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EXECUTIVE SUMMARY

ISDA welcomes the initiative taken by the Basel Committee to review the 1988 Capita Accord. The
Accord divorces capital requirements from the banks' own loss measures. As such, it has given rise to
arbitrage opportunities and stands at odds with best risk management practice. ISDA believes that
banking book capital charges should be brought into closer alignment with banks own economic
capital measures. To achieve this objective, the new capital adequacy framework should be based on
the following principles:

1) Clarity: The assumptions underlying the new framework should be made explicit where this is
possible. For instance, the horizon set for holding capital (equivalent to the holding period retained in
the trading book rules), as well as the loss percentile assumed, should be specified. This is a pre-
requisite for establishing a consistent, incentive-compatible framework, particularly since relying on
portfolio risk models in the longer term future is envisaged, which ISDA strongly supports. ISDA
suggests retaining 99" percentile loss over a one year horizon as a basis for setting capital
requirements. This would ensure that capital charges constitute a minimum standard that is non-
congtraining for well-managed banks (see Section I).

2) Economic consistency: The regulatory capital charges should be aigned more closely with banks
economic capital, and be sensitive to the same risk drivers that govern economic capital variations.
The current Accord and the proposed revisions fail this test. ISDA has identified a range of key
factors, and derived capita requirements based on these factors. For instance, credit risk charges are
dependent on the tenor of the exposure, the default probability of the issuer, the loss given default on
the facility and diversification (see Section I1). Similarly, where analysing contingent credit risk, ISDA
has linked default correlation with parameters such as the country of incorporation and industry of the
obligors. Economic consistency is a condition for the proportionate recognition of risk mitigation
(credit derivatives, operational risk insurance) (See Section I11). In addition, ISDA strongly advocates
the recognition of banks potential future exposure measures by the supervisors in the calculation of
counterparty risk charges.

3) Simplicity: Supervisors should seek to avoid excessive complexity in developing the new capita
rules. The revised rules need to remain sufficiently simple, athough robust, in order not to burden the
banks with disproportionately high implementation costs. To this end, ISDA suggests a framework for
credit risk, where the same matrix of capital requirements applies whether or not the bank has been
alowed to use its internal ratings for regulatory purposes (see Section Il). Similarly, the incorporation
of credit risk mitigation in the framework is not differentiated according to whether the capita charges
are internd ratings or external ratings-based (see Section 111).

4) Incentives for good risk management: Findly, it is essentia that the supervisors consider
carefully whether minimum capital requirements are the appropriate tool against the forms of risk
under consideration. ISDA does not believe that charging regulatory capital against operationa risk is
sensible, because this risk is mostly endogenous and should therefore normally be addressed by
adopting proper systems and controls. Establishing minimum capital charges against operational risk
would lead to arbitrage, and runs the risk of discouraging the development of adequate contrals, in
particular if the charges applied bear little relation with the underlying risk. ISDA would suggest
developing an assessment methodology for banks operational risk as part of Pillar 1l of the review, to
a least ensure that intervention, if warranted, is proportionate to the amount of risk incurred and
quality of the controls in place (see Section 1V). Similarly, it is proposed to address interest rate risk in
the banking book as part of Pillar I1.

From a broader standpoint, ISDA welcomes the Committee’s emphasis on improved supervision. We
also support Pillar 111 of the review, in so far as disclosure can effectively foster market discipline.

International Swaps and Derivatives Association, Inc 6



As capital charges become a function of the risks banks are exposed to and of the quality of their risk
management, regulators will need to develop, or place increased emphasis on banks supervision. The
viability of the new approach depends on their ability to structure adequate supervisory reviews. ISDA
considers that, although the precise modalities of supervison might be refined at national level, its
founding principles should be agreed internationally, to establish or to preserve a level playing field
between G-10 ingtitutions. In this process, improved co-operation should be encouraged between
banks and their supervisors, to foster mutual understanding on their respective constraints, objectives
and tools (see Section V). In order to further shape the Basel Committee's proposals, detailed work is
required in a number of fields, notably:

internal rating systems reviews and establishment of criteria for the recognition of interna
ratings,

future reliance on portfolio credit risk models ; and

development of an assessment methodology for operational risk.

Finaly, the comparative treatment of banks and securities firms for capital adequacy purposes is not
addressed in this paper. ISDA recognises that this is an important issue, but views it as more relevant
to the debate currently taking place within the European Union. We will comment on the European
Commission’s regulatory proposals’ separately.

1 European Commission (18 November 1999) “A Review of Regulatory Capital Requirements for EU Credit Institutions and
Investment Firms®
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INTRODUCTION

The 1988 Capital Accord, by setting minimum capital standards for internationaly active banks, has
made a mgor contribution to enhancing the stability of the global banking system. Its widespread
adoption in non G-10 countries has further reinforced the soundness of banks world-wide.

However, as pointed out in ISDA’s report “Credit risk and regulatory capital” (March 1998),% the
current capital regime has serious weaknesses. Its major flaw is the absence of an appropriate link
between the regulatory bucketing system and true credit risk. The risk weighting categories are
defined by reference to types of counterparties (sovereign/bank/corporate) rather than the exposures
credit quality, which divorces capita requirements from the concept of loss measure. Credit risk
fluctuations and the term structure of credit risk are ignored, and the effect of collateral and other
forms of credit risk mitigation (guarantees, credit derivatives etc) is acknowledged only very sparsely.

Eleven years dfter its release, the Accord stands at odds with best risk management practice and has
produced inefficiencies and arbitrage opportunities, prompting the erosion of banks regulatory capital
base.

ISDA believes that the Basal Accord review, in order to be effective, will need to ensure that capital
requirements reflect economic risk, and as such, capture the effect of risk mitigation and
diversification. Directional consistency is important : regulatory capital and internal economic capital
calculations should respond similarly to increases and decreases in risk.

The Base Committee paper offers grounds to presume that supervisors have taken these objectives
into consideration: the possibility of using banks interna ratings as a basis for setting their capital
requirements could go along way to ensuring that economic risk underpins regulatory capital charges.
The section of the paper on credit risk mitigation also offers scope for input from the industry, which
ISDA hopes will ensure that credit risk hedges can be recognised more fully in the new capital rules.

We believe however that the conceptua framework behind the new proposals should be detailed
further. The Base Committee is suggesting that banks should hold capital against a plethora of risks
but its precise objective in setting capital charges in the first place is not stated clearly. Neither is the
breakdown of the risks between the Three Pillars fully substantiated, nor are the parameters of the
regulatory “model” (minimum capital requirements) specified.

ISDA recognises that the Basel Committee made the conscious choice of issuing a fairly generd
document, to provide more scope for industry consultation. We welcome the openness of the
Committee and are pleased to participate in the consultation process.

Our response on the paper is structured in five main sections: the conceptual framework underpinning
the Accord is reviewed first, followed by developments on credit risk capital charges; the third section
focuses on the treatment of credit risk mitigation; the fourth, on other risks; the fifth section relates to
the implementation of the new capital adequacy rules and the sixth and fina section outlines possible
areas for further work.

We hope that the comments contained in this document will help the Basel Committee to refine the
approach it outlined in June 1999. We would welcome further discussion with the supervisors, both
nationally and internationally, and would gladly consider requests for ISDA to conduct further work,
should this be considered to be of use in the review process.

2 Available from www.isda.org
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I. CONCEPTUAL CONSIDERATIONS

One of the objectives of the Basel Committee in reviewing the 1988 Capital Accord appears to be to
align capita requirements more closely to banks economic capital, with a view to reducing the
opportunity for regulatory arbitrage. To this end, supervisors have sought to identify the various
sources of risk to which banks are exposed, and to render capital charges more sensitive to the
economic drivers of risk.

ISDA welcomes the proposed approach, which essentially mirrors banks own methodologies for
measuring potential sources of loss. However, we discuss below six points, whose clarification we
believe is beneficia to the objectives of the Basel Committee:

1- Supervisory versus economic capital

2- Parameters underpinning the minimum capital requirements : percentile and time horizon
3 Appropriateness of applying minimum charges

4- Risk sensitive charges

5 Levd playing field among banks

6- Overdl level of banks capital

ISDA would aso like to offer comments on two additional issues;
7- Theinteraction between Pillars |1 and 111
8 The consigtency of treatment between the trading and the banking books

1. Supervisory vs. economic capital

ISDA is encouraged by the fact that supervisors are seeking to promote closer aignment between
economic and regulatory capital.

International minimum capital requirements should be based on an insolvency standard® and may be
set using the very tools which banks are implementing to determine their economic capital needs. As
is the case for the determination of economic capital, the basis for the regulatory capital caculation
would be aloss distribution. The following graph illustrates the approach:

% In other words, banks' default probability would be capped at a certain level by regulators.
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Figure 1. Relationship between capital requirements and total portfolio loss distribution
Frequency
Regulatory
percentile
|
Expectedloss. 1 Unexpected loss: k , Loss
covered by income/ |  covered by capital Own bank’s
provisioning ' (Pillar 1) target

For a well-managed bank, the minimum capital requirement should be non-congtraining. It should, in
other words, congtitute a trip-wire limit, not a burden on daily operations. Banks shareholders and
managers will in general set economic capital according to a more demanding insolvency target, for
instance in order to attain a given external debt rating.

Furthermore, regulatory capital should not as a genera rule be required against expected loss.
Expected loss is normally factored into the spread charged on particular products and covered by
provisioning. ISDA would recommend that supervisors review banks provisioning policies as part of
the supervisory review, and only require that regulatory capital be held against expected loss where the
reserve is clearly insufficient. ISDA notes in this respect that the accounting definition of genera
provisions differs across countries, and that accounting rules sometimes inappropriately restrict the
scope of such provisions. It is important that supervisors address this issue with the accounting
profession to identify materially inconsistent practices.

2. Parameters underpinning minimum requirements: percentile and time horizon

ISDA believes that setting minimum capital requirements based on an insolvency rate will ensure that
the parameters underpinning the regulatory approach are constant throughout the evolutionary
framework envisoned in the Basel Committee paper. By using the same standard to calibrate the
various steps making up the framework (e.g., for credit risk, from ratings-based through to portfolio
credit risk models-based capital) supervisors will set up consistent and incentive-compatible capital
adequacy rules.

In this respect, it has been difficult to reconcile the 8% ratio in the Accord with any clear regulatory
objective. ISDA bdlieves that it is now both feasible and necessary to clarify the parameters of the
Accord.

The evolution of risk management techniques at banks since 1988 has meant that ingtitutions are able
to make explicit the way in which their economic capitd is determined: the horizon retained to
estimate losses and the percentile targeted for calculating economic capita have become common risk
management parameters. ISDA would urge the Basd Committee to adopt a smilarly explicit
approach. This would imply that supervisors state which combination of “percentile, time horizon”
underpins the minimum capital requirements.

International Swaps and Derivatives Association, Inc 10



ISDA believes that the 99" percentile loss could congtitute a suitable basis for setting minimum
regulatory capital. This would in particular not be restrictive for well-managed ingtitutions as these
institutions set economic capital levels above the 99" percentile.

Asfar as the regulatory horizon is concerned, ISDA would recommend adopting one year. A one year
horizon underpins many banks economic capital calculations and is the period for which most credit
related data are available. It is aso possible to show that the equivalence established between rating
categories and risk weights in the matrix of risk weights proposed on page 31 on the Basel document
implies a one year horizon for “normal”, i.e. 100% risk weighted risk. For this purpose, we have
computed worst historic yearly default rates per rating category :

Table 1. Worst Historic Yearly Default Rates

Ratings |Worst historic annual default

rate for 1970-1997*
Aaa 0.0%
Aa 0.61%
A 0.26%
Baa 1.33%
Ba 5.30%
B 23.38%

* Source: Moody's Investors Services, “Historical Default Rates of
Corporate Bond Issuers 1920 - 1997”

The Basel Committee proposes to apply a risk weight of 100% for Bal down to B rated corporates,
which broadly corresponds to the worst observed default rate in these rating categories over a one year
period, assuming that (i) the solvency ratio remains of the same order of magnitude under the new
rules; (ii) zero recovery rates apply.

Importantly, the calculations performed in Section Il of this paper are based on one year, 99"
percentile credit loss.

3. Appropriateness of applying minimum charges

It is ISDA’s view that minimum capital requirements are not the appropriate form of protection
againg al forms of risk.

- Operational risk isa case in point. In contrast to credit and market risk, operationa risk is typically
endogenous. From the point of view of economic efficiency, shareholders would rather reduce such
risk a the source by implementing appropriate controls than immobilise capital to offset it. Putting
standard capital requirements against operational risk in place could have the unintended consequence
of increasing risk: firms might elect not to bear the cost of developing proper controls if capital
requirements are too high. Furthermore, there are sub-types of “operationa” risk for which losses are
S0 extreme that they are impractical to capitalise (See Section IV for more detail).

As controls are the proper defence against operational risk, supervisors should focus on monitoring the
effectiveness of such controls at supervised firms. Only where these controls are ineffective (or where
a bank completely fails to address operational hazard) might regulatory action in the form of capita
requirements be appropriate. But the decison on this course of action (and the level of any
requirements) would clearly be a matter of largely qualitative judgement, and would as such fall under
PFillar 1l of the new framework.

- |ISDA dso feels that the amount of interest rate risk on a bank’s banking book should be assessed as
part of Pillar I1. This is because the way in which risk arises, is measured and managed by banks is
institution-specific and does not lend itself to standardisation. Although many banks seek to transfer
interest rate risk from the banking book into a risk warehouse based on transfer pricing mechanisms,
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these mechanisms differ widely from one institution to the next. Both the BIS and prominent national
regulatory bodies have previously recognised these complexities and supported an individua

supervisory approach.

The amount of interest rate risk on a bank’s books is sensitive to the particular circumstances of the
ingtitution: the complexity of its Asset/Liability portfalio, its ability to monitor and control risk,
qualitative factors reflecting the nature of the instruments giving rise to the risk, and its systems,
organisational structure and personnel.

Supervisors, by determining benchmark sensitivities or benchmark stress-tests, are bound to ignore the
specific circumstances of the bank and create incentives contrary to optima and transparent risk
management.

It should be stressed at this point that measuring interest rate risk in the banking book implies
assessing the impact of interest rate changes on liabilities as well as assets. The leve of risk is strongly
influenced by the banks strategic choices, the impact of which can only be assessed satisfactorily by
supervisors as part of Pillar 11.

It should be sufficient for banks to disclose their strategy to the supervisors and let them review their
internal measurement and management of interest rate risk. The requirement for additional capital
should only arise where the supervisory review has established material failings in a bank’'s ALM
function and if the bank does not take appropriate steps to correct these failings. Given the absence of
generally accepted risk models for interest rate risk in the banking book, proactive and preventive
supervisory intervention based on meaningful comparisons of methodologies and management
environments is far more effective than any model-based calculation. An ingtitution-specific approach
has the further benefit of alowing for evolution in both the ingtitutional and supervisory methods used
to assess therisk.

- In the light of the above, only credit risk is seen to warrant a minimum capital charge in the banking
book, leading to the following distribution of risk categories across Pillars | and 11 of the Basel review:

Figure 3. Split of Risks Under Review Between Pillars I and 11

Banking Book

Minimum Capital Charge Supervisory Review
PILLAR I PILLARII

Operational risk

Interest rate risk

Credit risk

4. Risk sensitive charges

While ISDA recognises that, a least initially, the system for determining regulatory capital will
involve some simplifications, it believes that the capital number obtained from this smplified
approach should respond, at least directionally, to increases and decreases in risk in the same way that
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the models for economic capita respond. Thisin turn suggests that the methods proposed by the Basdl
Committee should reflect the main risk drivers.

In the longer run, where risk models are more widely tested, supervisors should use them as a basis for
setting regulatory capital requirements. Only then can regulatory arbitrage be truly deterred, and
equality of treatment between banks be achieved, since the approximation involved in relying on
simple measures (e.g.: for credit risk, additive risk weightings based on interna ratings) implies that
some important dimensions of risk are captured inaccurately (e.g.. concentration risk). ISDA has
expressed views on the use of credit risk models in a recent letter to the Models Task Force (Appendix

).

5. Level playing field among banks

As suggested above, equality of treatment between banks can only be attained if supervisors set capital
charges that are sensitive to the economic components of risk; in this sense, the crucia point is not that
the same capital formula applies to al banks, but that the approach retained enables supervisors to
effectively differentiate banks according to their embedded riskiness.

Importantly, enhancing competitive equality between banks might require further harmonisation of
accounting and tax practices across G-10 countries. ISDA bdlieves that supervisors should establish
stronger links with accounting bodies. Thisis a pre-requisite for the satisfactory implementation of the
proposed framework.

6. Overall level of banks’ capital

The Basel Committee has stated that the new framework should “at least maintain the current overall
level of capital in the system”. ISDA believes that this objective is inconsistent with the laudable goal
of trying to make international capital rules more risk sensitive. The Basel Committee should in
particular refrain from imposing capital charges for operational risk or other risk types as a means of
maintaining existing capital levels, even if the overal level of credit risk capita is reduced.

The main purpose of the review should be to establish capita requirements in relation to the
underlying risks taken by banks, in order to avoid distorting banks' behaviour.

If supervisors want to keep the banking system from reducing capital levels, minimum standards are
not the appropriate tool, given that banks in most countries already operate above the minimum level
of required capital. Supervisors should review the consistency of banks capital levels with the amount
of risk embedded in their activities as part of Pillar Il of the proposed framework. ISDA strongly
supports the approach taken by some supervisors in this matter (e.g. Federa Reserve SR letter 99-18).

7. Interaction between Pillars II and III

In monitoring a specific bank’s capital adequacy, supervisors need to take a view of its global
riskiness. Market indicators of regulated ingtitutions' credit quality (such as equity and equity option
prices, debt ratings, subordinated and senior debt spreads etc) carry useful information in this respect.
ISDA would strongly suggest that supervisors use them as a trigger for corrective action in the event
of asudden and materia increase in an ingtitution’s default probability.

Pillar 111 of the review, by introducing disclosure requirements that improve the qudity of these
indicators, will support the exercise of supervision. ISDA recognises that the precise shape of these
requirements is currently being discussed between the industry and the supervisors and hopes that
these discussions will produce sensible results.

In this respect, supervisors should keep in mind the distinction between regulatory reporting and the
disclosure of information to investors. Some data might be made available to the supervisors, which it
would be counter-productive to air publicly. A paralled may be drawn in this respect between the
supervisory process and the debt rating process. institutions seeking a rating will supply rating
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agencies with more information than would be made available to the public. Supervisors find
themselves in a position somewhat comparable to that of rating agencies, as guardians of the
soundness of the banking system in the eyes of its creditors.

8. Consistency of treatment between the trading and banking books

In its June consultation paper, the Committee states that it will review the treatment of trading book
positions to ensure consistency with the banking book and to reduce the incentive for regulatory
capital arbitrage. It would be helpful for the Committee to clarify what is meant here. As the
Committee develops its thinking on this topic, it might wish to keep the following considerations in

mind :

()

(if)

(i)

(iv)

v)

It would not be productive to reopen the discussion of market risk capita, as the
current rules reflect a lengthy, thorough dialogue with the banking community, and
banks have been implementing the existing rules only for a short time;

The Committee should build on conceptua principles to define criteria for alocating
assets between the banking and the trading books (such as intent), rather than rigid
product distinctions. For example, where tradable loans meet trading book criteria,
they should be treated as such.

Should the Committee reopen the discussion of trading book positions, they should
ensure that any modified capital requirements take due account of diversification and
risk mitigation effects between the trading book and the banking book.

There are specific areas where the proposed capital adequacy review offers scope for
reducing the gradient between the banking book and trading book regimes: credit risk
mitigation is a field where more convergence can be attained (see Section Il
“Improving the treatment of credit risk mitigation”).

For risks included in the review which are dso relevant in the trading book, the
Committee should seek harmonisation as appropriate :

(a) For instance, if the Committee designs an operationa risk charge applying across
the whole of a bank’s activities, we would expect the trading book VaR
multipliers to be kept in mind with a view to eliminating any “double counting” of
risks.

(b) We understand that the revised risk weighting recommended for the banking book
will be applied to the counterparty risk weights for OTC derivatives in the trading
book. We would request clarification on this issue and would ask that supervisors
consider the following four issues:

First, we would strongly recommend that for derivatives positions,
whether collateralised or not, supervisors accept to rely on the banks
modelling of potential future exposure. We would seek the acceptance of
internally generated time varying expected exposure measures on each
counterparty’s portfolio. These measures could replace the current PFE
add-ons which are applied to individual transactions and are estimates of
the expected exposure on each transaction. Acceptance of internally
generated measures of expected exposure would allow for full netting and
hedge recognition, recognition of the relative “in and out the moneyness’
of the positions in each portfolio, and correlation across market drivers.
Sophisticated exposure measurement is a necessary condition for full
credit modelling and thus acceptance of interna exposure measures could
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be seen as a necessary step in the evolution of credit risk capita
requirements.

Second, in the absence of modelling for PFE, ISDA would recommend
that the Capital Accord address exposures where there is a high default
correlation between the “in- the-moneyness’ of a trade and the inability of
a counterparty to pay or perform. For example, for cross currency swaps
and fx forwards where the counterparty is domiciled in a sub-investment
grade country whose currency it contracts to receive againgt paying the
currency of an investment grade country, a PFE in the amount of 50% of
notional would be appropriate. For equity derivative transactions where
in-the-moneyness of the trade increases as the value of the counterparty’s
own stock declines, a PFE in the amount of 100% of notional would be
suitable.

Third, we recommend that the Committee revisit the current formula for
netting of potential future exposure to more fully realise the benefits of
netting. The current formula results in capital increasing in proportion to
the gross exposure even though counterparties may actualy be reducing
risk through legally enforceable netting arrangements. Accordingly we
would suggest that the PFE for netting be solely a function of the net
exposure.

Finaly, ISDA would advise that if a bank manages counterparty credit
exposures as trading book exposures, and marks those exposures to fair-
value for reporting purposes, the bank should be alowed to have interna
models treatment for the specific risk of the relevant exposures, subject to
satisfying established criteria for model recognition. Such treatment
would replace the Accord’'s standard approach to caculating capital for
counterparty credit exposure.

The Committee also notes that it will consider adjustments for assets with moderate liquidity. Asset
liquidity factors into fair value accounting techniques and it may be most appropriate to address
supervisory concerns about liquidity through Fillars Il and 111.
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I1. RECASTING CREDIT RISK REQUIREMENTS

1. Recognition of Internal Ratings

A. General comments
The Basal Committee has proposed basing credit risk capital treatment on banks' internal ratings.

ISDA strongly welcomes this move: interna ratings capture a number of the loss characteristics
attached to banks exposures (default probability for obligor ratings, loss given default for facility
ratings). Developing an internal ratings (IR) based approach for setting banks credit risk capital
requirements should therefore ensure that regulatory capital charges more closely reflect the banks
risk profile and contribute to greater alignment of regulatory and economic capital.

a. Internal ratings vs. portfolio modelling

ISDA would note, however, that ratings of individua assets only give an indication of the expected
default rate or loss attached to these exposures. Founding credit risk capital requirements on ratings
hence implies assuming a set level of diversification across banks portfolios. ISDA believes that
greater accuracy can be attained by using portfolio credit risk models, which are currently the best
available risk management tool for detecting and measuring credit risk diversification at bank portfolio
level. We would urge supervisors to include the possibility of using them for setting banks' minimum
capital requirements in their final proposals, even though only at a future date. In the meantime, model
reviews should be included as part of the supervisory assessment of banks. Fillar 1l of the review
offers scope for penalising excessive credit risk concentration.

Furthermore, 1ISDA would like to point out that the difficulties perceived by the supervisors in
validating models can be addressed for certain type of portfolios, notably retail, mortgage and project
finance assets. We would hope that early recognition of portfolio modelling can be obtained for these
asset categories.

The use of internal ratings nevertheless congtitutes a useful stepping stone towards reliance on full
portfolio modelling. We hope, in particular, that the review of banks rating systems will help alay
some of the concerns expressed by the Basdl Committee regarding the quality of the data input into the
models.

b. Scope of application of internal ratings based requirements

The Basd Committee has proposed basing capital requirements on interna ratings only for
“sophisticated banks’. ISDA believes that most G-10 internationa banks have rating systems in place,
and that supervisors should review these systems regardless of whether the bank falls or not within the
ill-defined “sophisticated” category. Only if a system clearly lacks robustness or if it does not trandate
into a default rate or loss measure should it be disregarded for regulatory purposes. The relative degree
of sophistication of eligible rating systems could be reflected as part of the supervisory review, by
applying add-ons to banks whose systems might be improved substantially.

ISDA would also argue that banks should be able to receive partia internal rating recognition, subject
to the absence of “cherry picking”. Significantly, the Basel Committee, by ensuring the consistency of

approach between the IR based capital requirements and the standardised rules, has the ability to

discourage regulatory arbitrage. This will notably require that assets of a similar rating receive

identical capital charges under both approaches and that non-publicly rated assets are treated in a
sufficiently penal manner. The capita charges proposed by ISDA in Section 11.2.B below satisfy these
two constraints (see this section for more detail on how capital charges based on external ratings might

be derived).
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