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Re: Standardized Approach for Calculating the Exposure Amount of Derivative Contracts'
Ladies and Gentlemen:

We appreciate the opportunity to comment on theeatf proposed rulemaking published by the
Board of Governors of the Federal Reserve Systeentoard”), the Federal Deposit Insurance
Corporation (FDIC") and the Office of the Comptroller of the CurrgritOCC") (collectively, the
“Agencies’) to implement the standardized approach for cenparty credit risk in derivative contracts
(“SA-CCR”) and related changes to the regulatory capitahfwork (the Proposal”).?

Morgan Stanley is a global financial services ftirat provides its products and services to a
large and diversified group of clients and cust@nircluding corporations, governments, financial
institutions and individuals. We are registere@ dimancial holding company with the Board and are
subject to the Board’s consolidated regulation suqgervision, including the Board'’s regulatory calpit
framework.

We support the Agencies’ policy objective in SA-CGRmproving risk-sensitivity in the
measurement of derivatives counterparty credit gk encourage the Agencies to consider comment
letters submitted by trade associations and Comeldfnd Users (CEUS’) that raise various policy and

! Docket No. R—1629 and RIN 7100-AF22; RIN 3064—AH80cket ID OCC—2018-0030, RIN 1557-AE44.
283 Fed. Reg. 64,660 (Dec. 17, 2018).



technical issues, in particular potential impaot€EUSs’ ability to access derivative markets todesdnd
mitigate commercial riskOur comments in this letter are focused on themi@l impacts of SA-CCR

on CEUs, SA-CCR calibrations for commodity and ggtelated counterparty exposures and the role of
SA-CCR within the regulatory capital framework.

I Executive Summary

* CEU accommodations (I11.A). The Proposal should be modified to include appeteri
accommodations for transactions with CEUs to bettign with Congressional and
regulatory actions designed to ensure CEU accedsrieative markets for purposes of
hedging and mitigating commercial risk. In partaauthe SA-CCR “alpha factor” should
be reduced to 1.0 for all transactions with CEUs famther downward adjustments to the
alpha factor should be recognized where a CEUleeinvestment gradel@G”) rated or
provides a banking organization with a first-prigdien on assets that would be
sufficient to meet any anticipated credit exposarine event of the CEU’s default. In
addition, letters of credit supporting CEU trangatt should be recognized as collateral
in the SA-CCR calculation.

* Improvingrisk-senstivity in commodity derivatives (11.B). We support the Agencies’
recognition of a single energy asset class wittin3A-CCR commodities framework
encompassing oil, natural gas and electricity atigns, which is consistent with
observed volatility and counterparty activity irefe markets. We recommend, however,
that the Agencies assign a supervisory factor pf@pmately 10 percent to this energy
asset class, which more accurately reflects rislkeergy derivative counterparty
relationships, as evidenced in forward markets) tHraelevated 40 percent supervisory
factor. We also believe that the Agencies shouddfgl that the notional value of a “basis
derivative contract” is the spread between theunderlying factors multiplied by the
number of units rather than the gross notionalevaluone factor in the spread.

* Improvingrisk-sensitivity in equity derivatives (11.C). SA-CCR should permit
banking organizations to fully recognize the creit benefits of heavily over-
collateralized portfolios, a frequent risk managetq@actice in equity derivative
transactions. In addition, we recommend that thenges revise the uniform one-size-
fits-all equity derivative supervisory factors taorporate risk-based distinctions in
equity counterparty portfolios, following similapproaches in related regulatory
standards.

» Coherence of theregulatory capital framework (11.D). We recommend that the
Agencies align the mandatory effective date of S2ROwith the effective dates of
related revisions to the capital framework, in jgaittr pending changes to market risk

% See the Financial Services Forum comment letier|riternational Swaps and Derivatives Associaio other
trade associations comment letter, the Futuressinglédssociation Supplemental Letter on behalf ofrttnodities
Members, the Coalition for Derivatives End Usersotent letter, as well as other comment letters stideanby
CEUs and “real economy” market participants. Altdes are dated March 18, 2019.
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standards associated with the Fundamental Revigledfrading Book standardized
approach (FRTB SA”) and standardized counterparty risk-weight charigehe Basel
Committee’s revised Basel Il AccordRévised Basel 1117), both of which have target
effective dates of January 1, 2023taggered implementation of SA-CCR and Revised
Basel Ill, in particular, would result in signifieseshort-term volatility in risk-based
capital requirements, and would limit firms’ abjlito provide credit to CEUs, which
could be avoided by a single, aligned effectivedBielayed adoption of SA-CCR would
also provide the Board with adequate time to enaweherent integration of SA-CCR
with the Board's Comprehensive Capital Analysis Rediew (‘CCAR”) stress loss
analysis and the Board’s open rulemaking to impleraeStress Capital Buffer§CB”).

1. Discussion

A. SA-CCR should include appropriate accommodations for CEU transactions

The Agencies predicted in the Proposal that adopfdSA-CCR would result in increases to
counterparty credit risk measurements for transastwith CEUS.We have three concerns with the
potential impact of SA-CCR on CEUSs.

First, adoption of the Proposal in its current famould effectively undermine CEU exemptions
from margin and clearing requirements provided by@ess and the Agencies, which were designed to
ensure that CEUs have access to derivatives mdtkgtsirposes of hedging and mitigating underlying
commercial risk. Instead, the Agencies’ regulatory capital framewairould work harmoniously with
margin and clearing requirements to ensure ongBlEg access to these markets, with appropriately
tailored capital requirements imposed on bankimgoizations facing CEUs.

Second, there appears to be a significant divesgbatween SA-CCR CEU counterparty credit
risk exposures, on the one hand, and banking argéons’ actual underlying counterparty credit risk
economic exposures, on the other hand. SA-CCR mimeaccount for whether a counterparty is IG-rated,
which many CEUs are, or distinguish among the vargmounts of leverage in a counterparty’s capital
structure, even though CEUs are generally lesséeM&an many trading counterparties or not levated
all. In addition, SA-CCR does not assign any vatuson-margin forms of collateralization, such iest{
priority liens or letters of credit, both of whieine regularly used by CEUSs to collateralize denveat
transactions otherwise exempt from regulatory nmeagid clearing requirements. While SA-CCR
improves risk-sensitivity for margined transactioihshould be adapted for margin-exempt transastio
to ensure a similar degree of risk-sensitivity asrall counterparty relationships.

Third, in the absence of CEU accommodations in SXRCthere appears to be a meaningful risk
of negative impact to the real economy. A wide emafjCEUs—electricity cooperatives, oil and gas

* Basel Committee on Banking SupervisioB#%! Committee”), Minimum capital requirements for market risk,
Introduction (2019); Basel Committee, Revised Bd$€P017), Introduction 9.

® 83 Fed. Reg. at 64,685 (“the exposure amount ofaugined derivative contracts . . . would increlage
approximately 90 percent”).

® Pub. L. 114-1 § 302 (Jan. 12, 2015), which add=zliities Exchange Act § 15F(e)(4) and CommoditgHaxge
Act § 4s(e)(4); 80 Fed. Reg. 74,916 (Nov. 30, 2qi&gognizing CEU exemptions in the Agencies’ ragary
margin rules).



companies, municipalities, airlines and agriculte@anpanies, among others—rely on derivatives to
hedge or mitigate underlying commercial risk, ameldesign and calibration of final SA-CCR standards
should avoid disruptions to CEUSs’ ability to effiaitly provide goods and services to the real ecgnom

1. 1.0 alpha factor for all CEU transactions

In response to the Agencies’ request for commerimoorporation of the alpha factor within SA-
CCR, we recommend that the Agencies recognize alptt factor for all derivative contracts involgin
CEU counterpartie§.

The 1.4 alpha factor in the Proposal is rootedhénAgencies’ Internal Models Methodology
(“IMM™) as a conservative adjustment to address risitsntlay be unaccounted for in IMM calculations,
such as concentration risk, systemic market riskvarong-way risk In turn, the Agencies have
proposed to incorporate the same 1.4 alpha fautorSA-CCR “to instill a level of conservatism..in
order to produce exposure measure outcomes thatajlgrare no lower than those amounts calculated
using IMM.” The Proposal includes no analysis of the effeepplying a 1.4 alpha factor to CEU
transactions.

We believe that application of a 1.0, rather thah alpha factor to CEU transactions is warranted
for three reasons. First, our analysis demonstthtasSA-CCR exposure measurements for CEU
transactions would continue to exceed IMM exposneasurements even after application of a 1.0 (or
lower) alpha factor. In other words, if the primaagionale for imposing the 1.4 alpha factor in GER
is to ensure conservatism relative to IMM, applmabf the 1.4 alpha factor to CEU transactions is
unnecessary to achieve this objective.

Second, applying a 1.0 alpha factor to CEU tramsagtwvould avoid frustrating Congressional
and prior Agency regulatory actions designed taenaninterrupted CEU access to derivatives markets
Applying a 1.0 alpha factor to CEU transactions lddwarmonize the Agencies’ regulatory capital
standards with the Agencies’ regulatory margin eledring frameworks.

Third, CEUSs are typically less-levered or unleveeetlties engaged in providing goods and
services to the real economy, thereby posing lmeanterparty credit risk than more highly levered
counterparty relationships where application ofdadlpha factor may potentially guard against
unforeseen risks.

2. The alpha factor should be further reduced to @6&EU transactions
involving IG counterparties or Non-1G counterpastmroviding first-priority
liens

While application of a 1.0 alpha factor to all CE&nsactions would substantially improve
accuracy in counterparty credit risk measurememdsnaore coherently align SA-CCR with related areas
of law and regulation, further adjustments to tipda factor for certain CEU transactions would
strengthen risk sensitivity. In particular, an aghctor below 1.0 should apply to CEU transactions

783 Fed. Reg. at 64,666 (Question 3).
883 Fed. Reg. at 64,665 n. 20.
983 Fed. Reg. at 64,666.



where either (i) the CEU is IG-rated or (ii) if tkEEU is Non-1G-rated, the CEU provides a first-pitio
lien to the banking organization on underlying &s$eat would be sufficient to meet any anticipated
credit exposures in the event of the Non-IG CEWfadIt. An alpha factor of 0.65 in both cases would
improve risk-sensitivity and would mirror the tresnt of IG corporate counterparty risk-weights in
Revised Basel lll, with any potential “double-ccurgductions addressed when Revised Basel Ill is
ultimately implemented

i. 1G-rated CEU exposures

A banking organization’s risk appetite when facZigUs in non-margined derivative
transactions is informed by the IG status of th&J@Bunterparty. Stated simply, an IG CEU poses towe
counterparty credit risk, and therefore the bankirganization may be more willing to execute long-
dated or larger derivative positions with the CBMrein the absence of receiving margin. Conversely,
the absence of appropriate collateralization aearents, a Non-IG CEU poses greater counterpakty ris
and a banking organization may moderate the scalaration of its counterparty exposure accordingly

The Agencies explain in the Proposal that SA-CCé&eisigned to “provide important
improvements to risk-sensitivity” relative to exigf derivative counterparty exposure measurentents.
While, in principle, we agree that SA-CCR improvisk sensitivity in many areas, the Proposal dags n
include a risk-sensitive methodology for distindningy among CEU transactions exempt from regulatory
margin or clearing requirements. The most direptr@g@ch for improving risk-sensitivity would be to
apply a 0.65 alpha factor to IG-rated CEU transasti

The 0.65 IG-rated calibration is grounded in RediBasel Ill, which permits banking
organizations to apply a 65 percent risk-weigh@eaated counterparties in the standardized risdeda
capital framework? Since application of a 0.65 alpha factor in SA-Cogether with a 65 percent
counterparty risk-weight would provide an unwareshtiouble-reduction in risk-based capital
requirements, we recommend that the Agencies @alygnize a 0.65 alpha factor for IG CEU exposures
if and to the extent that SA-CCR is implementedbzthe |G-rated counterparty risk-weighting in
Revised Basel Il takes effect (e.g., a 1.0 al@tadr would apply to IG-rated CEU transactionsrafte
implementation of the Revised Basel 11l 65 perd&itated counterparty risk-weighting).

To the extent that the Agencies require mandatdoption of SA-CCR before adoption of
Revised Basel Il risk-weightings, application 0®.8&5 alpha factor to IG-rated CEU transactionsldiou
eliminate volatility in counterparty exposure meaasoents that would otherwise occur between initial
application of a 100 percent counterparty risk-\wéity followed less than two years later by appiara
of a 65 percent counterparty risk-weighting. Margortantly, however, a 0.65 alpha factor, evemlfo
applied temporarily or on an interim basis pendiayised Basel Il implementation, would improvekris
sensitivity in SA-CCR calculations based on IGisdat key counterparty credit risk criterion. Fiypal
application of a 0.65 alpha factor to IG CEU trantigens would result in more equivalent outcome$iwit
foreign jurisdictions, where a 1.4 alpha factor barcombined under Revised Basel Il with external

1 For example, the 0.65 alpha factor applied in ¢aise could become 1.0 when the Revised Baséb fpeBcent IG
counterparty risk-weight is implemented.

1183 Fed. Reg. at 64,662.

12 Revised Basel IIl, “Standardised approach for tengarty credit risk,” | 42.
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ratings-based counterparty risk-weights as lowGapezcent (which would be equivalent in some
portfolios to applying a 0.28 alpha factor and 8 fp@rcent counterparty risk weightirig).

ii. Non-1G CEU exposuresinvolving first-priority liens

We also recommend that the Agencies incorporatt@reisk sensitivity into SA-CCR by
recognizing a reduced alpha factor when a bankiggrozation receives a first-priority lien on
underlying assets that would be sufficient to naast anticipated credit exposures in the event®f th
Non-IG CEU's default.

As noted above, SA-CCR seeks to improve risk-seitgitn measuring derivative
collateralization practices, but by design limitdlateral recognition to margin, which CEUs genlgrdb
not provide in derivative transactions (unless sxpes exceed agreed-upon thresholds). Non-IG CEUs,
however, often provide banking organizations wiging on physical assets, which can provide the
banking organization with a substantial collatesation benefit in the event of the Non-IG CEU’saléf.
Often such liens provide the banking organizatidath Wight-way risk,” meaning that the value of the
assets covered by the lien increases when theerpanty is “out of the money” on the derivative
contract and the banking organization has greatingial counterparty exposute.

By way of illustration, an oil exploration and pradion company may own land with substantial
reserves of un-extracted oil. To mitigate the oskleclines in oil prices, the company may exeeute
commodity derivative with a banking organizatioattprovides the company with short exposure to oil
(e.g., the company is “in the money” if oil pricéscline). In this example, the banking organizatam
the derivative counterparty, would have long expeshrough the derivative to oil prices. If the quany
provided the banking organization with a lien onlemying oil reserves, the banking organization ladou
have right-way risk: if oil prices rise to the pbimhere the company is “out of the money” on the
derivative, the company would be selling its phgbil for a higher price and generating highererayes
with which to pay the banking organization. In the®nario, the banking organization has a legahcla
through the lien to oil reserves that have incréasevalue during the derivative transaction.

The lien in this example operates in a manner amalthough not identical, to initial margin
recognized as a credit risk mitigant in the Propdske initial margin, the lien provides the bangi
organization with access to resources that caetofistential exposures in the event of the couatéy|s
default. In addition, similar to initial margin, appropriately structured lien can ensure thavtiee of
resources to cover a default will not decline wttencounterparty owes money to the banking
organization on the derivative.

However, in the context of SA-CCR, liens are digkinto initial margin in that they may involve
timing delays between a counterparty’s default tiedbanking organization’s ultimate receipt of laju
and marketable assets that offset any exposurfalt Also, liens do not have daily mark-to-marke
values comparable to initial margin values recoguhias collateral in SA-CCR. For these reasonsgwhil
we believe that SA-CCR should recognize the vafdesi-priority liens in counterparty credit risk

13 Revised Basel IlI, “Standardised approach for itmésk,” Table 10 (e.g., 20 percent counterpaisk4weight x
1.4 alpha factor is mathematically equivalent 8 percent counterparty-risk weight x 0.28 alpwtdr).
1478 Fed. Reg. 62018, 62133-34 (Oct. 11, 2013) disiag “wrong-way risk”); § .2 (defining “wrong-waigk”).
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exposures, we believe it would be challenging tmiporate estimated lien vales as collateral irShe
CCR calculation.

Instead, we believe that first-priority liens aedtbr viewed as credit risk management practices
that, when structured correctly, effectively redadeanking organization’s risk of loss and bolsté&ton-
IG CEU's credit risk profile. Following our recommagation to apply a reduced alpha factor when a
banking organization faces an IG CEU, SA-CCR shaidd apply a lower alpha factor, potentially 0.65,
when a Non-IG CEU provides a first-priority lienadoanking organization on underlying assets that
would be sufficient to meet any anticipated credjposures in the event of the Non-IG CEU'’s defallt.
reduced alpha factor could be conditioned in tlvases, as relevant, on the absence of wrong-way ris

3. SA-CCR should recognize letters of credit as cetkltin CEU transactions

The Proposal would limit collateral recognitionSA-CCR to “financial collateral,” the
definition of which does not include letters ofditeWe recommend that, in the case of CEU
transactions, letters of credit issued by an “bl@guarantor” should receive recognition as ceiktin
the SA-CCR calculatioF.

In some cases, CEUs use letters of credit issueddgpository institution as a substitute for
posting cash margin. Letters of credit operatevery similar manner to initial margin, since thenking
organization would be permitted to draw cash agairesn from a bank in the event that a CEU defaults
or, in some cases, approaches default. Similaatiers of credit may serve as a variation margin
substitute, with the banking organization permitiedraw against them based on mark-to-market
changes in a CEU’s derivatives portfolio. Sincéelet of credit, when drawn, result in the banking
organization receiving cash, which is financialataral, there is little practical difference beemecash
margin and letters of credit.

We recognize that the Agencies’ regulatory capitahework includes a mechanism through
which the value of an “eligible guarantee,” incluglietters of credit, can be reflected in some £asa
risk-weight substitution approac¢fiTo avoid double-counting, we recommend that Isttércredit
receive collateral recognition in the SA-CCR formohly if the banking organization has not sepérate
applied the letter of credit to achieve an “eligipluarantee” risk-weight substitution (which, for
derivative products, would generally be inappliedbl

This approach would improve risk-sensitivity in kg organizations’ credit exposure
measurements, accommodate a well-established canaingractice utilized by CEUs, accurately reflect
financial resources that would be available torkbay organization in the event of a CEU’s defaailtd
rely on existing concepts and defined terms inAgencies’ regulatory capital framework. Collateral
recognition in non-CEU transactions would remamitied to financial collateral, consistent with the
margin standards applied by the Agencies to swaisactions.

5g 2.
688 2, .36.



B. Improving risk-sensitivity in commodity derivatives

While we expect that the Proposal will have widegiag impacts across a variety of derivative
contract asset classes, we believe that the ngrsfisant impacts may be to commodity derivative
transactions. We provide the recommendations b&damprove counterparty credit risk measurement
principles for commodity derivatives to ensure thanbking organizations continue to have the ahitity
serve as market intermediaries in the real econaithyelectricity cooperatives, oil and gas companie
municipalities, airlines, agricultural companiesiamilar entities that rely on commodity derivasvto
hedge or mitigate underlying commercial risk orepttise access commodity markets.

The Proposal modifies the Basel Committee’s SA-G@Rework by grouping together
electricity, oil and natural gas into a single ggyetommodity asset class and applying a relatikédi
supervisory factor of 40 percent to all positiomstiis energy asset clasdVe support the Proposal’s
recognition of a single, combined energy assesclas believe that the associated supervisorgifact
should be based on observed stress market vglatilénergy forward contract markets rather thast sp
markets, which would suggest a supervisory factapproximately 10 percent rather than 40 percent.
Volatility in forward contract markets provides, Wwelieve, a much stronger basis for calibrating SA-
CCR supervisory factors than spot market data girahbanking organizations’ counterparty credikri
in energy derivatives typically extends at leasesal years in the future and their exposures@peite
movements in these future periods. In additionregriest the Agencies to clarify that, for “basis
derivative contracts,” the notional value shouldieasured as the absolute value of the spread &etwe
the two underlying factors (whether positive oratge) multiplied by the number of units, which vidu
provide a more accurate measurement of counterpagtit risk than defining the notional value with
reference to the gross notional value of one faaftdine spread.

Our comments in this section are informed by ttoe thaat many commodity transactions are
long-dated. Clients regularly execute multi-yeaeremulti-decade, transactions to hedge structisied
in their businesses or to obtain reliable multiry@ecess to commodity inputs or distribution neksgoin
its current design, the Proposal would upend tl@mic calculations underpinning commaodity legacy
portfolios, potentially resulting in disruptionslting-standing arrangements as banking organization
attempt to rescale these portfolios to meet SA-Q@ERed return expectations. We are particularly
concerned about the impact to energy markets atdhdition networks in light of the Proposal’s high
supervisory factor applied to the energy assesglakich could result in firms significantly redogi
their capital allocation to such asset class.

1. Energy asset class

Asset-class based counterparty buckets in SA-C@RIgmeflect products widely used as
offsetting hedges to one another as well as theepee of market participants that are active across
products within the same bucket. Based on thessidemations, we believe that recognition of a €ng|
energy bucket is more appropriate than separatepgrgs for electricity versus oil and natural gas
counterparty relationships.

1783 Fed. Reg. at 64,671.



For example, there is a strong, observable comel@ietween the prices of North America
electricity and natural gas, as demonstrated bytGh#arket regulators, including the U.S. Comntypdi
Futures Trading CommissionGFTC"), have solicited comments and evidence on theetaiion
between electricity and natural gdg.he strong correlation between North America eleity and
natural gas is further demonstrated by the fadtrifaket participants, including banking organiaas
but also industrial and commercial firms, reguladily on natural gas futures contracts to hedge
electricity power price exposure and vice versa.

Chart 1: Correlation between PIMW Peak and NYMEX natural gasfor thefront threeyearsin
forward markets (October 2008 to M arch 2019)*°
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2. Supervisory factor

The Basel Committee, when developing SA-CCR, maxe lzgplied a higher supervisory factor
to electricity than oil or natural gas based ongteater observed volatility of electricity in spoarkets
in particular stress moments, as reflected in Chamtsulting in a Basel Committee-specified suisery
factor of 40 percent for electricity derivativesdaam 18 percent supervisory factor for each ohod
natural gas derivatives. This volatility is not geat, however, in longer-dated forward markets,rethe
electricity is less volatile in most periods of @at market observation than either oil or natuea, gs
reflected in Chart 3.

18 See, e.g., Comment Letter from Morgan Stanley t@h@iroup, Inc. to the CFTC (Feb. 10, 2014), pp181
Comment Letter from ISDA and SIFMA to the CFTC, @B (Feb. 10, 2014).

9 Source: Morgan Stanley data. Each year columhisnchart represents all contracts in the defireribgl (e.g.,
Year 2 represents forward contracts with remaimiagurities of 13 to 24 months).
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Chart 2: Energy asset class front month contract market volatility®
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Chart 3: Energy asset class front two years forward market volatility®
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Forward markets, we believe, provide a strongeceptual and empirical foundation for
calibrating SA-CCR supervisory factors than spotkais?* Market participants often hedge their

% Source: Morgan Stanley data. The data in thistakaresent front-month market prices across eéeleotricity
(PJM), oil (Oil) and natural gas (NG), which ardizeéd in this chart as the closest reliable préoycomparable
spot prices across the three subclasses.

L Source: Morgan Stanley data. The data in thistakaresent the front two years of forward consdce., the
mean price of forward contracts with remaining mities of 1 to 24 months).

2 See generally Glen Swindle, Valuation and Risk dgment in Energy Markets (New York: Cambridge
University Press, 2014), p. 91 (noting that “thep@inal fact that forward curves can show periofisignificant
backwardation and contango requires that the Vityatif forward prices decrease with tenor . . .").
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forward commodity exposure to plan for future calpixpenditures such as power plant constructiohn an
oil field drilling. These are medium- to long-teptans that require hedges in the corresponding time
frame. Therefore, the supervisory factors shoupdasent the periods of risk being managed ratfzar th
spot market prices. Electricity wind farms, for eyae, may execute ten-year energy forward contracts
with banking organizations to “lock in” supply pegin support of lending covenants necessary @bt
financing for building new turbines. In additiorgriking organizations’ energy derivative exposures
typically have maturities far beyond day-to-daycfliations in spot markets; by definition, a contrac
executed for immediate purchase or sale in spoketsrs not a derivative contract subject to SA-CCR

Our analysis indicates that an energy class sugmgviactor of approximately 10 percent would
more accurately capture counterparty credit riskriargy derivative transactions—including electyici
oil and natural gas—than a 40 percent supervisuipf, as explained in greater technical detaflinex
A to this letter. In summary, our 10 percent sugemny factor recommendation is based on the amalyti
methodology described in the Basel Committee’s SMRGQvorking paper but updated to incorporate
energy forward market data.

While we have framed our comments in the contexhefsupervisory factor for energy
derivatives, the same forward contract-based melbgg should be applied generally to all commodity
derivatives.

3. Basis derivative contracts

The Proposal introduces a new defined term, “bdeitvative contract,” into the Agencies’
regulatory capital framework and provides a newhméblogy for measuring the notional value of such
contracts. We support the recognition of basisvdéirie contracts as a distinct product in the ratguy
capital framework, but believe that the notiondlrezof such contracts should be measured as the
absolute value of the spread between the two widgractors (whether positive or negative) mulapl
by the number of units. By contrast, modifying Hupervisory factor applicable to the contract, but
applying that factor to the gross notional valuewé factor in the spread, is less risk-sensitive.

A basis derivative contract provides exposurénéodifference between two underlying factors.
For example, a common basis derivative contraatriatural gas basis swap providing exposure to the
spread between NYMEX Henry Hub and another nagaalvenue. In this example, the banking
organization’s client may seek exposure, over agaf time, to the spread between 100,000 NYMEX
MMBtu, at an execution market price of $2.50 per BiM, and 100,000 MMBtu from the other location,
at an execution market price of $2.55 per MMBtuthis example, we believe that the correct notional
value of the derivative transaction at executioh(8,000 x $0.05 or $5,000 (i.e., 100,000 MMBtu
multiplied by the per-MMBtu price difference), ratithan $255,000 (i.e., 100,000 MMBtu multiplied by
$2.55 per MMBtu) or any other notional value tisatalculated with reference to the gross valuenef o
factor in isolation. Because SA-CCR requires theafdloating notional values, the notional valuaym
change after execution based on increases or desreathe spread.

% See Basel Committeyorking Paper No 26: Foundations of the standardised approach for measuring
counterparty credit risk exposures (Aug. 2014 (rev. Jun. 2017))rk).
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The Proposal acknowledges the unique charactaristibasis derivative contracts by providing
that the applicable supervisory factor in a basisvdtive contract would be divided by half “becatise
volatility of a basis between highly correlateckractors would be less than the volatility of tisk
factors (assuming the factors have equal volatilityWhile reducing the supervisory factor by half
would provide greater risk-sensitivity than apptym supervisory factor at full value to the grossanal
of one factor, it would still be applied to an inacate notional value. In the example above, thkibg
organization is not providing its client with expos to the performance of 100,000 NYMEX MMBtu,
but instead to the spread for 100,000 MMBtu atedéht natural gas venues. For this reason, CFTC
notional measurement principles are based on tleadpetween the factors rather than the gross
notional value of one factdr.

Finally, we note that this notional value calcidatpractice is also well-suited for basis
derivative contracts involving a fixed spread titoating price index. For example, a banking
organization may provide its client with exposwrdhe spread between 100,000 NYMEX MMBtu and a
fixed amount that is always $0.03/MMBtu greatemttize floating NYMEX price. The forward mark-to-
market credit exposure is only $0.03/MMBtu regasdlef changes in NYMEX natural gas prices (i.e.,
the notional value of $3,000, or $0.03 x 100,000 Bt will remain constant in all cases).

A fixed-spread basis derivative contract preseigsificantly lower risk than one in which the
banking organization agrees to provide a fixedegrather than a spread. For example, if a banking
organization provides exposure to a fixed pricBlgMEX $3.00/MMBtu, and NYMEX values decrease
to $2.00/MMBtu, the banking organization would h&2e00/MMBtu of credit risk exposure to the
counterparty. This scenario presents significagtbater counterparty risk than the prior exampleene
the quantum of the credit exposure is constan® &3MMBtu regardless of even significant market
volatility, such as prices declining from NYMEX $8/MMBtu to NYMEX $2.00/MMBtu. Accordingly,
we believe that the notional value of a basis @erre contract should be calculated with referandhe
spread between the two factors rather than thesgrasie of a single factor—e.g., $3,000, or $0.03 x
100,000 MMBtu, in the prior example above—everulbjgct to a reduced supervisory factor.

4. Commodity index supervisory factors

The Proposal applies lower supervisory factorguitg and credit indices, as opposed to single-
name positions in those asset classes, in recogrifithe diversification benefits of indic&sNe
recommend that the Proposal apply a similar dowdwadjustment for commaodity indices in recognition
of the same diversification benefits. Commodityiced are typically comprised of commodity assets

2483 Fed. Reg. at 64,675.

% See CFTC, Division of Swap Dealer and Intermed@versight, FAQs About Swap Entities (Oct. 12, 2012
(link), p. 1 (“How is the notional amount calculated lfacational basis swaps referencing only one playsic
commaodity? For locational basis swaps referencing only onesjglay commaodity, the notional amount should be
calculated using the difference in fair market eatd the physical commodity at the two locationsitiplied by the
number of units referenced in the swap. For exaniple basis swap for 10,000 units of a physicahicmdity as
delivered to Location A and 10,000 units of the sgrhysical commodity as delivered to Location Bvirich one
unit of the physical commodity at Location A hafam market value of $110 per unit and one unithaf physical
commodity at Location B has a fair market valu&d®0 per unit, the notional value of the swap bél$10
multiplied by 10,000 units, or $100,000.")

%83 Fed. Reg. at 64,671, 64,675.
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across various sectors (energy, metals and agnieuind livestock), which are usually not corralate
each other and most commodity risk premium indéresrelative value long/short indices that track
differentials between related commodities. In d@ddito diversification benefits, they also havew |
volatility.

The diversification benefits associated with comityoithdices are demonstrated by the historical
volatility of the Bloomberg Commodities Index (BCOQM leading commodity index, which is
comprised of numerous components from across tmenoality subclasses. Annex A includes data
demonstrating that a lower supervisory factor wanttte accurately reflect observed volatility in
commodity indices.

5. Inclusion of gold with exchange rate derivatives

The Agencies’ existing regulatory capital rulesuieg gold to be included in the foreign
exchange rate category when calculating derivatixanterparty credit risk exposurésthe Proposal
would recognize a new commodity subclass, “metals,ivell as an “exchange rate” asset class, bt doe
not clarify where gold would be included. We redubhs Agencies to clarify that gold would remain in
the exchange rate asset class, consistent wittinexjgactice and market conventions. We also belie
that there is no analytical basis to classify gmddh non-commodity product in the Current Exposure
Method (‘CEM”) but then classify gold as a commodity producB#-CCR. This clarification is also
necessary to avoid major discrepancies in theneait of gold across banking organizations subgect t
SA-CCR on a mandatory basis and other banking azgton that will remain subject to CEM.

C. Improving risk-sensitivity in equity derivatives

Our internal analysis suggests that SA-CCR, if &elbm its current form, may have significant
impacts on equity derivative markets that exceedptiojections forecasted in the preamble to the
Proposal. Consistent with the Agencies’ stated geef improving risk-sensitivity in derivatives
contract counterparty credit risk measurement, @ieve that there are two key equity derivativeiéss
that should be addressed before the AgenciesZetie SA-CCR framework.

First, banking organizations’ margining practicegquity derivatives are, generally speaking,
highly conservative, to the point where it is conmto collect multiples of the initial margin amount
excess of what would be required under the Agehtiesleared Margin Rule JMR”"). SA-CCR, by
contrast, includes certain calculation features phavent a banking organization from applying file
value of margin collected against potential futexposure (PFE”). While we appreciate that the
Agencies designed SA-CCR to ensure that collectfddMR-specified collateral would not eliminate
PFE requirements, we believe that SA-CCR shoulnl @stemplate commercially-negotiated margining
arrangements that far exceed UMR-specified levadsreearly eliminate any counterparty credit takri
Accordingly, we recommend that SA-CCR should pegréiater PFE reductions for heavily
collateralized portfolios, which might be achiexbdugh adjustments to the exponential functiothan
PFE multiplier or through adjustments to the 5 petd®FE multiplier floor.

2'g 34 Table 1.
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Second, we believe that the equity supervisoryofacts proposed, are risk-insensitive to
meaningful distinctions in counterparty credit riglpplying a uniform 32 percent supervisory fadtor
all single-name equity derivative transactions,if@tance, fails to distinguish by relevant issuer
characteristics—such as advanced versus emergiriggtsiatus, capitalization size, issuer sector, IG
status, or even the issuer’s securities’ liquigsyue—that are relied upon in other regulatory #ararks
to provide risk-based distinctions. The treatmdraquity derivatives in SA-CCR is inconsistent with
FRTB SA, which includes more granular distincti@esoss equity issuers, and introduces a fundamental
tension with the treatment of credit derivative SI-CCR, where the supervisory factors vary based o
IG, speculative grade and sub-speculative gradesstaven when the same issuer’s equity securities
would be subject to a uniform 32 percent equityesuigory factor. Accordingly, we recommend that the
Agencies recognize more granular and risk-sensstiygervisory factors in SA-CCR for equity
derivatives.

1. Heavily over-collateralized equity derivative poitibs

The Agencies request comment in the Proposal othehthe PFE multiplier in SA-CCR can be
more appropriately calibratédWe believe that the PFE multiplier should be reglito permit greater
recognition of collateral when a counterparty paitfis heavily collateralized, especially in cages
which collateralization levels exceed UMR-specifiedels by multiples. While this recommendation is
agnostic to asset class, in practice it is mosteeit for equity derivative portfolios, where barki
organizations often collect very high initial margimounts relative to the notional values of pdidfo

We understand that the Agencies designed and aibSA-CCR to provide an additional and
separate layer of conservatism in counterpartyitcrist management beyond UMR. While SA-CCR
permits some reduction in counterparty credit dskrges when a banking organization receives UMR-
specified initial and variation margin amounts frarderivatives counterparty, it does not permit a
banking organization to extinguish its counterpargdit risk exposure entirely through the collectof
margin. Instead, regardless of how much initialgmars collected, SA-CCR will still produce a resa
counterparty credit risk exposure measurement. &V agree that SA-CCR should not recognize the
collection of UMR-specified margin levels as elimiimg entirely counterparty credit risk, we beli¢hat
SA-CCR should permit greater collateral recognitionases where a banking organization is heavily
over-collateralized and has effectively managedatmterparty credit risk to negligible levels.

SA-CCR prevents complete recognition of marginraexposure offset in two ways. First, the
PFE multiplier includes a negative exponential fiorcthat provides gradually decreasing collateral
recognition benefits as a portfolio becomes inarehg over-collateralized. In other words, while SA
CCR recognizes additional layers of collateralmaths exposure mitigants, the rate of exposurectiiu
recognized declines as portfolios become more amé ollateralized. Second, the PFE multiplier
includes a 5 percent floor to ensure that a PFEaapital requirement will apply to all transanp
even the most heavily over-collateraliZéd.

We understand the rationale for including an exptinefunction and floor in the PFE multiplier
when counterparty portfolios are collateralize@étordance with UMR standards, which by themselves

2883 Fed. Reg. at 64,672 (Question 10).
2983 Fed. Reg. at 64,672.
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do not eliminate all tail risk. Many equity deriixat transactions, however, involve UMR-exempt
counterparties from which the banking organizatoltects initial margin levels that are multiples o
UMR levels—and, in the most heavily collateralizmitfolios, involve initial margin levels that
approach the notional value of the derivative hiese cases, the exponential function and flodnerPi-E
multiplier do not appear to result in risk-sengtmeasures of counterparty credit risk exposure.

While we believe that the adjustments to the expbakfunction and 5 percent floor would most
directly address these impacts, we note that thengigs might also permit banking organizations to
apply a lower alpha factor to heavily over-collatered portfolios that meet defined thresholds. A
modified alpha factor, if structured appropriatelguld effectively achieve greater collateral regtgn
in PFE-based requirements.

2. More granular and risk-sensitive equity supervidagtors

We recommend that SA-CCR recognize a range of sigoey factors for equity derivatives that
are scaled to account for observed risk driversanerwise reflect greater conceptual and operation
alignment with FRTB SA equity classifications artler related regulatory standards. The Agencies
might achieve this objective, for instance, by @dg single-name and index equity supervisory fi&cto
for IG-rated equity issuers and advanced marketyetpsuers, following SA-CCR’s approach to credit
derivatives and elements of FRTB &A.

Graduated equity supervisory factors would corfeican imbalance in the treatment of credit
and equity derivatives in the Proposal in whiclddrsupervisory factors vary based on IG, spectdati
grade or sub-speculative grade status while eguipgrvisory factors apply without any similar
distinctions. Similarly, graduated equity superwsfactors would better align with the analytical
foundations of FRTB SA, as finalized by the Basehtinittee in 2019, which recognize 13 distinct
equity classification buckets reflecting variousntinations of equity issuer advanced versus emgrgin
market status, capitalization size, and industiyalfy, variable equity supervisory factors woulda
better align, in principle, with the Agencies’ Lidity Coverage Ratio £ CR"), which distinguishes
among equity securities based on whether theynaheded in major global indices and whether, ifDa 3
day period of observed market stress, they havingedn value by more than 40 percéht.

We believe that any final technical revisions qoigy supervisory factors should work in tandem
with greater collateral recognition in heavily oxmlateralized equity portfolios and the Agencipkins
for implementing FRTB SA. As with our prior recomnaiation, the Agencies might also incorporate
greater risk-sensitivity into equity derivative $¥GR calculations through tailored downward
adjustments to the alpha factor as applied to yaigitivative portfolios that meet clearly defingskr
profile criteria.

%0 See 83 Fed. Reg. at 64,676 (Question 12) (requgestimment on supervisory factors).
3 See LCR § _.20(c)(3)(i), (iii)(A).
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D. SA-CCR should beimplemented in a manner that strengthens the coherence of the
regulatory capital framework

1. The effective date of mandatory SA-CCR adoptioruhbe aligned with the
effective dates of FRTB SA and changes to stangeddiounterparty risk-

weightings

The Agencies request comment on whether the manydeafiective date of SA-CCR should be
July 1, 2020 or a different dateWe believe that the effective date and final calilon of SA-CCR
should take into account related changes to thdatayy capital framework that substantially overla
with SA-CCR’s methodology and policy objectives.

Key open or anticipated rulemakings related to S2RGnclude:

FRTB SA: After the Agencies published the Proposal for c@nt, the Basel Committee
published a revised FRTB SA framework with a tagjebal effective date of January 1,
2022. While both SA-CCR and FRTB SA are standaddagsproaches that would apply
to the same derivative transactions (the formeuded on credit risk, the latter focused
on market risk), there are significant differentethe design and calibration of SA-CCR
and FRTB SA. For instance, FRTB SA applies graduesk-weights of 30 to 70 percent
to equity spot positions, whereas SA-CCR appliesitorm supervisory factor to all
single-name equity positions. We believe that SARCGriginally published by the Basel
Committee in 2014 based on data analytics fromeatiag years, should be reconciled
with FRTB SA, published in 2019, and that the twarmeworks should be implemented
concurrently to avoid unnecessary volatility in itarequirements that would result
from staggered adoption over 18 months.

Revised counterparty risk-weights: The Basel Committee has revised the standardized
counterparty credit risk framework to recognizepamother changes, an IG corporate
counterparty risk-weight of 65 percent, which ieesduled to take effect on January 1,
20222 Mandatory adoption of SA-CCR by July 1, 2020 woinlloduce significant and
avoidable volatility in risk-based capital requiremts since counterparty risk-weights
utilized by SA-CCR would change 18 months aftetiahiSA-CCR implementation.

CCAR analysis: The Board is considering whether and how to eetriading asset shock
assumptions in the annual CCAR stress loss exefo@aibration of SA-CCR final
standards should work harmoniously with CCAR trgdisset shock assumptions to
avoid double-counting or missing material risks.

3283 Fed. Reg. at 64,663 (Question 2).

% Revised Basel IlI, “Standardised approach for teqmarty credit risk,” 7 42.

% Hon. Randal K. Quarles, Board Vice Chairman fop&uision, “A New Chapter in Stress Testing” (N@y.
2018), p. 5 (“Many have noted that a single maskeick does not adequately capture risks in firnaglihg book,
and we agree with those commentslif)k).
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» Stress Capital Buffer proposal: The Board has proposed to integrate, throughioreaf
an SCB, its regulatory capital requirements fogdalbank holding companiesBHCs")
with stress loss results from the annual CCAR ésert It appears likely that SCB
requirements will take effect in mid-2020, resudtin an overlap with a mandatory SA-
CCR effective date of July 1, 2020Combining the effective date of SA-CCR with SCB
go-live will substantially increase volatility riskn capital management—BHCs would
only receive SCB requirements in June 2020 aftemdetion of the annual CCAR
exercise, almost concurrent with transition tovased risk-based capital methodology—
even though the Board has expressed concerns atihtial volatility issues related to
SCB implementatiof’

For the reasons above, we recommend postponingdhdatory effective date of SA-CCR to
align with the effective dates of FRTB SA and redstandardized counterparty risk-weightings, edich
which has a target effective date of January 12202

2. The largest counterparty default component of C@GABuld align with SA-CCR
analysis and distinguish between margined and ugimed derivatives
counterparty relationships

The CCAR exercise requires BHCs to calculate thegrest single counterparty default as part of
the global market shock component. In current ppacCCAR estimates of the largest counterparty
defaults do not distinguish between margined amdargined counterparties. The Proposal, by contrast,
“would differentiate between margined and unmargiderivative contracts such that a netting setithat
subject to a variation margin agreement . . . wailihys have a lower or equal exposure amountahan
equivalent netting set that is not subject to @a#@n margin agreement®

We recommend that the Board revise the CCAR lamgmstterparty default analysis to
distinguish between margined and unmargined copatsr relationshipd’ This approach would improve
risk-sensitivity in CCAR stress loss estimates aligh the conceptual foundation of the CCAR analysi
with the stated rationale of SA-CCR, which distiisipes between margined and un-margined
transactioné’ In addition, this approach would ensure that S@Bell regulatory capital requirements—
which are designed to combine CCAR stress lossatts with generally applicable risk-based capital
requirements—would be based on a uniform, harma@niecognition of margining arrangements.

%83 Fed. Reg. 18,160 (Apr. 25, 2018).

% Hon. Randal K. Quarles, Board Vice Chairman fop&uision, “A New Chapter in Stress Testing” (N8y.
2018), p. 4 (“l expect that the first SCB would gotinto effect before 2020.").

3"Hon. Randal K. Quarles, Board Vice Chairman fop&uision, “A New Chapter in Stress Testing” (N8y.
2018), p. 4 (“The issue foremost on my mind is\vbkatility of the stress test results.”).

383 Fed. Reg. at 64,666.

39 In practice, a firm’s largest counterparty expestould arise from either a margined or unmargnedationship.
Where a firm'’s largest counterparty exposure afis@smargined relationship, the associated stosssanalysis
should take into account the benefits of margining.

“0'Since BHCs' largest counterparty default analysisalmost always involve an exposure to a larigaficial
institution subject to margining arrangements, @e@ommendations in Part II.A of this letter relatedien
recognition are not relevant in the context CCARydst counterparty default analysis.
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3. The Agencies should engage in an active dialogtie veinking organizations to
facilitate an orderly transition to SA-CCR calcudats

Implementing SA-CCR will require banking organipais to make significant changes to their
technology infrastructures, in particular for pusps of calculating floating notional amounts in GER-
related regulatory reporting. We encourage the Agsnto engage in an active dialogue with banking
organizations in the coming months to discuss amres to notional amount calculations, as waitang f
guidance in a final rulemaking may not permit suént time to build, test and implement required
control processes by a mandatory July 2020 effectate. Annex B to this letter presents, for the
Agencies’ consideration, how SA-CCR notional amazaitulation principles may apply to volatility
derivatives.
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. Conclusion
We support the Agencies’ efforts in the Proposal to improve risk-sensitivity in counterparty credit
risk and appreciate the opportunity to provide comments on this significant rulemaking. Please contact us

if discussion of any of the points from our letter would be helpful.

Respectfully submitted,

Sebastiano Visentini
Managing Director
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Annex A: Technical analysisin support of an energy asset class supervisory factor
of approximately 10 percent

The SA-CCR methodology is based on a global SA-G@Rdard adopted by the Basel
Committee in 2014. The Basel Committee has puldisheorking paper (theSA-CCR Working
Paper”) explaining the design and calibration of SA-CERVe believe that the methodology described
in the SA-CCR Working Paper supports a supervisacior of approximately 10 percent for the energy
asset class when forward, rather than spot, mdetatis used for energy derivatives.

As explained in the SA-CCR Working Paper, SA-CCRragimates trade-level volatility
through the following formula:

3 SE@
O, =——
2 ¢(0)

| 8- di(‘”

In this formula, “the first factor (the ratio) cée interpreted as the standard deviation of the
primary risk factor at a one-year horizon.” To cddde the standard deviation, a supervisory factogF,
must be included in the calculation. (The two addal formula components, ands®, can be
disregarded for purposes of this analysis, as tbeywspond to portfolio-specific directionality and
notional value, respectively, which will vary orransaction-by-transaction basfs.)

A SF of 40 for the energy asset class would suggstindard deviation at a one-year horizon of
approximately 150 percent.

By contrast, a SF of 10 would suggest an energst atsss standard deviation at a one-year
horizon of approximately 38 percent.

[ ]

We evaluated ten calendar years of market datietatify the most stressful periods of market
volatility in the average of two-year forward cat markets involving electricity, oil and natugals*
The results of this analysis were:

“1 Basel CommitteWorking Paper No. 26: Foundations of the standardised approach for measuring counterparty
credit risk exposures (Aug. 2014 (rev. Jun. 2017)).

42 SA-CCR Working Paper, p. 6.

43 While we used calendar years for ease of referame@xpect the results of forward market data dde
broadly consistent across any two-year time sevitsn the 2008 to 2018 period.
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Asset category] Calendar year pf Standard deviation of forward
greatest volatility markets in calendar year of
greatest volatility

Electricity 1/1/08-12/31/08 24%

Oil 1/1/08-12/31/08 47%
Natural gas 1/1/09-12/31/09 32%

BCOM 1/1/08-12/31/08 29%

A SF of 10 percent for the energy asset class wadgdlt in conservative estimates of electricity
and natural gas volatility and would approximateared volatility in oil markets in the most volati
years in the recent past.

In addition, as noted in Part 11.B.4, the relativielwer observed volatility in BCOM in market
stress periods suggests that a reduced supervVeaaoy should apply to commodity indices.
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Annex B: Calculating the SA-CCR notional amount in volatility derivatives

The Proposal indicates, with respect to calculatimgnotional amount of volatility swaps in the
equity and commodity asset classes, that “whenulzlng the adjusted notional amount for an equity
derivative contract or a commodity derivative cantrthat is a volatility derivative contract, thedsd-
regulated institution must replace the unit prigéhhe underlying volatility referenced by the atility
derivative contract and replace the number of witls the notional amount of the volatility derisd
contract.*

We believe that the “underlying volatility referematby the volatility derivative contract” referred
to above means the current market volatility ofriference volatility in the derivative contractrF
example, consider a volatility swap referencing@BOE Crude Oil Volatility Index in which the
volatility strike is 29.49 but the current marketatility is 31.00 as of the SA-CCR calculationelatve
believe that, for SA-CCR purposes, the current eiavklatility of 31.00 is the “underlying volatiit
referenced by the volatility derivative contraadt purposes of determining the notional amounhef t
derivative contract as of the calculation datesTpproach is consistent with related guidanchen t
Proposal that, with respect to equity or commodédyivative contracts, “the adjusted notional amasint
the product of the fair value of one unit of théerence instrument underlying the derivative castteand
the number of such units referenced by the devigatontract.*® For volatility swaps, the fair value is
equivalent to the market volatility as of the cddtion date.

4 Proposed Rule § 217.132(c)(9)(i)(C)(2). While vesvén quoted from the Board’s proposed rulemakingftex
reference, the Proposal includes corresponding dments to the OCC’s and FDIC's regulatory capital
frameworks.

4583 Fed. Reg. at 64,674.
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