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Dear Sir or Madam: 

 

Wachovia welcomes the opportunity to comment on these proposals.  Our views are 

summarized below and discussed in more detail on the following pages. 

 

Á Wachovia strongly supports the move toward risk-sensitive minimum capital 

rules and the international Basel framework as a path to improved safety and 

soundness. 

Á In response to premature conclusions from QIS 4, the U.S. agencies have 

backed away from an appropriate risk-sensitive capital system. 

Á The U.S. capital rules should include an AIRB approach harmonized with the 

international Basel framework so the rules are neither more harshly calibrated 

nor more prescriptive. 

Ğ The prescriptiveness of the currently proposed rule significantly 

reduces its effectiveness and relevance and greatly increases the burden 

of compliance.   

Ğ Pillar II provides all necessary controls to ensure that banks will hold 

adequate capital for their risks, particularly with full-time examiners 

engaged in continuous supervision at large banks.  

Ğ  Our concerns about prescriptiveness include not only credit risk, but 

the operational risk standards, too.   

Á The general capital rules for non-Basel II banks also should be updated and 

calibrated in harmony with the Basel II rules. 

Á The U.S. capital rules should allow banks to implement either the AIRB 

approach or the Standardized approach, with both aligned to the international 

Basel framework. 
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Á U.S. domiciled banks should not be placed at a competitive disadvantage if 

they engage in low risk activities; current leverage ratio requirements should 

be revisited and relaxed as confidence develops in Basel II.   

Á Meaningful public disclosure requirements cannot be sufficiently defined or 

understood absent experience gained in the transition period; final details 

including the scope of public release should be developed at that time. 

Á The Basel II and Market Risk implementation schedules should be aligned. 

Á The repeated delays and uncertainties around this effort have added to the 

already high cost of implementation; we encourage the agencies to move 

ahead without further undue delay. 

 

             
 

Wachovia welcomes this opportunity to comment on the Joint Notice of Proposed 

Rulemaking (“NPR”) for implementing the Basel capital rules in the United States and 

related proposals.  We have been a longstanding participant in the consultative 

process in the United States and internationally, and we are convinced that 

constructive dialogue produces better regulation.  Financial institutions and regulators 

have a strong, shared interest in developing and maintaining effective regulation.  It 

is important that regulators discuss their initiatives with the industry to improve the 

quality and effectiveness of regulatory policy, and this is especially true with complex 

regulations such as the proposed Basel capital rules.   

 

However, the consultative process for Basel has fallen short of these objectives in the 

U.S. over the past two years.  The agencies have not made adequate use of the 

experience found inside banks as they have moved toward a final rule.  From our 

vantage point, the NPR has been developed without sufficient industry involvement 

to address the challenges that naturally occur along the road to significant advances.  
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The NPR has, unfortunately, moved away from many of the principles contained in 

the Advanced Notice of Proposed Rulemaking published in 2003.   It contains many 

changes from the international Basel framework, even though the need for such 

alteration is not clear.  As then-FDIC Chairman Powell told the Senate Banking 

Committee in November 2005, “committing to specific changes to the framework at 

this time, without the benefit of further experience and industry systems 

development, would be premature.” 

 

 

Our response comprises several sections.  First, we reaffirm our continued support for 

risk-sensitive capital requirements and for Basel II as a reasonable step in that 

direction.  Second, we describe how U.S. capital rules under the NPR would veer from 

this objective (and from the framework that was agreed to in Basel and is being 

implemented around the world) in two vital areas:  overall calibration and 

prescriptiveness.  We also present recommendations as to how the U.S. capital rules 

could better move toward the promise of a risk-based framework.  Finally, the 

appendix to this letter contains detailed responses to the questions asked in the NPR 

and related issues arising in the proposed rules. 

 

Our concerns extend to the Supervisory Guidance for the NPR.  Although we have not 

completed our analysis of the Guidance, our preliminary review raises further concern 

around prescriptiveness.  We will file additional comments on the guidance at a later 

date, and we ask that those comments be considered alongside this material. 

 

Wachovia has also filed a joint comment letter dated February 7, 2007 with other 

banks describing additional concerns with the NPR.  We include those comments 

here by reference, although we will not repeat the discussion for the sake of brevity. 
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Wachovia strongly supports the move toward risk-sensitive minimum capital rules 

and the international Basel framework1 as a path to improved safety and soundness.  

A risk-sensitive capital rule will require that capital is available where needed to 

protect against the risk of bank failures.  Without a risk-sensitive system, the industry 

may appear to be well capitalized, even though some banks could be significantly 

undercapitalized for the risks they are taking.   

 

A risk-sensitive capital system also recognizes that firms can as effectively enhance 

safety by taking less risk as by holding more capital.  Less capital should be required 

for banks that choose a less risky business model and employ internal processes that 

show risks are identified, assessed, and well managed.  As Comptroller Dugan said 

recently, “In cases where we can achieve an appropriate level of comfort that risk is 

truly reduced, then lower capital is warranted.” 2  

 

Holding more capital spreads earnings over a larger base, lowering the return on each 

dollar of capital.  Requiring excessive capital makes it more difficult for banks to earn 

an adequate return on their capital, with the risk that investors will move their capital 

to other countries or industries.  Safety and capital efficiency are not trade offs:  

healthy banks are the best route to a safe banking system.  

 

Risk is likely the more important focus in ensuring safety and soundness.  In a study 

of bank failures in the late 1980s and 1990s3, the FDIC’s research department states, 

“As emphasized repeatedly in this chapter, however, bank capital positions are poor 

predictors of failure several years before the fact. If regulatory action were based 

solely on capital positions, in many cases such action might come too late to do much 

 
1 All references to the international Basel framework refer to Basel II: International Convergence of 
Capital Measurement and Capital Standards: A Revised Framework - Comprehensive Version, found at 
http://www.bis.org/publ/bcbs128.htm  
2 Speech to Global Association of Risk Professionals, New York, February 27, 2007  
3 An Examination of the Banking Crises of the 1980s and Early 1990s, FDIC Division of Research, 1997.  
Available at http://www.fdic.gov/bank/historical/history/vol1.html

http://www.bis.org/publ/bcbs128.htm
http://www.fdic.gov/bank/historical/history/vol1.html
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good.” 4  The researchers identify the problem:  “The ability of regulators to curb 

excessive risk taking on the part of currently healthy banks was (and continues to be) 

limited by the problem of identifying risky activities before they produce serious 

losses.” 5  Basel II provides a key part of solving this problem through its risk-

sensitive quantification.  

 

A risk-based measure – where the degree of imprecision is limited by continuous on-

site supervision in place at large U.S. banks – provides a better indicator of the need 

for capital than a fixed percentage that does not attempt to measure risk. 

 

In response to premature conclusions from QIS 4, the U.S. agencies backed away 

from an appropriate risk-sensitive capital system.   The Quantitative Impact Study 

performed in 2004 was described by the agencies as being on a best-efforts basis; it 

was performed before complete guidance was released to explain what information 

was being collected; there was little supervisory support to assist institutions in 

understanding whether they had interpreted the limited available guidance correctly; 

and banks were all in the midst of multi-year projects to adapt their internal systems 

to their best guess as to what the regulatory systems would ultimately require.  

Further, QIS 4 did not consider the practical implications of the credit cycle on Pillar 

II, which we discuss below.   

 

Senior regulators themselves have publicly recognized that the need for rule changes 

will only become clear when banks and regulators can look at real results.  For 

example, Comptroller Dugan told the Senate Banking Committee in November 2005, 

“We believe that certain of the concerns identified in QIS 4 will only be fully 

understood and resolved as the Basel II framework is implemented through a final 

rule, final supervisory guidance, and rigorous examiner scrutiny.”   

 

 
4 FDIC, p 79 
5 FDIC, p 84 
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Unfortunately, the U.S. agencies reacted to QIS 4 with numerous changes, retreating 

from an appropriate risk-sensitive capital system and the international Basel 

framework.  To correct this, the U.S. should return to the blueprint agreed to in Basel 

that is being put in place around the world. 

 

The U.S. capital rules should include an AIRB approach harmonized with the 

international Basel framework so the rules are neither more harshly calibrated nor 

more prescriptive.  Rules that set U.S. minimum capital requirements higher than 

those faced by other banks throughout the world will make it harder to compete with 

foreign-domiciled institutions.  Prescriptive rules resulting in redundant systems used 

for compliance alone will raise costs for U.S. institutions compared to firms based in 

countries whose rules allow the use of internal systems, as envisioned in the 

international Basel framework.  A recent study cited the regulatory environment – 

specifically an increasingly heavy regulatory burden and a complex, cumbersome 

regulatory structure – as a key factor in shifting business away from U.S. markets.6  

 

The competitive consequences of overly harsh capital rules were described in the 

FDIC study cited above and are still true:   

 

If capital requirements are set too high, entry into the industry will be 

discouraged, competition within the industry will be weakened, and credit 

flows through bank and thrift intermediation will be reduced. A trade-off 

exists between the objective of restraining risk through regulatory capital 

requirements and the consequences of reduced competition among, and credit 

flows through, depository institutions. 7   

 

Aligning the overall calibration with the international Basel framework will ensure 

 
6 Sustaining New York’s and the US’ Global Financial Services Leadership, pages 1:17 and 1:80, 
available at 
http://www.senate.gov/~schumer/SchumerWebsite/pressroom/special_reports/2007/NY_REPORT%20_FINAL.pdf  
7 FDIC, p 80 

http://www.senate.gov/%7Eschumer/SchumerWebsite/pressroom/special_reports/2007/NY_REPORT%20_FINAL.pdf
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that U.S. banks have a level playing field when competing against both investment 

banks and foreign banks. 

 

The NPR contains several specific provisions that raise input parameters or even 

change the risk-weighted asset computations.  Among the worst of these is the 

introduction of a formula for downturn LGDs, which appears to be a surcharge with 

particularly harsh consequences for loans that are well-secured and low risk.  The bulk 

of our comments on specific provisions can be found in the appendix to this letter.  

As we consider these elements together, we are concerned that the goal for calibrating 

the input parameters has shifted from getting the numbers right to making sure the 

inputs are whatever is needed to produce no decrease in capital requirements 

compared to the current regime. 

 

We are equally disturbed by the provision that the U.S. implementation will be made 

to produce even higher numbers relative to the international calibration if Pillar I 

numbers are more than 10 percent below Basel I requirements.  The comparison is 

stated without regard to the business cycle, although a risk-sensitive framework ought 

to produce lower Pillar I requirements in the best parts of the credit cycle.  Various 

studies8 indicate that credit capital requirements will vary by 25 percent or more over 

the cycle.  If the system is calibrated so that the minimum requirement will fall only a 

little in the best part of the cycle, it follows that capital requirements will actually rise 

in even a modest downturn in credit quality.  Since banks do not want to raise new 

capital during a downturn, this situation effectively increases capital requirements for 

U.S. banks throughout the cycle.  Setting capital requirements to be significantly 

higher than the current standard could lead banks in future recessions to take risk-

reducing actions that are more stringent than indicated by their own analyses, 

exacerbating the economic cycle.   In contrast to U.S. actions, the Basel Committee has 

 
8 Ervin & Wilde., RISK, October 2001; Catarina-Rabell, Jackson & Tsornocos. Bank of England, 2003;  
Jordan, Peek and Rosengren. FRB Boston, 2003; Rosch. University of Regensburg, 2002; Kashyap and 
Stein.FRB Chicago, 2004; presentation by large U.S. banks to regulatory agencies, 2005 
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reaffirmed the current calibration of the international framework after considering 

QIS 4, further QIS exercises, and the business cycle.9

 

Wachovia, like other banks, operates with capital above regulatory minimums.  This 

practice should in no way be taken to indicate that there would be no effect from 

setting the minimum at a level in excess of what is justified by risk, as long as the 

requirement remains below actual capital levels.  In determining how much capital is 

appropriate for our business, we consider – among other things – the flexibility and 

other benefits produced by holding capital in excess of our regulatory minimum.  

This capital has significant value and should not be claimed by excessive regulatory 

capital rules. 

 

The prescriptiveness of the currently proposed rule significantly reduces its 

effectiveness and relevance and greatly increases the burden of compliance.  While 

the apparent objective of these many detailed rules is to ensure that results are 

comparable by mandating how banks should construct their processes and analyses, 

we believe this is the wrong approach, especially for the long run.  Banking is a 

dynamic business, and risks constantly take on new characteristics as products evolve.  

The international Basel framework is designed to ensure that capital requirements 

respond to such developments by putting the onus on banks to develop and validate 

effective analyses for any new risks they take on.   

 

Prescriptive rules will at best handle the risks that exist today.  They will not keep up 

as innovations occur.  The proposed rules are in some cases already out of date.  

Mandating their use will mean that banks will have to maintain two sets of analyses: 

one that remains current and is used to manage risk, and a second, outdated (but still 

expensive) system used solely for compliance.  We must avoid the trap described by 

former Comptroller Hawke, who said, “We need to be cautious that Basel II does not 

stultify private-sector innovation by forcing banks to invest prematurely in a single 

 
9 Basel Committee maintains calibration of Basel II Framework at http://www.bis.org/press/p060524.htm  

http://www.bis.org/press/p060524.htm


 

10 of 16 

                                                

government-dictated approach that may not reflect the best practices that might 

otherwise evolve.” 10   

 

Some believe that prescription is a price that must be paid for comparability.  

However, true comparability comes after the Pillar I numbers are reviewed in Pillar II, 

not before.  Differences in approach will produce Pillar I numbers that legitimately 

differ from one bank to another.  As written, the NPR requires banks to spend 

excessive amounts to comply with prescriptions that in many cases will have only a 

third- or fourth-decimal-place impact on the Pillar I capital requirement, while these 

other differences remain.  The prescription adds significantly to cost while doing little 

to achieve precise comparability. 

 

This is not to argue for more prescription.  Mandating that every bank perform every 

analysis in exactly the same way would require rules so comprehensive and complex 

as to be unworkable.  Innovation would be stifled, and since the key to effective risk 

analysis is matching the analysis with each bank’s risk management processes, rules 

would have to extend to all the details of how banks conduct business.   

 

Pillar II provides all necessary controls to ensure that banks will hold adequate 

capital for their risks, particularly with full-time examiners engaged in continuous 

supervision at large banks.  Wachovia and numerous other financial institutions have 

been working for a decade or more to implement risk-based measurements for 

internal purposes.  Banks have been diligent in applying these concepts to the real 

world, developing practical ways to deal with situations that often don’t fit neatly into 

simple analyses.  We use these systems to manage our businesses every day.  

Concurrently, supervisors monitor our risk management processes from end to end 

with large on-site examination teams, complemented by specialists from Washington 

and other sites who routinely visit banks and can compare practices and parameters 

 
10 John D. Hawke Jr., “The Road to Basel II: Good Intentions and Imposing Challenges,” Remarks Made 
at the Risk Management Association’s Capital Management Conference, Washington, June 6, 2002, 
available at: www.occ.treas.gov/ftp/release/2002-49.doc  

http://www.occ.treas.gov/ftp/release/2002-49.doc
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from one bank to another.  The agencies have more than a decade of experience with 

real-time supervision emphasizing risk-management systems and controls. 

 

Supervisors have continuous access to management and risk information, and 

through ongoing review of risk and capital adequacy with senior management, they 

can ensure that banks are responding quickly to emerging problems.  Each bank’s 

Pillar I numbers must be interpreted during this process in light of the choices made 

in their development.  The capital rules do not end with the Pillar I calculation; each 

bank’s internal capital adequacy process is needed to complete the picture. 

 

Aligning the Basel numbers with economic capital and other internal risk assessments 

– as envisioned during the development of the international framework – will 

complement and enhance discussions among regulators and banks.  Disconnects 

between internal processes and the regulatory capital numbers will diminish the 

value of this review and will represent an important missed opportunity. 

 

 Our concerns about prescriptiveness include not only credit risk, but the operational 

risk standards, too.  Given the maturity of the operational risk measurement 

discipline, we think the level of precision currently proposed for some standards is 

inappropriate and impractical.  There is a notable lack of flexibility in the rules to 

allow for acceptance of viable modeling approaches to determine Units of Measure; 

the expectations for measuring Dependence seem unrealistic; and the restrictions on 

allowable offsets for Expected Operational Losses are too narrowly defined. Taken 

together, these three issues have the potential to produce capital estimates that are not 

defensible. That would be a troubling and unintended outcome.  The Advanced 

Measurement Approach was meant to allow flexibility as banks develop internal 

models that most reflect their operational risks. A recent study by the AMA Group of 

the Risk Management Association confirms that a range of viable practices currently 

exists among banks subject to the rules. No consensus has yet developed on whether 

models should be “top down” or “bottoms up.”  Adding restrictions and unrealistic 
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expectations at this stage limits necessary flexibility and establishes a standard that 

may be beyond practical industry application at this stage of model development.   

 

The general capital rules for non-Basel II banks also should be updated and 

calibrated in harmony with the Basel II rules.  Fair capital rules are important to the 

health of the domestic banking industry; capital flows do not stop at national borders.  

Our domestic markets are accessible to firms that will operate under the Basel II rules 

implemented in their home countries.  Capital rules should be equitable between 

large banks and smaller U.S. institutions, as well as with our international 

competitors.  We support the proposal to update the general capital rules to make 

them more risk sensitive.  The best way to do this would be to make the Standardized 

approach available to banks that do not adopt the AIRB approach.  If the agencies 

decide instead to pursue the Basel IA approach described in the recent NPR11, we urge 

that the agencies continue to adjust these rules as an internationally harmonized Basel 

framework is implemented for large banks in order to maintain fairness across the 

system.  

 

The U.S. capital rules should allow banks to implement either the AIRB approach or 

the Standardized approach, with both aligned to the international Basel framework.  

Wachovia, along with other banks, several industry associations, and other interested 

parties, has requested that regulators provide U.S. banks – including those for which 

the Basel II rules would be mandated – the option to implement on a permanent basis 

either the AIRB approach or the Standardized approach.  We repeat that request, 

noting that the NPR proposes a system whose impact diverges from the international 

Basel framework while being excessively expensive to implement and operate.  It is 

difficult to justify spending a great deal of money on systems used for nothing but 

compliance when better information is available and used to manage the bank, 

especially when the leverage ratio – not risk-based capital requirements – will be the 

binding constraint for banks with low- to medium-risk portfolios.   Supervisors 

 
11 Joint Notice of Proposed Rulemaking for Risk-Based Capital Guidelines; Capital Adequacy Guidelines; 
Capital Maintenance: Domestic Capital Modifications, 71 FR 77446, December 26, 2006 
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already have authority to review the better information, which would be used for 

internal risk management purposes, the internal capital adequacy assessment process, 

and supervisory discussions.  The Pillar II processes will ensure that banks hold 

appropriate capital for the risks they take when using either the AIRB or Standardized 

approach. 

 

We are not making this request in lieu of asking that the agencies correct the NPR’s 

problems.  It is essential that the AIRB be aligned with the international Basel 

framework.  A harmonized advanced option is vital to maintaining a level playing 

field with the industry’s international competitors.   

 

U.S. domiciled banks should not be placed at a competitive disadvantage if they 

engage in low risk activities; current leverage ratio requirements should be revisited 

and relaxed as confidence develops in Basel II.  Despite the advantages of using a 

risk-sensitive approach to set capital requirements, the U.S. rules impose a second 

minimum requirement based on assets rather than risk.  The consequence is to 

require excessive, inefficient capital levels for low-risk assets.  As a result, some banks 

will turn away from low-risk credit opportunities so as not to dilute their return on 

capital.  Others will balance their low-risk business with more high-risk lending so 

that their risk-based capital requirements are not materially lower than their leverage 

requirements.  A third option for some banks is to bear the expense of removing 

assets from the bank without removing the risk.  While securitization will continue to 

be a valuable tool for numerous purposes, including risk transfer, liquidity, and 

funding, the benefit of inducing banks to securitize solely for the purpose of 

regulatory capital arbitrage is unclear.  All of these alternatives mean changing a 

bank’s business model to take more risk.  We see no public policy benefit of using 

regulation to lead banks to adopt higher risk profiles than they would otherwise 

choose.   
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We believe that the retention of the current leverage ratio requirement places U.S.-

based banks at a competitive disadvantage to foreign firms.  Foreign banks generally 

will not operate with a leverage ratio requirement in their home countries, making 

the acquisition of low-risk assets – or even entire financial institutions – less 

expensive for them.  U.S. capital rules are not relevant in these cases, because U.S. 

capital can be funded with debt at the consolidated level.  Capital is needed for risk, 

and comprehensive risk-based rules are sufficient to ensure that banks are safe and 

sound, especially in the U.S., where permanent examination teams monitor credit 

quality and capital adequacy.  The leverage ratio rules should be revisited and relaxed 

as confidence develops in Basel II. 

 

Meaningful public disclosure requirements cannot be sufficiently defined or 

understood absent experience gained in the transition period; final details including 

the scope of public release should be developed at that time.    We support public 

disclosures that will allow the market to gain better insight into a bank's risk profile 

and confidential disclosure to assist regulators in their supervisory role.  However, we 

believe the volume, content and timing of the proposed public disclosures would 

hinder the U.S. banking industry's ability to meet those goals.  We believe that certain 

of the proposed items will not be well understood or provide useful information to 

the marketplace, given the proposed granularity and complexity.  We suggest that 

Pillar III and the reporting templates be scaled back to focus on clarity and usefulness 

so as to better meet investor needs.  We believe that this will help ensure the banking 

industry is not impacted by marketplace confusion, or worse, disruption, because of 

excessive, misunderstood disclosures.  In addition, we believe that all reporting 

should be considered confidential by the regulators until the U.S. implementation of 

Basel II has gained some maturity.  Deferring the start date of public disclosures 

allows regulators and the banking industry to ensure the comparability, and thus the 

usefulness, of this information. 
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The Basel II and Market Risk implementation schedules should be aligned.  The 

international Basel framework provides for the simultaneous implementation of the 

changes for credit, market and operational capital measurement; this is not so for U.S. 

domiciled institutions.  As such, the international community enjoys the capital 

management synergy of planning for the impact of all capital changes 

simultaneously.  Conversely, U.S. domiciled banks would be forced to first manage 

potentially higher minimum capital requirements related to the market risk rules only 

to have to subsequently manage a possible reduction in minimum capital 

requirements associated with Basel II.  This may impact liquidity and pricing of 

capital during this period.  If there are current issues in the market place regarding 

market risk capital levels, we believe that existing regulations and the current 

supervisory regime provide adequate tools to manage safety and soundness until the 

simultaneous implementation of all the new capital measurement rules. 

 

The repeated delays and uncertainties around this effort have added to the already 

high cost of implementation; we encourage the agencies to move ahead without 

further undue delay.  Given the extensive effort that has gone into this endeavor over 

the past decade, we ask the agencies to move ahead promptly with these recommen-

dations.  Operating under Basel I while most of the world moves to Basel II exposes 

U.S. banks to the same competitive problems we describe above.   

 

             
 

We look forward to a reinvigorated consultative process as we move toward an 

improved capital framework for all U.S. financial institutions.  We are committed to 

working with the agencies to achieve our common objectives, and we appreciate the 

opportunity to comment on this NPR.  We invite you to contact us with any questions 

regarding the views expressed in this letter.  
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Sincerely,  

 

    

 

Donald K. Truslow     Thomas J. Wurtz 

Chief Risk Officer     Chief Financial Officer 
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I. General Questions and Issues 
A. NPR General Questions for Formal Comment 

 
1. Question 3:   
The agencies seek comment and supporting data on the appropriateness of 
this limit. (Refers to the 0.6% credit RWA cap on the inclusion of excess 
reserves in Tier 2 capital.) 

 
We believe that all excess reserves should be counted as Tier 1 capital.  After ongoing 
profit, reserves are the first resource to absorb losses and maintain solvency.  As such, 
they should be included with retained earnings and other Tier 1 capital elements.  This 
will better accommodate the diverse accounting treatments of international Basel 
participants. We urge U.S authorities to address this with the Basel Committee in 
upcoming work on the definition of capital. 
 
In any case, there is no question that all reserves can be used to absorb losses, so there 
should be no restriction on the amount of reserves counted as capital.  Not doing so 
penalizes low risk banks. We therefore urge that the limit on the “excess” ALLL that may 
be included in Tier 2 capital be removed from the current U.S. rules. 
 
We  believe this position is consistent with our overall position that it is important to have 
harmonized global rules.  U.S. accounting practices lead to higher reserves in the U.S. 
that are far more likely to exceed the cap than practices in other nations.  The legitimate 
role of national discretion is to adapt the Basel framework to unique local situations.  We 
note, however, that the rationale behind our position holds true internationally as well as 
domestically, even though the practical problem is in the U.S. We therefore urge U.S. 
regulators to also address the exclusion of reserves from capital through the Basel 
Committee. 
 
 

2. Question 5:       
The agencies seek comment on this approach to ensuring that overall capital 
objectives are achieved. (Refers to the agencies’ proposal to reevaluate the 
capital framework at the end of the transitional floor period given an 
aggregate industry regulatory capital decline of at least 10% from Basel I 
levels.) 

 
As stated in Wachovia’s cover letter accompanying this Appendix, we are very 
troubled by the potential to have aggregate capital requirements increased in the 
event of a 10% aggregate decline in Pillar I minimum requirements.  This would 
further deviate from the standard used internationally. It is imperative that U.S. 
implementation be consistent with international rules as a means of continuing to 
promote fair competition among banks from different countries.  Basel II has been 
calibrated internationally with safeguards to ensure that significant minimum capital 
requirements decline only as a result of lower inherent risk.   
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It is important to clarify what factors might constitute low risk, and hence lower capital 
minimums.  Low measured risk may result from two key drivers.  First, a bank may be 
operating at a favorable point in the business cycle.  However, this is a temporary 
condition and does not yield a relevant number to consider for the actual minimum 
capital requirement.  Clearly, banks must have sufficient capital to operate with an 
acceptably low insolvency probability during a downturn.  With a risk sensitive 
framework, regulators should not look solely at the Pillar I requirement in favorable parts 
of the business cycle to assess the impact of the proposed rule. 
 
Second, a bank may choose to pursue a low risk strategy.  If large U.S. banks pursue a 
low-risk path to ensuring their safety, they should not be penalized with a capital bar set 
artificially high.  Such low risk banks should not be required to hold capital appropriate 
for high-risk banks.  Regulation should not discourage low-risk activities. 
 
It is understandable for regulators to be concerned about overly optimistic estimates 
driving industry capital lower.  Yet addressing this concern with a formulaic recalibration 
is inappropriate.  Rather, regulators should utilize Pillar II to target individual banks 
warranting capital adjustments.  U.S. regulators championed the inclusion of Pillar II for 
the very purpose of addressing perceived shortfalls in Pillar I regulatory capital.  In fact, 
the supervision envisioned under Pillar II has been an important feature of the U.S. 
regulatory environment for some time.  Internal validation and benchmarking are just 
some of the advanced practices used by core banks to ensure accurate risk measurements 
and to demonstrate capital adequacy to local regulators, who are very familiar with 
banks’ risk via continuous, on-site supervision.  We believe such interactions should 
continue in the U.S. without extra conservatism or safeguards added to Pillar I processes.  
 
Various studies1 indicate that credit capital requirements will vary by 25 percent or more 
over the cycle.  If the system is calibrated so that the minimum requirement will fall only 
a little in the best part of the cycle, the consequence must be that capital requirements 
will actually rise in even a modest downturn in credit quality.  Since banks do not want to 
raise new capital during a downturn, this situation effectively increases capital 
requirements for U.S. banks throughout the cycle.   
 
Further, the cyclical effect described above could exacerbate business cycle effects.  
Banks will naturally become more cautious about lending in a downturn because their 
internal measures will warn them that economic capital needs are increasing.  However, 
if regulatory capital minimums are set too harshly, the latter will become a constraint 
before the internal measures.  Since it is expensive to raise new capital in a downturn, 
banks may well dramatically reduce lending and/or sell loans aggressively, potentially 
causing further market disruptions. 
 

 
1 Ervin & Wilde. RISK, October 2001; Catarina-Rabell, Jackson & Tsornocos. Bank of England, 2003;  
Jordan, Peek and Rosengren. FRB Boston, 2003; Rosch. University of Regensburg, 2002; Kashyap and 
Stein. FRB Chicago, 2004; presentation by large U.S. banks to regulatory agencies, 2005 
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Rather than mandating overall industry floors, a better approach is to 1) rely on the bank-
by-bank floors specified for the transition period and 2) confirm changes in capital 
requirements as part of the Pillar II dialogue between banks and regulators by reviewing 
the credit quality makeup of AIRB banks and comparing the reasonableness of results 
across banks.   This form of benchmarking should complement the work banks are doing 
internally and through industry associations and should satisfy regulators that capital 
requirements are matched to risk levels.    
 
Along with the competitive harm that could come to U.S. banks if our global competitors 
are permitted to be more efficient with their capital than we, the indicated recalibration 
creates issues around planning and fairness.  As written, it appears that a bank’s capital 
requirement will depend not only on its own risks, but also on the risks other banks hold.  
Even if many banks have Pillar I results that are within the stated tolerance, another bank 
that chooses to hold a very low risk portfolio could bring the aggregate below the 
targeted level and force a recalibration for everyone.  We do not understand how such 
indeterminate rules would be good for the U.S. financial system. 
 
Overall calibration should be undertaken in concert with the Basel Committee and should 
consider cyclical effects.  The committee has already reaffirmed the current calibration2 
and will continue to monitor capital requirements during the period of implementation.  
The U.S. experience should be an important part of future assessments of the 
effectiveness of the international framework.   
  

3. Question 6:       
The agencies seek comment on all potential competitive aspects of this 
proposal and on any specific aspects of the proposal that might raise 
competitive concerns for any bank or group of banks. 

 
The U.S. version of this framework raises minimum capital requirements and 
compliance costs for U.S. domiciled banks above that of foreign competitors and is 
consequently likely to harm the competitiveness of U.S. banks with respect to 
foreign domiciled banking institutions.  It may also influence ownership of U.S. 
banking assets.   
 
Differences in risk sensitivity and conservativeness between the U.S. and International 
framework will affect pricing, product focus, and overall competitiveness.  These 
differences, which are addressed in more detail throughout this letter, include the U.S. 
downturn LGD parameter requirement, elimination of the small- and medium-size 
enterprise (“SME”) benefit, the U.S.-only leverage ratio requirement, and the indicated 
recalibration if minimum capital requirements decline materially - even if driven by 
benign business conditions or decisions to hold low-risk exposures.  The AIRB 
framework available to foreign competitors is more appropriately risk sensitive than the 
U.S. version.  This is particularly true with low risk loans, where required capital  
 for U.S. domiciled banks will be significantly higher than for foreign competitors.  
                                                 
2 See Basel Committee maintains calibration of Basel II Framework, May 24, 2006, available at 
http://www.bis.org/press/p060524.htm
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The result is that U.S. domiciled banks may be forced to avoid holding low risk loans 
unless they balance them with higher risk exposures.  Rather than promoting a safe and 
sound U.S. banking system, the additional conservatism in the U.S. rules could induce 
banks to take on more risk than they would choose to without an increase in capital. 
 
The higher investment and compliance costs associated with the U.S. AIRB framework 
places core U.S. banks at a competitive disadvantage to foreign competitors.  Foreign 
competitors will utilize rules that more closely align with the international AIRB 
framework and their internal measurements of risk.  This minimizes required changes to 
their existing risk management processes and avoids the substantial one-time and 
recurring costs inherent to the proposed U.S. AIRB framework.  The U.S. framework, on 
the other hand, entails a number of prescriptive rules (elaborated on in more detail 
throughout this letter) that are not aligned with how the banks currently manage risk. As 
such, core banks find themselves having to build redundant risk rating and risk 
management systems merely to comply with the U.S.-specific framework.  The costs of 
these duplicate systems would be significant.  It is the fact that the U.S. version is so far 
from how we run our business that makes this a compliance exercise; not that advanced 
banks lack adequate risk management systems. 
 
Having foreign-owned U.S. banking subsidiaries comply with U.S. rules does not 
eliminate these inequities.  Foreign bank holding companies can structure their 
investments in U.S. banks so that the underlying capital is consistent with home-country 
requirements.  
 
Another competitive inequity stems from the U.S.-specific transition floor rules, which 
will result in the AIRB framework being adopted at least 1-year later in the U.S. with 
smaller capital reduction “steps”.  Barring differences in the frameworks’ capital rules, 
the U.S. transition floor schedule enables foreign competitors to realize capital reductions 
sooner and potentially grow market share; we have already received reports of more 
aggressive competition from foreign banks operating under AIRB capital rules on some 
low-risk exposures.  
 
Our discussion of “Competition” does not simply mean that foreign banks will have 
a pricing advantage for low risk assets.   A more fundamental issue is that foreign 
firms can hold or buy U.S. banking assets for less capital than it takes for U.S. firms to 
hold or buy them. Acquisitions of U.S. assets could be financed, in part, by the “excess” 
capital freed up by the lower capital requirements.  For example, suppose that there are 
three banks of equal size: 
 
ü Bank A has a low-risk strategy and requires capital of 3. 
ü Bank B has a high-risk strategy and requires capital of 7. 
ü Bank C is a moderate-risk institution with a capital requirement of 5. 
 
Suppose bank A and B operate under a leverage-based rule that say capital requirements 
will be at least 5, no matter the result of the risk-based computation.  So A holds 5 and B 
holds 7.  A’s returns are spread over 5 units of capital, lowering the return for the capital 
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investor.  This gives bank B an opportunity.  B can acquire A.  The combined firm needs 
capital of 10.  B need only raise 3 in new capital to buy A, but A needs 5 to stay in 
business. 
 
Alternately, suppose C operates under rules that have no artificial leverage constraint.  C 
also has an opportunity.  If C were to acquire A, the combined firm would need 8 units of 
capital.  Again, C could raise 3 in capital to acquire A, while A needs 5 to remain in 
business. 
 
A does have another choice.  It can abandon its low-risk strategy, raise 5 in capital, add 
its ‘extra’ 2, and purchase B for 7.  It survives, but not as a low-risk institution. 
 
This case illustrates that constraining some banks in a risk sensitive system while others 
are not constrained creates problems.  A too-high floor puts banks that pursue a low-risk 
strategy at a competitive disadvantage.  The lower their risk, the greater the disadvantage 
they suffer.  The rule intended to provide an “extra” measure of safety actually 
discourages banks from pursuing the low-risk strategy that would enhance safety. 
 
This is, of course, a simplified illustration.  Many other factors go into acquisitions.  
Nevertheless, the examples illustrate an important part of the analysis. 
 
Note that these facts hold true even if the banks are profitable.  Those who point to the 
profitability of U.S. banks as a reason not to worry that U.S. rules create the problems 
described above miss the important point.  The profitability of U.S. banks makes them 
desirable investments not only for U.S. investors, but for potential foreign acquirers, too.  
 
 

4. Question 7:      
The agencies request comment on whether U.S. banks subject to the 
advanced approaches in the proposed rule (that is, core banks and opt-in 
banks) should be permitted to use other credit and operational risk 
approaches similar to those provided under the New Accord. With respect to 
the credit risk capital requirement, the agencies request comment on whether 
banks should be provided the option of using a U.S. version of the so-called 
“standardized approach” of the New Accord and on the appropriate length of 
time for such an option. 

 
The U.S. capital rules should allow banks to implement either the AIRB approach 
or the Standardized approach, with both aligned to the international Basel 
framework.  Wachovia, along with other banks, several industry associations, and other 
interested parties, has requested that regulators provide U.S. banks – including those for 
which the Basel II rules would be mandated – the option to implement on a permanent 
basis either the AIRB approach or the Standardized approach.  We repeat that request, 
noting that the NPR proposes a system whose impact diverges from the international 
Basel framework while being excessively expensive to implement and operate.  It is 
difficult to justify spending a great deal of money on systems used for nothing but 
compliance when better information is available and used to manage the bank, especially 
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when the leverage ratio – not risk-based capital requirements – will be the binding 
constraint for banks with low- to medium-risk portfolios.   Supervisors already have 
authority to review the better information, which would be used for internal risk 
management purposes, the internal capital adequacy assessment process, and supervisory 
discussions.  The Pillar II processes will ensure that banks hold appropriate capital for the 
risks they take when using either the AIRB or Standardized approach. 
 
Since the rationale for adopting the Standardized approach would be driven by a cost-
benefit analysis rather than the inability to implement the Advanced approaches, there 
should be no deadline to migrate to a more advanced framework; any decision to 
transition should be the bank’s own. 
 
 
 

5. Question 8A:    
The Board seeks comment on the proposed BHC consolidated non-insurance 
assets threshold relative to the consolidated DI assets threshold in the ANPR. 
(Refers to revised BHC consolidated asset threshold, which has been 
expanded beyond depository institutions to include total BHC consolidated 
assets excluding insurance underwriting subsidiary assets.) 

 
This BHC asset threshold could force BHCs whose assets primarily fall under the market 
risk rules to apply the Basel rules when their DIs – on their own – are far under the 
threshold.  We understand that some institutions have claimed that this would be overly 
burdensome.  If required to implement a unique U.S. version of the AIRB approach, this 
treatment may indeed be inappropriate.  Rather than lowering the threshold, the better 
solution would be to permit all U.S. banks to implement the international 
Standardized approach as we advocate elsewhere.  In this case there should be no 
excessive burden. 
 
 
 

6. Question 8B:    
The agencies seek comment on the proposed scope of application. In 
particular, the agencies seek comment on the regulatory burden of a 
framework that requires the advanced approaches to be implemented by each 
subsidiary DI of a BHC or bank that uses advanced approaches. 

 
 
We believe (iii) is intended to apply when a U.S. bank or holding company (including 
those that are subsidiaries of foreign banks or holding companies) meets criteria (i) or (ii) 
and also has subsidiaries, which subsidiaries would then be required to operate under the 
same rules.  We believe this rule is overly broad and recommend that this part of the rule 
be dropped or changed to permit subsidiaries to use another approach as appropriate to 
the subsidiary’s materiality.  Further, with respect to a DI, the passage stating, "[a] DI 
also is a core bank if it is a subsidiary of another DI or BHC that uses the advanced 
approaches" should be deleted.  

- 10 - 
NPR Appendix FINAL 



Appendix to Basel II NPR Comment Letter Dated March 26, 2007 of 
Wachovia Corporation 

 
7. Question 9:  
The agencies seek comment on the application of the proposed rule to DI 
subsidiaries of U.S. BHC that meets the conditions in Federal Reserve SR 
letter 01-01 and on the principle of national treatment in this context. (Refers 
to requirement to have U.S.-chartered DIs that are subsidiaries of foreign 
banks be subject to same U.S. capital requirements as U.S. DIs.) 

 
 
SR 01-01 exempts qualifying foreign-owned BHCs from having to comply with the 
Federal Reserve's capital adequacy guidelines. Throughout this letter we have called for a 
level playing field both domestically and globally.  That principle should be applied here. 
 
The same capital adequacy guidelines should be applied to all BHCs, whether U.S. or 
foreign-owned. The inequality in current regulation provides yet another reason to align 
the new rules with the international framework and to relax or remove the leverage ratio 
requirement for U.S. banks to level the field with foreign banks in this country, as we 
have stated elsewhere. Equal treatment is imperative for promoting fair competition 
among the varied players competing for U.S. market share. 
 
As a practical matter we note that the true underlying capital requirements for foreign 
BHCs are their home country rules, since they can use leverage to capitalize their U.S. 
subsidiaries.    
 
 
 

8. Question 10:         
The agencies seek comment on this approach, including the transitional floor 
thresholds and transition period, and on how and to what extent future 
modification to the general risk-based capital rules should be incorporated 
into the transitional floor calculations for advanced approaches banks. (Refers 
to transitional period protocol and the feasibility of basing capital floors on a 
modified Basel I framework.) 
 

 
We believe that the transition rules are a reasonable means of building confidence in a 
new capital system.  But the need to build confidence should be balanced with the 
objective to remove floors in a timeframe that minimizes competitive effects.  The 
proposed transition floor break points place U.S. banks at a competitive disadvantage to 
foreign competitors, who are allowed to transition earlier and utilize larger floor 
decrements.   
 
Our preference is to have the same floors and transition periods as banks in the rest of the 
world.   
 
Further, the NPR’s language about moving through the transition periods troubles us.  If a 
bank was at one point in compliance and approved to begin the transition period, but is 
later found to no longer be in compliance, it is quite sensible that the bank would not be 
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able to move forward to the next transition period.  However, the statement, “[a] bank’s 
primary Federal supervisor would determine when the bank is ready to move from one 
transitional floor period to the next period” seems to present a new, undefined hurdle not 
part of the international framework.  We ask that the rule simply permit banks to move to 
the next transition floor as long as the primary Federal supervisor does not notify the 
bank that it is no longer in compliance. 
 
Finally, we note that the calculation for the floor ratio is different in the NPR than that 
used in the international framework.  We ask the agencies to align the transitional capital 
floor calculation with the Basel II Framework, in particular with respect to inclusion of 
ECL and UL. 
 
 
 

9. Question 11:       
The agencies seek comment on what other information should be considered 
in deciding whether those overall capital goals have been achieved (The 
agencies are asking for other specific information that should be considered, 
in addition to AIRB capital and corresponding Basel I capital, to determine 
whether the agencies’ capital goals have been met.) 

 
 

We believe the issue here is how one interprets and assesses the stated goal that “The 
agencies do not expect the implementation of the New Accord to result in a significant 
decrease in aggregate capital requirements for the U.S. banking system.”  This statement 
must, of course, be read alongside the earlier statement, “The framework outlined in this 
proposal (IRB framework) is intended to produce risk-based capital requirements that are 
more risk-sensitive than the existing risk-based capital rules of the agencies (general risk-
based capital rules).” 
 
It would be overly simple to read these two statements and maintain that they must both 
be absolutely true without qualification in all cases, at all times.  A risk-based system will 
produce capital requirements that rise and fall as business conditions and credit quality 
change over the business cycle.  When compared to a starting point that does not vary 
over time, there will inevitably be periods in which the new metric is relatively higher 
and others where it is lower. 
 
System wide comparisons of capital requirements must therefore consider the entire 
business cycle and total capital requirements, not just the Pillar I number reported 
at a point in time.  Since banks will not want to raise new capital in a recession they will 
keep their capital levels high enough in good years that they will remain safely 
capitalized in periods where minimum capital requirements rise.  Further, the Basel rules 
themselves require banks to consider their capital requirements in stress scenarios and to 
maintain adequate excess capital to meet the needs of such stress periods.  A bank would 
not be permitted to operate near their reported minimum capital level in a good period 
even if it wanted to. Severely limiting the potential capital reductions in the best part of 
the cycle is therefore equivalent to raising capital requirements.  Since Pillar II requires 
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banks to have sufficient capital to handle the cyclical downturns that occur from time to 
time, it is redundant to include it in the Pillar I computation. 
 
Calibration of a risk-sensitive system to a fixed point must consider credit quality.  Under 
Basel I, banks have been required to hold more capital for low-risk assets than has been 
needed for the risk.  Banks have therefore generally not held large proportions of very 
low risk assets, since the capital rules make it difficult to earn sufficient returns on the 
uneconomic levels of capital required to support the low-risk assets.  A risk-sensitive 
capital requirement (e.g., the international Basel framework) will enable a low-risk 
business model since it permits banks to earn a fair return on the capital needed to 
support low-risk assets. As more banks pursue a low-risk model, overall capital 
requirements could fall, triggering the recalibration.  Reducing risk in the industry should 
not be a trigger for increasing capital.   
Any capital rule that aims to maintain capital levels without considering the risk in banks’ 
portfolios and the need for capital will discourage a move toward holding more low risk 
exposures. 
 
The agencies must consider whether these rules create competitive problems for U.S.- 
domiciled institutions.  Elsewhere (Question 6) we discuss potential competitive issues 
raised by these rules.  The agencies should clearly consider if these fears are becoming 
reality in considering if the goals of the NPR are being met.  However, if we wait until 
competitive issues are so clearly affecting the U.S. industry that everyone agrees that it is 
a problem, we will then have lost valuable time needed to fix the situation. 
 
We fully support the principle that U.S. banks should be well capitalized.  We would be 
negatively affected by credit problems at any large bank, and we want to know that we 
are being held to the same standards as our competitors.  But we believe the international 
Basel framework provides the best path to knowing that banks are adequately capitalized, 
and we believe that the safeguards provided in the international framework – particularly 
in combination with real-time, on-site supervision at large banks – are the most effective 
and efficient means to ensure that the rules are being applied prudently.  
 
 
 

10. Question 12:       
The agencies seek comment on this proposed timetable for implementing the 
advanced approaches in the United States. 

 
The agencies have correctly tied the timetable to the date a final rule is published. A 36-
month implementation window is reasonable. 
 
As noted in our cover letter, we encourage the agencies to move ahead without further 
undue delay.  Given the extensive effort that has gone into this endeavor over the past 
decade, the U.S. agencies should be able to implement the international Basel framework 
without investing significant time reworking the rules.   
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11. Question 20:        
The agencies seek comment on the appropriateness of the 24-month and 30-
day time frames for addressing the merger and acquisition transition 
situations advanced approaches banks may face. 

 
The 24-month merger period appears to be a generally reasonable approach to the 
implementation issues raised by acquisitions. The12-month extension will usually 
provide flexibility for complex, large transactions (e.g., time to identify surviving 
systems and processes prior to developing an implementation plan), or mergers where 
neither participant is an AIRB institution.  There may, however, be some situations with 
unusual circumstances, and we recommend that an extension period of as much as 24 
months or more be permitted. 
 
The 30-day post-consummation deadline for an implementation plan, however, is not 
appropriate.  The rule as stated is not size or complexity dependent.  Depending on the 
circumstances, it may be quite difficult to furnish a thorough plan in this time frame.  We 
recommend that a 90-day time frame be used.    
 
 
 

12. Question 21:  
Commenters are encouraged to provide views on the proposed adjustments 
to the components of the risk-based capital numerator as described below. 
Commenters also may provide views on numerator-related issues that they 
believe would be useful to the agencies' consideration of the proposed rule.  
(Refers to new adjustments to Tier 1 and Tier 2 capital, including elimination 
of the nonfinancial equity investments deduction and the change in the ALLL 
treatment). 

 
Changes from Basel I include several instances where exposures with 1250% risk 
weights are now deductions.  We support this as a universally applied change.   
 
However, the adjustments to the leverage ratio capital number are inappropriate.  Because 
the leverage ratio is not a risk sensitive calculation, it is inconsistent to use risk-based 
deductions in its calculation.  We strongly urge that risk-based capital deductions be 
removed from the leverage ratio calculation. 
 
Further, as described below in our discussion of securitizations, we find that non-gain 
residual interests that are deducted should be counted toward the capital cap for the 
securitization of the capital that one would hold if the loans were held in the bank’s 
portfolio. (See issue VII.B.2 under Securitizations.)
 
Covering EL with ALLL is consistent with the international Basel framework, and we do 
not ask U.S. regulators to deviate.  We do, however, ask that U.S. rules be changed with 
regard to the cap on the ALLL that is counted as capital, since U.S. reserving practices 
differ from those used in other parts of the world (see Question 3). 
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13. Question 22:       
The agencies seek comment on the proposed ECL approach for defaulted 
exposures as well as on an alternative treatment, under which ECL for a 
defaulted exposures would be calculated as the bank's current carrying value 
of the exposure multiplied by the bank's best estimate of the expected 
economic loss rate associated with the exposure (measured relative to the 
current carrying value), that would be more consistent with the proposed 
treatment of ECL for non-defaulted exposures. The agencies also seek 
comment on whether these two approaches would likely produce materially 
different ECL estimates for defaulted exposures. In addition, the agencies 
seek comment on the appropriate measure of ECL for assets held at fair value 
with gains and losses flowing through earnings.   (Proposed treatment is to 
use a bank’s ALLL impairment estimate for defaulted exposures to determine 
defaulted exposure ECL.  ECL for non-defaulted exposures will be different 
from that of defaulted exposures). 

 
The proposed ECL approach is adequate.  The alternative adds complexity with little 
value.  The difference in calculated ECL between the proposed and alternative treatments 
should be minimal.   
 
Assets held at fair value should not have an assigned ECL or allowance because these 
measures are already embedded in the balance sheet valuation such that value losses have 
been removed from actual capital. 
 
 
 

14. Question 23:   
The Board seeks comment on this proposed treatment and in a particular on 
how a minimum insurance regulatory capital proxy for tier 1 deduction 
purposes should be determined for insurance underwriting subsidiaries that 
are not subject to U.S. functional regulation.  (Refers to consolidation and 
deduction approach for functionally regulated consolidated insurance 
underwriting subsidiaries). 

 
We believe the capital deduction described in the “consolidate and deduct” approach is 
not as sound as the “deconsolidation” method described in the International Accord.  The 
NPR’s approach not only puts U.S. banks at odds with their international counterparts, it 
also fails to appropriately calculate capital on insurance subsidiaries’ risks. The NPR will 
in some cases double count the capital requirement for the same risks that are being 
covered by the insurance regulators’ requirements. We believe the banking industry is 
better served by aligning the U.S. rules with the International Accord, which recognizes 
that insurance exposures can be better measured by the various insurance regulatory 
bodies. However, we also seek clarification on what criteria the Federal Reserve views as 
satisfying its requirements for “comparable” supervision and minimum capital 
requirements. 
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In line with our response to Question 21, we strongly urge that any risk-based capital 
deductions such as the one proposed for the insurance entities be removed from the 
leverage ratio calculation. 
 
   
 
 

15. Question 27:   
The agencies seek commenters' perspectives on other loss types for which 
the boundary between credit and operational risk should be evaluated further 
(for example, with respect to HELOCs).   

 
The boundary between credit and operational risk should be aligned with banks' internal 
systems and not prescribed in detail.  Requirements to do things differently than internal 
practice will materially affect compliance costs.  The prominent boundary-area issues 
have already been identified, so smaller categories are not likely to materially affect 
numbers.  Banks should be allowed to classify other gray-area losses as operational. 
Examples include retail credit card fraud, losses stemming from identity theft, and losses 
due to the failure of a servicer or intermediary to perform.  The option to classify these 
losses according to banks’ policies should extend to situations where banks choose to 
create a loan as the means of recovering the loss. 
 
 

16. Question 28:   
The agencies generally seek comment on the proposed treatment of the 
boundaries between credit, operational and market risk. 

 
On the broader issue of risk-based capital standards for market risk, please refer to our 
Market Risk NPR comment letter dated January 19, 2007 for commentary on a number of 
concerns we have with the proposed rules, including excessive prescriptiveness, the 
distinction between trading and banking book assets, and the disjointed implementation 
schedule. 
 
Concerning boundary losses between operational risk and market risk, we do not oppose 
having “trading error” type losses treated as operational losses for calculating risk-based 
capital requirements. Examples include sells executed as buys, errors in executing stop 
loss orders, exchange rate errors and trading fraud. Unlike credit risk boundary losses, 
there are no existing standards that prescribe how boundary losses between market risk 
and operational risk are to be handled for risk-based capital purposes.  Industry 
participants are not likely to have developed identical systems and processes for 
capturing such data.   
 
While we do not object to the treatment outlined in the NPR, we request that reasonable 
principles be established with respect to market risk and operational risk boundary issues, 
as this is new to the industry.  Any solution should consider materiality. Losses below 
some level should be permitted to stay in the trading book to avoid having to track 
innumerable small events. 
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B. Comments on Other Issues Identified by Wachovia  
 
 

1. Board Approval  
 
The NPR states that a bank’s board or designated committee must evaluate and approve 
at least annually the effectiveness of the bank’s advanced systems.  Banks should be able 
to implement this provision consistent with their organization’s existing governance 
policies and practices. For example, consistent with its oversight role, a bank's board 
should be permitted to delegate these functions to senior executive management or a non-
board committee thereof.  The agencies should not mandate escalation to the board of 
matters more appropriately delegated to and performed by executive management.  Board 
involvement, if any, should be limited to receiving and discussing a report from senior 
executive management or a non-board committee thereof on the effectiveness of the 
bank's advanced systems. 
 

2. Use Test   
 
We agree with the premise of the use test; there are significant benefits to both the bank 
and supervisors when internal views of risk are aligned with those used for regulatory 
purposes.  Benefits include sizeable cost savings and increased confidence for the 
regulatory parameters, as internal usage functions as a form of validation and 
benchmarking. Disconnects between internal processes and the regulatory capital 
numbers will diminish the value of this review and will represent an important missed 
opportunity. 
   
 
However, we believe the NPR rules and guidance have become too prescriptive to allow 
any bank to conform to them for everyday risk and capital management.  The AIRB rules 
deviate from internal practice and are in many cases outdated or otherwise less than 
standard industry practice.  Deviations include the detailed methodology for grading 
assignments, use of stressed LGD parameters, and exclusion of important credit risk 
mitigants.  We believe that the regulatory community should encourage the use of better 
methodologies for risk rating and segmentation and then permit the use of these internal 
numbers, as envisioned in the international framework.  This concept was the very basis 
behind developing the AIRB approach.  Over time, the role given to internal systems 
should grow.  Imposition of prescriptive rules works against this objective because 
regulatory systems won’t improve and evolve; internal systems will, and the gap between 
them will grow over time. 
 
 

3. Pillar II Methodologies to Ensure Consistency  
 

 
As discussed in our cover letter, the U.S. supervisory process has and will continue to 
provide great assurance that banks are properly identifying, assessing, and managing risk 

- 17 - 
NPR Appendix FINAL 



Appendix to Basel II NPR Comment Letter Dated March 26, 2007 of 
Wachovia Corporation 

 
and that capital levels are sufficient for the risk a bank chooses to hold.  The agencies 
have more than a decade of experience with real-time supervision emphasizing risk-
management systems and controls.  Supervisors have continuous access to management 
and risk information, and through ongoing review of risk and capital adequacy with 
senior management, they can ensure that banks are responding quickly to emerging 
problems.   
 
Further, to the extent that the agencies are concerned about consistency in the application 
of the AIRB approach, on-site supervisors and specialists from across the system 
routinely visit banks and can benchmark practices and parameters from one bank to 
another.  Benchmarks can identify areas warranting further review in calculating Pillar I 
numbers without being used mechanically (e.g., to override the Pillar I parameters).  
Even though banks may segment their portfolios somewhat differently, benchmarks can 
be adjusted or interpolated appropriately to compare banks’ numbers.  As the state-of-
the-art improves and practices converge, benchmarks can evolve in ways that prescriptive 
rules cannot. Aggregate benchmarks for typical portfolios could be compared to the 
general capital rules to provide the agencies and the banking industry with a fair 
comparison from bank to bank, regardless of approach.  Because they are used in Pillar 
II, benchmarks should not be hard and fast capital requirements. 
 
It is important that the process of comparing processes and parameters be done in 
consultation with the industry.  Differences in portfolio makeup, risk management 
processes, and analytic approaches will result in differences from bank to bank.  Such 
differences are not “bad” and should not result in a regulatory mandate to adopt the most 
conservative approach among acceptable alternatives.  Basel implementation in other 
jurisdictions gives an important role to working groups comprising bankers, industry 
associations, and regulators.  Such mechanisms should be part of the U.S. process, too.  
Consultation should result in both better results and a more efficient process. 
 

4. Precision of Capital Requirements 
 
Some have been troubled that an AIRB system uses parameters generated from banks’ 
internal data through analyses performed by banks themselves.  Because the parameters 
are expected values and other forward-looking numbers instead of precise measurements 
of currently observable facts, the argument has been made that they are not fit for use as 
the basis for capital requirements. 
 
In reality, risk-based capital requirements, even with some uncertainty around the 
measurements, are better indicators of the need for capital than fixed percentages that 
make no attempt to quantify risk or the need for capital.  If the latter provides an 
appropriate level of safety, it is only because a bank’s business model happens to equate 
to the fixed percentage.   
 
The overly simple rules would not require a bank that chooses a riskier portfolio to hold 
sufficient capital.  It may be easy to get a precise answer with such a rule, but precision 
alone does not make an answer correct.  Notwithstanding measurement and estimation 
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consistency regarding the definition of default (and align EAD and LGD, notwithstanding 
the U.S. LGD / ELGD treatment) among U.S. banks and those based internationally.  The 
proposed criteria of utilizing the FFIEC definition of 120 days past due for closed-end 
retail exposures and 180 days past due for mortgages and open-end revolving exposures 
would create this inconsistency (despite instances of loss recognition or partial charge-
offs of interest or fees at earlier times). If non-accrual is removed from the definition of 
default for retail exposures, banks' practice of writing-off accrued interest when placing a 
loan on nonaccrual status would be ignored unless principal was concurrently charged 
off. Using events where the obligor is past due more than 90 days would provide a 
consistent definition that includes all components of EAD.  
 
 
 

4. Question 29:   
 The agencies seek comment on this approach to tranched guarantees on retail 

exposures and on alternative approaches that could more appropriately reflect 
the risk mitigating effect of such guarantees while addressing the agencies' 
concerns about counterparty credit risk and correlation between the credit 
quality of an obligor and a guarantor.  (Tranched guarantees that apply to 
individual retail exposures will not be subject to securitization framework; 
banks may recognize recoveries from both obligor and guarantor for ELGD / 
LGD calculation). 

 
The retail approach to tranched guarantees of individual credits agrees with the way such 
guarantees actually perform; the wholesale rules should be conformed.  As discussed 
below, securitization rules and formulas were designed to deal with the risk of correlated 
/ uncorrelated defaults.  Tranched exposure and guarantees to single loans will simply 
result in different EADs and LGDs. 
 
Further, we discuss below that it is appropriate to recognize counterparty credit risk from 
guarantors, but that the NPR’s treatment produces unreasonable results.  We propose that 
the agencies permit a conceptually sound approach to recognizing a double default 
benefit, since a guarantor default will not result in the default of all guaranteed loans. 
 
For additional comments about retail guarantees, see our full discussion following 
Question 42.  
 

5. Question 32:   
 The agencies seek comment on whether the agencies should impose the 

following underwriting criteria as additional requirements for a Basel II bank to 
qualify for the statutory 50 percent risk weight for a particular mortgage loan: 
(i) That the bank has an IRB risk measurement and management system in 
place that assesses the PD and LGD of prospective residential mortgage 
exposures; and (ii) that the bank’s IRB system generates a 50 percent risk 
weight for the loan under the IRB risk based capital formulas. 

 
If a bank does not have the requisite IRB risk management system then regulators should 
not add qualifying criteria that will increase operational burden.  In such circumstances 
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we recommend that the 50% risk weight be applied only to 1-4 family residential pre-sold 
construction loans. 
 
In reference to requirement “ii”, it does not seem logical to require a bank’s IRB system 
to replicate an exact risk weight of 50%.  Rather, this requirement should reference RW’s 
of either < 50% or ≥ 50%. 
 
 
 

6. Question 33:   
 The agencies seek comment on all aspects of the proposed treatment of one- 

to four-family residential pre-sold construction loans and multifamily 
residential loans.  (Refers to 50% RW for 1-4 family presold construction loans, 
a 50% RW for multifamily residential loans meeting certain criteria, and a 100% 
RW for 1-4 family presold construction loans with a cancelled purchase 
agreement.) 

 
We would like to apply the Basel rules to as many exposure classes as is practical.  Our 
preference is to minimize exception cases and keep carve-outs as simple as possible. 
 
 

7. Question 42:   
 The agencies seek comment on this alternative approach’s definition of 

eligible retail guarantee and treatment for eligible retail guarantees, and on 
whether the agencies should provide similar treatment for any other forms of 
wholesale credit insurance or guarantees on retail exposures, such as student 
loans, if the agencies adopt this approach. (Eligible retail guarantee definition 
requires PMI protection with senior unsecured long-term debt in one of two 
highest investment grade categories. Guarantee must be recognized in LGD, 
not PD.) 

 
Wachovia strongly opposes the approach of recognizing only PMI guarantors.  Other 
loan products, such as student loans, have comparable guarantor structures that have the 
same benefits as PMI.  We do not agree that PMI should be treated as having NO 
counterparty risk while other guarantees are treated as having NO double default benefits.  
This treatment results in, for instance, privately insured student loan rates computed as if 
a guarantor default would result in a default for every single guaranteed loan.  It is 
unreasonable to assume that all or even a large portion of a guarantor’s underlying 
exposures would default in the event of a guarantor default.   
 
For instance, if the guarantor disappeared and the underlying loans went through an event 
stressed to a “capital” level, the loss (i.e., the LGD for guarantor default) would only be 
the capital on the underlying, NOT LGD on the underlying applied to the default of 100 
percent of the guaranteed loans.  In reality, an even smaller LGD should be applied, since 
even a “downturn” LGD is not specified as the LGD matched to a 99.9th percentile of 
defaults. 
 

- 45 - 
NPR Appendix FINAL 



Appendix to Basel II NPR Comment Letter Dated March 26, 2007 of 
Wachovia Corporation 

 
The agencies seem to have recognized that this overly harsh treatment would create a 
significant error, and they have avoided the problem for the largest category of retail 
guarantees – PMI – by permitting banks to ignore guarantor risk altogether.  The problem 
of extremely overstated capital is just as real for non-PMI guarantees as it is for PMI, so 
we ask that the agencies either permit banks to estimate the risk for all retail guarantees 
(i.e., permit a conceptually sound approach to recognizing a double default benefit since a 
guarantor default will not result in the default of all guaranteed loans) or to ignore 
guarantor risk for all retail guarantees provided by an A-rated or better guarantor. 
 
 
 

8. Question 43:   
 The agencies seek comment on the types of non-eligible retail guarantees 

banks obtain and the extent to which banks obtain credit risk mitigation in the 
form of non-eligible retail guarantees. (Non-eligible guarantees are those 
without PMI backing.  Alternative is to treat non-eligible guarantor as 
wholesale guarantor and model exposure as wholesale exposure.) 

 
Privately insured student loans are the principal type of non-eligible retail guarantee used 
in Wachovia’s retail lending.  Although this is not a large portion of the bank’s overall 
loan portfolio, such loans may be significant to anyone engaged in this business.   
 
We believe that the agencies should allow treatment for other retail guarantees, such as 
privately insured student loans.  It is inappropriate to assume that all of the insured loans 
would default in the event of the guarantor’s default; only a small portion of the 
guaranteed loans would be at risk, as shown in Question 42. 
 
Any portion of a loan guaranteed by the U.S. government should be assigned a zero 
EAD, since the LGD is zero and we can assume no guarantor risk. 
 
 
 

9. Question 44:   
 The agencies seek comment on both of these alternative approaches to 

guarantees that cover retail exposures. The agencies also invite comment on 
other possible prudential treatments for such guarantees.  (Other alternatives 
encompass recognizing all retail guarantees but restricting retail segment 
capital to a floor of 2%- 6%.) 

 
We agree with the proposed treatment for eligible retail guarantors, but would like to see 
the scope broadened to include other high quality guarantors.  The current treatment for 
ineligible guarantors is very harsh.  Though we support the proposal to treat an ineligible 
guarantor as a wholesale direct exposure, the inability to recognize double default or 
recovery effects is punitive.  The rule appears to assume that a default of such a guarantor 
would be accompanied by having 100% of the underlying loans default.  In the instance 
of student loans, only a portion would be at risk of default in the event that the guarantor 

- 46 - 
NPR Appendix FINAL 



Appendix to Basel II NPR Comment Letter Dated March 26, 2007 of 
Wachovia Corporation 

 
defaulted.  In this scenario the credit risk would revert to the bank since it already carries 
the exposures on its books.   
 
We do not support the alternative proposal of subjecting a non-eligible guarantor-backed 
segment to a capital floor. 
 
 
 
B. Comments on Other Issues Identified by Wachovia 
 

1. Seasoning in Retail PDs 
 
We generally agree with the approach described in the NPR to use an annualized PD as 
the input parameter for retail loans.  Annualizing PDs avoids the understatement of risk 
that would result if temporarily low PDs were assigned to new loans when higher default 
rates are expected after the seasoning period.  In that case, any slowdown in originations 
would result in a predictable but unaccounted increase in the portfolio’s default rate.  
Further, among segments with the same next-12-month loss rates, negative migration will 
produce greater value declines for those with higher lifetime loss expectations. 
 
We note that the guidance on immaterial seasoning appears to overlook key risks.  
Stating that seasoning effects may not be material if a retail subcategory’s age 
distribution remains stable could mask significant seasoning effects.  In such cases, the 
unseasoned loans could use their initial, low, PD while remaining loans use their 
seasoned PD.  The same unseasoned loans in another bank’s portfolio will have to use 
their annualized PD – with the only difference being a judgment about whether the age 
distribution is stable enough or whether the portfolio mix is “too concentrated” in new 
loans, both of which terms are undefined.  The latter bank could have a materially higher 
overall PD.  Further, a bank could find that it makes “too many” new loans or has “too 
many” prepayments of old loans in some period, resulting in a concentration of 
unseasoned loans.  It seems odd that the bank would have to switch methodologies based 
on what may be a modest shift in its loan mix.  The exclusion should be limited to 
immaterial portfolios, not an entire subcategory. 
 
It would also be reasonable to permit the use of default rates computed without newly 
originated loans as an approximation for annualized remaining-life default rates. 
 
 

2. Retail Exposure Definition 
 
We agree with the proposed retail definitions for lease residuals and mortgages, as these 
are consistent with internal best practices.  The decision to not impose an upper limit on 
1-4 family residential exposures is also prudent. The retail small business definition 
should be expanded to include individually managed loans with immaterial exposure 
sizes. 
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V. Repos, Margin Lending & OTC Derivative Questions 
 
A. NPR Repos, Margin Lending & OTC Derivative Questions for Formal Comment 

 
 

1. Question 34:   
 For purposes of determining EAD for counterparty credit risk and recognizing 

collateral mitigating that risk, the proposed rule allows banks to take into 
account only financial collateral, which, by definition, does not include debt 
securities that have an external rating lower than one rating category below 
investment grade. The agencies invite comment on the extent to which lower 
rated debt securities or other securities that do not meet the definition of 
financial collateral are used in these transactions and on the CRM value of 
such securities. 

 
These are reasonable broad-brush criteria, however, the rules should support a broader 
range of financial collateral.  The rules should be consistent with applicable law and 
provide firms with the ability to recognize other collateral when they can demonstrate it 
is prudent to do so. 
 
For example, the proposed rules appear to exclude mortgage loans (and other whole 
loans) that are expressly recognized under the U.S. Bankruptcy Code (and other relevant 
statutes) and are increasingly liquid and securities-like.  Similarly, there is an active, 
liquid, and growing market for corporate securities rated lower than one grade below 
investment grade, which are readily taken as collateral for Repo-style transactions.  There 
are also many securities that, while unrated (such as Treasuries and many agency issues), 
should be permitted.  Related to the haircuts, the June 2004 international guidance 
provided a cap on haircuts for securities lent, at the level of “Other equities” (Para. 153).  
Standard supervisory haircuts could include additional asset classes with “Other publicly 
traded equities…”.  A more conservative alternative would be to provide a 50% haircut, 
scaled for less liquidity (a 1-month hold) and higher volatility. 
 
Collateral practices are evolving, and the regulatory framework should evolve with risk 
management practices.  Beyond general asset classes and issuer credit quality, there are 
other, sometimes issue-specific and more important, factors that should be considered 
when evaluating collateral: volatility, liquidity, currency risk, custody and settlement 
processes, varying international collateral management practices, price transparency, and 
legal considerations.  Under the own-estimates approach (and other advanced 
approaches), a firm should be able to recognize any financial collateral that meets prudent 
collateral risk management practices. 
 
The rules should be revised (i) to provide a broader definition of “Repo-style 
transaction”, (ii) to specifically include a broader range of market- and legally-accepted 
collateral in the definition of “Financial collateral” and (iii) to provide a non-prescriptive 
option that evolves with prudent risk management practices. 
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2. Question 35:  

 The agencies recognize that criterion (iii) above may pose challenges for 
certain transactions that would not be eligible for certain exemptions from 
bankruptcy or receivership laws because the counterparty—for example, a 
sovereign entity or a pension fund—is not subject to such laws. The agencies 
seek comment on ways this criterion could be crafted to accommodate such 
transactions when justified on prudential grounds, while ensuring that the 
requirements in criterion (iii) are met for transactions that are eligible for those 
exemptions. (Criterion (iii) requires that the transaction is executed under an 
agreement that provides the bank the right to accelerate, terminate, and close-
out the transaction on a net basis and to liquidate or set off collateral promptly 
upon an event of default (including upon an event of bankruptcy, insolvency, 
or similar proceeding) of the counterparty, provided that, in any such case, any 
exercise of rights under the agreement will not be stayed or avoided under 
applicable law in the relevant jurisdiction.) 

 
Wachovia believes that criterion (iii) should be broadened in application so that financial 
transactions may qualify for the beneficial capital treatment even if the counterparty is 
not an entity falling within the scope of favorable netting / insolvency regimes, such as 
when the counterparty is a sovereign, central bank, insurance company, pension fund or 
other institutional counterparty.  The risk of an insolvency of this type of counterparty is 
low and such risk is typically managed by robust risk management systems that monitor 
credit lines and trade tenors, daily marks and collateral call rights; the transactions also 
provide for termination rights upon a payment default, a credit downgrade or financial 
covenant event, or other early warning event. 
 
Current regulations permit recognition of collateral in certain securities lending 
transactions absent a no-stay requirement.5  The proposed rules could be prudently 
harmonized by adding to the existing provision an option to recognize collateral absent 
the no-stay requirement, provided the exposure is not part of the ongoing financing of the 
counterparty (as defined in the NPR at FR Page 55926). 
 
 

3. Question 36:  
 The agencies seek comment on the appropriateness of requiring that a bank 

have a perfected, first priority security interest, or the legal equivalent thereof, 
in the definition of financial collateral. 

 
While it is Wachovia’s risk management practice to ensure that it has a valid and 
perfected security interest in collateral, the requirement that collateral be subject to a 
perfected security interest can raise complicated legality issues where counterparties are 
organized in different jurisdictions, trading out of offices located in other jurisdictions, 
and posting collateral issued and traded through multiple jurisdictions. Because U.S. and 
EU countries have adopted laws that have eliminated registration and other formalities 
previously associated with perfection of security interests, Wachovia believes that 
favorable capital treatment should be recognized for all liquid, financial collateral where 
                                                 
5 Federal Register, Vol. 71, No. 35, February 22, 2006, Final Rule, page 8932 
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the collateral is in the possession and control of the secured party and the secured party 
has a reasonable basis to believe it could promptly liquidate the collateral (in addition to 
other criteria required by the proposed rules). 
 
 

4. Question 37:   
 The agencies recognize that this is a conservative approach and seek 

comment on other approaches to consider in determining a given security for 
purposes of the collateral haircut approach.  (Refers to requirement, for netting 
collateral with the same counterparty, that only securities with the same exact 
CUSIP number qualify for netting treatment.) 

 
The approach of requiring identical securities, while conservative, is a reasonable way to 
establish clear and simple criteria on which to base the simplest calculation alternative. 
Measuring net collateral risk across different securities requires assessment of security-
specific terms such as term structure, call features, etc. – the features of which are 
available in the more advanced approaches permitted under the proposed rules. 
 
 

5. Question 38:   
 The agencies seek comment on methods banks would use to ensure 

enforceability of single product OTC derivative netting agreements in the 
absence of an explicit written legal opinion requirement. 

 
Firms should be permitted to rely on country-based grids (which would be prepared by 
in-house counsel based on review of the industry and commissioned opinions) that 
classify counterparties by jurisdiction, legal type, and other relevant factors (provided 
core documentation requirements are met), such that enforceability can be monitored at 
the broader classification level rather than counterparty-by-counterparty. 
 
 

6. Question 39:   
 The agencies request comment on all aspects of the effective EPE approach to 

counterparty credit risk, and in particular on the appropriateness of the 
monotonically increasing effective EE function, the alpha constant of 1.4, and 
the floor on internal estimates of alpha of 1.2. 

 
IMM is a major improvement over CEM, and broadly consistent with leading practices.  
We are pleased that regulators have incorporated these provisions into the NPR, as they 
provide reasonable risk estimates that are much needed for this large and growing 
product segment. 
 
ISDA, of which Wachovia is a member, has had extensive dialogue and written 
communication with regulators regarding IMM.  A number of discrepancies remain 
between our preferred approach and the NPR.  We ask that regulators refer to comments 
on this NPR delivered by the IIF, ISDA and LIBA.  We wish to emphasize the following 
points: 
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• Firms should be permitted to calculate effective EPE at the counterparty - rather than 

netting set - level, as it is consistent with most firms’ practices.  Implementing the 
effective EPE calculations at the netting set-level will require significant investments 
by many firms, and is not likely to result in materially different parameter estimates. 

• While somewhat clarified by the supervisory guidance, firms using IMM should be 
able to implement alternative models for select portfolios, such as complex structured 
transactions, new portfolios, etc.  Output from such models could be conservatively 
applied to matrix-type netting sets as appropriate, including prior to the calculation of 
Effective EPE.  The rules should not mandate that these constitute additional netting 
sets, particularly as the application of collateral across multiple regulatory netting 
sets, even though legally constituting one netting set, will become complex. 

• We believe firms should be permitted to recognize collateral required by 
deteriorations in counterparty credit quality, provided that subject to regulatory 
approval the internal model used models the coincidence of (i) the relevant 
attributes(e.g., counterparty rating)and (ii)collateral required, or a conservative proxy 
thereof(e.g., resulting from the highest applicable counterparty threshold under the 
collateral agreement).  

• The definition of “Effective Maturity” (FR 55914) should also include M (EPE) (FR 
55932). 

• The proposed rules and guidance include a requirement to calculate “expected 
exposure” with and without the effect of collateral.  We believe other measures of 
potential future exposure (e.g., peak exposure) should also satisfy the requirement. 

 
 
B. Comments on Other Issues Identified by Wachovia 
 

1. Margin Loans  
 
The rules around margin lending illustrate our concerns about prescriptiveness.  The 
definition of an "eligible" margin loan is quite technical, even referring to various 
sections of the U.S. bankruptcy code, FDICIA, etc.  In reality, the economics and 
borrower behavior associated with margin lending extend well beyond the narrowly 
defined bounds of “eligible” margin loans.  It is not apparent why the line has been drawn 
between transactions eligible for this treatment and those that are economically 
equivalent but that may not meet a minor technical requirement.  If the loan behavior is 
indistinguishable there should be no need to calculate a separate capital value.  This is 
especially problematic when written in the rule rather than the guidance.  The guidance 
could be a starting point or fallback in the absence of good numbers.  In the rule, we are 
restricted to a single approach that may poorly represent reality.  Such prescriptive rules 
do not fit with an empirical approach based on internal results, since empirical findings 
cannot be used directly to describe behavior, they must be force fit into a framework that 
may not apply.  
 
As Wachovia wrote in a March 9, 2006 letter to the agencies (with three other banks), the 
problem is that margin loans outside of the definition for “eligible” facilities do not 
behave like traditional loans. 
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The key issue is that one cannot observe a borrower default in the same way that one 
does in other lending situations.  One can see that in many cases collateral is liquidated at 
the time some portion of the loan is repaid.  But most of these cases are clearly not 
defaults. These borrowers have the contractual right to instruct or allow the lender to sell 
a portion of the collateral and often choose to do so.  The borrower may use the event of a 
margin call as a prompt to get a poorly performing security out of his portfolio.  Even if 
the borrower has few other options for repaying the loan, he does have the resources in 
the form of the security to repay the debt and does so without defaulting.    
 
In many cases (e.g., where the borrower has additional loans with the bank) we can 
plainly observe that the borrower has not defaulted on the other obligations. But in cases 
where margin lending is the only credit one has extended a specific customer, we know 
little about whether the borrower would be in default on other exposures. 
 
This repayment activity contrasts with other credit exposures. With most lending there is 
no mechanism for the bank or borrower to quickly convert a portion of the collateral to 
cash and bring the loan back within margin as a normal part of business. 
 
In light of these facts, we recommend that banks be permitted to link default risk for the 
broader group of margin loans to collateral characteristics and margining policies. 
Several precedents already exist for making PD primarily dependent on collateral rather 
than the borrower or for permitting the use of collateral as one of several factors that 
determine PD.  
 
The specialized lending rules in the international Basel framework cover several cases 
where the proceeds from converting collateral into cash are the primary expected source 
of repayment.  In the same way, the relevant measure of risk for much margin lending is 
the relationship between the collateral and loan values rather than the underlying 
borrower risk.  SEC regulations have allowed lenders to forgo individual borrower credit 
assessments for years.   
 
Similarly, in the rules for residential mortgage lending, loan-to-value is seen as an 
acceptable driver for PD rates, even though it is a characteristic of the collateral rather 
than the borrower.   
 
We urge that regulators acknowledge that in situations such as margin lending, the 
presence of margined collateral as a typical means of repaying loans (i.e., not through the 
collections or workout process for troubled debt) can be used to differentiate default 
probabilities and that banks be permitted to reflect this effect in their grading systems if 
observed.  
 
Permitting the use of margin lending concepts beyond the narrowly defined set of 
“eligible” margin loans would push others to examine their empirical results to find the 
best framework to describe borrower behavior.  Prescribing a single approach will inhibit 
better understanding of risk in this area. 
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VI. Equity Exposure Questions 
 
 
A. NPR Equities Questions for Formal Comment 
 

1. Question 55:   
 The agencies seek comment on this definition.  (Refers to publicly traded 

equity exposures.) 
 
Wachovia sees no issue with the current definition of a publicly traded equity.  This 
definition is consistent with how the industry and Wachovia view and manage publicly 
traded equity investments held in the banking book.   
 
 
 

2. Question 56:   
 The agencies seek comment on the approach to adjusted carrying value for 

the off balance sheet component of equity exposures and on alternative 
approaches that may better capture the market risk of such exposures. 
(Adjusted carrying value is effective notional principal amount minus the 
adjusted carrying value of the on-balance sheet exposure.)   

 
Wachovia believes that both the definition and the related issue of the separation of 
banking book and trading book equity exposures are unclear.  We would look for 
principles (not prescription) involving investment intent to determine how the banking 
book / trading book division is implemented in order to classify exposures appropriately.  
Given this, Wachovia believes that the proposed off-balance sheet treatment is 
acceptable.  Warrants, though not specifically mentioned in the rules, should be excluded 
from this treatment, as they carry no book value and have no risk of loss that would lead 
to capital consumption. 
 
 
 

3. Question 57:   
 The agencies seek comment on the proposed rule’s requirements for IMA 

qualification, including in particular the proposed rule’s use of a 99.0 percent, 
quarterly returns standard.  (IMA Qualification requirements include use of 
internal model that produces estimate of potential losses for modeled equity 
exposures that are not less than result yielded using 99% one-tailed 
confidence interval VaR methodology, using a distribution of quarterly returns 
for a benchmark equity portfolio.) 

 
Wachovia believes that the IMA qualification requirements are largely consistent with 
the existing VaR market risk requirements for the calculation of regulatory capital.  
However, Wachovia would like to point out that the quarterly time period is not 
consistent with the proposed Risk Based Capital Standards:  Market Risk (FR 55958).  A 
10-day VaR is used in that document, but a quarterly time period is referenced in the 
draft NPR.   
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A 99.0% 10-day VaR multiplied by 3 will not provide the same results as a 99.0% 90-day 
(quarterly) VaR.  It would only provide the same results if the returns were normally 
distributed, which they are not.  However, it appears to be a reasonable compromise 
between the equity holdings outside of and inside the trading book.  Wachovia has no 
issue using this definition as the standard for calculating regulatory capital on publicly 
traded equity exposures. 
 
 
 

4. Question 58:   
 The agencies seek comment on the operational aspects of these floor 

calculations. (Refers to floors on supervisory risk weights.) 

 
Wachovia believes there are no issues with the operational aspects of these floor 
calculations.  
 
 
 

5. Question 59:   
 The agencies seek comment on the necessity and appropriateness of the 

separate treatment for equity exposures to investment funds and the three 
approaches in the proposed rule. The agencies also seek comment on the 
proposed definition of an investment fund. 

 
Wachovia believes that the proposed separate capital treatment for investment funds is 
appropriate.  The three approaches presented allow for varying levels of sophistication 
and should enable all banks to comply appropriately with the proposed rules.  We firmly 
believe that the 7% risk-weighting floor should be applied on an aggregate, not fund by 
fund, basis. 
 
One issue that Wachovia has with the current proposed rules involves the treatment of 
hedge funds.  In the draft NPR, fund investments with material liabilities are excluded 
from the equity rules.  Wachovia believes that hedge fund investments should be 
explicitly included in the equity exposure rules.  We strongly oppose the treatment of 
hedge funds under the securitization rules as has been previously suggested.  We believe 
that this treatment will result in punitive capital charges and a misalignment of risk and 
capital.  
 
Finally, Wachovia believes that the definition of an investment fund should be modified 
to read as follows:  
 

“A company in which all or substantially all of the assets are pooled financial 
assets that are collectively managed in order to generate a financial return, 
including investment companies or funds with material liabilities.”  
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VII. Securitization Exposure Questions and Issues 
 
A. NPR Securitization Questions for Formal Comment 
 

1. Question 26:   
 The agencies request comment on the appropriate treatment of tranched 

exposures to a mixed pool of financial and non-financial underlying 
exposures. The agencies specifically are interested in the views of 
commenters as to whether the requirement that all or substantially all of the 
underlying exposures of a securitization be financial exposures should be 
softened to require only that some lesser portion of the underlying exposures 
be financial exposures. 

 
The proposed regulatory definition appears too restrictive.  Securitization activities 
continue to advance with new exposure types and market acceptance.  When a NRSRO 
independently rates a securitization, or any tranche thereof, the RBA should be available 
for that exposure.  Regulators should not limit asset types eligible for securitization 
recognition and the RBA.  Leveraged leases and income producing real estate that have 
been formally securitized are examples of exposures that should be eligible for the RBA, 
provided they are independently rated by a NRSRO.  The regulatory agencies should not 
establish arbitrary requirements regarding financial and non-financial underlying 
exposures for treatment under the RBA. 
 

2. Question 45:   
 The agencies seek comment on this differential treatment of originating banks 

and investing banks and on alternative mechanisms that could be employed to 
ensure the reliability of external and inferred ratings of non-traded 
securitization exposures retained by originating banks. 

 
While the proposal is consistent with existing guidance and practice, it is not necessary to 
have two ratings for every tranche.  The rating agencies are completely independent 
entities whose ratings are relied upon publicly.  Rating agency models do not contemplate 
who retains or holds a security, tranche, or other instrument; they simply use their 
resources to rate the risks of the underlying collateral and how that risk is structured to 
individual instruments.  If one rating from a reputable agency is acceptable for securities 
held by investors, it should likewise be acceptable if the investor is also the sponsor or 
transferor. There are numerous structures where specific risk transference is the goal of 
the transaction. In these structures, because only one tranche is likely to be sold, the 
investor may be very comfortable in having only one rating. The added cost of another 
rating agency in these structures can significantly increase the overall cost to sell the risk 
since the true cost can only be spread over one investor.   
 
 
 

3. Question 46:   
 The agencies seek comment on whether they should consider other bases for 

inferring a rating for an unrated securitization position, such as using an 

- 55 - 
NPR Appendix FINAL 



Appendix to Basel II NPR Comment Letter Dated March 26, 2007 of 
Wachovia Corporation 

 
applicable credit rating on outstanding long-term debt of the issuer or 
guarantor of the securitization exposure. 

 
Banks should justify their rationale for such grades rather than having blanket rules that 
may not be equally appropriate in all circumstances.  If the exposure is liquidity to an 
ABCP conduit, allow the use of the IAA should the bank qualify to do so because the 
structure could be such that the  conduit tranche would be rated higher than the inferred 
rating.   
 
 

4. Question 47:   
The agencies seek comment on the appropriateness of basing the risk-based 
capital requirement for a securitization exposure under the RBA on the 
seniority level of the exposure. 

 
The seniority level of the exposure is a reasonable approach for determining the capital 
requirement under the RBA.  Unrated claims (e.g., servicing advances), senior to the 
highest rated tranche of a securitization (“AAA”), should qualify for the same rating as 
the senior tranche.   
 
 
 

5. Question 48:   
The agencies seek comment on how well this approach captures the most 
important risk factors for securitization exposures of varying degrees of 
seniority and granularity. (Refers to methodology for assigning risk weights 
under the RBA and IAA that employs a 2-dimensional RW mapping table.  One 
dimension is the applicable 3rd-party rating and the other is the number of 
underlying exposures.) 

 
The proposal has logic overall, but it is hard to comment on the arbitrary level of the 
granularity cutoff.  Also, there are significant operational difficulties in tracking payoffs 
within a structure to determine if or when it crosses the granularity threshold, so the 
treatment should apply only based on the original number of underlying assets.  That 
being said, the risk of an aged structure with fewer underlying assets is greater. 
 

6. Question 49:   
 The agencies seek comment on suggested alternative approaches for 

determining the N of a re-securitization. (N refers to the effective number of 
underlying exposures.) 

 
Appropriate modeling of resecuritizations depends on structure.  The securitization 
approach is based on correlated defaults, so the appropriate N depends on the defaults 
that will affect a deal's performance.  In some cases, the relevant event would be the 
default of a securitization tranche that went into the resecuritization, so N would be the 
number of such tranches in the resecuritization.  In other cases, the relevant defaults are 
those of the underlying loans, which would then determine N.  No single approach will 
always give a reasonable answer. 
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7. Question 50:   

 The agencies have not included this concept in the proposed rule but seek 
comment on the prevalence of eligible disruption liquidity facilities and a 
bank’s expected use of the SFA to calculate risk-based capital requirements 
for such facilities. 

  
Since these facilities will generally require an asset to meet an AA or AAA level to be 
eligible to be drawn, the 20% risk weighting appears appropriate.   
 
 
 

8. Question 51:   
The agencies seek comment on the appropriateness of these additional 
exemptions in the U.S. markets for revolving securitizations.  (Refers to 
conditions under which banks are not required to hold regulatory capital. 
These include situations where securitization has replenishment structure in 
which underlying exposures do not revolve; securitization contains revolving 
assets that mimic term structures; or where investors remain fully exposed to 
future draws following early amortization.) 

 
We agree with the exemptions (i) and (iii). It is clear in those exemptions that the 
underlying principle requiring investors to be fully exposed to the underlying risk of the 
assets has been met and, conversely, the originating bank has transferred all such risk. 
The exemption in (ii) is clear in its statement that if the amortization mimics term 
structures, then the exemption is met.  
 
To illustrate our understanding of the proposed exemptions we have described our Home 
Equity Line of Credit (HELOC) product below and how it meets these exemptions. 
 
Before amortization begins, all payments and new draws of HELOCs in a securitization 
structure are paid to or funded by the trust. Once the structure enters amortization, all 
new draws are property of the originating bank and not the trust.  However any draws 
that existed at the time the amortization began remain in the trust and therefore the 
underlying exposure of those draws is to the investors, NOT the originating bank--exactly 
like a term deal.  During amortization any payments on the HELOC are paid in the same 
order the draws occurred, first to the trust until the individual HELOC is zero, and then to 
the originating bank. 
 
The HELOC is best viewed as two assets during amortization. The original drawn portion 
remains with the trust and therefore all the underlying risk exposures remain with the 
investors.  Once the amortization period begins, future draws are property of the 
originating bank.  
 
 
 

9. Question 52:   
 The agencies solicit comment on the distinction between controlled and non-

controlled early amortization provisions and on the extent to which banks use 
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controlled early amortization provisions. The agencies also invite comment on 
the proposed definition of a controlled early amortization provision, including 
in particular the 18-month period set forth above. 

 
While we agree with the concept of controlled versus non-controlled early amortization 
charges, the 18-month straight-line amortization period stated in the NPR (to be 
considered “controlled”) appears to be intended for subprime credit card exposures, 
which have low payment rates.  An 18-month straight-line amortization period 
requirement is too long for prime credit cards, which have much higher customer 
payment rates.  A 4.5 percent excess spread trapping point for all collateral is not 
appropriate.  For example, HELOC securitizations have lower excess spread 
requirements than credit cards.  Banks should be permitted to utilize actual deal specific 
amortization triggers to determine capital requirements for early amortization, rather than 
an arbitrary regulatory established excess spread level 
 
 

10. Question 53:   
 The agencies seek comment on the appropriateness of the 4.5 percent excess 

spread trapping point and on other types and levels of early amortization 
triggers used in securitizations of revolving retail exposures that should be 
considered by the agencies. 

 
A 4.5% excess spread trapping point is arbitrary and much too high for prime home 
equity lines of credit.  Stating a prescriptive requirement based upon excess spread levels 
would be difficult to implement and create unnecessary burden.  To simplify the rules 
and meet the regulatory agencies’ desire for a capital charge on undrawn lines of credit, 
which are not unconditionally cancelable, the agencies should utilize a 10% conversion 
factor.  If the line of credit is unconditionally cancelable, a 0% capital charge is 
appropriate.       
 
Banks should also be required to hold capital for securitizations with an unplanned early 
amortization event (e.g., performance reasons) that causes investors in a securitization to 
be repaid before the original maturity.  Pillar II capital requirements should encompass 
this risk.           
 
 
 

11. Question 54:   
 The agencies seek comment on and supporting empirical analysis of the 

appropriateness of a more simple alternative approach that would impose at 
all times a flat CF on the entire investors’ interest of a revolving securitization 
with a controlled early amortization provision, and on what an appropriate 
level of such a CF would be (for example, 10 or 20 percent). 

 
Please see response to question 53. 
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B. Comments on Other Issues Identified by Wachovia  
 

1. Securitization-like Exposures  
 
The definition of "securitization-like" remains somewhat confusing.  The proposed 
securitization exposure definition could be interpreted as covering all situations with 
multiple loan classes, especially if executed through a single agreement with the 
borrower.  Some syndicated loan deals would technically trigger the securitization 
definition because of risk tranching, even though no special purpose entity exists and all 
creditors would experience default at the same time.  For example, given a single loan 
agreement with A and B participations, the lenders would have identical default risk even 
if they will be repaid on different schedules or have different LGDs.  The securitization 
approach is NOT appropriate in such a case.  Likewise, leveraged leases should be treated 
as commercial loans rather than securitizations, since the underlying lease will either be 
in default or not.  Securitization rules and formulas were designed to deal with the risk of 
correlated / uncorrelated defaults.  Rules should not be the tool in search of a use. 
 
 
 

2. Capital Requirement and CEIOs  
 
The proposed securitization capital requirement (described in the first two full paragraphs 
in the middle column on Page 55857 of Federal Register Volume 71)  may create 
incentives for regulatory capital arbitrage that does not reduce risk.  Specifically, the 
creation of a credit enhancing I/O (“CEIO”) does not increase economic risk compared to 
holding loans on balance sheet. We strongly believe that CEIO strips should be included 
in the capital that counts toward k-irb. The below example shows that capital held for a 
CEIO beyond the gain results in very uneven regulatory capital levels.  In some instances, 
significantly more capital is required for the bank holding the securitization.  In other 
scenarios with essentially the same economic risk, the bank is required to hold far less 
regulatory capital. 
Suppose $1.0 million in loans is securitized and the CEIO is valued at $30,000.  Once the 
securities are created, the bank adjusts its basis in accordance with FAS 140.  The value 
of all combined interests is equal to that of the loans transferred into the trust.  Since the 
CEIO is 3.0% of the total, the value of all the trust interests is adjusted to 100/103.  As 
bonds are sold at par, the bank realizes gains.  In this case, where everything except the 
CEIO is sold, the CEIO’s value is essentially equal to the gain on sale, which was added 
to capital.  The gain would then be deducted from capital.  Because all bonds are sold, no 
other capital charges or deductions are required. 
 
However, if the bank chooses to sell only a senior tranche and thereby retain many of the 
bonds, little of the future margin income in the CEIO is realized and turned into capital.  
Yet the rules still require the bank to deduct the entire value of the CEIO from capital 
AND hold capital equal to k-irb.  The transaction is designed only to enhance liquidity, 
not to transfer risk, so little or no capital relief should be realized.  However, the 
transaction should not increase required capital either.   
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Many types of securitizations have this structure at some point in their lifecycle.  Such 
transactions enhance the bank’s portfolio liquidity and are economically valuable despite 
the retention of the credit risk.  The currently proposed capital rules significantly increase 
required capital for transactions structured in this manner compared to the capital 
required for retaining the loans on its books – even though there is no increase in risk.  In 
fact, it is arguably the case that the increased liquidity reduces risk. 
 
We do recognize that residual interests are subject to value losses from factors beyond 
credit risk.  For instance, prepayments may warrant a write down in residual value.  We 
do not believe that this is a reason to increase capital, since the same factors affect the 
valuation of other bank assets, which do not incur an extra capital charge.  We believe it 
is inappropriate to single out these assets for harsher treatment. 
 
The uneven treatment of the capital rules is demonstrated by considering what would 
happen over time if the bank initially sold only a few of the bonds, and later sold more.  
In this case, we begin with the loans on the balance sheet and a required capital charge of 
$28,000 (k-irb).  When the securitization is created and only the AA bonds are sold, the 
capital requirement would jump to $54,214 (plus the deduction of the gain, which equals 
the amount added to capital).  If additional bonds were sold, the deduction of additional 
gains would offset the corresponding increases in capital, but the portion of the CEIO that 
was not a gain would go away, and the remaining capital requirement would come back 
to the $28,000 level (i.e., k-irb).  This reduction occurs with no reduction in risk; the 
factors that can reduce the value of the residual are the same whether or not the gain has 
been realized.  (The latter two figures would be reduced by the difference between k-irb 
and the RBA capital amount if the former were higher.)  We do not take issue with the 
requirement to hold dollar-for-dollar capital against the unrated CEIO, but we do believe 
it should count toward the maximum capital charge. 
 
Some regulators may be concerned that banks can use overly optimistic assessments of 
future margin income when valuing their residuals.  Subtracting only the gain-on-sale 
rather than the entire residual would protect against this behavior.  Consider the example 
again.  Suppose that the bank valued the residual at $60,000 rather than $30,000.  The 
trust interests would be adjusted to 100/106.  As long as few bonds are sold, the bank 
continues to hold k-irb in capital for the interests it owns and to deduct only the small 
gain it realized on the sold position.  The overly optimistic valuation need not be 
deducted, since it has not increased the bank’s capital.  If, however, most of the bonds 
were sold, the bank would still hold k-irb for the credit risk in its retained loans and 
deduct the larger gain-on-sale it realized when it sold the bonds. 
 
Finally, we do not understand the rationale for assigning all non-credit-enhancing I/O 
strips a 100% risk weight instead of using the ratings-based approach based on their 
actual or implied rating. It would seem more consistent if these cash flows were assigned 
the same capital as if they were bundled with principal in one security.  As a practical 
matter, the rule as written will simply induce firms to bundle interest with other securities 
to get an appropriate charge. 
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VIII. Operational Risk Questions 
 
A. NPR Operational Risk Questions for Formal Comment 
 

1. Question 19:   
The agencies solicit comment on all aspects of the proposed treatment of 
operational loss and, in particular, on (i) the appropriateness of the proposed 
definition of operational loss (ii) whether the agencies should define 
operational loss in terms of the effect an operational loss event has on bank's 
regulatory capital or should consider a broader definition based on economic 
capital concepts; and (iii) how the agencies should address the potential 
double-counting issue for premises and other fixed assets. (Proposed 
definition of operational loss encompasses events that result in loss and are 
associated with internal fraud; external fraud; employment practices and 
workplace safety; clients, products, and business practices; damage to 
physical assets; business disruption and system failures; or execution, 
delivery, and process management.) 

 

NPR Definition: 
 
Wachovia supports the definition proposed in the NPR.  
 
Expanded Definition: 
 
We do not believe the definition should be expanded to include economic capital 
concepts. We believe the incremental amount of losses attributed to economic impacts 
does not significantly impact the AMA capital charge. While loss events can periodically 
have an economic impact beyond the GAAP accounting treatment, data collection is 
burdensome because record keeping systems are not designed to centrally capture this 
information. This may represent a “best practice” for management information purposes 
but should not be a requirement for regulatory capital purposes. Accordingly, Wachovia 
urges the regulatory agencies not to broaden the definition beyond the current scope of 
GAAP losses recognized in the current annual accounting period financial statements. 
 
Premises and Fixed Assets: 
 
Wachovia agrees that the regulations need to be changed to avoid double counting of 
capital required for premises and fixed assets. It appears the NPR is suggesting that, 
while economic capital concepts may not be needed in the definition of an operational 
loss on an overall basis (as quoted above), there may be a need to account for losses 
based on replacement cost (as opposed to book accounting cost) for premises and other 
fixed assets. It references the fact that some banks are currently using replacement cost in 
their economic capital analysis. Similar to the discussion on economic impacts above, we 
do not believe impairments to fixed assets should be treated on a replacement cost basis 
as this is inconsistent with GAAP accounting and not supported by internal accounting 
processes. Wachovia supports the use of the risk category “damage to physical assets” in 
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operational risk models to determine the amount of capital required for premises and 
fixed assets as opposed to the risk weighted asset approach now proposed. 
 
 
 
 

2. Question 60:   
 The agencies are interested in commenters’ views on other business lines or 

event types in which highly predictable, routine losses have been observed. 
 
Wachovia recommends the regulatory agencies adopt less restrictive wording in the rule 
to allow for banks with sophisticated risk management systems to present empirical data 
to qualify other types of losses as “highly predictable and routine.” It is Wachovia’s 
opinion that external check fraud losses in retail banking are both routine and predictable 
and should be allowed as an offset to expected operational losses (“EOL”).  This category 
of losses has a high frequency, is highly predictable, is forecasted and reserved regularly, 
and is supported by detailed reporting.  With further research, there may be other 
predictable, highly routine loss types that should qualify as an EOL offset. 
 
 
 
B. Comments on Other Issues Identified by Wachovia 
 

1. Overall Operational Risk Issues  
 
Unit of Measure: The NPR introduces and defines the concept of unit of measure as the 
level (for example, organizational unit or operational loss event type) at which the bank’s 
operational risk quantification system generates a separate distribution of potential 
operational losses.  It requires the bank to demonstrate it has not combined business 
activities or operational loss events with different risk profiles within the same loss 
distribution.  
 
A recent study completed by the AMA Group of the Risk Management Association 
confirms that a wide range of practices currently exists among banks subject to the rules. 
No consensus has yet developed on whether models should be “top down” or “bottoms 
up.” Regardless of the particular approach chosen, each bank has expressed a high level 
of confidence in the viability of its methodology. 
 
Wachovia interprets the NPR to essentially preclude the use of top-down approaches due 
to the difficulty of demonstrating that a loss distribution estimated on a firm-wide basis 
does not combine business activities or operational loss events with different risk profiles 
within the same loss distribution. This implies that only bottom-up approaches will be 
allowed. If this is not the agencies’ intent, the NPR language around unit of measure 
should be clarified to remove any ambiguity over the permissible use of either a bottoms-
up or top-down approach. This concern may be shared by the other banks that have 
developed top-down approaches. 
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Establishing a requirement that a bank must demonstrate that it has not combined 
business activities or operational loss events with different risk profiles within the same 
loss distribution is unrealistic. Not only does the limited amount of available data make 
this difficult to achieve at a business line and/or event type level, there has been no 
definition of homogeneity established with respect to risk (i.e., there can be wide 
variation in risk profiles within individual business lines and/or types of events). We 
think the agencies should allow banks to utilize units of measure that make efficient use 
of the available data for the development of useful and defensible estimates of loss 
distribution and capital. 
 
Requiring a “bottoms-up” approach at this early stage of industry maturity, in which both 
data availability and model development are in early stages, establishes a standard that is 
beyond practical application. Wachovia does not think it prudent to contradict the spirit 
of the Advanced Measurement Approach, which was meant to allow flexibility for banks 
to develop models most reflective of their operational risk.   
 
There needs to be sufficient latitude as the industry (and especially an individual 
institution) progresses along the requisite maturity curve. Institutions should be permitted 
to progress to increased levels of granularity/homogeneity (i.e., move from top-down to 
bottom-up approaches) as they believe this progression can be supported by the 
underlying data -- the desire to generate distributions at homogeneous levels involves one 
or more trade-offs.  As data are disaggregated in the pursuit of homogeneity, less and less 
data become available to estimate or generate the actual, unique distributions, as well as 
to make “internal estimates of dependence among operational losses within and across 
business lines and operational loss event types.” 
 
Wachovia believes that in the long run bottom-up approaches may be an appropriate 
industry aspiration or “best practice,” as the increased granularity in modeling may lead 
to more risk sensitive capital calculations. Currently, however, we do not believe this 
should be a requirement for AMA approval. 
 
 
Operational Loss Dependence: Wachovia agrees there should be some measure of 
dependence, where appropriate, that is incorporated and documented into either 
“bottoms-up’” or “top-down” capital models; certain operational losses may be related 
across operational event types and business lines.  
 
However, the current statistical techniques / approaches for how to determine dependence 
across operational risks are in the early stages of development. Also, it will require many 
years of loss data collection before sufficient data will exist to perform statistical tests of 
dependence based on empirical data. Until that time, dependence assumptions will be 
based primarily on management judgment. In addition, capital calculations under the two 
dependency extremes (i.e. zero correlation and 100% correlation) can significantly 
impact capital estimates. Due to the wide variation in capital results that dependence 
assumptions can cause and the heterogeneous characteristics of operational risk, we do 
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not agree with the standard that exposure estimates across units of measure should be 
summed if the proposed requirements around dependence assumptions are not met.  
 
To address the agencies’ concerns, Wachovia believes a more reasonable upper bound 
should be placed on dependence assumptions until sufficient data exists to support 
statistical tests of dependence 
 
The draft rule states a bank must demonstrate that its process of estimating dependency 
meets several criteria. But the wording is ambiguous so that the requirement could be 
construed to require statistical proof (which is a high and impractical general standard at 
this juncture), or conversely, it could mean simple business judgment. For the latter, there 
is no explanation regarding the line of reasoning or the types of information the agencies 
would require to support these judgments. 
 
To demonstrate that its process for estimating dependency meets the criteria, the bank 
should be allowed to use empirical evidence that can be made available at reasonable 
cost, whether it is statistical or anecdotal. Then the demonstration should be either based 
on established statistical techniques or on clear logical argument regarding the presence 
or absence of relationships between the causes of different risks and losses, or regarding 
the similarity of circumstance between the bank and a peer group for which acceptable 
estimates of dependency are available.  
 
If no demonstration is forthcoming, then a conservative assumption of positive 
dependence is warranted, but not an assumption of perfect positive dependence. An 
appropriate assumption should be based upon a conservative statistical analysis of 
industry data.  
 
For a bank that cannot demonstrate anything about independence, it seems excessively 
conservative to require the bank to sum operational risk exposures since it is very 
unlikely that loss distributions across all units of measure are perfectly and positively 
dependent.  
 
Finally Wachovia does not believe that “… top-down approaches inherently mask 
dependence and, under many circumstances, assume statistical independence across 
business lines and event types.”  There is no inherent reason why a top-down approach 
has to mask dependence or assume statistical independence. 
 
Expected Operational Loss (EOL): Wachovia supports the position of the NPR in 
allowing an offset to capital for expected operational losses. This is consistent with our 
internal economic capital principles which have been followed over the past 5 years.  
 
However, Wachovia is concerned that the rules as presented will preclude: 1) the use of 
EOL offsets comprised of accounting reserves for specific legal cases or for a class of 
legal cases; and 2) the use of budgeted or forecasted losses as an EOL offset.   
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Legal reserves are a highly sensitive and confidential matter for Wachovia. Such reserves 
could at any point in time represent a substantial portion of the total reserves Wachovia 
has for operational losses and should be eligible for use as an offset.  
 
Also, the amount of anticipated operational losses factored into the bank’s annual 
financial plan should be eligible for use as an offset. As budgets and financial forecasts 
are created and maintained, amounts are entered and updated for certain predictable and 
recurring types of operational losses.  
 
These amounts should be eligible for use an as offset to EOL. Wachovia urges the 
agencies to clarify the rules to allow the use of legal reserves and budgets/forecasts 
as EOL offsets to operational losses over a one-year time horizon. 
 
 
IX. Public Disclosure & Regulatory Reporting Questions for Formal Comment  
 
 
A. NPR Disclosure Questions 
 

1. Question 61:   
 The agencies seek commenters’ views on all of the elements proposed to be 

captured through the public disclosure requirements. In particular, the 
agencies seek comment on the extent to which the proposed disclosures 
balance providing market participants with sufficient information to 
appropriately assess the capital strength of individual institutions, fostering 
comparability from bank to bank, and reducing burden on the banks that are 
reporting the information. 

 
We agree with the agencies that the Basel II Accord warrants a certain level of public and 
private disclosure and thoroughly support the regulators in their approach of allowing 
banks flexibility as to where that disclosure takes place.   
While we support the concept of disclosures that will assist the regulators in their 
supervision and provide the market place an adequate amount of data, we believe the 
volume and content of the proposed templates will go well beyond meeting these goals.  
Unfortunately, left as is, the Pillar III tables will contain a great amount of information 
that will not be comparable not only across U.S. banking organizations but also with our 
international counterparts.  For example, by publishing any information on ELGD and 
LGD, which is a U.S. only concept, the market place will not have the ability to compare 
U.S. to international Pillar III reports.   
 
We also believe that table 11.5, which requires the reporting of back testing information, 
will not be well understood by or useful to the market place; we continue to believe that 
Pillar II would be a much more appropriate vehicle for regulators to meet this conceptual 
need.  We request that the Pillar III tables and the public reporting templates be scaled 
back to meet the need of investors.  We believe this will help ensure the banking industry 
is not subject to market place confusion and potential disruption. 
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We strongly oppose the look-back concept mentioned in this NPR. While we understand 
the desire for look-back data, we are unsure that the regulators’ desired objectives would 
be achieved, as the data would be very summarized. Given their limited value and 
burdensome compilation requirements, the look-back data is not worth the cost. Rather, 
we recommend the regulators use the Pillar II process and consult with the industry to 
identify a better way to understand credit migration. 
 
We support the public versus private split of the reporting templates but request a longer 
period before requiring public disclosure of Schedules A and B. In particular we believe 
the information contained in Schedule B should be phased in during the transition periods 
after the regulators and the industry have gained experience and increased confidence in 
Basel II and are comfortable with consistent treatment across institutions. 
 
We also believe that additional filing time is needed and appropriate for the information 
to be publicly disclosed pursuant to the Pillar III tables.  The 30-day reporting cycle is 
filled with the current regulatory burden. Adding the detailed disclosures requested in 
Pillar III would be burdensome and inefficient for banks.  Accordingly we propose a 60-
day reporting period deadline as this would better allow banks to utilize existing staff for 
preparation. 
 
The comments above encompass our general response to the Pillar III reporting and 
public disclosure requirements.  Please reference The Clearing House Association’s 
comment letter regarding Pillar III for detailed responses on individual line items of the 
reporting schedules and tables. 
 
 

2. Question 62:   
 Comments on regulatory reporting issues may be submitted in response to 

this NPR as well as through the regulatory reporting request for comment 
noted above. 

Reporting Template NPR Q 1:  The agencies seek comment from the industry 
concerning the feasibility of collecting certain additional information beyond that 
described in this proposal.  What aggregate summary information might banks 
submit that best describes or characterizes period-to-period migration across 
internal rating grades or retail segments?  If such information were required, are 
there particular formats or other considerations that would reduce the reporting 
burden for banks? 
 
 
While we understand the agencies' desire to help identify causes of the changes in credit 
risk regulatory capital requirements, we do not believe the “lookback” portfolio approach 
described in question 1 is an acceptable solution.  Not only would the reporting process 
be overly burdensome and costly, we do not believe that reporting previous risk 
parameters provides any additional insight. On specific disclosures, we believe the 
market will have difficulty understanding and using information about the comparison of 
expected losses to actual losses--many factors can change over the course of a 12-month 
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period.  Explanation of the changes can be cumbersome and difficult to summarize in a 
reporting document. 
 
 
Reporting Template NPR Q 2:  The agencies are considering another alternative 
reporting treatment with respect to the wholesale and retail portions of the above 
proposal (Schedules C-R). Would reporting burden be lessened if banks 
submitted data using internally-defined obligor grades or segments, rather than 
aggregating the grades or segments in supervisory reporting bands? 
 
Yes.  We strongly support the proposal of allowing banks to submit data using internally-
defined obligor grades or segments, given the operational ease of this approach. 
 
 
 
Reporting Template NPR Q 3:  The agencies request comment on the appropriate-
ness of making the data items on Schedules A and B and data items 1 through 7 
of the operational risk reporting schedule (Schedule V) available to the public for 
each reporting entity for data collected during periods subsequent to its parallel 
run reporting periods as currently proposed. Comments are requested on the 
extent to which banks are already providing these data to the public or are 
planning to make such data public as well as the timing of these disclosures. In 
addition, comments are requested on the perceived risks associated with public 
reporting of these data items. 
 
Please see our response to regulatory reporting template question # 1. 
 
 
 
Reporting Template NPR Q 4:  What changes in the proposed regulatory reporting 
requirements for the Advanced Capital Adequacy Framework, including additional 
data or definitions, would better assist the agencies in reaching their stated 
goals? In this regard, the agencies also seek input on possible alternative ways to 
capture the requested information and the appropriateness of the requested data 
given the stated purposes of the information collections and the associated 
reporting burden. 
 
Wachovia supports the method by which the regulators are allowing the reporting to be 
delivered.  However, we request further guidance on some of the requests.  Specifically, 
more detailed guidance on the Pillar III reporting will lend itself to more consistent 
reporting across institutions. 
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Index of Agencies’ Questions Appearing in the NPR 

 
For the convenience of the Agencies’ staff, the following is an index showing the 
location in Wachovia’s detailed Appendix of the Agencies’ 62 Questions, certain other 
enumerated Questions and Wachovia’s response(s).  
 
Q 1....................................................... 27 
Q 2....................................................... 43 
Q 3......................................................... 5 
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Q 5......................................................... 5 
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Q 7......................................................... 9 
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Q 8B .................................................... 10 
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