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Lauties and Cientlemen:

T dorgan Chase & Co. (“IPM™) iz pleased 1o provide sommens on the Conselistive Document:
“Craidelnes for Computing Capiral for Incremental Risk in the Trading Book”™ (the “Consultative
Trocument™) issusd by the Base! Convmittee on Ranking Supervision {the “Committes™} in July 2008,

FPMiorgn i largely & sgreement with the sonceptual underplmings of the proposed tading book rules
s Fully sppreciate their motivation by recent market hebaviour. In particulsr the inciusion of event risks
thyough the lncremental tisk charge (TRC) and the differentistion of Hauidity horizons are endrrnous steps
towands a commprehensive capital Brmework thay i robust enough o handie disrapted mugkets and complex
instruments,

Tt hias beon increasingly obvious that, i order to be useful for understanding P&L volatitity and sconcmic
capital, Vall madels and thelr calibration need fo be enhanced; they must measure risk over longer horizons
and capturs potential large moves of market prices, risk premia and market implied parameters used in
valptbon.

Ciiven the complexity of the problam at hend and the sbsence of sny conumenly accepied roodeliing
frampwork, JPM feels sivangly that banks need to be given the flexibility to dovelop their own internal
approaches that align conceprually with the rules, yield appropriste capltal pugnbers and can evolve throngh
time as new products amergs, portfolios chenge and understanding of risks improves. This flexible
spproach requires & continuous suparvisory dialoges around medel specifivation and validation. In
afddition, to maintan cobsistensy acress firms and o maxinize mnsparaey of mpdel behavionr, TPM
sdvocates & highly detailed and ongoing standardized test deck approach 1o model validation {disussed
more balowl,

Please see below JPM's responses o specifie issues rabsed & the consuliative document.

Cuestion 1.

Uinder the proposal, the IRC would refledt all price risks except those diractly
attributable to movemaents in commodity prices, forgign axchange rates, or the term
structure of defaull-free interest rates Mnon-IRE market factors™)

£a) Would & be preferable for supervisors to list specific types of events that must be
captured {eg defaults, migrations, and only certain types of movements in Credit
spreads and equity prices)? What should be the basis for determining which types of
avents would be Inciuded, and how could the Committee ensure that the framewnrk
was not largely backward looking?

{b} Would it be worthwhile to expand the scope and coverage of the IRC to caplure
price Heks associated with commuadity prices, foreign exchange rates and the term
structure of defaull-free interest rates?
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a} JPM foels that it should be possible o smsmerate broad classes of events that should be captured in the
IR framework. This fist should be malotained by the regulstors with input from bapks and indusiry
working groups. Banks should be requived o analyze the materiatity of the Impact of thess events on thelr
specific porifolio and disenss thedr nchusion n risk capital calowlations as part of the ongping suporvisory
oversight of internal models,

b} Yes, 7P foels that there i 0o reason 0 arbitrarily limil $he scope 1o sguity and credit markets oven
though those high-dimensions) markets ate most prone fo large discontinmous moves in pricerisk premiam.

Question 2

For coverad IRC positions, Pillar 1 charges would depend in various ways on thres
types of risks: general market risks and spedific risks, 23 defined under the current
MRA, and IRC covered risks. Are the differences among these types of risks clear and
reasurabie?

M prefers that the meles sliow for an option of 2 unified made! that would not reguire the exphicht
separation of these risks, Witlan any modelling framework i should be posgible t0 come up with
aeceptable definitions tht alow for the separate caloulation of these quantities, In pasticelar, the
separation of generad and sperific risks {SH) becomes subtle in the prasence of portfolio convexity. For
example, the defandt expossme of 2 oredit sranche can depend heavily on e lovel of portfolio credit
spreads; this effectively vouples the genersl market visk of the credit spreads snd the nume-spetific defauh
exposure. To proparly compute specific risk in the case of nonlineyr positions requires:

5} Identification and segregation of factors driving specific and generl risk;

b} Caloulation of distribution of totel market nisk including all factory;

¢y Caleulation of conditional expestation of total market risk conditiona! on peneral risk factors; and
dy Calenlation of the specific rish distribation Bom the &iffermce of b & ¢,

Question 3

While the capital horizons and confidence levals underlying the IR and the 10-day
waR charge would differ, the risk factors captured by these risk measures wouid
overiap 10 3 significant degree. HBowever, any adjustments fo offset double-counting
would complicate the framework and diminish the Pillar 1 importance of the 10-day
VaR calculations including incentives to estimate the 10-day VaR a8 accurately as
posstble. Is it possible to provide double-counting adijustmaents that 4o not raise such
concernss How?

TPM’s view is that banks should be given the option of either using the multiplier and add-on approach ot
using 2 unified mode} that ceptires general, specific and IRC risk drivers together and computes 3 totad risk
chpitsl roeasure. Even i a separated VAR / SR 7 YRC approach s used, 2 unified mode] shouhd be sllowed
s a way of quantifying and adjusting for the double count. In JEM's view, only a consistent famework
greserves & coherent Link between PRL, total risk moasurement, and risk taking snd hedging opportunities,
and thersfore would sull internal purposes for capital allocation.

For the use-test for Hi=day VaR, 3PM foels it is important to copsider the risk meanrement technology
separately from the computation of economic capiial. A VaR sysiem san be used to capture the positions
associated with general market factors that can thes be used with an interna] capifal model which may
meke different asswmptions sbout the distributions of those market Sctors over a longey thme horizon. The
economic capiial caloulation aiso regabres risk position capture that may go beyond the scope of general
marhet VaR {fo bstance, name-specific exposures and sivess testrepults). The vse of Vall system for
internad rish management and control sllows for the quality of the data 1o be continually monitored; it fen't
necessary for the capital result 1o be a simple multipls of the VaR rik messars.
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Question 4

The proposst stipulates that an IRC maodel incorporate 2 one-year capital horizon, &
99.% percent confidence level, and a Hyuidity horizon appropriate for each trading
pesition.

The Committes recognises that such an approach could present considerable
practical challenges, including the need for data to calibrate key paramaters,

{3} What aiternative guldelings would achieve the Committee’s objeciives, bt in a
manner that would be less costly or difficult to implement?

{b} Given the current state of risk modalling, Is # feasible 1o estimate the portfalio
loss distribution {excluding non-IRC markst factors) over a gng-year capital horizon
at a4 99.9 percent confidence evel?

{ey Would it be worthwhile to allow banks to use a single horizon for alf covered
positions {e.q. three months} and a lower confidence lavel {¢.4. 99 percent],
together with # supervisory scaling factor that was calibrated to achieve broad
comparability with the IRB Framework for the banking book? Would such an
approach be as useful for internal risk management purposes as the proposed IRCT

2} Although there are nuny practical challenges of data collection, parameter estimation and simulation
sssovisted with the new framewaork, IPM foels thut these are & necessary price to pay for 2 modef that
sporopristely differentiates risk, For practicality, ail mode! parameters {including tiguidity horzons)
should have conservative defaol valies s case a bank decides not to invest in the necessary validation.

b} ISP fecls it Is techuically feasible to compuse the portfblio loss distribution {including ail relevant oisk
factovs} ot the ans-vear horizon, $9.5% guantile. There iz cnommous maodel visk associated with such
valculation and thass resubs will be guite sensitive to the model calibration,

o) IPM wiuld prefer that a dweeanonth horizon and 99% confidence interval be used as the primary
definition of IRC (and indesd For total risk in the context of 3 undfied moded). Capitel could be computed
either using & supsrvizory scaling factor or one derlved from 4 internal model computing the Al ene-yea,
99 9% guantile thet was calibrsted and run on 2 Jess frequent bashs and perhaps subject to supervisory
copsitaints. The intemnal model used in deriving the scaling Soter should have transperent assumptions
aboot the s of anderiving market factors, the tme-aggragation of those disributions, the tarm stmciure
of event risks and the roBlover of e portfolin.  There will be underlying market risk factors apdior
products for which 2 three-month liguidity asmmmption Is aggressive, For these cases, JFPM would sdvocate
rescaling the intensity of the relevant IRC jump trocesses 1o reflect the ara risk

Question 5

fGiven the IRC spundness standard of a one year time horlzon and 88.9th percentile
inss, the Committee seaks comment on how the resulling risk measurs might be
vatidatedt guantitativaly. For example, would it be reasonable o validate the
underiying model at shorter horizons and/or at iower percentiles? If so, how might
one gnsure that the validation exercise is refevant for the ana year 99,.9th percentile
standard? Alse, would different aspects of the model likely require different
validation approaches?

Drirsct empirical validstion of the portfolie loss distribution at the one-year 99.9% quantile is clearly
inpossible. Even at 2 shorter horizon {one quarter and Jower loss quantile (e.g, 99%4) empirical validation
is challenging for many traded markets. The pragmatic spproach fo capital modelimg requires the various
madel components (e be validated separatsly. Given s model specification {choives of market factors,
azsmed form of disributions and dependency strogtures oic, available histovical datys i3 used to estimate
distributions of market factors snd other moded perameters and determine satisticn] serors bars, These me
sugnenied with parameters that are pwotivazed anecdotally by historical events Or are purely judgmental in
el s
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The shorter hovizen and lower copfidence interval wosuld Hkely ease the validation demands associaged
with the re-pricing of the portfelio under {pozsibly unprecedentad) merket conditions s well 35 numerical
canvergencs of the model

Question &

The flexibility built into the proposed IRC potentially could make Piller 1 chargss for
trading positions lass comparable acress banks. Mow might the frarmework ensure
graater comparahility without unduly imiting firms modelling choices? In particular,
would it be productive to require banks o caleulste risk measures Tor standardised
rest decks of trading portfolios, which could be used o compare mode! resulls across
banks

Recognizing the need for more sophisticated and risk sensitive models to capture the IRC, the Sexibility
reguited 0 acommmodate & spectrum of medeHing approaches and the wide variety {3nd dynamic natiwe) of
portfolios aorosy nsvitutions , IPM feels it is essential that the validation yrocess showld rely heavily on
regidar capital mensurement of standardized bepchmark portfolios - test decks. Comparing capital outpuls
at & hiph fevel will visld very little nsight as o the quainyicompleteness of the risk modelling.

FPM enwisions a master set of portfolios defined by a regulntory-industry consortium. Each pertfolie
waonsld bave sub-porifolios representing sandard risk decompositions: a.g. long-short, by risk mieg,
maturity, product etc. Portfolios would be desimned to meluds volnerability to recognized event risks and
firms would be required to run those portfolios materially relevant to their own risks. These capital
benchmarks would be run regulardy (& esst quarionly) and would also be used as part of the standard
mods] approval process to demonstrate and expladn the tmpact of a sew product o madel feature on the
bhank’s capital.

Question 7
Iz the proposed inplementation schedule feasible? If not, which IRC guldslines, and
what specific types of positions or risk factors, are most problematic?

IPMs preference woslkd be for a repid adoption of the new rules with more prigsnatism around the
vahidution requiremenss.  Although agpressive, JFM belioves that the tmplementation timetgble is
manageable. IPM is keen to initiste sransitional discussions with supervisors so that necessary refinements
of IPu4's exizting and proposed models can be Sarted 55 sarly 55 pogsible,

what additional Piliar 3 disclosures related o the IRC, or the {reding book muore

Guestion 8
broadly, would be helpful to market participants and contribute {0 market discipiine?

JPM Favours transparency around disclosurs of both the qualitative and quantitative aspects. The
qualistive dsclosire should cover the scope of the intemal mode] In terms of the risks captwred (8.8, 8
vrified model would include ali risks- intersst rate, aquity, EX, commodity, spread and defeull). K should
incinde 2 descripton of the approsch 1o determiming the Houidhy horizons underpineing the maded; the
methodalogies used to achieve a capital sssessment thet i consistent with the reguired sonnditoss standards;
and the approaches employed in validation of the moodel.

IPM's preference for the quantitative disclostere &2 based on 3 unified model that includes genersd, specifie
and BRO risk drivers together into 3 combined total tisk measwre, Howsver, JPM can also suppont s
disclosure approach that separates the weat risk {nto generp! market visk, specific sk apd IRC.

Question B

Paragraph 50 requires a capital charge for re-securilisations. This would start on 1
Innuary 200% and last until the IRC has been implemented for these positions. Would
it be worthwhile to exparnd the scope of these positions to all securitisations?
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From  practical perspective, i i going to be extromely challenying to switch from trading book 1o banking
hook approach for specific securitistion positions by Janeary 1, 23008, JPM would prefer that banks be
atfowed sufficient fead time to incorporate such changes after the proposal is finslized. JPM is noable to
comment on cxpanding the stops of these positions to all securitizations a5 the full picture of the proposed
changes is not availabis,

Wery muly yours,

Py e

Adam M. Gilbert

ool

Board of Governors of the Federal Baserve Systom
20k Street and Constitntion Avenue, MW,
Washington, 3.0, 20551

Attention:

MNorah Barger

Negah Bargeri@iih.goy

Offies of the Compirelier of the Currsncy
253 E Strest, W,

Washington, DC 28319
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