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Introduction

First of all, we wish to thank the Basel Committee for the time and effort it has devoted to
finalizing the New Capital Accord. We also wish to express our gratitude for the opportunities
given for dialogue between the supervisory authorities and the banking industry to date.

We strongly support the primary goal of the New Accord, which calls for identifying the
risks held by banks accurately, maintaining banks’ incentives to enhance their risk
management capabilities and assuring stability of the overall financial system. Our sincere
hope is that the New Capital Accord will respect and approach the risk management practices
that are executed based on their independent internal models.

Our stance this time concerning the Third Consultative Paper (CP3) is that further
revisions are necessary before debate on finalizing and implementing new rules get underway
in earnest. This is believed to be the case because of the abovementioned primary goal of the
New Accord. We sincerely hope that the Basel Committee gives ample consideration to these
opinions and reflects them in the final rules.

We are convinced that close dialogue between the supervisory authorities and banks is the
key to successful implementation of the New Accord. Risk management is constantly
evolving and our hope is that priority will continue to be given to dialogue with the banking
industry. It is also our hope that the contents of the Accord continue to be rational and

practical, and not diverge from actual practice.

1. Pillar 1 : Minimum Capital Requirement

Most of our comments concern Pillar 1, and support our conclusion that further
adjustments to the calculation standards for minimum capital requirements are essential.

The following is considered to be the most important among our comments concerning
Pillar 1.

(1) Expanding the scope of recognition for credit risk mitigation

There is considerable concern that excessively conservative limitations on the effect of

credit risk mitigation will distort bank practices.

» It is understood that the Foundation Internal Ratings-Based Approach (FIRB) is a



kind of transitional approach for the Advanced Internal Ratings-Based Approach
(AIRB) and operational requirements for eligible guarantors under FIRB should be
consistent with those under AIRB, not with those under the standardized approach.
(detailed comment No.8)

( 2) Simplification/flexible application of minimum requirements for the IRB approach
(Section H).

Overall, the requirements stated in section H are excessively prescriptive. For this
reason, the minimum requirements will become a major hurdle for banks when

considering implementing the New Accord.

The cost of developing computer systems and altering operational procedures as
required will be enormous, but there are still concerns that these investments will not
necessarily lead to the more sophisticated risk management practices that are the aim of
the New Accord. One reason for this is the fact that the broadly prescriptive requirements
are not necessarily consistent with the directions banks are taking to increase
sophistication of their internal control systems, or with the economic environments and

commercial practices of individual countries.

In light of the diversity of banks' internal control systems and the economic
environments and commercial practices of individual countries, further simplification and
more flexible interpretation of the requirements should be instituted to literally keep the

requirements to a “minimum.”

» Excessive conservatism in assigning ratings and estimating PD/LGD/EAD has a
substantial impact on banks’ practices because it imposes the significant burden of
redundant management on banks. This is also excessive in view of Pillar 2 and must
be altered. (No.12)

» The approaches taken regarding regulatory capital and banks' economic capital are
fundamentally different, so strict application of the USE TEST leads to concern

about major inconsistencies. (No.14)

» With regards to the application of AIRB, the minimum holding periods of seven
years for LGD/EAD data and five years for PD data are clearly excessive in light of
the amount of time remaining until implementation of the New Accord. Furthermore,
a substantial transitional period is essential along with a relaxation of the minimum

requirements.  (No.17)

(3) Adjustments to supervisory parameters for FIRB

Even though QIS3 may have resulted in reasonable levels "overall," there are areas
where the results do not necessarily seem reasonable when one focuses on individual

portfolios and comparisons between different measurement methodologies. The New



Accord has greater risk sensitivity than the Current Accord, and there is concern that a
minor imbalance in the calculation standards for regulatory capital may cause distortions

in the capital requirement, with serious repercussions for actual banking operations.
> Supervisory LGD of 45% for bank exposures under FIRB should be reduced (No.7)

> Credit conversion factor for commitment of 75% under FIRB should be reduced
(No.9)

» Credit conversion factor for eligible liquidity facilities under the FIRB securitization
framework should be lowered (No.27)

(4) Operational risk related issues

» With regard to operational risk loss events in relation to credit risk, the question of
whether to calculate the capital requirement as credit risk or as operational risk
should be left to the discretion of each bank. (No.29)

» More flexible interpretations should be allowed for the qualifying criteria with
regards to handling insurances as operational risk mitigation measures. It should be
possible to evaluate insurance policies that possess a strong certainty of continuation
as having a residual term in excess of one year irrespective of their contracted period.
We also request that minimum notice periods for cancellation and non-renewal of the
policy be excluded from the insurance eligibility requirements because, for example,
there are insurance policies that are impossible to cancel without agreement of both
parties. (No.31)

2. Pillar 2: Supervisory Review Process (No.33)

Elimination of excessive conservatism from Pillar 1 should be carried out. Based on the
assumption that this request is actually accepted, we understand that there are cases where
additional capital would be required under Pillar 2 to maintain a certain level of conservatism.
The current Pillar 1 is no longer a "minimum capital requirement" because excessive
conservatism is required in every quarter of Pillar 1 and this would cumulatively lead to an
unreasonable increase in overall regulatory capital. Therefore, we cannot accept greater
capital requirements under the treatment currently required in Pillar 2.

In addition, standards and measures for additional capital requirements under Pillar 2 have
not been verified for their adequacy under QIS3 and no clear industry standards have been
formulated as of yet. There is growing concern that, if the drafted measures in Pillar 2 are
applied in a mechanical manner, the supervisory authorities may at their discretion demand
increases in capital requirement to the extent that sophisticated calculations under Pillar 1 are
rendered invalid.

Consequently, for a certain transition period following implementation of the New Accord,

supervisory reviews under Pillar 2 should be applied in a limited scope, and additional capital



requirements not be forced on banks without bilateral agreement. The creation of prescriptive
rules pertaining to Pillar 2 will not lead to a resolution; rather continued dialogue between the
supervisory authorities and banking industry will lead to the reasonable and smooth formation
of a consensus. Along with devoting effort to gaining a consensus among national supervisors,
continual study and dialog aimed at establishing a grand framework pertaining to the

operation of Pillar 2 is requested.

3. Pillar 3: Market Discipline (No.36)

The effort that has gone into simplifying some parts of the disclosures indicated in Pillar 3
to a necessary yet adequate level is greatly appreciated. However, there are still many
disclosure items that are excessively prescriptive or vaguely defined, so further simplification
should be implemented.

There is a danger that interested parties such as financial institutions and investors may be
seriously misled by the requirement for excessively prescriptive information disclosures
across-the-board. This is particularly true presently as it is impossible to foretell how
information disclosures conducted in line with the content of this document will work out
overall. In the initial stages of the implementation of the New Accord, financial institutions
should be shown the grand framework then given the leeway to make their own stipulations
concerning disclosure matters that go beyond that in light of their own internal management
systems. An approach should be taken in which disclosure levels are expanded in line with
confirming the steady implementation of the New Accord. This should also be effective in

ensuring consistency with the work that is currently underway at the International Accounting
Standards Board (IASB).

4 . Detailed Comments

Please refer to the materials annexed to this paper.



[Detailed Comments)

(Annex)

(Note) Level of Importance : © =Extremely important, O =Important

[Pillar 1 : Minimum Capital Requirement]

Level of

Importance

No.

Headline for Detailed Comment

Relevant Paragraph

I. CreditRisk

— Standardised Approach (B. The standardised approach — Credit risk mitigation)

1 | Easing eligible financial collateral conditions for mutual funds | 116

2 | Treating credit risk mitigation effects in the case of credit | 162(a)
derivatives

3 | Ensuring consistency in the treatment of operational | 162(c)
requirement for credit derivatives

4 | Treating credit protection conditional on losses above a | 167,83
material threshold amount

5 | Revising excessively conservative conditions (basket credit | 176-179,674

derivatives)

II. Credit Risk

— IRB Approach (B. Mechanics of the IRB Approach)

O

6

Flexible treatment of phased roll-out and partial use for smooth

implementation

226-229

M. Credit Risk

— IRB Approach (C. Rules for Corporate, Sovereign, and Bank Exposures)

should be reduced

© 7 | Lowering the supervisory LGD (45%) for the FIRB approach | 256-257,QIS3
in the case of bank exposure

© 8 | Eligible guarantors under FIRB should not be referred to the | 271,160-171,445-446
treatment under the standardized approach but should be
consistent with those under AIRB

© 9 | Credit conversion factor of 75% for commitment under FIRB | 281,55-59

IV. Credit Risk

— IRB Approach (H. Minimum requirements for IRB approach)

long-term retail exposure

10 | Revision of the description for treating guarantees of corporate | 341 (3rd bullet)
purchased receivables
O 11 | Deleting the obligation for FIRB banks to have | 358,360
transaction-specific rating systems
© 12 | Avoiding excessive conservatism in estimating PD, LGD, and | 376-378,396-399,
EAD and in assigning internal ratings 413,430,437
O 13 | Easing operational requirements of the rating system for retail | 389
exposure
© 14 | Easing “use test” requirements 406
15 | Easing requirements pertaining to re-ageing, etc. 420
16 | Revising PD estimate values according to seasoning effects in | 429




Level of | No. Headline for Detailed Comment Relevant Paragraph
Importance
© 17 | Relaxing minimum data requirements for PD/LGD/EAD | 434,440,233,234
estimation and application of transitional measures when
implementing the New Accord
18 | Recognizing double default effects 444
O 19 | Easing monitoring requirements for purchased receivables 458
20 | Easing collateral management requirements for eligible | 473
CRE/RRE
O 21 | Deleting items imposing excessive operational requirements | 474
for FIRB banks to recognize financial receivables
O 22 | Eliminating excessive complexity of requirements for credit | 480,482
risk mitigation where receivables are pledged as collateral
O 23 | Deleting excessive requirements concerning receivables used | 481
as collateral
O 24 | Easing eligibility requirements for other physical collateral 485
V. Credit Risk — Securitization Framework
25 | Private ratings should be permitted under the Rating Based | 525
Approach (RBA)
26 | Lowering risk weights for securitization exposure 581,589
O 27 | CCF for eligible liquidity facilities under the IRB securitization | 600-603
framework should be lowered
VI. Operational Risk
28 | Incentive for TSA 615-625
© 29 | Treating operational risk loss events in relation to credit risk 633 (5th bullet)
30 | Treating back-testing using external data 636 (4th bullet)
O 31 | Eligibility requirements for insurance 638 (2nd and 3rd

bullets)

VI. Trading Book

32

Treating credit derivatives

669,670,671,675




[Pillar 2: Supervisory Review Process]

Level of | No. Headline for Detailed Comment Relevant Paragraph
Importance
© 33 | Supervisors' approach to additional capital requirements, the | 715,724,682,690
appropriate level of sufficient capital and stress tests
34 | Treating residual risk under Pillar 2 726-728
35 | Supervisory corrective actions 746

[Pillar 3: Market Discipline]

Level of | No. Headline for Detailed Comment Relevant Paragraph
Importance
O 36 | General Remarks 757, Table 6 (e)




[Pillar 1: Minimum Capital Requirement]

I. Credit Risk — Standardised Approach (B. The standardised approach — Credit risk

mitigation)

1. Easing eligible financial collateral conditions for mutual funds (Paragraph 116)

Normally, investments in mutual funds are dispersed over many instruments and the covered
issues frequently change. Under circumstances like this, it is extremely difficult to confirm
whether the mutual funds targeted for investment fulfill the conditions stated in this paragraph.
With regard to the second condition given in (f), namely, that "the UCITS/mutual fund is
limited to investing in the instruments listed in this paragraph," the fund in question should be
treated as eligible financial collateral in cases where its price is published daily and there is a

market where the fund can actually be sold at that price.

2. Treating credit risk mitigation effects in the case of credit derivatives (Paragraph 162(a))

We applaud the Basel proposal that credit risk mitigation (CRM) effects be recognized even
when restructuring is not included in the credit events of credit derivatives as long as the bank
has control over repayment. Even if the bank has no control, we believe CRM should be

allowed with an appropriate discount imposed.

3. Ensuring consistency in the treatment of operational requirement for credit derivatives
(Paragraph 162(c))

The treatment of residual maturity of credit derivatives in paragraph 162(c) and paragraph 174
is inconsistent.

— More specifically, paragraph 174 permits the partial recognition of CRM effects when residual
maturity of credit derivatives is less than that of reference assets.

— On the other hand, paragraph 162(c) states that residual maturity of credit derivatives shall
exceed the sum of the maturity period and grace period for the underlying assets. This is not

consistent with the treatment of paragraph 174.

4. Treating credit protection conditional on losses above a material threshold amount
(Paragraph 167, 83)

Credit default swaps conditional on losses above a certain material threshold amount are
equivalent to the retained first loss position and must be deducted in full from the capital. In a
case where the losses exceed the applicable material threshold amount, and "the loss amount
including applicable material threshold amount is protected," it is not the same as the “retained
first loss position.” We, therefore, would like it clarified that it is possible to apply the same
risk weight as the underlying credit exposure to the material threshold amount.

Paragraph 83 states that "No transaction in which CRM techniques are used should receive a

higher capital requirement than an otherwise identical transaction where such techniques are not




used." Please clarify that this is also valid for Paragraph 167.

Revising excessively conservative conditions (basket credit derivatives) (Paragraph
176-179, 674)

Treatment of first-to-default and second-to-default credit derivatives does not take the
correlation between reference names into consideration at all. It is also excessively conservative
and inconsistent with actual practice. A certain discount should be applied to the capital
requirement.

Making the acquisition of a rating from an external credit assessment institution a prerequisite
for providing credit protection imposes unnecessarily high costs and hinders market
development. A clear statement that permits use of internal ratings, or risk measurement
approaches that are in line with the rating assignment methods used by external credit

assessment institutions should be written.

. Credit Risk — IRB Approach (B. Mechanics of the IRB Approach)

Flexible treatment of phased roll-out and partial use for smooth implementation
(Paragraph 226-229)

When a banking group transfers to a more advanced approach as a whole, phased roll-out
should be permitted for smaller portfolios that are material but insignificant in relation to total
group assets.

—This is essential in order to avoid situations where it becomes impossible for a banking group as
a whole to switch to a more advanced approach owing to smaller portfolios for which adopting
a more advanced approach is prohibitive.

In cases where a group adopts the FIRB approach, group members should be allowed to adopt
partial use of the AIRB approach on an entity basis.

—In cases where an overseas subsidiary is obliged under host country regulations to adopt a more
advanced approach than the overall banking group intends to adopt under home country
regulations, it is necessary to avoid a double regulatory compliance burden imposed both on a
consolidated group basis and under host country regulations

—Under FIRB, permanent partial use of AIRB should be allowed for entities according to their
activity characteristics. For example, the credit risk mitigation measures in leasing activities

are quite different from those assumed under FIRB in terms of recovery methods from leased

property.




Im.

Credit Risk — IRB Approach (C. Rules for Corporate, Sovereign, and Bank Exposures)

7.

Lowering the supervisory LGD (45%) for the FIRB approach in the case of bank
exposure (Paragraph 256 -257, QIS3)

QIS3 results show that capital requirements for bank exposure under the FIRB approach is
increased by 45% on average, which is by far larger than other asset classes and, at the same
time, a similar level to the standardized approach.

Not only does this not assure the appropriate incentive for banks take greater risk-sensitive
approaches, the sharp increase in capital charges pertaining to bank exposure could lead to
unintended damage to liquidity in the inter-bank market.

It is therefore recommended that, under the FIRB approach, a supervisory LGD value be
separately set for each asset class reflecting the LGD level unique to each. (According to the
QIS3 results published by the Basel Committee, the average LGD for bank exposure under
AIRB was 36% and, in view of that, the supervisory LGD for bank exposures should be set at

around 40% to secure appropriate incentive.)

Eligible guarantors under FIRB should not be referred to the treatment under the
standardized approach but should be consistent with those under AIRB (Paragraph
271,160-171,445-446)

As FIRB and AIRB are both based on internal ratings and also subject to basically the same
minimum requirements as the IRB approach, it is understood that FIRB is a sort of transitional
approach towards AIRB that has largely the same concept. In view of this, the requirements for
eligible guarantors under FIRB should be consistent with those under AIRB. This treatment is
also desirable for smooth transition from FIRB to AIRB.

Under the FIRB approach, the CRM effect of guarantees is just limited by adjusting PD, i.e.,
adjustment through LGD is not permitted. On top of this restriction, the far narrower range of
eligible guarantors makes FIRB excessively conservative compared to AIRB.

Also, under the current proposal FIRB banks are to follow largely the same requirements as
those of the standardized approach, and it is necessary to check whether or not a guarantor is
assigned “external” ratings despite the fact that the approach is in fact based on internal ratings.

This is not only burdensome it is also self-contradictory.

Credit conversion factor of 75% for commitment under FIRB should be reduced
(Paragraph 281, 55-59)

QIS3 results show that the increase in the capital requirement for undrawn commitment is, on a
contribution basis, +2.5% under the FIRB approach. This is more than double the +1.1% of the
AIRB approach. Although AIRB banks may be given more favorable treatment than FIRB
banks as a general incentive, this is clearly excessive and the level playing field between banks
that adopt different approaches would be seriously damaged.

The credit conversion factor (CCF) under the standardized approach is set depending on the




v.

residual maturity, while CCF under the FIRB approach is set uniformly. This treatment is
unreasonable with regards to risk sensitivity.

In CP3, CCF for short-term self-liquidating letters of credit according to the internal ratings
approach (IRB) is reduced from 50% to 20%. This has adjusted it to the same level as the
standardized approach (Paragraphs 58, 284). A similar adjustment (e.g. 50% or 20%) should be

made for commitment CCF levels in this case.

Credit Risk — IRB Approach (H. Minimum requirements for IRB approach)

10. Revision of the description for treating guarantees of corporate purchased receivables

(Paragraph 341 (3rd bullet))

The paragraph in question states "(i.e. the risk weights of the uncovered risk components will
be added to the risk weights of the covered risk components)." "Risk assets" should be used

instead of "risk weights" to clarify the meaning.

11. Deleting the obligation for FIRB banks to have transaction-specific rating systems

(Paragraph 358, 360)

This paragraph stipulates that "A qualifying IRB rating system must have two separate and
distinct dimensions," but it is excessive to require FIRB banks that are not allowed to use their
own estimates of LGD to adopt a rating system for transaction specific factors. FIRB banks

should only be required to adopt a rating system for the risk of borrower default

12. Avoiding excessive conservatism in estimating PD, LGD and EAD and in assigning

internal ratings (Paragraph 376-378, 396-399, 413, 430, 437)

The requirements for conservatism in estimating parameters such as PD, LGD, etc. and in
assigning internal ratings under Pillar 1 are excessive and, therefore, simplification (or
otherwise deletion) is strongly requested for some of the requirements. (Please see below for
the details.)

If otherwise, banks would be forced to adopt double standards to estimate parameters and
assign internal ratings, of which one is for regulatory capital purposes while the other is for
such purposes as credit judgment, credit pricing, provisioning, etc. This not only runs counter to
the “use test” required in paragraph 406, but also imposes on banks the significant burden of
redundant management. It is therefore requested that estimation of parameters and assignment
of ratings for regulatory capital purposes be consistent with banks’ internal management
processes.

As for assuring conservatism, banks' internal risk management should be respected in the first
place and be followed by an overall supervisory judgment made under the framework of Pillar
2. There is great concern about the excessive conservatism required in every quarter of Pillar 1

and that this cumulatively would lead to an unreasonable increase in overall regulatory capital.

— The excessive conservatism required in the ratings assignment stage in Paragraphs 376-378




should be corrected.

Paragraphs 396-399 require the implementation of stress testing, but this should be abolished
because it should be carried out within the framework of Pillar 2.

Paragraphs 413 and 437 make it obligatory to add a margin of conservatism to estimates of PD,
LGD and EAD because of the possibility of unpredictable errors. Only “consideration of the
need for an additional margin” should be obligatory. Reasonably conservative estimates should
only be obligatory in cases where data, etc., are actually insufficient.

Paragraphs 430 and 437 state that for exposures of which LGD and EAD are volatile over the
economic cycle, the bank must use estimates that are appropriate for an economic downturn if
those are more conservative than the long-term average. This obligation should be deleted.
LGD and EAD generally fluctuate with the economic cycle, and we would like the long-run

average to always be employed in estimation (Paragraph 409).

13.

Easing operational requirements of the rating system for retail exposure
(Paragraph 389)

This paragraph states that "[a bank] must also review the status of individual borrowers within
each pool as a means of ensuring that exposures continue to be assigned to the correct pool [on
an annual basis]." This requirement is excessive and the second and subsequent sentences of
this paragraph should be deleted.

In managing pools, not only is it pragmatically difficult to review individual material
components (borrowers), but it is also difficult to envisage using the results of a sample survey

for any kind of response.

— At the very least, in cases where pool attributes that do not vary with age are defined and

management of the pool through maturity is a precondition, it should be clarified that it is

unnecessary to review samples regularly.

14.

Easing “use test” requirements (Paragraph 406)

We agree that ratings systems and parameter estimates play an important role in the IRB
approach, and thus should be widely used in internal controls. However, since supervisory
parameters are used mechanically under FIRB, use of the parameters in question in a bank's
internal capital allocation can be seen as running counter to the increasing sophistication of the

bank's own internal controls.

15.

Easing requirements pertaining to re-ageing, etc. (Paragraph 420)

Paragraph 420 states that “(b) the minimum age of a facility before it is eligible for re-ageing,
(c) the delinquency levels of facilities that are eligible for re-ageing, and (d) the maximum
number of re-ageings per facility” must be, at a minimum, included in the re-ageing policy. In
light of the diversity of banking practices in different countries, the statement includes items

that are not essential in some jurisdictions. Therefore, some of the contact lacks meaning and is




inappropriate or excessive. We recommend their deletion or limited use as examples (for

instance by altering the second sentence to "For instance, the re-ageing policy may include...").

16. Revising PD estimate values according to seasoning effects in long-term retail exposure

(Paragraph 429)

We agree that there may be cases of PD estimates where seasoning effects are quite material for
certain long-term retail exposures. However, we would like clarification of the possibility that
downward revisions of PD estimates may occur as well as upward revisions (depending on the

seasoning effects) in such cases.

17. Relaxing minimum data requirements for PD/LGD/EAD estimation and application of

transitional measures when implementing the New Accord
(Paragraph 434, 440, 233, 234)

Paragraphs 434 and 440 determine that corporate, sovereign, and bank LGD and EAD data
must be accumulated over a period of at least 7 years. However, the following 2 modifications
should be made.
— Relax the required period from a minimum of 7 years to a minimum of 5 years. There is no
clear basis for setting the standard at 7 years, and may be considered excessive when the
burden of accumulating data is taken into mind. It should be made 5 years, as is the case with
PD and retail cases.

In addition, an exception should be provided that allows for a data accumulation period of less
than 5 years when the data accumulation period includes the bottom of a recession and
sufficient data for estimation is obtained. The concept of a default-weighted average is adopted
for estimation of LGD/EAD from the point of view of reflecting concentrated defaults during a
recession and deterioration of risk characteristics. Based on this, it is conceivable that
adequately conservative data can be accumulated even in a relatively shorter period of time, if
the period includes an economic recession.
In Paragraph 234 the required period for data accumulation for specific risk components is
relaxed to 2 years at the implementation of the New Accord, and increases one year for each of
the next 3 years in a transitional arrangement. However the scope of application of the
transitional arrangement defined in separate Paragraph 233 appears to be insufficient. Therefore,
the following 2 modifications should be made.
— This transitional arrangement is limited to application to retail for LGD/EAD but it should also
apply to corporate, sovereign and bank LGD/EAD. (Also, the data accumulation period after
completion of the transitional arrangements should be relaxed from 7 years to 5 years as stated
above.) Considering there are only 2 years granted from the finalization of the New Accord
(end of 2003) to the first implementation of the parallel runs (end of 2005), the same
transitional arrangements as those used with retail should be applied for corporate, sovereign

and bank LGD/EAD.




— The application of transitional arrangements for corporate, sovereign and bank PD are limited

to the FIRB approach, but they should be applied to AIRB as well. For the same reasons as
mentioned above, AIRB should be subject to the same transitional arrangements as FIRB for
corporate, sovereign and bank PD data. This arrangement is also appropriate from the point of

view of consistency with retail.

18.

Recognizing double default effects (Paragraph 444)

Although Paragraph 444 provides that the effect of double default may not in any way be
permitted, a certain degree of effect should be allowed.

In June 2003, the US authorities published a research paper on the treatment of this effect, and
we welcome such moves. We hope that this framework will be incorporated into the New

Accord at an early stage following dialog with the banking industry.

19.

Easing monitoring requirements for purchased receivables (Paragraph 458)

Overall, the minimum requirements for eligible purchased receivables are excessive. In
particular, due to practical limits to collecting information from the seller. We recognize the
need for the obligation to verify the quality of the seller’s credit policies and servicer’s
collection policies, but these matters pertain to other companies' control and consideration
should be given to the business practices of individual countries. Minimum requirements should
be simplified or it should be permissible to take into consideration the circumstances in
individual countries (national discretion).

Furthermore, regulations that impose a high hurdle on banks only lead to competitive inequality

between banking and non-banking sectors.

20.

Easing collateral management requirements for eligible CRE/RRE (Paragraph 473)

While this paragraph states that "the bank must take steps to ensure that the property taken as
collateral is adequately insured against damage or deterioration," this portion should be deleted
because frequent revaluations (at least once a year) have already been made obligatory

(included in Paragraph 472) with a view to preventing damage or deterioration from occurring.

21.

Deleting items imposing excessive operational requirements for FIRB banks to recognize
financial receivables (Paragraph 474)

The provision stating that "Eligible financial receivables are claims with an original maturity of
less than or equal to one year" should be deleted. The receivables used as collateral are
extremely numerous and banking computer systems would find it very burdensome to manage

their maturities.




22. Eliminating excessive complexity of requirements for credit risk mitigation where
receivables are pledged as collateral (Paragraph 480, 482)

The criteria for recognizing credit risk mitigation where receivables are pledged (Paragraphs
480 and 482) are excessively complex and the paragraphs in question should be deleted.

— Paragraph 480 requires that the margin between the amount of the exposure (e.g. commercial
bill discounting in Japan) and the value of the receivables must reflect all appropriate factors
including:

< Concentration within the receivables pool pledged by an individual borrower, and

<~ Potential concentration risk within the bank’s total exposures.
While the concentration risk of underlying obligors should be properly checked in banks’
credit risk management processes, this could make the regulatory framework excessively
complex. Moreover, it is quite difficult to precisely quantify and reflect the degree of
concentration to the margin between exposure and collateral in a risk sensitive manner.

— Paragraph 482 requires (in the case of receivables pledged) the correlation risk to be taken into
account when setting margins for a collateral pool where the borrower and the issuers belong
to a common industry. This, however, is an excessive requirement and it is also extremely
difficult to quantify a reasonable margin. As a consequence, removal of this description is

strongly recommended.

23. Deleting excessive requirements concerning receivables used as collateral
(Paragraph 481)

The collateral management examples described here are similar to factoring management
practices and are excessive as requirements for management levels of collateralized receivables.

“This process may include,” and the concrete examples given thereafter should be deleted.

24. Easing the eligibility requirements for other physical collateral (Paragraph 485)

If the same level of management as for DRE/RRE (shown in Paragraph 472) is in place, junior
liens (i.e., ones not limited to first charge) should be allowed for other collateral, also.

In Paragraph 485, it is stated that "The loan agreement must include detailed descriptions of the
collateral plus detailed specifications of the manner and frequency of revaluation." However, it
is excessive to require details such as the manner and frequency of revaluation of collateral to
be stipulated in a particular loan agreement and deletion of this description is strongly
recommended.

The text states that "the appropriate amount of each type of collateral relative to the exposure
amount must be clearly documented in internal credit policies." However, the absolute credit
risk mitigation effect of collateral is not determined by a relative size or coverage of the
collateral compared to the corresponding exposure amount. Furthermore, although clearly
securing a certain level of LTV (loan-to-value) ratio is critical in some transactions like aircraft

finance, it is not reasonable to incorporate such criteria, as a rigid quantitative requirement in




general internal credit policy. Therefore, deletion of this description is imperative.
In light of country-based differences in banking practices regarding collateralization, overly
rigid descriptions should be avoided in the New Accord and certain flexibility should be

allowed as long as appropriate risk management is realized in a particular jurisdiction.

V. Credit Risk — Securitization Framework

25. Private ratings should be permitted under the Rating Based Approach (RBA) (Paragraph
525)

In connection with the ratings that can be used with ratings-based approach (RBA), this
paragraph states that "private ratings" will not qualify. From the investor side, however, while
there are differences depending on whether the rating is published or not, there is no essential
difference in the rating and monitoring process. The investments have been made on this
assumption.

As for existing deals, bearing in mind the current situation where banks have played an
important role as investors in securitised products, there is concern that this uniform treatment
of private ratings may not only have an adverse impact on the future development of the
securitization market, but could also cause unexpected confusion in the market through a
sudden liquidation of positions banks already hold.

Therefore a practical response that reflects the current situation by, for example, allowing the

use of private ratings for existing deals, is necessary.

26. Lowering risk weights for securitization exposures (Paragraph 581, 589)

A comparison of securitization exposures with corporate exposures that hold the same credit
rating reveals that the risk weight difference for below-investment grade ratings (BB+ and
below) is still excessive. Therefore, the risk weights for securitization exposures should be
lowered. Furthermore, there is a similar excessive difference in the risk weights for the portion
equivalent to below-investment grade ratings under the supervisory formula approach (SFA).
These risk weights should also be lowered.
—There are concerns that excessively conservative risk weights may inhibit the originators' active
credit formation functions and the investors' willingness to invest, hindering the healthy and

stable development of the securitization market.

27. CCF for eligible liquidity facilities under the IRB securitization framework should be
lowered (Paragraph 600-603)

With regard to CCF for eligible liquidity facilities under the IRB securitization framework, a
50% CCF should be newly established for cases where the eligible criteria are met.
— An eligible liquidity facility that can only be drawn in the event of a general market disruption

is assigned a 20% CCF under the IRB approach, while other facilities are assigned a 100%




CCEF (see table below).

[CCF for eligible liquidity facilities]

Eligible Liquidity Facilities
Original maturity is | Original maturity is | Available in the event Others
one year or less more than one year of market destruction
Standardized approach 20% 50% 0% 100%
IRB 100% 100% 20% 100%
IRB (our proposal) 50% 50% 20% 100%

—Under the standardized approach, detailed rules are set for CCF depending on the original

maturity and whether the eligible criteria are met or not (i.e. it is risk sensitive). Under the IRB
approach, however, not only is there no risk sensitivity but there is also no incentive to limit
risk by satisfying the eligible criteria.

—In cases where the eligible criteria are met, a 50% CCF should be newly established to keep a
balance with the standardized approach. A 50% CCF is an intermediate value between 20%,
which is applied in the event of market disruption, and 75%, which is applied in general

commitments that are less restricted than eligible liquidity facilities.

VI. Operational Risk

28. Incentive for TSA (Paragraph 615-625)

The standardized approach (TSA) sets qualifying criteria that are close to those of the Advanced
Measurement Approaches (AMA), but there is no major difference between the capital
requirement levels of TSA and the Basic Indicator Approach (BIA).