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Dear Sir/Madam:

Re: Comments on Guidelines for computing capital for incremental risk in the
trading book and Revisions to the Basel Il market risk framework

The Canadian Bankers Association’ would like to thank the Basel Committee for the opportunity
to comment on the January 2009 Guidelines for computing capital for incremental risk in the
trading book and Revisions to the Basel Il market risk framework, and for its ongoing willingness
to discuss and respond to industry concerns. In particular, we appreciate that the Basel
Committee has simplified the incremental risk charge proposals, leading to a capital charge
which will be much simpler to implement. As a general principle, we understand the motivation
to increase the capital associated with certain trading book activities. In light of recent events in
the markets, we agree that this is a reasonable action.

In this cover memo we take the opportunity to present four major comments on the two
documents, followed by some additional thoughts and requests for clarification. More detailed
comments are then presented on a paragraph basis in the appendices.

Firstly, while we understand the regulators’ apprehension about banking book-trading book
arbitrage, we are concerned that the guidelines/suggestions in the papers create inverse
incentives to move securities out of the trading book. There is real risk mitigation arising from the
discipline of daily marking and other trading book processes from which it would be
counterproductive to move away (this comment is directly motivated by the question of
paragraph 38 of the incremental risk paper but is also an overarching concern in light of the
increased trading book charges).

! The Canadian Bankers Association works on behalf of 51 domestic banks, foreign bank subsidiaries and
foreign bank branches operating in Canada and their 249,000 employees to advocate for efficient and
effective public policies governing banks and to promote an understanding of the banking industry and its
importance to Canadians and the Canadian economy.
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Secondly, we are concerned about the timelines. We understand that the papers’
guidelines/suggestions are not scheduied to be finalised until late summer. This will give us very
little time to develop, test and backtest the models including paralle! testing, particularly if the
regulators undertake an exhaustive approval process. Further to this point is the fact that we are
being asked to implement two large models (stressed VaR and IRC) and to extensively overhaul
a third (specific risk, since we now need to remove from it defauit and migration events.) All
banks will be approaching their regulators at the same time with three models and we are
concerned about regulators’ capacity to process them all in a sufficiently timely manner. In light
of this complete change to the capital regime of the trading book, we believe it would be prudent
to put the timeline out by another year. A related point is that there is no clear indication of what
the fall-back would be if regulators do not approve a firm’s new market risk capital models in time
for the implementation deadline.

Thirdly, we seek clarification of the meaning of paragraphs 28 and 29 of the Incremental Risk
Charge paper. We interpret them to mean that we cannot net positions prior to feeding them into
a model. However, for each scenario within the model we would treat exposures on a net
portfolio basis. In that interpretation, paragraph 29 further clarifies that to be operative, regulators
require that the model be sensitive to basis risk which can drive the risk of residual positions. We
suggest a rewording that firms must follow paragraph 29, failing which they default to separate
treatment of long/short positions as a fallback. The only alternate interpretation is that we run two
IRC processes, for long and short positions and then sum. Such a reading would lead to onerous
capital charges and would drive almost all bond trading to being on an agency basis. The knock-
on effect would be to make it harder for all businesses to raise capital through debt markets. This
interpretation would mean that a naked bond position would attract less capital than one on
which a firm had purchased credit protection through a CDS, since the latter will attract capital for
both the bond and the CDS. This is a perverse result and presumably not what the regulators
have in mind.

Finally, if the goal of the stressed VaR is to increase capital, it would be simpler and more direct
to have a discussion about modified multipliers rather than a stressed VaR, which raises a
number of operational and conceptual concerns. if the stressed VaR is maintained, we believe
the attendant multiplier needs to be considered more carefully. We anticipate that regulators will
always expect stressed VaR to be at least as great as general market risk VaR so multiplying
both by three amounts to an effective multiplier of current VaR by at least six and presumably by
somewhat more. We think this is punitive in light of the fact that there is a further IRC charge for
the category of trading which the BCBS has flagged as being of concern. The category of
instruments which are not subject to IRC are fairly liquid derivatives such as interest rate swaps
and FX forwards, in fact the very instrument types which BCBS had in mind when they originally
devised the capital charge with a factor of three. These instruments have not particularly
stressed the market and we do not believe it is necessary to dramatically increase the capital
associated with them. We also seek clarification that the stressed VaR only pertains to general
market risk and that the regulators are not expecting us to create a stressed specific risk model.

Other comments include:

We question why the charges for securitisations (and resecuritisations) rely on external ratings,
when it was the failure of external ratings which precipitated much of the turmoil in the
collateralized debt obligation markets.



We continue to question the appropriateness of floors on liquidity horizons for the incremental
risk charge. This is not appropriately risk-sensitive and removes incentive to trade in liquid
securities.

We believe there should be enough flexibility in the papers' guidelines/suggestions that future
improvements in modelling can find their way into firms' capital assessment. For example, we
recognise regulators’ concerns about our current ability to accurately simulate securitisations.
However, if that were to change, there should be sufficient flexibility in the guidelines/suggestions
to allow firms to implement such models.

Detailed comments are aiso provided in the attached appendices. We also remark that Canadian
banks have participated in the joint industry response of the ISDA, |IF, LIBA and 1BFed and are
broadly supportive of the comments made by those groups.

Thank you for considering our comments and suggestions.

W}{.W
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Appendix 2A

Example - Looking at the stressed VaR proposal in a different way

The stressed VaR proposal is, at a minimum, equivalent to increasing the Piltar 1 capital multiplier
from 3 to 6.

The formula presented in the consultative document (p. 12) is:
¢ = max{VaR,w, smy, VaR,, }+ max{s VaR, ;m-sVaR,,, } Eq. 1

if we assume that the capital multipliers (the m’s) are equal o three and that a Bank’s capital charge
is derived from the average VaR and not the end of quarter VaR (as is usually the case) then the
capital formula simplifies to:

c=3x Vang +3xsVaR,, Eqg.2

If we further assume that the average stressed VaR will be greater the average VaR (also a
reasonable assumption), then one can simply express the average stressed VaR as:

sVaR,,, =VaR, +diff.

avg

£q. 3

where diff, = is the positive difference between the average stressed VaR and the average

avg

unstressed VaR. This relationship can be substituted back into Eq. 2 to yield:;
c=6xVaR,  +3xdiff, . Eq. 4

Equation 4 has a very simple interpretation. The capital multiplier for the Piltar 1 charge is increased
from 3 to 6 and a remaining capital charge for market risk is added to reffect Pillar 2 type
considerations related to risks that may not be adequately captured in the internal VaR model,

In our opinion, this is a much more straightforward way to achieve the increased total capital charge
and the remaining risks (if any) can be incorporated into the Pillar 2 risks. Also, by addressing the
capital multiplier directly, we believe that the discussion with industry will be much more fruitful. If
there is evidence that the current capital multiplier of 3 is not sufficient, then this issue needs to be
addressed directly.

As shown above, the capital impact of the proposal to used stressed VaR as an input inte the market
risk regutatory capital framewaork is equivalent to simply changing the capital multiplier from 3 to 6
and including an extra charge (if needed) within the Pillar 2 framework. At minimum, the new capital
charge would be:

c=06xVaR,, Eq.5

If we assume that the 10-day VaR is simply +/10 x 1-day VaR then Eq. 5 becomes:

c=19%xVaR Eq. 6

| ~day-avg

The implications of E£q. 6 are important and worth discussing. The standalone capital charge of a
position will be given by roughly 19 times the 1-day VaR of the position. For example, a long equity
position worth $1000 with a 1-day VaR of $50 (not unreasonable) will aitract a standalone capital
charge of $900. This is equivalent to a risk weighting of over 1000%. If the 1-day VaR is even larger,
then the standalone capital charge can become greater than the value of the position itself. In



essence, the above formula will ensure that all market risks have been implicitly accounted for on a
position by position basis if the 1-day VaR is greater than about 5.3 % of the value of the long
position,

This fact (on a standalone basis) may be true for a large number of equity and commodity positions.
Also, it may be true for fixed income positions if the Loss Given Default is low enough and the 1-day
VaR is great enough. For example, if a long fixed income position worth $1000 (at par) has a 1-day
VaR of $30, the standalone capital charge will be about $570. This capital charge will be sufficient
for both migration and default risk if the Loss Given Default is not greater than $570. At this point, the
importance of Incremental Risk becomes questionable on a position by position basis.

In reality, the trading book will have many positions and diversification benefits will lower the total
capital charge when compared to the sum over the standalone capital charges. Thus there is the risk
of underestimating the total capital requirements if the correlation assumptions are too optimistic for
stressed market conditions. A natural question to ask is; should one address this risk in the VaR
computation or is it a risk we want to understand through stress testing? Stress testing is one of the
best ways to set correlations equal to 1 and shock position values to as low (or high — for short
positions} as possible. It is through stress testing that one questions and challenges the capital
numbers obtained through the use of VaR modeis and regulatory capital formulas. If the regulatory
capital formula becomes too conservative (high capital values on a standalone basis), then the risks
we are trying to identify and account for explicitly through Incremental Risk and stress testing may
already be included implicitly in the Pillar 1 charge. Double counting of risks can become a serious
problem.



