hidance oa ll4.R Sflcrns for CredIt Risk 

Discrete Obligor Ramg Gradmi 

S 2-4 Banks mtrm assign dism& o&Iipr racing & m b .  

. The rcq-mt that banErs assign a single PD to each rating p d e  is too restrictive 
atld csodlicts with The recognition that banks may have d p l e  rating systems 
appearing later in the Guidance. A typical a of multiple rating systems would oc~ur  
following a merger, where rating system lTom each legacy bank would coexist until 
the underlying credit p ~ s e s  are mmbiried MJhile the rating scales rnay appear 
numerically similar, the agencies should more expIicitly recognize that &E long run 
average PDs m y  differ l+xeen rating systc~~ls. 

* tn case6 where obligors have tacpom in several countries and those exposures are 
subject to tsansfm risk, s separete rating for thoge expwms &odd be albwed. 
h d y I  tmnsfkr risk is i n c o p t d  thmugti a substitution approach where the 
lower credit rating of either the eMigar or the sovereign is msigaed to the wrpomres. 
TI& implleraentatian proply d e c t s  the principle M d  m f e r  risk where kisses 
accur dW through ddauk of@ obligor or through soverdp ~ ~ ~ ~ t l .  

For inmm-produciug real estate 1otu.q the probability h t  the obligor will d e M t  on 
any one facility is dated p-y to lhe cssh 3 ~ w s  fiom fhe individual property, not 
10 the o d  condition of the obligor. When the cash Bows cannot slcnicR thc d&t or 
the c o l M  value falIs below loan value, the obligor wvU d&uit, As a result, the 
collateral d u e  at the individual Wty level is inapartant in d e t e m b i q  default 
probability. The economic wbshnce of the credit is that ths commerdal Feal estate 
project is the 'Wective; obligor" and mdtiple loans to the same 1 4  entiLy will bave 
diffknmt default probabiiities. 

Prescsiptive C*hidsuce for hpHed Support 

S 2-1 1 Bmk recognize implied sup par^ as a raring criT~ion wbject to ~ M C ~ C  strperviso y 
c~)~sidt?r&'o~;. ha- b a k  should tm1 re& on the passibflity of US government fimnr4al 
assistance, ~ x c e p f f i r -  fkL.Jinanrid dssisfmce tJlai rJte US gmernmenf /I& legal& comm+tced to 
provide. 

We appmiate &IS mdlzsioa ofa supervrYory standard ta d e c t  implied guarantees fiom 
p a n t  mrpcratioas or soveseigns. Howevert fhe Guidance cstabIishes 10 criteria Lhat 
must h met in order to comider implied suppart as a risk mitigating factor. We believe 
these criteria are far tOO preswiptiv~, avdy  camplex and operationally brrrdensom. 
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0 The requircnzent that the support provider is rated investm~t grade by a Nationrrlly 
~ ~ e e d  swrical ~a t ing  a r m t i o n  WRO) +VOUM ~nt i r ty  exclude private and 
naa-inveifment grade pimat companies. We hiwe this is too consefvative. Market 
practice and rating agmq criteria ~~y consider tbe h e f i t s  of support fmm 
non-investment grade entities. We also do not believe the criteria ~.aqukhg mgobg 
rnainmcc of a qmmte standalone rating for a supported obfigar is mzmhghi or 
relevant far risk ~~ purposes. 

S 2-16 Risk ran'np must be +d d e r i e w  new mareial infamatian Is yeai~ed, but in m 
imrame la3 rltan an~ruur&. 

Certain portfolios or p o d o h  s q m ~ b  mny not be rat& on an annual basis if no ncw 
infomation is rcccivod. Isz the private W n g  business for example, obligor fimmclal 
sl.&emettts are mdvsd qmmidy from tax raturns. Consequently, the time lag between 
ratings may be up to 118 matbs and lo dcp& upon k p t  of both ~~ 
documwts. .4dditidly, in some wmmercial real atate portfalios, rating d l e w s  arc 
scheduted annually or may be based upon a si&cant change in risk profile from 
 ont ti ow us menitoEing. If shac is no change in bamwer status ar near finandrtl 
mmnents, the rating will not be fbamallp wed within a stria IZ-month inraval. 
There is no basis for the addiSianal cost of rating the bmwu at the 12-month htwd 
based on parlid M o ~ o n ,  simply due to the psqgc af h c ,  only to repmt the 
p m m  once ihan* ant recciMd a few mntbs later.. 

Givm that there may be timing delays with obligar submissiaa of hnatlc;id and other 
inFonnatioa q u i d  far m h g  events, the agencies should consida requiring pr,rioies 
which c&abW f k p a c y  aod aging tol- rather than stria adhaence to an annual - cgrcle. 

S 4-1 i?8& rl~odd have a fully qmzificd pwem cmmkp all aspea of qumd~cetIon 
(r#erence datar esrimation, mapping and applfmdon). The qunnn'fication pmms should be 
fiI@ rfommenied. 

Chapter 4 Porqgrcrp11 13 - Muj'or dedfbru in fire daign nnd implemenmtion oJ the 
quanrificatitm proress should be jusngkd and &I& docrunenred. Documenta~ion promores 
wnsisrm~ and alla~w tJtIndparh'es tn m i e w  attdrqZicate d ~ e  entitepnocm. 

* We concut with the imp- of jwifjing and M y  docuadcntiag mjor decisions in 
thc dcsign and Iropiemen~tim of the quafltifiatim process to dlow far review and 
asscsmnt. We also appreciate the importance of iadepeedcnt model validation. 
Howeyer, we believe that ow cpdtative!  d I s  asc p m p r i q  and are C C I I ~  with 
the prolcetion of our & d e d  pmpaty. We do not bdim it is appropriate for the 
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bank to be required to provide source code and other details surJfi rlaat our proprietary 
modeling techniques wuld be entireZy sep1IaLed by extend parties. In mder to 
maintain adequate proeon  of intcllWml propws we recommend the agencies 
dmge the w m k g  of the ta replace the word yePlic&tcn with "asstss3'. 

Chaprer 4 Pnrugt-apb 134 - For exp4sures wid grdefminad cPsh flaw schedules rued rate 
EOURS for aamplcl), $he calmlation of tlteighted crvemge remaining mna#ci@ is struigh~nurrrd, 
using the sd~&Ia$ timing uliQ antom@ of the ittdividual mdismwrtd wslfl~ru, Ca~Irfrws 
assodated with ather &ws of cmdit a p m i r e s  m a ~ l  btz less cwtmwtmn..A h k  m q  ttfe i& bat 
esfim,af~ ofwre intermt rates to wmpufe qmcttsd wntraciual i n m t  payments of aJ5&g- 
rare ~ s f l ~ e ~  Bur b may mt consider -d but nan-confmchully rqubzd re- of 
n~incipnl wlterr eslintufjng M. 

We bdeve that banks should be aIlowa-4 the option to consider ~3tl-contraW 
prepayments 8nd line of dt: usage patterns when estimating M. B& should be 
allowed the flexibility to chmw betwecn wing contractual term, weighted average 
contractual cashflow or weighted average expected  MOW based on their own 
asscssm~i of tbc tndeaff W c m  implementation WSI d risk sensitivity. P~~ 
and linc of credit usage models should be subject to cmpar&bIe qdicatian 
mpbmen& as PDs, LGDs and EADs and reviewed under the PiUar 2 su@ory 
proctss. 

Lev4 of calculation of EAD 

Chapter 9 Parqgruph 34 - For th13 m a n ,  a nertjng se r  's ' kffecrive EPE " wid be wed a the 
CKlsisfor caImlaiingE4Dfar mtmierpar@ mdi t  ri4R 

This rule n = q u k  banks to compute &mtive W E  at lhc nFtting sel la~l. b conBicts 
with b& c o r n  practice of masuing cauntaprty expure,  e s t a b 1 ' i  credit 
b i t s  and managing credit risk at the counterparty lev& 

We do not bcliew tl1ei-c is a strong justifictttian for specifying t b t  c M v c  EPE must be 
calculated at the netting set level. Effective EPE is generally nqmld at'the countcrpwly 
level inc~rpomthg both transactions mvered and not covered by netting agmmmts, 
These calculations filly I-eneEt that only transactions c o v d  by a single or c;m$$- 
product agreement can bc netted together. Requiring b& to dculatc cxposm 
profiles at the nctting set level will mwally mcrease computation and storage costs 
tvifhQut adding vdue far intesnd risk mmgcmht. 

* Ra~her than manage their risk at the netting set level, b& hedge their cmterpmy 
c r a b  risk at the couterparty I d  When a bank buys protection & a wwterparty via 
a a d i t  dtfiult swap, it mimes its cormterparty level exposwe. Haw-, there is no 
unique d e  to allocate this duction in exposure; to the unddying netting sets - any 
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such rule would k astifieid. Banbs also typically eater into coUabl atbe 
combpsty !mi+ To c q u t e  the nettiq set level coliatcdized q o m  would 
require an dfu5al  alIcmttiorl p m a s  to ; s p d  the m h t d  o w  the appropriate netting 
Biers 

EEkctive EPE is not additive aaoss netting sets siact it igchrdes the r#)d& 

aamtmint to account for the m1Iaver risk. AS B ml t ,  the requinment to csldate 
EffibctivtEPE atthenett ingset levelo~tea  t h t m e ~ t o t a ~ ~ a r t y .  
Addkidljl, banks would haveto mdfy tkk systems to calmhe EEeGtive EfE at the 
mShg set level in order t.a comply with the reqkmmb, W e  do not m my 
justification for tbis t i m e c o m  md expensive as mHovet is a cant- 
lml  concept 

Conscmative Alpha Mdtiplier 

Chapter 9 PoxagrupIt 35 - The in&mal mode! methidology scales flecthe EPE wing n 
muJtipiierl tcmted "'alpha" Abha is set at 1.4; a hank's primary P h i  sqwv&or Iras the 
f la&I i~ to m-se this value in nppmprihte si~attons. Wilh appro& ofthe primary Fedcncrf 
mpwvioor, a brmk may use I& awn e s W ~ . e  of dpka as desmCTIbed below* su@w to n flmr gl' 
1.2. 

r W~wa~rtthe:~p~sion~wntobrPnlcstocomputeownestfmacesof 
alpha, we kiime that the fiwr of 12 far sUGB tsbmtts is too canseryative with respcm 
to calculatim on large p&oliob TO the m a t  thaf basks f ~ n ~ ~ i a g  the u 
have large, divesse, and g m d a r  poddios, laver M u l t  and floor dues for alpha are 
justifid ed basedo numerous sirnorlatian aautts. ISDA's studies shbw that typical values 
of alph for a hrge dtsivatives dealer ptfblio are in Lhe n q c  of 1.0 to 125, Four of the 
backs stnvtytd by PSDA calculated alpha for their acnral pmfolios and obbhed values 
in the ~ange of 1 .Q7 to 1 ,TO. In light of W e  studies, it scenes very Woely that the floor of 
1.2 wil l  reglac& the i n r d  estimates ofalpha for nmost ltuge bda. We believe that this 
would defeat the purpose of internal estimates of alpha We suggest the agencies 
d d e r  lowu-hg the Boor to a value h i t  better reflects the risk of a typical dealer 
por$bGo* 

Gross and Net E9E Estimates 

CImptrer $ Paragraph $2 - Banks must m e a w e  a d  manage arrnenr aposurss gross and naf of 
coUareml held, where nppmpriate. T3re bank m w  athw m c 1 4  exposure for O X  
deriwtivis conttucrs bo& wirk and WIfouf slre @&a oJcoIZctterc~f a ~ a .  

a We do not belitme badz should be rclqtlired to estimate p s s  aad net 33% on a muhe 
bask. M&tahing two sas of EPE estimates docs nut produce xmxdq@l information 
far risk management purposes and represents a significant eomplltationa1 snd otoragt 
bdm We urge h mguhbrs to madify tfie qmatiod raquhcnts to only q u i r e  
banks to have the ,mpab'i of modeling grass and net EPE artd d m m t i n g  the 
impact ufcoIlat4 to their punemiscms on rcqufst. 



Bsnk of Amtrica Comment 
SEqtervisary Guidanec Related to Bad I t  
Mey 29,2007 
Page 14 of21 

Chapter 10 - Rtsk Webhhd Assets for Eauitv E m o m  

, IMA far hvestment Fwads 

S I Q-I Bmb must apply the same rndtdology to like inr tmnu.  

CI~upror 10 Pumgmph 7 -Equity eqromres in invmtmmtfindF mwt use one q f ~ r e e  look- 
through appmml~m (wJ~ere the fund k0fdin.g arc tra&das ~pportrtiorrally kdd dinctly iry the 
bank) to dermfne risk-bascd capiral quimenfs under ZhDfiameroork. 

As noted in our response to the NPR, we believe banha should have the option to cboosc 
c i k  the SRWA or INA based on their risk management practices and the dlabiliry 
of pasiLian data fbr the fucl investmmts. The IMA, in concert with data thar dews the 
bank ta look thmugh the fund and reflect its propartinrraI omerahip of individual 
positions, should satisfy the criteria of awiphg capital as tbough Lhc individual ass& 
art held directly on basmct she& This h o d  would achiwe the -cis' objective to 
prevent a r b ' i  and amre tha~ b& do nat rcceivc a punitive tramneat far exposures 
to invtxam;ent funds that hold low risk assets. 

Chap fer 10 fcvngruph 3 - Undm tlw SRW.2, a bank w d d  g e w d y  assign a 300 prciem risk 
wight to pb11cIy-traded qv~sww ond a 400pwcmt risk Mght to norqztbkip tnuied 
egrdty apsztrtrs.. . .  Non-si&niJiCanC q u Z r y  e x p o r n  (La, expmures that a p g a r e  to an 
mum &or b ism than or equal to I0 pescent ofthe W s  l2w I pJw Eer 2 caprcaprca~ are o h  
risR weightad m 100pe~ent. .  

a Undtr the SRWA., there is a matmi&@ clrclusion for aon-sigmfiamt equity investments 
up to 10% of ?'d CqW. E v  below this kshotd arc risk weighted at 10Ph 
mrher than the 300% and 400% risk weightbgs for public and private equity 
invallmcnfs, respectiw=Iy, The IMA, on the other had, dDcs not allow fur a similar 
exclusion of ~ m .  As a rwult, the capital assigmmt for most institufiom under 
the more saphistic~ted DM is gummned to be higher than capital calnrlated under Ehe 
SWRA. 

We beficvr; the omissjofl was m Imigtmdcd canseq-. As natal in the NPR, it 
creates a dgdficani d i m *  far banlrs to invest in improving risk mamgcmmt for 
equity instmmmts and is mtmy to tbe &el IJ phifosophy of d ~ w h g  greater capital 
reliefas an btitution devehp more wphistiatdd risk measwemat appmchcs. To bc 
consbt:ent across the available atm>f"(wcha and avoid in-h d i s i c d y p s  fm sound 
risk ma age me^& we reaommend Ehe agencies alsa add  he txc1usion for rton~ignitieant 
equity iave-s to the M A  hew ad^ 
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Daily Market Prices 

Chapter I0 Parugraph I2 - Daib market prices tnwt be milaide for all modeled equity 
expomres, either tiimci holdings orpnxies. 

* The operational rsquhmetrts for the IMA rcquirc daily market prices for al l  modeted 
equity exposures, either dimt holdings cx proxies. This canflids with language 
appearing latcr in the Guidame: that banks should use qmrkerly data to thc extent 
practical to camuct their VaR d b .  

Proxies &r private equity investments ax available on a monthly basis. Thase proxies 
represent the unique risks of venture capital and other private investments. They tue 
more relevant than public market proxies, are available for complete equity cycles and 
include adjustments far BUNivor bias. We believe these indices, even tbugh they art 
monthly, shauld be eligible for use in the IMA. 

Stressed Correlations 

Ckapter 10 Piva$~aph 19 - When calcdafing corretations, consisberc~io~n should k to 
data mllsistettcy, mievan: n'm period nnd the wluti@ of comelatiom & stmsed 
oonditio~ts. 

We agree that model d~~ best practices would include evaluation of aomistmcy 
of data, the relevant h e  period and parameter stability over time. However, we are 
concerned that consideration of the volatility of m&dons under stressed dtim 
might be comirued as a mpbnent to estimate stressed comelatiom. Witbh the &it 
fiamwork, only.EAD and UjT) are required to be estimated under strewxi conditions. 
Additionallys we note that, under &he markdt risk rules, use of stressed d a t i o n s  is not 
required. 

We believe the usc of correlations should be consistent throughout the fcameworlr and do 
not see the logic of hkmdwii stressed codatious only fior equity invcsmeats. We 
reco-d the agFncies ciarify the Gurdance to properly characterize tfie role of stnsscd 
correlations as a sensitivity analysis and infomati4 item rathcr thaa a direct input into 
the Pillar 1 calculations for equity investmtnts. 

Prescriptive Use Test Reqahements 

S 10-4 Internal ~nodeh cued ro t41~111ate risk-baed capital tvgrtimm&for equity exposutw 
must be camistent with models used in the bark's r.isk management processes and management 
infm fiort reporting sys@mp. 

Paragraph 24 - The internal model should be fdly integrated into the bank's &k managememf 
infitmctrcre. It sbuld, what appmpriute, be used to establish equity price risk l imi~ ,  zo 
evaluate af~enuctive i m t m e n ~  and to rneaMlw and assms equity p@olio p e t f o m c e  
(including the risk a ~ u s f e t i p e ~ o ~ ] .  
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Chrrpler I I PomgrapIt 65 - Sin- the &lation of Kirb *quires deruited knowledge of the 
underlying a p m s .  the P A  r n q  be &$ku1tfbr an i m t o r  in an mwtd securitization 
mposure 10 implemenr. 

e & nated by the agenciw the underlying data fnr s&btions of rhini perrty originated 
assets may be cliffhh to o b h  Basks will not typically be able to source historical 

sp&c to the mdm3yi.q exposures, ia these txamdoas in sufficient detail fIlr 
standalone estimate9 of FD, U3D ;and IEAD. As a deduction b m  capital is ovctly A 

punitive refalive to thc r b  of these transactions, we q u a t  the agmeirs provide 
flwuility within the securkdion d e s  regudhg use af external data and mapping 
procedures fw quantlfrdm of parametem. Specifically, we rccommetsd the wench 
c l w  that ba tb  may s f b a t e  PDq LQDs and EAns wing i a t d  or &end 
r e k c  data for similar eqmms togetha with reimnabb and aast eff- mapping 
prmxms. This ooald be actomptished in a vay smighrfo& rrumm by inclw a 
standard within the '-on ~ e w o r k  to cross h rhe d and whoIde 
q-arim fequirements. 

Far cases whae clclnparable hhrd or w~temzd data is not available, we m m m e n d  tbe 
agmcits aUow b h  to apply thre top-down approach for the est-imation of PD, U;D and 
W b a d  on a m a t e  pool pdormanw. This wi l l  provide a more Mancad 
aZttmativc to dcdhon h c q i t a l .  We note that precedent fi?r a topdown &tian 
approach has been d l i s b e d  fbr tbe h r  pndmd d w b l c s  in thc 
h d u d  Ar;tord and NPR We expect Ihe agencies will wish to apply sbrdar 
quaITfying criteria for applidon of thc tapdown m e h  to socuritbairn exposwff. 
However, are m m m a n d  the agencies modify the criteria to include wholesale assets 
with exposures greater than $1 million and matusities greater lhan .1 year, This will 
d o w  most of thew cask of sexed Wcbp to be trrated within Ibe SF& better align 
tbtir capital with thcir risks and itwid punitivrt capital sbargts. 
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Appendix If 
Detailed Commenb on Sapenhory Gtddanoe for Advagced Wwsuremcnt Appmachn for 

Upmtional Hsk 

Latftude far MernaF Andit to Assign haureets 

S 3 Tke lbanR m t  mainloIn inremd mnbnr,Is supyorring its AM4 @stem 

...Sod intima€ conmts, assessed mnmI&_lbr efem'venew by intemel d l ,  should a&@ 
reduce die psdi6iIify ofspifitcclnt human e m r s  and irregu~anhb .... 
,The a ~ t ~ u n  " s n ~ l c t l 4 s s m t n t  is not rvqm-red to assess aN operationail risk c o ~ k ,  
bw #Ire mpe oJ!tic ossa~smenr s h l d  be su&knt to msas Xltt efdvene~s of &a mntmh 
suppollzprg the b&k's AMA System 

W e ~ w i t h t h e n e e d t o ~ o n ~ ~ ~ i n t f t n a S a u d i l s a n d a s s & d ~ g t o  
senior managanent in order ta gauge the &ktive~ess of the cwtml &maL br the 
AMA system. HoweverI tho zqtimnent fbr an amuKJ, assessment of the controls 
supporting the M system is overly bardensome. We r e c o d  the agencies 
~ansidar amre flexibility in t;hc Oddan= so as to triable the i n t d  audit frraction the 
latitude n e d d  to mast effeQtivey assign Wresaurces. 

Opcrationd Risk Mimagemat Oqpht ioe Structure 

S 7 T%e#m-~*de operahahonaf dsk rtlnnagemenf &dim should e m  a d w e  mdysis cuad 
reporling of opemtbrral risk i~fomion mrre f i o n  should also develop unti r q m  on  he 
f m w i d e  oper&'uml riskpmile. 

m While Bank of Ahuica agrees that the opmitional risk mmapnmt Wtim sbould be 
indqmdw of businw line mvmvmt, we do not neicasarily agree thgt the 
o p d o d  risk management fitnctien should be rqmnsiblc for the d e v c l ~ ~ n l  of dl 
dements ~f k framework For exrtmple. thc risk quwtZcatian system is not 
-y properly domiciled within the operational risk maaapnent fitridon since 
tbc requisite sldlls m y  not exist in the pow. We believe h i t  thc precise organhtional 
stntcme should be left to tbe individd baak to haadle in a manner that is &cat 
with i~ own strategic obljactIves as Iong atl Inagjendmce from business mugcmtnt is 
achieved 
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Role of ScemrSo Analysis 

S 24 i%e b d k  ~ l ~ a h ~ o ~ l  &k qwntiJic(~Sion sptm ltlm use a cumbinn'oip cf internal 
upera&naE loss went &tu, dmant aemai opr~tionni loss mnd data, businen ewiiwfme~t 
and i m a I  conmffac&r mswsmn&, and scem~io analysis r n I 1 ~ ~  27te bmksiiarrld cumhim 
these t .!mp~is in a m n e r  tlraC most flective@ enabIes it to gumti> i@ aperotloPraJ risk 
m;pvsure. fie bank sltauld & m e  the mtalytktil Jiamework &at ts most nppmpriute to its 
him m&i- 

With kIIy camprehemive intcmd and external c b ,  3cumios may be of Iimited vdue 
to the detambtion of capical requiremmts due their highly subjective rtdure. We 
appreciate the agencies' acknowled$~ment that scmdo analysis my be given h s  
weight in this sitwtioa 

m Pwr;tices for a d o  analysis vary p t l y  throughout the hd-. As 4 it may be 
p ~ ~ t o ~ s ~ ~ ~ ~ . t r , b c u s # f ~ y w i t b i n t h e c a p ~ m o d e l o r t t s  
b e n c b k  far comp&on a a m  all units of mmure. Until practices mahae aoH there 
is a grater degree of comistenq amms the Industry, banks &odd t h ~  flexibility 
limit their we af WD riapis to very high 1 4  kmxhnmking amiss or specific 
mat ategorics withinadqwle inkmid or external &ta. 

InQviduall Cdcw.iatEo1~8 far AMA Camponen& 

... Biz* dwuld be able ta dmaw~raee the flea of each e l e m f  on the apm'onal risk 
apsfm estimate. In c a m  wwhwe &is B norpossibIe, or wkwe an demenr is not w&d as a  dire^ 
inptrc in& the qmtfcathz made!, rhe 6ank sEmuiii wlctrlare a &ttehmark esfbwe w'ng that 
ielmr~mf ind iwE&,  

w The dahdon of the o p m t i ~  riak capital rtqukment from a combination of internal 
and external dais, ccntml m c s m m t s  and mxwios will not lend itself tbb type of 
H i  derxlmposition. In practice such decaqosition can be aehiwad only by 
dculatirqg, Iho shndd~nc capital rqimment with caeh elammt. Estimating strtn$alone 
capital for each compmmt in a highly gandar AMA implanation will be 
u p d ~ d l y  burdawme aad s i g n i 5 d y  i n m e  mrtrplime costs. 

* We do not believe results of  standalom models for each o o ~ n e n t  will. bc m&@l 
Qr ~1wanL m d y ,  external data is used when i n t d  dab is not mfkient to 
support statistid d y s i s ,  Additjady, implcmertting s c d a  driven cripital estimata 
for every busine~s BB a c ~ q a r i S ~ n  l x d m a d c  is not an cffktiw use of resom~5. We 
urgc the agencies to consider eliminating this reqnimmrit. 
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Elfglble Operational a s k  Offsets 

S 26 In cuInJauaUng h e  rlsk-base$ q & a l  mpdretnm jar= opmn'onnl risk managMiem moy 
deduct csrtain eli@b/e opmarionnl nirk oflsetsfmm iis esninwfe of ap~mflonal risk exposum. To 
rhe extient that these u$sets do nor fa@ mw eqmfed upemtianal lo= @OLJI the W's risk- 
h e d  C L ) ~ I & J  reguiment Jor opamtionaf risk musr im'punrie she ~JroqiXl. Elisrrjie? 
oj~erutfonai risk ofsets m y  only be used ta oQel EDL, nat UOi. 

... While addirhl  cli&ib!e 'operarionol risk oflse?s may be comided in tIiej%mq rhe agencies ' 
rmlm afthe inylemaaation of A M  @stems indicaxes rfrof banks so fur have only been able & 
t iemamre dmf Iosses multingfirmr m e n d  CT& c a r d f d  ur sm~timprumssing errors 
may rn-8 rha tar; of being 8ighlyp#di&able and reasmabiy sl;ablc. 

e W e  stmagfy Meve it is inapppiate to assign capital for expected loss, Banks 
wnsidcr cxptctFd Ioss to be a cost of doing business md incrudbig thw in the 
regulatory capital requinmmt disrega;rds the nrost hdamatal pricing p m d c a .  To 
this tnQ the -cia have rightly id&& lows ~Iating to sear i t i ts  pmcdng errors 
and d t  card fraud as quatifjring for EQL offsets. 

a Howwer, thc hgwge suggests fbaf these are the only types of losses m be legbmtely 
consi- eiiglble for EOL offbet. We bdieve the correct definition of EOL is much 
broader aad should include otha types of I Q S S ~ ~ .  Some examples ME check fraud, 
w a ~  c o m p d  clain[ls, robbairn, teller balancing mrs and employ~e 
d d r t s .  Thc best approach far rqyhoiy  qirntl would eliminate rht e x p W  loss 
coqmcilt  of the apital charge alto@ba. h an ahnative, we suggest the aegulatm 
coasider a b d m  definition of lass to be eligible far the EOL ofid. 

Purritive Treatment of Operatioual Loss Codntian 

S 2% T%e bank may trse internal curcUrmtm of dependence among operational tosses w*Mn and 
acros~ fntrfnes Iines and operational Zms em& ifrk bank can d~mowtrate ra the sd.$action 
of i& prfmw Federal S U J W V ~ Q ~  that the bank's ~ R ~ & ~ S ~ U P  &mid~g  tkpttden~e b ~ ~ r ~ r d .  
robtisf cu e wwieiy tfmndos, and impfemented with in&gngny, and allowsfor mcmWq 
swrounbing rha estimfes. If rhe bank ttas nor ride meh o demrlsm'm, it must sunr 
o p ~ m u n a l  risR eqmsure estimares a m s s  units of mensum to colculere ib total opemtiottai 
&k ~ S L I Y C .  

1 Whjle the Guidanet docs offer banks the appomnity to sub- line ofbwiness expert 
judgment uphm empirid support far a depdmcy assumption is not paszibfe, thc 
Guidance suggests tber agsncia prefer more quantitative approaches. Given the short 
historical tirnc frame for which data is available, deriving statistid meas= of 
depcjldmq is very &dlg@ng and m y  not alwap be fensibte, p ~ r t ' ~ y  w h  the 
me85mmat f ratwork is highly jpmularular In light of this, we are concerned that the 
a g a i w  may bc setting a standard of proof that cannot be ma £n practice. We beIiwe 
that the reyiment to m capital a m ~ m b  across all w i t s  of measure when the above 
conditions canwt be my ~ o ~ e d  is pwitiw: and equally unsupported by evidence 
of perfed correiatioa 
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The punitive mattncnt will encoumge banks to minimize the ~ ~ t y  of their AMA 
fhmewmks in order to avoid being penalized by the lack of mgnition for 
divctsif ication'b~.  We do not believe that a disincentive to more granuIar d l i n g  
approaches is owsistent with the desire to encourage devehpment of best practice for 
operational risk managemcnr. 

Remaining Term Adjustment for lnsmance 

S 29 nre &nk may &usl its operatiomf rZFR expornre m l r s  by rto mone thmr 20 pemnz ro 
@ec~ ths intpua of operatiom1 risk rnitigattu. 18 omkr to mgnize  the f lea  djr&R trritigants, 
management must estimate it3 ~ p ~ ~ i a r t a l  risk txpstm with and ~M'Ikdut their @&s. 

... Bankr musf b a r e  the m a n l  ofille @ u s w n r  rf&e remaining term is Iess ahas oneyenr. 

* A demonstrable histay of insurance cantract mmal through b b y  cycles should 
pmvidc d c i d  evi- of tha bank's c Q m m i u  to maintaining a prudent level of 
coverage at all timts. Therefore, there should be'm reasan for the bank to adjust rhc 
mitigation benefit ae tfic contract neam expMon, SMar to the agencies' mqykrmt 
that Optmiional risk exposum be adjwtod to M8ct material chgcs  in the bank's risk 
profile, the insmum mitiwon ba&k wn simply be rtduccd or tven eiimhted if h e  
bank were to cbangr: its hmanoe buying practice. We ask that the agcmies to consider 
dropping this nquire~llem fiam the Guidwce. 


