Morgan Stanley

September 11, 2015

Basel Committee on Banking Supervision
Bank for International Settlements
CH-4002 Basel, Switzerland

Re: Interest rate risk in the banking book
Ladies and Gentlemen:

Morgan Stanley appreciates the opportunity to glexiomments to the Basel Committee on
Banking Supervision (theBCBS") in response to its consultative document onrggerate risk in the
banking book (IRRBB”) (the “Proposal).

Morgan Stanley provides its products and servioeslarge and diversified group of clients
around the world, including corporations, governtagfinancial institutions and individuals. Our
banking book assets support a wide range of dietitities, from retail clients’ home mortgages to
lending in connection with transformative corporaansactions.

We support the BCBS’ efforts to strengthen banisX management practices, including
through appropriate measures designed to monitbcantrol IRRBB. We believe that, to be
successful, risk management programs should le@kklend supervisors to carefully evaluate, both
guantitatively and qualitatively, how each firm Mdke impacted by system-wide and idiosyncratic
shocks across a wide variety of stress scenarios.

We respectfully recommend that the BCBS adoptlarI IRRBB approach without the
mandatory standardized methodology contemplatetidProposal. We believe that a Pillar 2
approach would support rigorous oversight and obofrbanks’ IRRBB more effectively than a
formulaic Pillar 1 approach that is inflexibly ajgal to a diverse range of bank business models. Fo
similar reasons, we recommend that the BCBS rezegmational supervisors’ discretion on whether
to utilize the IRRBB standardized methodology omitead rely on supervisory standards tailored to
particular business models and markets. Whikectitical for banks to manage interest rate risk
conservatively and effectively, we believe the Pgl's prescriptive IRRBB methodology will not
produce accurate or well-calibrated capital requésts in all cases, and that the Pillar 2 approach
should provide national supervisors with approprixibility.

We support comment letters on the Proposal suloitger he Clearing House Association
L.L.C., the Securities Industry and Financial Mask&ssociation, the Financial Services Roundtable
and the American Bankers Association (collectivétg, “Associations). We submit this comment
letter to amplify points of particular concern tmiMan Stanley and our clients.



1. Existing U.S. supervisory standards for IRRBB are igorous

Managing interest rate riskIRR ") is a core function for every bank, since intémases
impact cash flows from both revenue-generatingtass®al funding liabilities. In the United States,
banking supervisors have established strong exjpmtsefor banks’ interest rate risk management
programs. While formal guidance from U.S. supemdggates back decades, the current guidance is
contained in the Inter-Agency Advisory on InterBste Risk Management, published in 2010 (the
“U.S. Inter-Agency Advisory”).!

The U.S. Inter-Agency Advisory states that “[U.@g¢ulators expect all institutions to manage
their IRR exposures using processes and systemsmeongurate with their earnings and capital levels,
complexity, business model, risk profile, and scopeperations,” and emphasizes “the importance of
effective corporate governance, policies and proceeg] risk measuring and monitoring systems,
stress testing, and internal controls related ¢d®R exposures of institution$.The Advisory
stresses the important role that bank boards ettlirs and asset-liability management committees
have in managing interest rate risk at specifititirtions? In addition, the Advisory recommends that
banks “use a variety of measurement methods teadiseir IRR profile,” and clarifies that,
“[rlegardless of the methods used, an institutidRR measurement system should be sufficiently
robust to capture all material on and off-balarfoees positions and incorporate a stress-testing
process to identify and quantify the institutiolRR exposure and potential problem area&inally,
the Advisory also describes supervisors’ modeldation expectations, which include providing the
results of IRR model reviews to supervisors.

Consistent with the U.S. Inter-Agency Advisory, kiaig organizations in the United States
are subject today to stringent IRRBB standardsciwhicorporate quantitative model-based metrics as
well as qualitative processes and reviews. Thangth of this approach is that it recognizes the
complexity inherent in measuring IRRBB across diednank business models but focuses on core
risk management principles, including interest satenario analyses and corporate governance
standards, which provide robust and reliable tmisnanaging these risks.

! Board of Governors of the Federal Reserve SysBipervision and Regulation Letter SR 10-1 (Janfiary
2010), Attachment: Interagency Advisory on IntefRate Risk Managemerayailable at:
http://www.ffiec.gov/pdf/pr010710.pdfee also Supervision and Regulation Letter 96-13 (May ZB6),
available at: http://www.federalreserve.gov/boarddocs/srletié486/sr9613.htm. The U.S. Inter-Agency
Advisory is “consistent” withthe BCBS'Principles for the Management and Supervision of Interest Rate Risk,
available at: http://www.bis.org/publ/bcbs108.pdf.

2U.S. Inter-Agency Advisory, f.

%1d., pp.2-3. The U.S. Inter-Agency Advisory’s corporatesgmance requirements are generally similar to the
standards described in the Proposal’'s second phinfar banks.See Proposal, p. 39.

*U.S. Inter-Agency Advisory, p8, 5.
°1d., pp.8-9.



We believe that the U.S. Inter-Agency Advisory pdes a good model for the development
of Pillar 2 IRRBB standards. In other markets, veheank business models are more streamlined but
existing IRR risk management practices are leskegthblished, adoption of a standardized IRRBB
methodology by national supervisors may be appatgri Accordingly, we urge the BCBS to
recognize national authorities’ discretion, witlitlar 2, to adopt or not adopt a standardized IBRB
methodology.

2. Some elements of the Proposal reinforce strong IRRBrisk management

The BCBS released the Proposal after a nearly édload low interest rate period. As banks
and markets prepare for potential increases imaéateates, the Proposal provides a strong starting
point for revisiting and reconsidering IRRBB rislanagement practices that may be critical in the
coming years.

In particular, we believe that many features ofheposal will improve IRRBB risk
management at institutions, including:

» Strong governance frameworkin all bank business models, risk managers,aratp
treasurers, business units and, ultimately, firmaggament and the board of directors
should operate within a coherent governance framewbere all material risks are
continuously evaluated. We believe that manyefRroposal’s principles for banks,
which resemble existing supervisory expectationséoporate governance in the United
States, provide a solid foundation for developiagsistent and robust risk management
practices across jurisdictions.

» Standardized stress scenario assumptio®tandardization of a single IRRBB
calculation methodology is necessarily difficultdevelop, given the wide range of bank
business models. Regardless of their specificmlessimodel, product mix or funding
sources, however, all banks in a jurisdiction wpkerate in the same interest rate
environment. Accordingly, we support the Propasafforts to establish a common set of
guantitative IRRBB scenarios. However, we recomntéati supervisors be given
flexibility to define stable scenarios that do maty with daily market moves, to facilitate
comparisons across reporting periods and to emsungistency and efficiency of
implementation.

* Recognition of IRRBB models’ utility We support the Proposal’s recognition that
internal models can play an important role in IRREBE management. As a practical
matter, even if the BCBS were to adopt a singledsiedized calculation methodology for
capital purposes, banks would still need to deveitgrnal models to effectively manage
interest rate risk in their day-to-day operatioAs. such, we believe that IRRBB standards
should incorporate model-based calculations wheersisors have reviewed and
approved firms’ models, thereby aligning risk magragnt with capital management.



3. Key features of the Proposal’'s methodology are ungable for a Pillar 1 approach or
for a Pillar 2 approach relying on a standardized nethodology

As a preliminary matter, we note that the very claxipy of the Proposal—which includes
four sets of proposals with regard to the calcafadf minimum IRRBB capital requirements and 19
IRRBB calculation periods of varying length—undenss the challenge of developing a single,
standardized approach for measuring IRRBB thatitalsle for banks operating in different markets
with varying sizes, products, counterparty profikesd funding structures. While quantitative asely
is a critical component of effective IRRBB risk nagement, a single global quantitative methodology
for all institutions will not produce reliable meass of IRRBB.

We support the technical comments on the Propnghki Associations’ comment letters. In
particular, we believe that certain technical feagwof the proposed IRRBB methodology are
unsuitable for a Pillar 1 approach or for use Rilkar 2 approach relying on a standardized
methodology, including:

» Capital charges for positive earningsA bank may experience earnings declines in
certain assets in response to changes in the shtate environment even while earnings
remain positive in those assets. Capital requerémishould be based on the risk of
actual losses, not a risk of declines in posit@mings; there is no analogous standard in
the credit, market or operational risk frameworksvhich capital requirements are
unmoored from loss risk.

* Weaknesses of a single methodologgank business models vary extensively, both
across jurisdictions and across product and cieginents within a single jurisdiction.
Economic value of equity EVE”), net interest income NIl ") and earnings-at-risk
(“EaR”) methodologies have relative strengths and wesde®when applied to diverse
business models. In many cases, a blended metigydivicorporating both EVE and NIl
will produce the most meaningful IRRBB measurements short- and long-term
horizons. The risk management framework should@rage banks and supervisors to
apply IRRBB measurement tools tailored and adajm&dch institution’s relevant risk
profile, rather than adopt a single mandatory nashagy that may not be designed for a
particular firm's interest rate risk profile.

» Static balance sheet assumptionAt its core, IRRBB reflects the risks that a barik w
face over time in response to potential interest saenarios and client reactions to those
scenarios. As such, IRRBB necessarily involvesadyia, forward-looking scenario
analyses. The Pillar 1 methodology in the Propdsakever, assumes a static bank
balance sheet, which is less realistic than thedstals contained in the U.S. Inter-Agency
Advisory concerning dynamic balance sheet projastio

» Disclosure issues Morgan Stanley is a strong advocate for robubtip disclosure
standards for banks, which impose market discigdime allow investors and
counterparties to effectively evaluate banks’ ficiahstrength. Quantitative disclosures,
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however, are only meaningful if they accuratelyeetfa bank’s risk profile. Accordingly,
in light of the numerous methodological concernthwhe Proposal, we recommend that,
during an initial implementation period, BCBS limitandatory disclosures of IRRBB
results to bank supervisors until disclosure temaglare appropriately refined for public
use.

In combination, these technical comments raisedomhtal concerns with the design of the
IRRBB standardized methodology in the Proposahfoecing our recommendation that the BCBS
should not adopt a single mandatory methodologwpmiication in all jurisdictions.

4. BCBS should not rely on a standardized methodologipr identifying “outliers”

We understand that, even if BCBS adopted a Pill&RBB framework, supervisors may
want to rely on a standardized approach for idgntif “outlier” firms and scaling incremental IRRBB
capital expectations for such firms under PillarJ2st as IRRBB itself is difficult to measure in a
standardized manner, however, we also think thattitying IRRBB outliers involves complexity and
judgment that defies simple standardization.

There is a healthy diversity of bank business nxydetich allows firms to meet the diverse
demands of the marketplace and to dynamically mattagr businesses in response to emerging
risks. A standardized outlier methodology wouletly result in the misidentification of actual
IRRBB weakness (or strength) in many cases, sinokdtimanage IRRBB in light of their respective
product offerings, risk appetites, funding sourdedance of trading book and banking book
concentrations, jurisdiction-specific restrictiams banking activities, and other factors that wdagd
difficult to capture in a standardized outlier madblogy. In addition, since the Proposal does not
include a standardized Pillar 2 outlier methodolagg cannot comment in detail on how such a
methodology would operate in practice.

We support a rigorous Pillar 2 approach, which ssaely includes strong supervisory
oversight and, where appropriate, heightened dapitsectations. The strength of Pillar 2, however,
is based on supervisors’ ability to assess baiidlss within the broader context of supervised
institutions’ business strategies, risk managemesgrams, and marketplace conditions.
Accordingly, we encourage the BCBS to reject addatized Pillar 2 outlier methodology.

* k% k%



Morgan Stanley appreciates the opportunity to glexiomments to the BCBS on the
Proposal. Please do not hesitate to contactymiihave any questions.

Yours sincerely,

1D el S

David Russo
Managing Director
Chief Operating Officer, Firm Risk Management

CC: Norah Barger, Board of Governors of the Fed@eserve System
Javed Ahmed, Board of Governors of the Federal iResgystem
Donald Gabbai, Board of Governors of the FederaeRe System
Charles Taylor, Office of the Comptroller of ther@incy
Roger Tufts, Office of the Comptroller of the Curcy
Amrit Sekhon, Office of the Comptroller of the Cemcy
Bob Bean, Federal Deposit Insurance Corporation
Michael Spencer, Federal Deposit Insurance Corjporat
John O’Sullivan, Federal Reserve Bank of New York
Ron Cathcart, Federal Reserve Bank of New York

Dianne Dobbeck, Federal Reserve Bank of New York



