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Executive Summy 

Menill Lynch' welcomesthe opporldty to mnmenton theBasel IAf A R  published in theFederal 
RegisterdatedOctober20,2005 (Volume 70,Number202). Tbis publication represents a plausible 
attemptto addressthecompetitive concernsraised by smdler banks by: 

Improvingupon the risk-sensitivity ofcapital mpkments under Basel I 
Developinga simple h e w o ~ r kwhicb isintermediatebetweenBasal I and the more 
complex Basel I1 

As a matter of principle, M e d  Lynch supportsfhe followingkey innovations implicif in the ANPR: 

Re* the risk sensitivityof theBase1I capitalrequirements 
Increasing the number of risk weights 
Incorporation of externalratings (when available), althoughthis is less relevant than it migbt 
at first appear since stnallerbankshave less exposme to publiclyrated entities 
Improved treatment of off-balance sheet commitments by inttoducing a new W o r m  risk 
weight regardless of maturity, thereby removingthe artificialone-year maturity requirements 
for generatinga non-zero risk-weight 
Linking the RWA for retail mortgagesdireetly to LTV andborrower credit quality 
hpmved collateral recognition 

There are areashowever, where the ANPRseems to be inadequateorincomplete, or simplydoesnot go 
far enough: 

It is not clear &om the languagewhetherit isthe regulatoryiamt that aIlUSbanks (nat on 
Base113) are mandatedto move from Basel I to Base1IA 
Althoughthe ANPR suggests additionalriskweights, the riter ria determining these weights 
are lee opento pubIic comment This makes itdifkicult to assess the proposal in a 
meaningfulway 
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It isnotclearwhether risk weights for nw-rated wholesale expo- would remain 
anchartged, or whether theywoaldiohexit tb&womt riskweight of 350% associatedwith 
bmwm rated B and lower 
While it is encouragingthat the Agencies are willing to consider relief for publicly rated 
securitiesposted as collateral, the ANPR does not go fareno@ 

i.There is ample evidenw of significantlyimprovedwaveries for Becmed 
cwpomtelendingfar certaintypes of coheral relativeto MsecuredLendin2 

ii.Recovery experik fbrcer& c l a s ~qf8giet-based-fiipucing.~anexhibitvery 
~ ~ & W O V Wrates, though.: themUateral i.% not pdbli~lyrated (see@3 below 
.formore detailr) 

* FICO m.ring
as 

is the obviowobjective of t h e b o w &ofit&a in&e U . S , d  
sector, and suchplays the sa&e role as ratings for public companies. Yet the ANPR seems 
to stop short of allowingthe risk weights for retail products to be linked directly to FlCO 

~mall; bankstend to concentrateon -11 business leedlrg, d here theANPR offers~e 
in theway of wncrete proposals, but insteadseeks comments. The oneproposal offered was 
a 75% riskweight for c&& mpoauaunder $1d o n ,  whioh isd e l y  tohave a 
M a l  eapital impact acrosstbelad* 

MefrillL m h  hw some m c z9commendatiornto offer w k h  we believewould mterWy improve 
the popapropoesdBssel IAframework andd eitmore &k swsitiv0(1- capital,mqubmrartsfor lessrisky 
exps8tuea andviceuema): 

1. AUow noa-Basel IIbanks fheoption taremainon Base1 I 

a. The costhefi t  analysismay not justify the migration, particularly for smallerbankti 
b. Themmay be no material changes in overall capital levels for many banks 

2. Co'tlfirm.*.the c-t BaselI&.weights willremain &.placefor0eee wholealae m 
whicharenot.extem& rated 

3. Lial:~~risk~si~ri&ectlytoFI~~&TV~~~ee@Abe1ow),~thafl~fiC
exposutes:w o a  amact proporthgllymorecapitaland vice versa 

4, mow. a r w o n i n  risk weigkts for fully calltit- eqxomre$,. wh&ethe coUatwal 
canbe regdilyw e d  to and isperfectible, even 'thoughitisnet atemallyrated C9ee@@ 
below) 

5. For cbllaterabed lending to middle-market companies, link the risk weight directly to objective 
benchmarks such asa D&B rating (see $Cbelow) 

Emally, Merrill Lynch seeks clarity on whether the floorsproposed for Basel I1 (95% in 2009,90% in 
2010 and 85% in 2011) am to be calculated relative to Basel I or Basel IA. It appears to make M sense 
that these floom wouldbe set relative to Basel IA, as that would fo~ceBasel 11mandated banks to 
effectively run 3 regimes in parallel (Base1I, Basel IA andBasel 11). 

2 ~ o r ~ ~ ~ b u a ~ ~ d d ~ ~ & ( h . U ~ ~ g ~ b
avahble aa pazt ofthe LossStats vendor model 
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f i e  remainder of this comment letter addressesthe sqecifics of recommendations3,4  and 5 above. 

Detniled comments 

In the process of calibratingthe Basel 11risk weight function, the Regulators had to develop a mapping 
6om FICO/LTV to PD/LGD for mortna~es.One byproduct was to assign riskweightsto various 
FICOJLTV combinations. he resul6o?this mapgig, shown inTable i,can be &d in the paper "The 
Asset Correlation Parameter in Basel D[for Morte.ae.e.8 on Side-Family Residences'? Pad Calem and 
James Follain, Board of Governors of the ~ e d e r iReserve, ~ k e m b e ri003. 

Most banks (large and small) record EICO and LTV at origination for their mortgage lending activities. 
Hence it would be quite easy for such banks to directly use the riskweights in Table I. 

Regulatorsmight feel it necessary to adapt Table 1 in thefoIlowing ways: 

Bucket the FICOLTV segmentstogether to achieve a coarser set of riskweights 
Develop a similartable for ARMshybrids 
Develop a similar table for RELOCs/Second Mortgages usingFIC0 and combined LTV 

The underiyingdata required to develop the adjusted tables for ARMSis readily available to Regulators. 
Moreover, existing data sets for fystmortgages canbe readily adapted to estimate risk weights for 
second liens as in the following steps: 

For each FICOICLTV segment, use thePD implied by theappropriate &st mortgage table 
Treat the k tand second liens asa single mortgage and use theappropriatefirstmortgage 
table to estimatethe recovery rate on the total property 
Estimate the LGD on the second lienby using the industry average level of subordinationto 
estimate therecovery rate on the second lien asthe midual amou~tleft after paying ofYthe 
first lien 
Plug the PDLGD parameters so obtained into the Basel I1 fonnula to estimate the 
appropriaterisk weight 



Table 1 

The industry average level of subordination can be found in theLetter fromMJCA to the FRB 
ommmting on Basel II, November 2003. This informationis contained in Table 2 below, along with 
ICA'Sestimate of second lienLGD 

c
M

Gmsa LGD estimates 
C L N  1W 97 95 90 85 80 75 
Fitst Llen Sfre 78.70% 78.70% 78.00% 75.20% 67.40% 61.70% 66.60% 
Second Uen She 20.70% 18.30% 16.40% 14.10% 16.40% 17.30% 16.80% 

S e m d  Urn LGD 96.20% 92.90% 89.80% 75.30% 46.70% 28.80% 7.70% 
Table2 
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SB.Reductionin riskweiehta due to imDroved wllateralrecoenition 

While the ANPR holds out the possib'ity of capital relief for publicly rated securitiwposted as 
collateral, this proposal does not go far enough. There is ample evidenceof far higher recoveries for 
secured lending vs. unsecured lending, even when the collateralposted isnot rated. Both Moody's and 
S&P have databases that can support this and quantify the difference in appropriate risk weights for 
certainclasses of collateral. 

Table 3 

Seniority Mean Std. Dev. 

Senior Secured 

Seniorunsccutwl 

Senior Sub-

Subordinated 

Junior Subordinated 14.39 8.99 

: Recovery by Scnioaity (Moody's, 1970-2003) 

For example, the aboveTable 3 appears in the paper by Ti Schuermannof the Federal Reserve Bank of 
New York called "what do we know about Loss Given Default". It shows that the LGD for senior 
secured lending is on average 25% less than that of seniorunsecured lending. A more refined analysisof 
the Rating Agency databases would easily pin down the precise difference by major collateral type. 
Such an analysiswould clearly show an enhanced expectationof recoveries for secured vs. unsecured 
lending for certain collateral types such as Inventories & Receivables which are (invariably)non-rated 
securities. One would also see that secured vs. unsecured recovery rates would not differ much for 
collateral such as Intellectual Property. 

To generate the risk weight appropriateto the enhanced recovery rate, one could plug the associated 
LGD % into the Basel II formula. Of courseone may chose to add back a charge for operational risk to 
maintain comparabilitywith Basel II. A crude estimate shows an averagerisk weight reduction of 25% 
for certainclasses of collateral outside publiclyrated securities. 

In the case of certain classes of asset-based financing, the lack of recognition of non-rated collateral can 
lead to even greater economic distortions. The prototype example is where a lower rated counterparty 
(typically a financial institution) borrows say $A, but postsmore than $A as collateral. The collateral 
posted is typically a p l ( s )  of retail receivables which is haircut from the current market value. This 
leads to the following situation: 

Under the ANPR,suchcounterpartieswould likely receive a 200% risk weight. Given tbat the 
collateral is not publicly rated, the RWA for this transaction is then $24. 
On the other hand, the lender typically has ring-fenced the collateral with what amounts to a first 
lien. The securitimtionmarketcan then be used to benchmark the rating which would be applied 
by a Rating Agency. The rmlting facwty mthg istyplcallp bf the t d c r  af3 to 4 MtatLes higher 

--- -
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than the public counterpartyrating. This implies a reduction in economicLGDof the order of 
75%. 
Tbe economicLGD reduction would yield the same reduction in Basel ILRWA for this 
collateral. Assuming a maturityof 2.5 years snd an initial counterparty rating in theBB range, 
this would imply RWA of approximately $A. 

One concfudesfiomthis ana&~isthut the risk-weight could easily be o f b y  afaetor of 2for such 
Asset-Based Financing under BaselIR 

Given these considerations,Menill Lynch would propose the following: 

Expand the collateraleligibilityunderBasel1Ato allow recognition of wllateral, which though not 
publicly rated, nevertheless: 

a. Is legallyperfectible 
b. Can be readily marked to market 
c. Covers more than 100%of the exposure 

For such collateral, allowa 50%duction in the riskweight assignedto the facility, assuming that 
the risk weight assigned to the identical but unsecwed facilityto the same counterpartywould be 
1000hor greater. 

5C. Risk-weieht reduction due tosumerior coveraw ratieafor middle-market obli~orq 

Menill Lynch welcomes the ANPR proposal for reduced risk-weights associated to exposures <%I 
million. To develop a more risk sensitive weiaht for exwsures >$I million on a consolidatedbasis, it is 
clear that an objective measure ofcredit qua& is req&ed. There are essentiallytwo options here: 

i) Use ratios h m  audited h c i a l  informationto derive the amrowiate - risk weiaht -
i) Link the risk weight directly to a rating firom an objectiveparty 

.a 

Implementingoptioni) would require a statisf.ical analysison an appropriatemiddle-market database to 
estimate default rates associatedwith rangesof key financial ratios. Given the bighkynon-linear 
interactionsbetween credit d t v  and such ratios as interest wverajze, balance sheet leverage etc.,this 
would be tantamountto building scaringmodel, where the risk we&ts would be most ap&xiately 
set bv combitions of key ratios in a manner similarto that of MoodYs' RiskCalc. This solutionis 
probably not the appropriate one for regulatory supervision, as it woid requirecomplex systemsto track 
the obligor financials in real time. 

Option ii) provides an easier solution. Dun and Bradstreet already assess a credit scorein this market 
segment. The score is on a scale of 1to 5, with 1 representinglow default riskand 5 representinghigh 
risk. According to D&B, the s a x e  capturesthe likelihood that a company will not experience financial 
distress over the next 12months. Moreover, the failurerate associated with each score is known (e.g., 
"4"has a failwerate of 8.3% whichequates to a credit in the B to B- range). D&Bhas several other 
ratings which wuld serve equally well. 

Given that such objective scores exist, the next task would be to assess a Basel II equivalent risk weight 
by plugging in the indicative PDassociated to the score into the AIRB riskweight to develop a table of 
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risk weights for the D&B scores. This would be quite simple to implement (provided one had the s
to begin with). 

In conclusion, Merrill Lynch welcomes the Basel 1A ANPR and looks forward to the forthcoming 
publication of the Basel 1A and Basel IINPRs. 

Sincerely,

Christopher 
*&L 


dyward 
Treasurer 
Merrill Lynch & Co. 
4 World FinancialCenter 
New York, NY 10080 
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