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Washi ngt on Mutual respectfully subnits the follow ng conments on a proposal for
a New Basel Capital Accord, as issued by the Basel Committee on Banking

Supervi sion on 16 January 2001. Washington Miutual is one of the |argest
financial institutions in the United States, and has a significant portfolio of
retail financial products. It is the largest savings institution in the United
States and, is the nation's largest single famly home | ender on a pro form
basis, giving effect to its acquisition of Fleet Mrtgage Conpany. As of March
31, 2001, Washington Mutual’'s total assets were approxi mately US$ 220 billion

Al t hough Washi ngton Mutual does not have significant international activities,

t he proposed risk-based capital nethodology is likely to affect the cost of

busi ness of retail financial institutions generally in the United States, due to
t he probabl e adoption of conforming national regulations. Therefore, we think
it is inportant to conmment on some aspects of the proposed New Capital Accord
and probabl e resultant changes in risk-based regulatory capital requirenents for
retail financial institutions in the United States.

Washi ngt on Mutual recogni zes the significant progress which the Basel Conmmittee
on Bank Supervi sion has achi eved by segnmenting banks and separating different
types of risks in the New Basel Capital Accord. Most inmportantly, with the
internal ratings based (IRB) approaches, the Basel Committee has begun the
process of |inking the neasure of regulatory capital to true underlying economc
risk. The proposed New Accord represents a good begi nning but, as with any new
nmet hodol ogy, still has nmany flaws and inconsistencies. W |look forward to co-
operating with the Basel Comittee on Bank Supervision as the risk neasurenent
nmet hodol ogi es are refined and enhanced to tie nore effectively to the neasure of
econom ¢ risk - expected | osses.

This letter sunmarizes the issues that would have an i medi ate effect on the
regul atory capital of retail financial institutions, and particularly nortgage
I enders, in the United States. These issues include incentives for better risk
measurenent, the absolute level of total capital, the appropriate tine horizon
for nmeasuring expected |losses for certain retail products, treatnent of
operational risk capital, and asset securitization. W are conducting a

t horough study of these issues and plan to provide nore specific anal ysis and
recomendati ons by the Novenber deadl i ne.

Di si ncentives for Use of Advanced | RB Approaches

Washi ngt on Mutual supports the Committee’s efforts to provide incentives for
better risk managenent and capital neasurenent. W believe, however, that the
incentives in the current proposal are inadequate to achieve the objective of
encouraging financial institutions to use the Foundati on or Advanced | RB
approaches. It is currently inpossible to determ ne whether these IRB
approaches would correctly neasure credit risk for retail financial products,



because the description of capital requirenments for retail products in the
current version is a nmere outline of methodol ogy that is too vague and tentative
for concrete analysis. The current version could have the unintended
consequence of increasing capital requirenents for retail products to levels
significantly in excess of underlying economc risk

The qualification requirenments for the | RB approaches in the current proposa
are too formulaic. There is a significant likelihood that individual banks may
nmeasure risks in a manner that is truly consistent with best practices, yet fai
to qualify under the currently proposed requirenents. NMdre |ibera
qualification rules for the I RB approaches woul d encourage the devel opnent of
better risk measurenment nethodol ogi es.

The proposed requirenment that capital under the Advanced approach be no | ess
than 90% of the capital under the Foundati on approach woul d be
counterproductive. This requirement would elininate nost of the incentive for a
bank to progress fromthe Foundati on approach to the Advanced approach. This
[imtation on the ultimate benefits al so may deter some banks from even

begi nning the process of noving up fromthe Standardi zed approach. For exanpl e,
nothing in the current proposal would provide an incentive for a bank with a
concentration of |ow probability of default (PD) products, such as Washi ngton
Mutual s residential nortgage |oans, to nmove up fromthe Standardi zed approach

Total Capital Level

Washi ngt on Mutual recogni zes the inportance of devel oping nore risk-sensitive
nmeasures with regard to determ ning the appropriate risk-based | evel of overal
capital. Banks with sophisticated systems and procedures for risk neasuremnent
shoul d be encouraged to qualify for the Advanced approach. The only neani ngfu
incentive to go through this qualification process would be a resultant | ower
capital requirenent. It is not clear at this point, however, that the Advanced
approach would result in less credit and operational risk capital than the
current approach for any institution. The previously noted vague and tentative
description of capital requirenents for retail products precludes retai
financial institutions, in particular, fromdiscerning any incentive for use of
an | RB appr oach.

One Year Hori zon

The Conmittee recommends using a one-year horizon for the PD assessnment for al
entities and all categories of assets. W understand that a unified approach
has its benefits, but risk for certain retail products would be better assessed
over a longer time horizon. Wth regard to single-famly residential nortgages,
a nore appropriate horizon would be at | east three years, and a five-year

hori zon woul d provide still nore reliable data. This longer tinmeframe nore
accurately reflects the | agging update of credit scores (FICO and | onger

wor kout periods generally required for such credits. Washington Mitual is in

t he process of conducting a thorough study on the significance of different tine
hori zons for PD and econom c capital for such nortgages.

Poi nt-i n-Ti ne Versus Through-the-Cycle PDs

A maj or problemw th the one-year-PD based approach is its short-term
sensitivity to econonic cycles. The average probability of default within the
portfolio follows the economic cycle. |If the econony is stable and the expected
PDs are |ow, the bank would conpute | ess economic capital than it would during
an economi ¢ downturn. During an econonic downturn, the credit quality of the



portfolio would deteriorate, thus driving average PD and econonmic capital |evels
up. Therefore, just at the time when a bank woul d need capital resources to

mai ntai n sustainability, market conditions would be such that it would be too
expensive to raise additional capital. A nore appropriate process, for purposes
of econonmic capital estimation (but not necessarily for purposes of pricing),
woul d be to use PD estimates that are nore cycle-neutral, thus preserving a
certain stability in econonmic capital estimates over the cycle.

Operational Risk Capital

Washi ngt on Mutual understands that the approach to operational risk assessnent
requires additional studies and calibration. But none of the three proposed
stages deliver consistent and convincing nmet hods of risk assessment. The Basic
I ndi cat or approach takes into account gross income. Although this approach
reflects an intuitive relationship between risk and return, it does not address
the fundanental risk feature—uncertainty (i.e., the approach does not involve
estimating the shape of the tail of a loss distribution). Neither the Basic

I ndi cat or approach nor the Standardi zed approach woul d provide incentives for a
bank to manage and nmitigate operational risk. Regardless of the degree of risk
mtigation a bank night engage in, the bank’s regulatory capital |evel would be
determ ned by the betas assigned by the regul ators.

The Internal Measurenment approach relies on the construction of an interna
operational |oss-events database. Mst operational |osses related to the retai
products involve snall |oss given defaults (LGDs) and high probabilities of
occurrence. These events should be categorized as expected | osses — (EL) - and
covered by profit cushions built into pricing rather than by a capital charge.
The true | owfrequency, high-severity catastrophic events, which represent a
nortal threat to a bank, and therefore should be covered by capital, generally
are not applicable to these databases. That is, since such high-severity events
woul d have caused the near-collapse of the bank, there would be few or no
observations of such events within the database. Furthernore, there is no

evi dence of correlation between the two classes of events. Therefore, we

concl ude that nmaintaining a database of high-frequency, |owseverity |oss
events, while inportant for risk nanagenent and pricing purposes, does not
provide a naterial basis for an operational risk capital charge. Finally, |ike
the Basic | ndicator and Standardi zed approaches, the Internal Measurenent
approach should properly take into account insurance and other risk mitigation
t echni ques.

Anot her problemis that the current definition of operational risk includes
indirect losses. Under the current proposal, a large portion of operationa
risk capital actually would be covered by credit risk capital. Ri sk managers
generally cannot narrowly identify the reason for a retail borrower’s default
according to the classification systemused in statistical nodels. For exanple,
is a loan default caused by the borrower’s true credit quality, by fraud,

i nefficient underwiting policy, or a deficient information technol ogy systenf
Many possibilities that night be characterized as “operational events” should
affect a bank’s PD estimates (and, thus, its credit risk capital). Therefore,
credit capital would properly cover at |east a portion of operational risks.
Assi gning additional capital for operational risk would double count these risks
of “indirect |osses”.

Asset Securitization

Washi ngt on Mutual endorses the Committee’s approach for risk-weighting assets-
backed securities (ABS) based on the external credit rating of the



securitization tranche. WAMJ has been using this approach and has found it to
reasonably reflect the underlying risk of ABS. However, the proposed |IRB
treatment of securitizations within the New Accord requires the ABS origi nator
and | oan servicer to deduct the full anopunt of the credit enhancement from

capital. The proposed I RB approach results in higher capital charges for the
ABS than the charges that would be applied to the asset pool before the
securitization. |In effect, the proposal creates a disincentive to securitize

even when there are sound busi ness reasons for doing so. The follow ng table
shows capital calculated for ABS positions held by Washi ngt on nutual according
to a) the internal Washi ngton Mutual approach to econonic capital neasurenent,
b) the current RBC approach, and c) the proposed | RB approach:

Appr oach RBC/ ABS Bal ance
I nternal WAMU 2.58%
Current RBC 3.14%
Advanced | RB 15.21%

The ratios in the table are expressed as percentages of the underlying asset
pool. Under the new proposals there is also an inconsistency in applying the
external rating approach to different classes of assets. Under the Standardi zed
approach, the risk weight for a BB-rated corporate security is 100% but an
asset - backed security with the sane rating receives a 150%risk weight.

W | ook forward to providing ongoing comments to the Basel Conmittee directly or
through US regul ators. Thank you for considering the view of Washi ngton Mt ual
on these inportant issues. |If you have any questions or conments, please do not
hesitate to contact Sasha Kipkal ov <pl exander. ki pkal ov@vanu. net» at (206) 490-
3724 or Brad Anderson <brad.anderson@wamnu. net> at (206) 461-3802.

Si ncerely,

Brad Ander son
Seni or Vice President
Cor por at e Pl anni ng
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