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Foreword

Unimpressed by John M. Keynes’ motto “I would rather be roughly right than precisely wrong”, the Basel Committee on Banking Supervision is putting in motion the most comprehensive reform package in its entire supervisory history under the term “Basel IV”. The banking and financial market is a highly interconnected and dynamic system in which the strong connections make it almost impossible to assess the risks of the system under certain conditions. Moreover, supervision keeps pace with the financial sector’s increasing complexity by penning more and progressively detailed rules for determining the minimum capital requirement for a bank’s risk positions.

Currently, every European bank must observe approximately 40,000 legally binding requirements of the European Union. In the field of banking supervision, four thousand and one different rules have been set down on 34,019 pages. With a reading speed of 50 words per minute and one hour reading time per working day, you would need around 32 years to read all the pages! And because the rules are constantly changing, they can never be fully read and understood. Today it is almost impossible to find any banking supervisor or bank practitioner who is able to explain exactly the supervisory rules and their consequences. The scope and complexity of the rules are just too great.

Behind this book is a highly qualified, expert team committed to a necessary reduction of regulatory complexity by providing this important companion volume to the reams of legislation. Broad knowledge is an especially crucial characteristic for dealing with complex systems. The authors come from pertinent sectors and have many years of consulting experience. The team of authors is led by Martin Neisen and Stefan Röth, two publishers whose experience and reputation are a guarantee of quality.

This book presents the innovations of the Basel IV package in a concise, understandable and practice-oriented way. It is committed to an optimised view by focusing on all relevant aspects. It is an outstanding work which, thanks to its clear structure and intellectual rigour, allows the reader to “see the wood for the trees”.

I strongly recommended this volume to all scientific readers concerned with the development of banking supervision and risk management, as well as for practitioners interested in these issues. I hope this book will be openly received and widely distributed, and that the reader will find much of interest within these pages.

Dortmund, February 2016


Professor Dr Hermann Schulte-Mattler







Preface

In response to the financial crisis of 2007 and over the ensuing years, the Basel Committee on Banking Supervision has extensively revised its existing framework regarding regulation, supervision and risk management in the banking sector. This revision was published in the form of the so-called Basel III framework in December of 2010. It essentially comprises a strengthening of the quality of the capital that banks are required to hold as well as new requirements regarding the amount of capital. It also introduces new ratios to limit debt levels (“Leverage Ratio”) and new liquidity ratios (“Liquidity Coverage Ratio” — LCR, “Net Stable Funding Ratio” — NSFR). The measurement of credit, market and operational risks which need to be backed by capital according to banking regulations, however, remained largely untouched by the Basel III reform, with the exception of the newly introduced CVA Risk Capital Charge for credit risks associated with counterparties of derivative transactions.

But, at least since 2012, the Basel Committee has been increasingly dedicated to the revision of the methods for assessing risk-weighted assets (RWAs). Initially, risk types and products such as market risk and securitisations, whose regulatory treatment had proven to be problematic in the course of the financial crisis, were at the forefront, the reform proposals now include virtually all procedures and risk types, such as (among others) credit risks, counterparty risks and operational risks, in addition to those mentioned above. Due to these wide-ranging reform proposals it is already foreseeable that the risk measuring methods under Pillar I will change radically until 2019. The scope of these changes goes far beyond the original Basel III framework.

Although the term Basel IV has not yet found its way into the official language of banking supervisors, and has often been met with rejection, we believe that the scope of the reform proposals justifies its use in the title of our book. The following pages are intended to outline the current status of the Basel Committee’s reform proposals regarding Pillars I and III at the time of the book’s publication. Whilst, from the perspective of the Basel Committee, a few of the featured papers are already in their final form, their respective implementation in the EU is still pending. In other cases they are, more or less, advanced consultation papers, in which future changes cannot be excluded or are indeed very likely.

Nevertheless, it is already clear that the Basel Committee’s goal of making risk measurement procedures more risk-sensitive can only be achieved at the cost of a significant increase in complexity.1 Virtually all of the approaches and procedures presented below are much more complex than their respective predecessors. This complexity is reflected on the one hand in the necessary calculations, and on the other hand in drastically increased data requirements. The new standardised approach to determine market risks and the SA-CCR may be mentioned as an example.

Given the comprehensive consideration of all the risks whose measurement is required by supervisory regulations and the far-reaching changes in comparison with the current guidelines, we hope to be able to convince the interested reader that this is not just an adjustment of the existing Basel III rules, but in fact a new framework which deserves the name “Basel IV”.

These new rules are compared to the currently applicable regulations of Basel II and III. With regard to these rules, we usually refer to the EU implementation; however as the EU implementation closely follows the provisions of the Basel Committee, this should not impede the value for readers from other jurisdictions.

Finally, it has to be stated that the editorial deadline for this book ended in January 2017, before some of the Basel IV reforms have been finalised. This is now widely expected to happen in the first half of 2017.

The publishers wish to thank the authors of the individual contributions and Professor Dr Schulte-Mattler for the Foreword. In addition to the authors mentioned by name, Ms Ilhan Alpay, Ms Burcu Erdogan, Ms Alexandra Haydu, Mr Michael Niemeier and Mr Alexander Schlei have also participated in the individual contributions. They also deserve our thanks. All errors and omissions are the publishers’ sole responsibility.

Frankfurt, 14 March 2016

Martin Neisen and Stefan Röth


1 Cf. Kilmister (2015)






1
Revision of the Standardised Approach for Credit Risk

Kristin Lang, Friedemann Loch and Sebastian L. Sohn



1.1 Introduction

As the original Basel I rules for credit risk — being the most relevant risk type for banks — were lacking an appropriate degree of risk sensitivity, they were considered to no longer adequately meet supervisory requirements. As a result, the Basel Committee developed two different approaches for the quantification of credit risk which represented the core elements of Basel II.2 The so-called “Standardised Approach” (standardised approach for credit risk, hereinafter also referred to as “SA”) available to all banks and also — subject to supervisory approval — an “Internal Ratings-based Approach” (hereinafter referred to as “IRB approach”), in which for the first time banks were permitted to use internal methods to determine risk parameters (e.g. probability of default) that could be used to quantify the capital requirements of credit risk for regulatory purposes. Figure 1.1 illustrates both approaches available to quantify the capital requirements for credit risk.

Under the SA, external ratings are used as a basis for the determination of risk weights and the quantification of capital requirements for certain exposure classes. The mapping of external ratings to risk weights, as well as the extent of eligible risk mitigation instruments and calculation of the risk mitigation effect, are entirely specified by the regulator. In contrast, the IRB approach offers various options for the internal estimation of risk parameters (see also Chapter 2 on the IRB approach).

The quantification of risk-weighted assets (RWAs) and capital requirements under the SA is based on a set of components displayed in Figure 1.2.

Once the Basel II rules on the standardised approach were finalised and implemented in the various national legislations it soon became apparent that the intended improvements in risk sensitivity within the standardised approach of Basel II were primarily achieved for claims on central governments — and depending on the national implementation also for banks. In many jurisdictions (e.g. in Germany) external ratings were only available to a small number of predominantly large corporations. The vast majority of corporations did not have any external ratings and had to be classified as “unrated” which resulted in the same risk weight as under Basel I.


[image: image]
Figure 1.1 Approaches for credit risk quantification
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Figure 1.2 Elements to determine risk-weighted assets under the standardised approach


Over time — and especially within the financial market crisis starting in 2007 — the insufficient risk sensitivity of the standardised approach and the use of external ratings for supervisory purposes were increasingly criticised.

Within the Basel III framework the Basel Committee changed the structure and definition of regulatory capital and introduced new regulation on liquidity and leverage, but did not modify any elements of the standardised approach for credit risk.

As a response to the ongoing criticism on the standardised approach, the Basel Committee published an initial consultative paper on a revised standardised approach in December 2014, followed by a second consultative paper in December 2015. The approaches consulted in these papers aim at achieving a higher risk sensitivity without further increasing the complexity of the standardised approach. Another intention is to increase the comparability of capital requirements between banks by reducing differences in capital requirements between the standardised approach and the IRB approaches. In addition it is intended to limit national discretions in the application of the standardised approach. Moreover, the Basel Committee plans to reduce differences regarding the definition of exposure classes under the standardised approach and the IRB approach. An additional aspect of the revision of the standardised approach is to decrease the mechanical dependence on external ratings. While the first consultative paper3 contained extremely wide-ranging modifications in this respect by removing the use of external ratings completely, the second consultative paper4 still allows the use of external ratings. The use of external ratings is, however, complemented by additional requirements requesting the institution to conduct an independent credit risk assessment (“due diligence”).

In contrast to the current requirements, the revised standardised approach needs also to be implemented by all IRB banks in the future, as the capital requirements under the standardised approach will serve as a floor for the capital requirements under the IRB approach (see Chapter 9). Presently, IRB banks have the option of determining the capital floor based on the Basel I provisions (“Basel I Floor”).

Hereinafter the revisions based on the second consultative paper are summarised and compared to the proposed changes of the first consultative paper as well as to the current requirements of the CRR. After the publication of the second consultative paper further modifications have been discussed. These discussion points are also presented as possible modifications in the final papers.



1.2 Provisions in detail


1.2.1 General aspects

The Basel Committee’s revision of the standardised approach for credit risk comprises all exposure classes except for claims on sovereigns, central banks and public sector entities (PSEs). They are not included in the consultative paper as the Basel Committee is considering these exposures as part of a broader and holistic review of sovereign-related risks.

While the first consultative paper replaced the use of external ratings by other risk drivers, the second consultative paper still allows for the use of external ratings. However, in some countries (the USA for instance), the use of external ratings for regulatory purposes is not admitted. For these jurisdictions, and also for all exposures to unrated counterparties, a newly developed Standardised Credit Risk Assessment Approach (SCRA) will be available.

In order to avoid mechanistic reliance on external ratings, the due diligence requirements already included in the first consultative paper were further specified. Should the due diligence analysis reveal a higher risk compared to the risk weight based on external ratings, the higher risk weight has to be applied. However, if the due diligence analysis should reveal a very low risk compared to the external rating, it cannot result in a more favourable risk weight then determined by external ratings.

The exact extent and content of due diligence requirements is yet to be specified; the consultative paper only refers to the presently existing Pillar II-requirements of Basel II. Under Pillar II, banks are required to have methodologies that enable them to assess the credit risk involved in exposures to individual borrowers or counterparties. In this context, the importance of internal ratings as a tool to monitor credit risk on a borrower level is explicitly emphasised.

Banks need to ensure that they have an adequate understanding of the risk profile of the borrower at origination and thereafter on a regular basis (at least annually). They must take reasonable and adequate steps to assess the operating and financial performance levels and trends through internal credit analysis and/or other analytics outsourced to a third party, as appropriate for each counterparty. Banks must be able to access information about their counterparties on a regular basis to complete due diligence analyses.

It is also necessary that banks can demonstrate to the supervisory authority that their internal policies, processes, systems and controls ensure an appropriate assignment of risk weights to counterparties.

Currently it is expected that the majority of SA institutions in many countries will be largely compliant with the due diligence requirements due to their existing  practice of applying rating procedures for bank-internal processes, even in their capacity as SA institution. It remains to be seen, however, how these requirements will be implemented at the European level. The consultative paper does not only enforce due diligence for banks, but also refers to the assessment of these controls by supervisors as well as supervisory actions in case of non-compliance.



1.2.2 Claims on banks


Proposed amendments (second consultative paper)

As the approach to assign risk weights to banks based on other risk drivers — as laid out in the first consultative paper — did not deliver the desired results, the Basel Committee now proposes two approaches for the treatment of exposures to banks:

Jurisdictions that allow the use of external ratings may apply an “External Credit Risk Assessment Approach” while in jurisdictions that do not allow the use of external ratings, only the “Standardised Credit Risk Assessment Approach” is available.

Short-term claims between banks with an original maturity of less than three months receive a reduced risk weight under both approaches in an effort to avoid affecting negatively the liquidity of interbank markets.

Furthermore, the implementation of risk weight floors based on OECD country ratings or on risk weights of sovereigns is under consideration.



1. External Credit Risk Assessment Approach (ECRA)

The “External Credit Risk Assessment Approach” (ECRA) is applied, provided that an external rating for the counterparty/exposure is available and that their use is allowed in the respective jurisdiction. Under this approach, each claim is assigned a so-called “base risk weight” based on the external rating. The resulting risk weights range from 20% to 150%. As a second step, the bank has to perform a due diligence analysis to ensure that the external rating appropriately and conservatively reflects the credit risk of the exposure. If the due diligence reveals a higher risk than implied by the external rating, the risk weight shall be increased by at least one grade. If the outcome of the due diligence analysis is more favourable, the risk weight remains unchanged.

Figure 1.3 illustrates the risk weights to be used for banks based on applicable external ratings under the ECRA.

The consultative paper does not entail any changes in relation to the use of issuer and issues assessments. With the exception of the due diligence element, the proposed rules as well as the mapping of external ratings into risk weights is comparable with the current standardised approach. However, differences arise if no external rating exists for the counterparty or the exposure. Under the current CRR regulation these claims receive a risk weight derived from the external rating of the borrowing bank’s country of incorporation, leading to a risk weight of 20% for banks in Germany. The revised SA however will require the use of the Standard Credit Risk Assessment Approach (SCRA for those exposures).
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Figure 1.3 Risk weights for banks based on applicable external ratings (ECRA)




2. Standardised Credit Risk Assessment Approach (SCRA)

The Standardised Credit Risk Assessment Approach (SCRA) is applied if no external rating is available or if the use of such external rating is not allowed in the respective jurisdiction. Under this approach, the exposures are categorised into three grades (A, B, C). For each grade the Basel Committee has specified criteria for the allocation. Main elements of these criteria are the extent to which the counterparty fulfils its financial obligations and the degree to which it complies with the following regulatory requirements.


	If a borrower exceeds the minimum regulatory requirements (e.g. leverage, liquidity and capital ratios) and meets his financial commitments accordingly, he can be classified within grade “A”, leading to a risk weight of 50%.

	If one or more buffer requirements are not met and the borrower is subject to substantial credit risk a risk weight of 100% under grade “B” has to be used.

	Not meeting one or more minimum regulatory requirements would lead to a risk weight of 150% under grade “C”.

	Exposures with an original maturity of three months or less receive reduced risk weights of 20%, 50% and 150%. Defaulted exposures receive a risk weight of 150%.



Under the SCRA, the bank has to perform the same due diligence assessment as under the ECRA and classify the exposure as Grade A, B or C based on the result of the due diligence. If the due diligence reveals a higher level of risk, the bank has to assign the position to a more conservative grade than that which is applicable by simply using the minimum criteria. As under the ECRA a due diligence can never result in a risk weight lower than that determined by the minimum criteria for each grade.

Figure 1.4 below shows the SCRA risk weights for banks.
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Figure 1.4 Risk weights for banks based on the internal standardised risk assessment (SCRA)




Changes within the consultation process5

As the treatment for banks without external rating will regularly result in a change in risk weights from previously 20% (assumed a Sovereign risk weight of 0%) to 50%, and consequently leading to significantly increased capital requirements, the Basel Committee is discussing options to reduce the effect by eventually introducing an additional SCRA bucket with a reduced risk weight which might be set around 30% and also reducing the risk weights for bucket A and B. The new risk bucket would only be available to banks exceeding a minimum CET1 ratio and leverage ratio. In addition it is discussed to also introduce a new risk “grade” in the ECRA with a risk weight of 30% to banks with a “single A”-rating.

With respect to the treatment of institutional protection schemes that allow for a 0% risk weight for exposures within these schemes and the preferential treatment of covered bonds it is to be expected that the currently existing rules under the CRR can also be applied under Basel IV resp. CRR II.



Comparison of the second consultative paper in relation to the specifications of the first consultative paper and the current provisions

The first consultative paper aimed to remove completely the use of external ratings, and proposed a derivation of risk weights based on the core Tier 1 capital ratio (“CET1 ratio”) and the asset quality based on the “Net Non-Performing-Asset-Ratio” (Net-NPA-Ratio) of banks. Based on a matrix containing both risk drivers a risk weight ranging between 30% and 140% could be derived for each exposure. For a CET1 ratio below 4.5% or counterparties that do not disclose the necessary information under Pillar III, the risk weight was set at 300%. It became evident that this approach would represent a significant increase in the resulting risk weights for banks without necessarily leading to increased risk sensitivity. Within the second consultative paper this approach was removed and the use of external ratings “re-introduced”. Quantitative impact studies showed that the capital requirements under the first consultative paper would have been significantly higher than under current CRR requirements and also under the second consultative paper.

The current applicable standardised approach according to the CRR is based on external ratings of the counterparty/issue, the risk weight of the country of residence and the maturity of the exposure and represents a combination of the currently available two options under Basel II.
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Figure 1.5 Possible changes in the SCRA and ECRA


Exposures of banks with an external rating receive a risk weight ranging between 20% and 150%. Exposures of banks without external ratings are subject to a risk weight which is one step higher than the risk weight directly applicable to that central government. For unrated banks in Germany, the resulting risk weight is 20%. Only in circumstances where neither the bank nor the central government has an external rating the exposure is considered to be unrated and receives a risk weight of 100%.

Short-term exposure against banks with an original maturity of less than three months are subject to a more favourable risk weight. If no rating is assigned, a general risk weight of 20% is applied. In practice, a risk weight of 20% is applied comparatively often as external ratings are frequently not available for short-term exposures.

The second consultative paper shows some similarities with the current CRR rules. External ratings are still required for the assignment of risk weights and the mapping process as well as the available risk weights remain unchanged. Only the due diligence requirements represent a new and additional requirement.

However, in situations where no external ratings are available, significant differences are evident. As for instance in Germany only a very small number of banks are externally rated, the resulting risk weight under the SCRA will be at least 50% while these exposures currently receive a risk weight of 20%. This represents a significant increase in risk weights.

Figure 1.6 exemplifies how risk weights for claims on banks are impacted.




1.2.3 Exposures to Corporates


Proposed amendments (second consultative paper)

Comparable to exposures to banks two approaches are available for exposures to corporates.

If the use of external ratings is allowed in the respective jurisdiction, these ratings can be used to derive base risk weights ranging from 20% to 150%. The mapping process between external ratings and risk weights remains unchanged from Basel II. As for exposures to banks it is also necessary to perform a due diligence analysis and increase the risk weight if necessary.

Unrated exposures are subject to a risk weight of 100%, unless the exposures are to small- and medium-sized entities (SMEs) or the exposures are in default.

In jurisdictions that do not allow the use of external ratings the following concept applies: A risk weight of 75% is assigned to all corporates that have — among other criteria — an adequate capacity to meet their financial commitments irrespective of the economic cycle and can therefore be classified as “investment grade”. All other exposures that are not classified as SMEs receive a risk weight of 100%.
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Figure 1.6 Claims on banks: Examples of risk weight impact


The risk weights to be assigned to corporates are detailed in Figure 1.7.
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Figure 1.7 Risk weights for corporations


Regardless of the permission to use external ratings, small- and medium-sized entities (SMEs) with (group) sales of up to EUR 50 million are assigned a risk weight of 85%, which represents a more favourable treatment than under the previous Basel II regulations. According to the Basel Committee, this preferential treatment can be justified — as SMEs typically provide forms of collateral that are not recognised under the SA’s credit risk framework but nevertheless result in lower average losses compared to large corporates. In addition, loans to SMEs show a lower asset value correlation that is presently only reflected in the firm size adjustment in the IRB approach.

The preferential risk weight can be applied to all corporates that meet the IRB definition of SMEs that have an aggregated exposure exceeding EUR 1 million since claims to SMEs of up to EUR 1 million can be categorised as “retail” according to supervisory requirements and are allocated a risk weight of 75%. In contrast to the SME supporting factor defined in Art. 501 of the CRR there is no total volume connected to the preferential treatment of SMEs.

Figure 1.8 illustrates the derivation of preferential risk weights for SMEs.



Comparison of the second consultative paper in relation to the specifications of the first consultative paper and the current provisions

According to the first consultative paper risk weights between 60% and 300% would have been assigned based on a matrix of revenue and leverage ratio. Comparable to the effects on capital requirements on exposures to banks this approach would have led to significantly increased risk weights for corporate exposures without necessarily improving the risk sensitivity of the approach.
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Figure 1.8 Determination of preferential risk weights for SMEs


Consistent with the treatment of exposures to banks the second consultative paper also removes the risk drivers “revenue” and “leverage ratio”, and also “reintroduces” the use of external ratings, complemented with the requirement to perform a due diligence analysis and to take such analysis into account when determining the risk weight.

Under current CRR rules, exposures to corporates with an available external rating receive a risk weight between 20% and 150%. Unrated exposures are assigned a risk weight of 100%. If the risk weight of the country of incorporation has a higher risk weight than the corporation itself, the risk weight of the country has to be used.

The process of deriving risk weights from externally rated clients/exposures does not differ from the current CRR rules, only the additional due diligence requirements represent a new element that may lead to increased risk weights.

The introduction of a separate risk weight of 85% for SMEs represents a significant modification of the currently existing Basel rules text. On a European level, however, Art. 501 CRR already contains a special factor to reduce the risk weight of exposures to SMEs (“SME factor”). A simple multiplier 0.7619 is used (for SA and IRB exposures) to capital requirements for SME. However, this factor is limited to a total exposure of EUR 1.5 million, whereas the SME-treatment in the consultative paper does not have an exposure limit.

Presently it is unclear, whether the SME-factor will be replaced by the SME risk weight of 85% or still be kept within the CRR. In the latter case the risk weight for SMEs would be extremely favourable.



Changes within the consultation process

Also within the asset class for corporates it is being discussed to implement an additional risk weight of 75% for corporates with an external rating of BBB 75% and to reduce the risk weight for exposure classified as “investment grade” from 75% to 65%.




1.2.4 Specialised lending

Specialised lending can be seen as a specific form of financing. In specialised lending, special purpose entities, created specifically for this investment and with little material assets, typically serve as borrowing entities and the primary source of repayment is the return on the investment. The current credit risk standardised approach both under Basel and the EU does not comprise a separate exposure class for specialised lending. Specialised lending exposures are treated as regular corporate loans and receive a risk weight of 100% unless they have an external rating.

In order to increase risk sensitivity and to align the standardised approach with the IRB approach, the five sub-classes of specialised lending of the IRB approach are also included in the standardised approach.

While the first consultative paper followed a slightly different concept for the treatment of specialised lending, the second consultative paper considers specialised lending as project finances (e.g. factories, infrastructure, environmental technology), object finances (e.g. acquisition of vessels and aircraft) and commodities finances (e.g. crude oil and metal).

Specialised financing in connection with real estate investments is not considered as specialised lending (unlike under the IRB, where these exposures classify as specialised lending) but as a separate form of real estate collateralised loans, and are thus treated within the exposure class “real estate”.

As for exposures to corporates, specialised lending exposures with external issuespecific ratings can receive a risk weight between 20% and 150% using the same look-up table that would apply to general corporate debt exposure.

If no external issue-specific rating is available or allowed for regulatory purposes, a general risk weight of 120% is to be applied for object and commodities finances.

For specialised lending, in the form of project finances, the risk weight depends on the project phase. A risk weight of 150% is to be applied during the “preoperational phase” and 100% for the “operational phase”.

Figure 1.9 contains the risk weights for specialised lending.

As specialised lending is not usually subject to external ratings it can be expected that the average risk weights for specialised lending will be between 100% and 150%. Under current CRR and Basel regulations these exposures are treated as regular corporate exposures and receive a risk weight of 100%. Unless a bank exclusively invests in project finance in the “operational phase” the capital requirements for these financings will increase.
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Figure 1.9 Risk weights for specialised lending



Changes within the consultation process

Also within the asset class of specialised lending some modifications of the risk weights are being discussed in order to reduce the capital requirements for these positions. It is to be expected, that project finance in the pre-operational phase receives a risk weight of 130% instead of 150% and object and commodity trade finance a risk weight of 100% instead of 120%. A new category of “high quality project finance” exposures in the operational phase might receive a risk weight of 80%.




1.2.5 Subordinated debt instruments, equity and other capital instruments


Suggested changes (second consultative paper)

Equity exposures, which are not yet deducted from regulatory capital, receive a risk weight of 250%. Subordinated debt and capital instruments other than equities below the threshold deductions are subject to a risk weight of 150%. For these instruments external ratings are not taken into account.

The proposed rules for subordinated debt securities, equity and other capital instruments are analysed further by the Basel Committee in the course of an impact study. Currently it is also being discussed to assign a risk weight of 400% to speculative unlisted equities and also to apply a risk weight of 150% to all positions that are considered to be eligible as TLAC. Presently it is not clear to which extent this concept is also applied to positions qualifying as “Minimum Requirements for Eligible Liabilities/MREL” which is the European equivalent of TLAC (see Chapter 14).



Comparison of the second consultative paper in relation to the specifications of the first consultative paper and the current provisions

The provisions of the second consultative paper offer considerable relief compared to those of the first consultative paper which proposed risk weights of 300% for publicly traded equity exposures and of 400% in all other cases, as long as they  were not deducted or assigned a risk weight of 250% pursuant to the Basel III framework.

However, a different picture emerges in comparison to the current CRR and Basel requirements. Currently, equity exposures and subordinated debt securities receive a risk weight of 100% (unless deducted from capital or risk weighted with 250%). Only in situations where the exposure is to be classified as “higher risk category” under Basel, or exposures “with particularly high risk” under the CRR, a risk weight of 150% applies.

Apart from the exceptions listed above, capital requirements will be subject to a considerable increase. Yet, this increase is not as severe as the one provided for in the first consultative paper. As the second consultative paper does not (yet) contain any information on the exposure class “higher risk category” it is not possible to evaluate how the new risk weights for equities and subordinated debt will effect/interact with the assignment and the risk weight for the exposure class “particular high risk” under Basel II.




1.2.6 Retail portfolio

The current Basel framework uses four criteria that have to be met in order to categorise an exposure as regulatory retail:


	exposure is to an individual person or a small business,

	exposure takes the form of revolving credit, and lines of credit, personal term loans and leases and small business facilities,

	appropriate level of diversification,

	maximum value of EUR 1 million for the aggregated individual exposures.



If an exposure meets all of these criteria, a risk weight of 75% is assigned.

These rules are implemented on EU level without major differences, however under EU legislation, Art. 123 of CRR defines the term “small business” as a loan to an SME.

Under the revised standardised approach the Basel Committee is specifying the term “small business” as “SME” and also specifying the criterion of “appropriate level of diversification” as a maximum of 0.2% of the individual exposure towards the total retail exposure in order to be eligible for regulatory retail. This quantitative criterion has already been mentioned under Basel II, but only as one option to define diversification.

The other two eligibility criteria for regulatory retail remain unchanged.

The risk weight for regulatory retail exposures of 75% remains unchanged from Basel II and CRR. Comparable to current regulation, a risk weight of 100% is applied to any exposure not meeting all of the eligibility criteria.

As under current Basel and EU regulation, defaulted loans and exposures secured by residential real estate are excluded from the regulatory retail exposure class.

Currently it is also discussed to reduce the risk weight for certain revolving retail exposures as e.g. credit card exposures from 75% to 45%.



1.2.7 Exposures secured by real estate/Real estate exposure class


Suggested changes (second consultative paper)

The concept for the recognition of real estate collateral shows significant changes to the current existing Basel and CRR requirements. With the explicit consideration of the specialised lending class “Income producing real estate” into the real estate exposure class, the Basel Committee’s second consultative document now differentiates between residential property and commercial real estate as well as between “income producing real estate” (IPRE) and “land acquisition, development and construction” (ADC). In addition to that, exposures, where the repayment of the loan materially depends on the cash flow generated by the property are considered to be IPRE loans. These loans can be either a form of residential real estate or commercial real estate and receive different risk weights than loans, where the repayment does not materially depend on the cash flows.

In order to be eligible as real estate collateral a number of operational requirements need to be met:


	The property has to be finished. However, subject to national discretion, it can still be possible to recognise residential property collateral for loans to individuals if the collateral is a residential one-to-four family housing unit that will be the residence of the borrower. Another exemption might be granted if the Sovereign or PSE have the legal powers and ability to ensure that the property under construction will be finished.

	The claim is legally enforceable in all relevant jurisdictions and must enable the bank to realise the value of the property within a reasonable time frame.

	The bank needs to have a first lien on the property unless it can be assured that the bank holding a lien junior to another lien held by a third bank can use this junior lien as an effective risk mitigant. In order to recognise a junior lien, the relevant jurisdiction must allow each holder of a (junior) lien to initiate the sale of the property independently. It is also necessary that these property sales are not carried out by means of public auctions.

	The borrower must be able to repay the loan.

	The property needs to be prudently valued. The value needs to be appraised by a competent and independent specialist using conservative valuation measures. If a market value is available, the value of the property cannot be higher than the market value. The wording of the consultative paper does not explicitly use the terms “lending value” or “market value”; presently it is not possible to estimate whether the terminology used in the consultative paper will represent a change in the current form of determining the value of real estate collateral.



Exposures secured by residential property that fulfil the operational requirements and where the repayment does not materially depend on the cash flows generated by the property itself are assigned risk weights based on the loan to value (LTV). While calculating the LTV all claims secured with the relevant property must be included in the respective calculation. If the collateral agreement provides for a number of different loans secured with a number of real estate collaterals it might therefore be necessary to determine the LTV based on several loans and several collaterals. Depending on the LTV the resulting risk weights range between 25% and 55%. For an LTV ratio of 100% (i.e. the amount of the exposure exceeds the value of the collateral), the risk weight of the counterparty — or 75% in the case of a retail portfolio — is applied.

If the operational requirements are not fulfilled or only partially fulfilled, then the risk weight of the counterparty or a minimum risk weight of 100% have to be applied.

If the repayment of the residential real estate loan materially depends on the cash flows generated from the collateral (IPRE) and the operational requirements are met, the same rules apply, however the LTV-levels and resulting risk weights are different and range between 70% and 120%.

If the operational requirements for these loans are not fulfilled or only partially fulfilled, a risk weight of 150% has to be applied, leading to a risk weight which might be more conservative than for an uncollateralised loan to the same counterparty.

Regulatory requirements for claims secured by real estate are summarised in Figure 1.10.

Loans secured by commercial real estate, where repayment does not materially depend on the cash flows generated by the real estate and where all operational requirements are met, receive a risk weight of 60% if the LTV is less than 60% or the risk weight of the counterparty, provided the latter is lower. If the LTV exceeds 60%, the risk weight of the counterparty is applied.

If the operational requirements for these loans are not fulfilled the risk weight will be 100% or the risk weight of the counterparty, whichever is the higher.

If the repayment of the commercial real estate loan materially depends on the cash flows generated by the property (IPRE) and all operational requirements are fulfilled, a risk weight of 80% is applied based on an LTV of up to 60%. With an LTV between 60% and 80%, the risk weight is 100%. An LTV exceeding 80%, will lead to a risk weight of 130%.
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Figure 1.10 Real estate exposure class


If the operational requirements for these loans are not fulfilled a risk weight of 150% is applied.

Loans granted for land acquisition, development or construction purposes are consistently assigned a risk weight of 150%.

Figure 1.11 shows the progression of risk weights of exposures secured by real estate in relation to the level of LTV.
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Figure 1.11 Risk weights for real estate exposures




Comparison of the second consultative paper in relation to the specifications of the first consultative paper and the current provisions

The first consultative paper followed the concept of aligning the IRB and SA-exposure classes more closely and treated IPRE-financing and ADC positions as specialised financing. If operational requirements for real estate collateral were not met, these financings would be considered unsecured loans.

In the first consultative paper, the calculation of risk weights for claims secured by residential real estate was based on a matrix comprising the LTV ratio and the debt service coverage ratio (DSCR). The resulting risk weights ranged between 25% and 100%. As the parameter DSCR proved not to be comparable among different jurisdictions on an international basis, this approach was removed in the second consultative paper.

Two options were proposed by the first consultative paper regarding claims secured by commercial real estate. Option A envisaged treating said claims as unsecured and applying a risk weight of 50% at national discretion. According to option B, the respective risk weight would have been calculated based on the LTV ratio and a range between 75% and 120%.

In terms of the quantitative impact in the case of residential property, different effects take place: while real estate property finances with low LTVs can receive risk weight of 25% or 30% instead of the current 35%, this advantage diminishes with increasing LTV. Under current Basel and CRR rules, real estate collateral is considered by applying a haircut of 20% to 40% from the market or lending value of the collateral and comparing this value to the amount of the total loan. If the value of the collateral after a haircut still exceeds the exposure, the entire exposure is considered to be fully collateralised and receives the applicable risk weight for the respective form of collateral (35% or 50%). If the value of collateral after a haircut is lower than the exposure of the loan, only the portion of the loan up to the value of the collateral after a haircut is considered fully collateralised (and receives the applicable risk weight), the exceeding portion of the loan is considered to be uncollateralised. This loan-splitting approach has the effect that each unit of collateral value leads to a positive effect on the risk weight. The approach proposed in the second consultative paper, however, eventually waives the effect of partial collateralisation.

Pursuant to the CRR, commercial real estate is subject to a risk weight of 50%, provided specific requirements in relation to the maximum loss ratio are fulfilled. Up to now, these requirements were complied with in Germany which enabled risk weightings of 50%. The provisions of the second consultative paper, which establish risk weights ranging from 75% to 120%, result in increased capital requirements.

For IPRE financing it is also to be expected that the capital requirements under the second consultative paper increase, as the current regulation normally lead to a risk weight of 100% while the second consultative paper may also require risk weights exceeding 100%. Also ADC financings will lead to increased capital requirements as the applicable risk weight of the second consultative paper is 150% as compared to 100% under current regulation. The prospect of increased capital requirement specifically applies to the new exposure classes income producing real estate (IPRE) and land acquisition, development and construction (ADC). Institutions concerned with the standardised approach must set up the procedural and technical framework conditions in order to identify the respective exposures.



Changes within the consultation process

The treatment of exposures secured with real estate collateral has been one of the most criticised topics in the second consultative paper. Especially in countries with large real estate portfolios the increase in capital requirements as a result of the move from the loan-splitting approach to the LTV approach is problematic. It can be assumed that the whole loan and loan-splitting approaches will at least be partially available for banks under Basel IV. One option would be to grant some national discretion for the application of the loan-splitting approach to residential real estate. However it is presently not clear whether this would only mean that banks may use the exact same risk weights as under current CRR regulation or also new risk weights would have to be applied under a “new loan-splitting” approach.

It is also to be expected, that the definition of residential income producing real estate will be aligned with the IRB definition granting the competent authority the option to limit the maximum amount of housing units for the classification.

For certain ADC-exposures it might be permissible to apply a 100% risk weight, provided it can be demonstrated that the borrower holds a substantial equity element and a high degree of prelease-/pre-sale contracts.




1.2.8 Additional risk weights for risk positions with currency mismatch

In the past, banks might have experienced problems with loans in situations where the currency of the loan was different from the regular income of the borrower, and there were sudden changes in the exchange rate between the two currencies. When the Swiss central bank decided to no longer take measures to control the EUR/SFR exchange rate, the value of the Swiss franc suddenly increased against the euro. Borrowers with loans in Swiss francs that were mainly active in the Eurozone suddenly faced a sharp increase in their obligations to repay.

Presently there is no requirement in the Basel or CRR framework to anticipate such developments.

The consultative document proposes to apply an add-on to the risk weight in situations, where the currency of the loan differs from the currency of the borrowers’ main source of income. This new feature in the Basel framework was introduced in the Basel Committee’s first consultative paper for retail and residential retail exposures is now extended to corporate exposures.

The first and consultative paper did not yet specify the amount of the add-on; the second consultative paper provides for an add-on of 50% to the present risk weight (with a maximum of 150%) on unhedged exposures. The term “unhedged exposure” is defined by the Basel Committee as an exposure to a borrower that has no natural or financial hedge against the foreign exchange risk arising from the currency mismatch.

Compared to other countries,6 foreign currency loans with currency mismatches are not very common for retail portfolios and residential property financing in Germany. For this reason, the quantitative impact on these exposure classes for the entire sector is expected to be moderate in Germany despite substantial additional risk weights per position.

These financing schemes occur more often in relation to commercial real estate loans. However, the consultative paper only provides generic guidance on the requirements that hedges will have to fulfil in order to qualify as hedges for these exposures. Banks need to ensure that the corresponding hedging measures are recorded, documented and regularly monitored in order to avoid risk weight addons in relation to foreign currency loans.

Latest information from the consultation process indicates, that the additional risk weight for these positions is not calculated by using an add-on of 50% but instead applying a multiplier of 1.5 to the risk weight of the position. This would have a more preferential effect for risk weights below 100% but a more punitive effect for positions with a risk weight of 150%.



1.2.9 Off-balance-sheet items

Off-balance-sheet positions are converted into credit exposures by multiplying the nominal (e.g. committed but undrawn) amount by a credit conversion factor (CCF). Depending on the type of exposure a CCF of 100%, 50% or 20% is applied. Under current Basel and EU regulation, positions with a low risk profile such as commitments that are unconditionally cancellable at any time without any prior notice can receive a CCF of 0%, thus attracting no regulatory capital charge at all.

In order to achieve better comparability, the Basel Committee suggests aligning the credit conversion factors in the standardised approach to the factors applied  in the IRB approach. Under Basel and EU regulation in the standardised approach, commitments that are not unconditionally cancellable at any time receive a CCF of 20% or 50%, whereas the CCF of the IRB is 75%. The committee proposes to adjust the standardised CCF to a value between 50% and 75%. In addition it intends to remove the option for a CCF of 0% and proposes for commitments that are unconditionally cancellable at any time a CCF in the range of 10% and 20% (the same CCF would be applied in the IRB-approach). It also proposes to narrow the criteria for the eligibility, as many of the commitments that are categorised as unconditionally cancellable are in fact only cancellable subject to certain contractual conditions (e.g. consumer protection laws, risk management capabilities, reputational risk). Under the revised standardised approach only retail commitments that are also, in practice, unconditionally cancellable (e.g. credit card commitments) can receive a CCF of 10%/20%. All other commitments are proposed to be treated as general commitments and therefore receive a CCF of 50%/75%.

For short-term self-liquidating trade letters of credit arising from the movement of goods, a 20% CCF shall be applied. Specific transaction-related contingent liabilities are subject to a 50% CFF. A conversion factor of 75% is applied to liabilities, Note Issuance Facilities (NIFs) and Revolving Under-writing Facilities (RUFs), irrespective of the duration of the underlying facility. Direct credit substitutes, repos and other similar transactions are subject to a 100% CCF.

The Basel Committee plans on carrying out additional analysis on this topic in the course of an impact study and setting the exact values thereafter.

Figure 1.12 shows a comparison between the credit conversion factor pursuant to CRR and the Basel consultative paper.
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Figure 1.12 Selected credit conversion factors (CCF)


According to the proposals, the new CCF-factors may result in significantly higher capital requirements since banks may have large exposures that presently receive a CCF of 0% which will then be subject to a CCF of at least 10% for retail positions and at least 50% for all other commitments.



1.2.10 Defaulted exposures

While, under current regulation, the CRR has already modified the former exposure class “past-due loans” into “defaulted exposures”, the Basel regulations still rely on the concept of past due loans. The Basel Committee is proposing to better align the classification of these loans with the IRB approach, by replacing the criterion “past due” with the definition of default already used in the standardised approach. While this represents a substantial change in the Basel framework, it does not represent a change for banks under EU regulation as the CRR has already implemented this “alignment”.

The unsecured part of any defaulted exposure receives a risk weight of 150% with the exception of defaulted residential real estate exposures where the repayment does not materially depends on the cash flows. These exposures receive a risk weight of 100%.

Under current Basel and EU regulation a risk weight of 100% can also be applied if the amount of specific provisions applied to that loan exceeds 20%. As this requirement leads to the effect that specific provisions both influence the exposure amount and the risk weight, the Basel Committee is proposing to eliminate the option for a reduced risk weight if specific provisions exceeds 20%, and only allow for a 100% risk weight if eligible collateral is posted for that exposure or part of the exposure. Whilst this is conceptually consistent, the modification would lead to an increase in capital requirements if banks do not have, or recognise, eligible collateral for these exposures.

The current Basel regulations also allow for a risk weight of 100% if the exposure past due is fully collateralised with collateral not eligible as financial collateral in the standardised approach, and specific provisions of that exposure exceeds 15%. The Basel Committee is also considering the removal of this option and welcomes feedback from the industry. As this element of the Basel framework has not been implemented within EU regulation, no specific effects are to be expected within the CRR.



1.2.11 Claims on multilateral development banks (MDB)

Pursuant to the current Basel regulations, Multilateral Development Banks (MDBs) receive a 0% risk weight if certain criteria are being met. The Basel Committee is explicitly listing all MDBs that are eligible for a risk weight of 0%. All other risk positions on MDBs are treated as claims on banks.

Within the second consultative paper, the Basel Committee indicates that the 0% risk weight of MDBs might also be revised in the context of the review of sovereign-related risk. The Committee has also observed, that some MDBs currently receiving a 0% risk weight have been downgraded from AAA to AA, raising concerns that the 0% risk weight is still justified.

It is proposed to establish a long-term issuer rating of AAA as an “entry-criterion” for MDBs to be included on that list.

In jurisdictions that allow for the use of external ratings, other MDBs will receive risk weights based on their external rating and receive a risk weight ranging between 20% and 150%. In jurisdictions that do not allow the use of external ratings, these MDBs receive a risk weight of 50%.

Figure 1.13 displays the risk weights that result in connection with the ratings for Multilateral Development Banks.
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Figure 1.13 Risk weights for Multilateral Development Banks




1.2.12 Other assets

In terms of other assets, no major changes will take place with respect to existing regulations. This exposure class will continue to serve as a residual exposure class for positions that are not subject or do not fit into other exposure classes.

Pursuant to the CRR, a risk weight of 100% is assigned to tangible assets prepayments and accrued interest, where the counterparty cannot be determined. The risk weight of cash assets such as gold bullion held in an owner’s vault is 0%. Cash positions in the process of collection are subject to a risk weight of 20%.

These three categories are also included in the second consultative paper, although a distinction between fixed assets and accruals and deferrals is no longer made.

The Basel Committee abandoned the idea of a general risk weight of 100% as it was envisaged in the first consultative paper.



1.2.13 Changes in credit risk mitigation techniques

While the structure of the approaches used to calculate the credit risk mitigation remains largely unchanged, the Basel Committee identified a number of weaknesses in the present regulations to risk mitigation. The current risk mitigation requirements allow for an unnecessarily broad range of approaches, and also include internal estimates — something which is not in line with the general concept of standardised approaches. The proposed changes aim for a simplification in the available options for the calculation of the risk mitigation effect and the range of eligible risk mitigation instruments.

The current requirements for credit risk mitigation allow, to some extent, for banks to determine internal estimations for haircuts applied on risk mitigation instruments. These internal estimations will be eliminated, all banks will have to rely on the same set of supervisory haircuts. Also the use of VaR-Models for certain securities financing transactions (“SFT”) and the internal models method for SFT and collateralised OTC derivatives, presently available to banks using the standardised approach will be removed for the standardised approach. The removal of these internal estimates was already proposed in the first consultative paper and has only been modified in the second consultative paper regarding the methodology for repo-style transactions.

It is proposed to modify the existing methodology for repo-style transactions in order to better take into account the effect of diversification and correlation.

Figure 1.14 shows the currently existing standardised formula for calculating repo-style transactions.
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Figure 1.14 Current standardised formula to calculate repo-style transactions


Banks were critical of the lack of consideration of diversification effects due to a mechanistic haircut on the absolute value of the net position for each security. In the second consultative paper a modified version for the weighting of securities lending and repo transactions has been introduced as shown in Figure 1.15.
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Figure 1.15 Proposed modified standardised formula to calculate repo-style transactions


Only the second element of the formula, which consists of an add-on to reflect potential price changes in the values of the securities in the netting set, is revised. The portion of the formula weighted with a factor of 0.4 corresponds to the current regulation and allows for negative haircuts (“net exposures”). The newly added portion, which is weighted with a factor of 0.6, takes into account haircuts in the form of add-ons without taking into account if the haircut should be applied as received securities collateral or as a security position established as exposure (“gross exposure”). As a result, higher weighted capital charges, which are divided by the number of exposures contained in the netting set, are calculated in the first step. Overall this results in a more favourable haircut than in the original version. This effect becomes even clearer the more exposures are contained in the netting set.

Comparable to the current regulation, and consistent with the reintroduction of external ratings in certain exposure classes, the second consultative paper provides for the use of external ratings in the credit risk mitigation framework. The methodology of deriving haircuts based on the issuer will remain unchanged. However, differences on a detailed level — the time buckets “between 1 and 3 years” and “between 3 and 5 years” — were added to the classification by maturity. Moreover, in the second consultative paper, main index equities and other equities and convertible bonds listed on a recognised exchange are assigned a haircut of 20% and 30% respectively instead of current haircuts in the Basel framework and EU regulation of 15% and 25%.

Provided that the use of external ratings is not allowed in specific countries, the Basel Committee suggests a modified weighting of haircuts that are based on the risk weights of the issuer of the securities.

Analogous to financial collateral also unfunded credit protection provided by guarantors and protection providers is treated differently between jurisdictions that allow the use of external ratings and jurisdictions that do not allow its use.

For all jurisdictions, credit protection can be provided by sovereigns, PSEs, MDBs, banks, securities firms and other prudentially regulated financial institutions with a lower risk weight than the counterparty.

In jurisdictions that allow the use of external ratings, other entities (e.g. corporates or parent institutions) are eligible if they have an external rating (leading to a lower risk weight than the unrated exposure) and the protection is not provided to a securitisation exposure. For protection provided to securitisation exposures, the external rating at origination of the protection has to be A – or better and the current external rating better than BBB- in order to be eligible.

In jurisdictions that do not allow the use of external ratings, other entities are eligible, as long as they are classified as “investment grade” and meet additional requirements — such as having securities outstanding — and their creditworthiness is not positively correlated with the credit risk of the exposures for which they provided guarantees. Parent, subsidiary or other affiliated companies are also eligible, if their creditworthiness is not positively correlated with the credit risk of the exposure for which they provided for.

With respect to the use of guarantees and credit derivatives in the CRM framework the Basel Committee acknowledges that the range of eligible guarantors/protection providers might differ in jurisdictions that allow the use of external ratings and those jurisdictions that do not allow the use of external ratings and welcomes feedback on how to narrow potential differences.

All of the proposed changes to the risk mitigation framework may eventually lead to increased capital requirements for banks. Especially banks using internal estimates that will no longer be allowed, may experience significant increases.



1.2.14 Additional aspects and other possible adjustments

Besides the proposed changes and adjustments detailed above, the Basel Committee has identified individual aspects that could lead to additional changes to the standardised approach. It is considering the following issues:

Comparable to the current provisions of the Basel framework, it is also possible within the framework of the second consultative paper that a risk weight of 0% is assigned to certain core market participants for securities lending and repo transactions. The Basel Committee considers this rule to be inconsistent with other treatments for short-term wholesale funding.

Moreover, the Basel Committee is analysing the extent to which resolutions on the restructuring regimes can influence the legal enforceability of bilateral netting agreements.

The first consultative paper still contains the provision that, in the case of credit derivatives, a regulatory recognition cannot be granted as risk mitigation as long as the credit event of the restructuring was not explicitly agreed upon. In the second consultative paper, at least a partial recognition of the securing action is accepted even without an explicit commentary regarding restructuring.

Finally, the Basel Committee points out that additional adjustments of the standardised approach may be necessary as a result of the review of the IRB approach.




1.3 Conclusions

While the intention of the Basel Committee to revise the standardised approach and remove the identified deficiencies was generally welcomed by marked participants, the modifications proposed in the first consultative paper resulted in some unintended consequences, above all an inappropriate increase in capital requirements. Moreover, considerable costs for the implementation of the new procedures, and especially for the replacement of external ratings by risk drivers to be calculated individually, were expected.

With the second consultative paper the Basel Committee showed a clear move back to some existing core elements of the standardised approach — such as the use of external ratings — and complemented these elements with additional requirements. Where available and approved for regulatory purposes, these ratings are used to determine so-called base risk weights which must be verified by banks by conducting a due diligence.

Compared to the first consultative paper, the quantitative impact of the proposals in relation to existing Basel II/III and CRR provisions is rather moderate. However, it could have a considerable impact especially on small or specialised institutions. Additionally, all IRB banks will be affected by these requirements due to provisions on output floors (see Chapter 9). Looking purely at the second consultative paper without taking into consideration any modifications from the consultation process increasing capital requirements are to be expected with regard to:


	Claims on banks due to the modified regulation on banks without external rating.

	The newly introduced exposure class on specialised lending, which will be assigned a risk weight above 100% in many cases.

	Claims secured by real estate collateral (introduction of IPRE and ADC, risk weights based on LTV).

	Subordinated debt securities and non-deductible holdings.

	Risk weight add-ons for currency mismatches.



A slight relief compared to existing provisions is to be expected for residential property with very low LTV ratios. It is likely that new proposals on preferential risk weights for SMEs will have no effect on credit institutions in the EU since equivalent provisions — different from the current Basel regulations — are contained in the CRR.

However as the consultation process led to a number of (possible) modifications that will mainly result in reduced capital requirements for certain exposures it can be expected that due to the changes for claims to banks without external rating, specialised lending exposures and residential real estate the overall capital effects of the new standardised approach will in general only lead to moderate increased of capital requirements.

In December 2016 the Basel Committee had developed a number of transitional arrangements for the implementation of Basel IV. Within these arrangements the implementation date for the new credit risk standardised approach was set at January 1st 2021. However, as this implementation date has been proposed under the assumption of finalising Basel IV in early 2017 the final implementation date is still uncertain.
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The Future of the IRB approach

Kaan Aksel, Petr Geraskin and Iosif Izrailov


The recent financial crisis has severely impeded the trust supervisory authorities have placed in banks’ internal models to calculate capital requirements. The result has been an avalanche of proposals by the Basel Committee, the European Banking Authority (EBA) and the European Central Bank (ECB) to reform the IRB approach and review its application by the institutions. This article looks at the proposed revisions advocated by the Basel Committee, which published far reaching provisions to adapt the IRB in Mid-2016 as BCBS 362. This part is complemented by current rumours on the state of the BCBS’s discussions at the time of the editorial deadline in January 2017. Also, two papers of the EBA are introduced. They are detailing the definition of default as well as granular requirements for the estimation of risk parameters. Both papers are part of the EBA’s future of the IRB project, which entails several mandates contained in the CRR as well as some tasks resulting from the EBA’s own initiative.


2.1 Basel Committee’s initiatives to improve the IRB approach


2.1.1 Introduction

Starting in 2012, the Basel Committee of Banking Supervisors (BCBS) has been planning to revamp the IRB approach to capital requirements estimation. Maintaining a balance between simplicity and risk sensitivity has always been the goal of the Basel Committee. Currently, the BCBS believes that the IRB approach has become unduly complex, resulting in negative consequences, which include the following:


	difficulties for internal management in understanding the regulatory regime, the risk profile of the bank and to properly perform capital planning;

	hampering the ability of investors to understand and properly evaluate the risk profiles of banks;

	hampering the ability of regulators to evaluate the capital adequacy of banks;

	increasing the likelihood of spurious accuracy in the assessment of risk (i.e. model risk);

	opportunities for banks’ management and employees to game the regulatory requirements in order to minimise risk-weighted assets;

	diminished comparability of risk estimates.



The aim of the BCBS is to simplify the Basel standards and to improve comparability of internal risk estimates. The view that the comparability of internal risk estimates has been undermined was further supported by the results of the Regulatory Consistency Assessment Programme (RCAP), which BCBS began to use in order to monitor the adoption of Basel standards across internationally active banks. The studies conducted as part of the RCAP concluded that there is significant variation in RWAs for credit risk among IRB banks, especially for non-retail portfolios (sovereign, bank, corporate). A hypothetical benchmarking exercise concluded that adjusting individual bank risk weights for these portfolios to the median could result in increases or decreases in capital ratios by as much as 1.5 — 2% (or 15—20% in relative terms).
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Figure 2.1 Change from a 10% hypothetical capital ratio when individual banks’ risk weights are adjusted to the median in the sample


Whereas the role of the EBA is to clarify the technical aspects of IRB models, the Basel Committee is more focused on clarifying the more general aspects of the IRB framework, especially its scope of application with respect to low-default portfolios. The key regulatory documents published so far by the Basel Committee are two consultative documents: “Capital floors: the design of a framework based on standardised approaches” and “Reducing variation in credit riskweighted assets — constraints on the use of internal model approaches”. The key proposals can be broken down into three categories, and are outlined in Table 2.1 and the ensuing sections.


Table 2.1: Summary of BCBS proposals




	Category
	Description





	Scope of use of internal models
	Removing the option to use F-IRB and A-IRB approaches for certain portfolios, where it is judged that the model parameters cannot be estimated sufficiently reliably



	Use of floors to reduce RWA variability
	Introducing portfolio level floors for RWA and exposure level floors for PD, LGD and EAD risk parameters in order to ensure a minimum level of conservatism for portfolios where the IRB approaches remain available



	Parameter estimation practices
	Providing greater specification of parameter estimation practices to reduce variability in risk-weighted assets for portfolios where the IRB approaches remain available








2.1.2 Scope of application of internal models

It is widely understood that the reliability of internal models largely depends on the quantity and quality of underlying data, as well as the modelling choices made by the development team. When data is scarce, general model development techniques that rely on the use of default cases might become unavailable. For the PD parameter, the most common modelling approach is to choose and weigh risk factors in a way which differentiates between defaulted and non-defaulted cases. This is typically accomplished using logistic regression, which relies on at least several hundred defaults and non-defaults to achieve robust statistical results. For the LGD and EAD parameters, data requirements are even more stringent, since these parameters are estimated not by comparing defaults with non-defaults, but rather by studying the defaulted cases in detail. This means that to estimate these parameters on a portfolio level, several hundred default cases might be required, and for granular results (e.g. estimated by using averages on a sub-segment level or by using statistical regression techniques) thousands of default cases might be required.


2.1.2.1 Removal of F-IRB and A-IRB options for certain portfolios

Recognising that the lack of sufficient default data might lead to unreliable estimates of risk parameters, the Basel Committee has proposed to limit the scope of application of internal models. The specific initial proposals of the Basel Committee were outlined in March 2016 in the consultative document “Reducing variation in credit risk-weighted assets — constraints on the use of internal model approaches”. The proposals affect the corporate, financial institution, specialised lending and equity portfolios, and are outlined below:


	F-IRB would no longer be allowed for (i) banks and other financial institutions, (ii) corporates belonging to consolidated groups with assets greater than EUR 50bn, (iii) equities;

	A-IRB would no longer be allowed for corporates belonging to consolidated groups with annual revenues greater than EUR 200m;

	use of own estimates of model parameters for specialised lending would no longer be allowed, leaving only the Supervisory Slotting Criteria approach under F-IRB;

	there are no proposed changes to the sovereign portfolios, but removal of IRB is being considered by the Basel Committee.



The transfer of the portfolios of large corporate and financial institutions to the standardised approach may have significant implications on the risk-weighted assets of certain banks, especially if their portfolios consist predominantly of exposures with low credit risk. Preliminary analysis shows that the removal of IRB could increase RWA by 20–30% for banking portfolios, and by a factor of 2–3 for large corporate portfolios (Tables 2.2 and 2.3). Due to the significant change in RWA, banks will need to adjust strategies for RWA optimisation for the portfolios where the IRB approach cannot be applied (based on the standardised approach RWA drivers). Additionally, banks that used credit risk models for exposure or portfolio level decision making may have to make changes to the business model (e.g. pricing of loans, limit management and monitoring activities).


Table 2.2: Comparison of risk weights between the A-IRB and standardised approaches for select banks7




	Company
	Rating
	RW A-IRB
	RW SA





	Bank A
	AA–
	17.3%
	20.0%



	Bank B
	A
	27.7%
	50.0%



	Bank C
	A–
	34.9%
	50.0%



	Bank D
	BBB+
	43.5%
	50.0%



	Bank E
	Baa3
	65.1%
	50.0%



	Average risk weights
	
	32.7%
	40.0%







Table 2.3: Comparison of risk weights between the A-IRB and standardised approaches for select large corporates8




	Company
	Rating
	RW A-IRB
	RW SA





	Corporate 1
	AA–
	11.3%
	20.0%



	Corporate 2
	A+
	14.4%
	50.0%



	Corporate 3
	A
	18.2%
	50.0%



	Corporate 4
	A–
	22.9%
	50.0%



	Corporate 5
	BBB+
	28.5%
	100.0%



	Corporate 6
	BBB
	35.1%
	100.0%



	Average risk weights
	
	22.5%
	67%








2.1.2.2 Introduction of criteria for assessing modellability

Data availability is not the only reason for removing the IRB option for lowdefault portfolios (Table 2.4). The Basel Committee outlines two additional criteria that it used to assess the “modellability” of low-default portfolios. For portfolios of large corporates, financial institutions and equities, market information about credit risk is generally available (e.g. ratings of large rating agencies, market analysis, etc.), on which the standardised approach is based. The Basel Committee believes that, for such portfolios, risk estimates of individual banks are not any more reliable that those of the overall market, and thus there is no need to estimate risk parameters internally. In addition, model validation, which is an important component of the IRB framework, becomes difficult for low-default portfolios.


Table 2.4: Criteria for assessing modellability




	Criterion
	Description





	Data availability
	The quantity and quality of relevant data available for the risk or portfolio



	Information advantage
	Whether an individual bank has data not otherwise available to the broader market or has specific knowledge that will contribute to the reliability of the outcome



	Modelling techniques and validation
	The availability of robust and generally accepted modelling techniques which are capable of validation








2.1.2.3 Responses of the industry

The financial industry has responded strongly against the initial proposals of the Basel Committee, and has instead proposed alternative solutions that would ensure the reliability of models for low-default portfolios. According to industry professionals, internal models remain more accurate and more risk sensitive than the standardised approaches. This is despite the revisions to the standardised  approach, which has increased its complexity. The standardised approach differentiates risk weights by external ratings, but only a small set of predetermined risk weights is available for unsecured exposures with different rating grades. In the event that an exposure lacks an external rating, the standardised approach provides no flexibility at all — leaving the bank with only a 45% unsecured risk weight.

Industry participants believe that risk sensitivity is one of the most important elements of a sound risk management framework. The reduction in risk sensitivity might result in seemingly more comparable risk weights, but in reality would increase the risk of generating inappropriate risk-weighted assets that are either too high or too low for a given portfolio or exposure. Moreover, because of lack of flexibility in the standardised approach, banks could shift their portfolios into higher risk exposures without increasing the capital charge. This RWA “optimisation” exercise might increase, and not decrease, the overall riskiness of the banking industry.

In addition to criticisms related to risk sensitivity, industry participants have noted that the actual variability in modelled PD estimates has decreased significantly in the past five years. This could be explained by the implementation of more sophisticated and consistent modelling techniques in IRB banks. In fact, the results of certain comparability studies suggest that the variability of internal PD and LGD estimates is lowest for large corporate and banking sector “low default” exposures.9

As of January 2017, it seems as though the Basel Committee has been partially convinced by the arguments against the removal of advanced modelling approaches. Although the final decisions are unknown, it seems increasing likely that IRB approach will remain available for large corporate and financial institution exposures (at the very least the F-IRB option, which permits the use of modelled estimates of PD). Additionally, use of AIRB for specialised lending exposures is likely to remain possible (at the very least the BCBS is considering to keep this option until a revised slotting criteria approach is available in the future). That being said, the Basel Committee still has to implement measures that would restore confidence in modelled parameters for such portfolios. Rather than removing the IRB option, it will have to improve the consistency and reliability of the IRB framework. To do so, it will rely on a number of solutions, which are briefly outlined below.



2.1.2.4 Alternative proposals aimed at improving the IRB framework for lowdefault portfolios

The general understanding in the industry is that, instead of proposals to remove risk sensitivity, BCBS should favour and promote efforts which are currently underway to make models more accurate and to reduce unwarranted variability in RWA. There are currently a number of initiatives studied by the industry and by the Basel Committee, some of which will end up in future regulations.


Clarification of the use of external data

Over the past decade, sources of external data that could be used for PD and LGD modelling have become readily available. External default and loss data can be obtained from rating agencies (e.g. Moody’s, S&P, Fitch), as well as data pools, which aggregate the data of participating banks. As this trend continues, external data is becoming increasingly important in both the development and validation of IRB compliant rating systems, especially for low-default portfolios. In addition to the obvious benefit of increasing data quantity, the use of external data provides a more realistic view of the default and recovery paths for low-default portfolios. After all, for such portfolios, the risk management policies of individual creditors have little effect on both the likelihood of default and the recovery path of the loan after a default occurs.

The choices of external data providers are becoming more diverse. Rating agencies provide default data, which could be used to validate the calibration levels of models, as well as rating data, which could be used to build shadow rating PD models, whose aim is to mimic external ratings. In addition, rating agencies, most notably Moody’s, collect recovery information for corporate default events, which could be used to develop and validate LGD models. The range of data pools is also becoming diverse. The Global Emerging Markets Risk Database focuses on developing markets and has collected default and recovery data for approximately 1500 default events since 1988. The Global Data Consortium (formerly the PECDC) is focused on developed markets and currently consists of 50 bank members. Additionally, smaller data pools are being established on individual country or regional levels. Due to the large pools of underlying data, the default and loss data is becoming available on a granular level, allowing for segmentation of models into asset classes, segmentation by country groupings, and in some cases, segmentation by size of entities.

Industry professionals understand the importance of external data, and are urging Basel to clarify the use of pooled data to improve accuracy of PD and LGD estimates. Some national supervisors are already comfortable approving rating systems built on external data, but a consistent and systematic approach to their approval and validation must be developed.



Imposition of certain constraints on models for low-default portfolios

Instead of removing the IRB approach, the Basel Committee should make the development, validation and approval processes of rating systems for low-default portfolios more stringent. Specifically, the following initiatives could be used:


	The Basel Committee could provide further qualitative and quantitative clarifications for its “criteria for assessing modellability”. These criteria could then be used to make decisions about the possibility of using IRB at the level of individual portfolios of specific banks, instead of decisions on an industry level and exposure class level. For instance, while banks have traditionally experienced low defaults, that is not the case for leasing companies, where a lot more default data is available in many financial institutions.

	For low-default portfolios for which IRB would still be allowed, the Basel Committee and the EBA should provide further specification of modelling choices, since currently many topics related to sample formation, development approaches and model development remain unspecified.

	The Institute of International Finance (IIF) has proposed a more stringent model-approval process for large corporates, where corporate exposures would be moved to the standardised approach only if the models fail to gain approval.

	The Basel Committee should provide further distinctions between PD and LGD models. Issues with data availability may result in inconsistent estimates of LGD across banks, but PD estimates should still fall within acceptable ranges. Basel should thus place more emphasis on putting constraints of LGD rather than PD.

	Pillar 3 disclosure requirements have to be improved for IRB banks, especially for low-default portfolios. For instance, banks could be forced to disclose some measures of the performance of their models, effectively showing outside stakeholders whether models are sufficiently conservative and perform well. This will promote discipline and, with this kind of discipline, the quality and consistency of models should improve over time.







2.1.3 Floors as an instrument of RWA variability reduction

The Basel Committee is planning to add additional floors to the capital requirements framework. The floors will be introduced to prevent capital requirements from falling too low by limiting the impact of modelling errors or insufficiently conservative modelling practices on RWA. Several types of floors are being considered by the Basel Committee, each of which is described in detail below.


2.1.3.1 Output floors

The first type of floor is an output floor that applies to banks’ aggregate capital requirements (see also chapter 9). This concept is already part of the existing capital requirements framework, and it currently stands at 80% of capital requirements  under the Basel I approach. The main critique of the existing floor is its reliance on the outdated Basel I approach. After all, the Basel I floor was initially established only to ensure that that capital requirements would not fall significantly when banks upgraded to the internal rating based approaches of Basel II. Since it still relies on Basel I, it is out of line with both the current and the upcoming versions of the standardised approach to capital requirements estimation.

The new proposal of the Basel Committee is to tie the aggregate output floor directly to the capital requirements estimates under the standardised approach. Such floors can be applied both at the total RWA level, as well as on a more granular risk-category level for credit risk, market risk and operational risk. The granular floors might be more relevant in cases where internal models are only used for certain risk types. On the other hand, the total floor is easier to interpret. In any case, the floors would address the issues of excessive RWA variation and ensure that RWA estimates based on internal models do not fall below certain thresholds. The exact calibration level of the output floor is still subject to review, but it is likely to fall in the range of 60–90% of capital requirements under the standardised approach.

As of January 2017, it looks as though a “compromise” regarding the output floor may have been finally reached within the BCBS. The expected calibration level is 75%, which is near the upper boundary of the initial range of 60-80%. The implementation of the floor will come with a transition period until 2025, starting in 2021 on a level of 55%, which will be increased by 5% each year up to the level of 75% in 2025. However, as this topic is a highly sensitive issue for banks and supervisors from various countries, the present status still requires some bilateral discussions with members of the committee. It is possible that additional BCBS meetings might be necessary in order to reach a level that can be presented to the Group of Governors and Heads of Supervision (the oversight body of the Basel Committee) for adoption.



2.1.3.2 Risk parameter floors

The second type of floor is the parameter level floor applied on an individual exposure level. Banks would still calculate internal risk parameters (PD, LGD and EAD), but would use the higher of their own internal estimates and the regulatory floors in RWA estimation. In a very rudimentary form, this concept has been already implemented as part of the Basel II framework. Basel II already prescribes a floor for PD estimates of 3 basis points, as well as a floor for LGD estimates of residential real estate exposures of 10%. However, the existing floors are insufficiently conservative and are not granular enough, resulting in proposed revisions by the Basel Committee. The new proposed floors are more granular, as they are established on both asset class and product level. The preliminary floors proposed by the Basel Committee in March 2016 are presented in Table 2.5.


Table 2.5: BCBS 362 proposed risk parameter floors




	Segment
	PD
	LGD
	
	EAD/CCF





	
	
	
	Unsecured
	Secured



	Corporate
	5bps
	25%
	Between 0-20% depending on collateral type
	Sum of:
(i) the on-balance sheet exposures
(ii) 50% of the offbalance sheet exposure using the applicable CCF in the standardised approach



	Retail
	
	
	



	Mortgages
	5bps
	—
	10%10



	QRRE transactors
	5bps
	50%
	—



	QRRE revolvers
	10bps
	50%
	—



	Other retail
	5bps
	30%
	Between 0-20% depending on collateral type






The exact calibration level of the floors is currently subject to a review by the Basel Committee, and will be finalised only after a Quantitative Impact Study is conducted.10 It is worth noting that the Basel Committee is cautious about making the floors too high. High calibration levels of floors would better accomplish the goals of lowering RWA variability and minimising the manipulation of risk weights by banks. At the same time, however, they might incentivise banks to take part in more risky activities by shifting assets into exposures whose risk parameter values are higher than the floors.

That being said, given the current proposed calibration levels, it is likely that there would be an increase in capital requirements, especially for portfolios subject to the advanced IRB approach, where the floors for LGD and CCF estimates would be activated. In addition, these floors would result in less inclination for banks to adopt the IRB approach, especially since the aggregate output floors (total floor calibrated at the 60–80% level), and possibly more granular floors, would still apply.



2.1.3.3 Supervisory benchmarks

A third option would be to use benchmarks of risk parameters in order to limit the flexibility of advanced approaches. This approach was also considered by the Basel Committee, although no further action has been taken on it to date. If this approach were to be used, there would be no hard floors for risk parameters, but rather a list of acceptable ranges for different groups of exposures (grouping could be performed by asset class, country, size and revenue of the borrower as well as rating grades or other indicators of credit quality). Such benchmarks would provide valuable reference points, especially for low-default portfolios, for which banks might have difficulty using internal data to derive accurate calibration levels for their models.




2.1.4 Parameter estimation practices

The Basel Committee also aims to provide greater specification of parameter estimation practices for portfolios where the IRB approaches remain available. The current proposals cover: (i) PD; (ii) LGD; (iii) EAD, including CCF; (iv) maturity (M); and (v) credit risk mitigation (CRM), and are summarised in Table 2.6.


Table 2.6: Proposed changes to parameter estimation practices




	IRB topic
	Proposed revisions





	Probability of default (PD)
	

	No significant changes, but rather specifications to ensure consistency (e.g. using through-the-cycle PD, use of downturn years for calibration were already previous requirements)





	Loss given default (LGD)
	

	Changes to the calculation of LGD under F-IRB:

	– Introducing explicit haircuts for non-financial collaterals and increasing them to 50% for receivables, CRE/RRE and other physical collateral

	– Decreasing minimum LGD values for fully secured exposures to 20% for receivables and CRE/RRE, and 25% for other physical collateral
Decreasing minimum LGD values for unsecured exposures to corporates from 45% to 40% (banks still remain on 45%)

	– Removal of minimum collateralisation requirements for non-financial collateral

	– Gross-up requirement for non-cash exposures secured by non-financial collateral is extended



	Changes to the calculation of LGD under A-IRB:

	– LGD estimates should be split up into a long-run average LGD component and a separate downturn add-on component, which might have a floor

	– Estimation of the long term LGDs for secured exposures is restricted by a floor varying by collateral type between 0% and 20%










	Exposure at default (EAD) & credit conversion factor (CCF)
	

	Banks using F-IRB are required to use supervisory CCFs set out in the standardised approach

	Estimation of CCFs using internal models is no longer allowed for non-revolving commitments under A-IRB

	Banks using A-IRB are expected to use CCFs specified in the standardised approach for a larger range of exposures than is currently required. Modeling the EAD/CCF risk parameter is only allowed for exposures that meet the following conditions:

	– Exposure to a counterparty with available IRB approach to credit risk (certain corporates and retail)

	– Exposure is an undrawn revolving commitment

	– Exposure is not subject to a CCF of 100% in the standardised approach



	When the conditions specified above are met, additional constraints on EAD/CCF estimation practices need to be considered, for example:

	– EAD/CCF models should reflect the product, customer and bank management characteristics of exposures, towards which they are applied

	– EAD/CCF models should conservatively treat facilities which are close to being fully drawn at the reference date

	– During the construction of the EAD/CCF models, the EAD reference data should not be capped at the principle amount outstanding or facility limits

	– Conservative long-run default-weighted average estimates of EAD/CCF must be used

	– A 12-month fixed horizon estimation approach must be used during the construction of the EAD/CCF model







	Maturity (M)
	

	No change of the fixed 2.5 year maturity parameter under the F-IRB approach

	Determination of maturity parameter under the A-IRB approach based on the
expiry date of a facility (the simple use of the repayment date of the current drawn amount would be prohibited)





	Credit risk mitigation
	

	Removal of double default treatment for credit derivatives

	Under the F-IRB approach, regarding the recognition of guarantees and credit derivatives, for the covered portion of the exposure only the full substitution approach (PD of the guarantor) shall be allowed

	Conditional guarantees are not allowed to be used in the A-IRB approach, additional guidance is given as to what is considered to be “conditional”

	Own estimates of collateral haircuts are not allowed under the F-IRB approach (as in the case of the new standardised approach)

	VaR model approach is allowed for determination of exposures to counter-party credit risk for securities financing transactions

	Removal of CRM recognition from first-to-default credit derivatives for underlying exposures under F-IRB; for A-IRB banks only first-to-default credit derivatives can be recognised as part of CRM








As of the writing of this publication, there are discussions on additional general changes to the IRB approach, such as the possible removal of the scaling factor of 1.06 from the risk weighted asset formula.



2.1.5 Conclusion

The final decisions of the Basel Committee are yet unknown. Some of its proposals, most notably the ones related to the outright removal of IRB for certain portfolios, are likely to be scaled down. Other proposals (e.g. the output and model parameter floors) will remain, but will be fine-tuned following detailed Quantitative Impact Studies. The BCBS initially planned to finalise the proposed changes to the IRB approach by the end of 2016. However, due to the importance of internal models to many large financial institutions, the revisions to the IRB approach are being thoroughly discussed before any final decisions are made.

Based on the latest information, it seems as though the proposal to significantly reduce the scope of the IRB approach will be modified. Whereas initially the Basel Committee planned to remove the IRB option fully for large corporate exposures and financial institutions, it now looks as though the option to use an internally calculated PD parameter with supervisory values of LGD and EAD (i.e. the F-IRB option) will remain available. The use of A-IRB might be still available for specialised lending exposures. Additional revisions being discussed as of January 2017 include the removal of the 1.06 IRB scaling factor and the reduction of the F-IRB fixed LGD value for unsecured corporate exposures from 45% to 40%.

Judging by the current responses of banks, the solutions proposed by the BCBS, such as the removal of the IRB approach or imposition of floors, will not increase the quality of risk estimation and would not make the banking industry less risky.  Therefore, to promote consistency and reliability of risk estimates, the Basel Committee will have to make several updates and further clarifications to its proposals in the coming years. Some of these will be finalised in mid-2017, and others might follow after the results of EBA initiatives and the ECB TRIM activities become clearer.




2.2 Definition of Default

The purpose of the section below is to summarise and discuss the implications of the EBA’s paper, “Guidelines on the definition of default under article 178 of Regulation (EU) No 575/2013”, as of 28 September 2016.


2.2.1 Past-due criterion in definition of default

EBA permits organisations to consider modifications of schedule in the obligor’s payments (including cases when payments are postponed and suspended) as not days past due in the following cases:


	if reasons for these modifications are clarified in the institution’s policy;

	if such a right is explicitly stated in a credit arrangement contract;

	if there is a legal allowance to modify/postpone/suspend the payments schedule;

	if there is a dispute between the obligor and the institution regarding the repayment, and this dispute has been introduced to a court or another dedicated external body which results in a binding ruling;

	in the specific case of leasing, if a formal complaint has been directed to the institution about the object of the contract, confirmed by an independent internal audit/validation or another comparable independent auditing unit.



However, if the obligor changes the schedule, suspends or postpones the payments, the institution should analyse the reasons for such a change and assess the possible indications of unlikeliness to pay, in accordance with Articles 178(1) and (3) of Regulation (EU) No 575/2013 and Section “Indication of unlikeliness to pay” below.

In the case of an event such as a merger or acquisition, the number of days past due starts from the moment a different person or entity becomes obliged to pay the obligation. However, the counting of days past due should not be affected by a change in the obligor’s name.

Classification of the obligor to a defaulted status should not be subject to additional expert judgement; once the obligor meets the past-due criterion all exposures to that obligor are considered defaulted, unless either of the following conditions is met:


	exposures are eligible as retail exposures and the institution applies the default definition at individual credit facility level;

	a so-called “technical past-due situation” is considered to have occurred (please see description below).



Institutions can consider “technical past-due situation” only in the following cases:


	when defaulted status was the result of an institution’s data or system error including manual errors, but excluding wrong credit decisions;

	where defaulted status was a result of non-execution, defective or late execution of the transaction or where there is evidence that the payment was unsuccessful due to the failure of the payment system;

	where, due to the nature of the transaction, there is a time lag between the receipt of the payment by an institution and allocation of payment to the relevant account.



Institutions may apply specific treatment for central governments, local authorities and public sector entities where all of the following conditions are met:


	the contract is related to the supply of goods or services, where the administrative procedures require certain controls related to the execution of the contract before the payment can be made;

	apart from the delay in payment no other indications of unlikeliness to pay as specified in accordance with Article 178(1)(a) and 178(3) of Regulation (EU) No 575/2013;

	the financial situation of the obligor is considered to be good and stable;

	the obligation is past due not longer than 180 days.



As a consequence, these exposures should not be included in calculation of materiality threshold.



2.2.2 Indications of unlikelyness to pay


2.2.2.1 Non-accrued status

Institutions should consider that an obligor is unlikely to pay where interest related to credit obligations is no longer recognised in the income statement of the institution due to the decrease of a credit quality of the obligation.



2.2.2.2 Specific credit risk adjustment (SCRA)

All of the following Specific Credit Risk Adjustments (SCRAs) should be treated as an indication of unlikeliness to pay:


	losses recognised in the Profit and Loss account for instruments measured at fair value that represent credit risk impairment;

	losses as a result of current or past events affecting a significant individual exposure or exposures that are not individually significant which are individually or collectively assessed.



The SCRAs that cover the losses for which historical experience, adjusted on the basis of current observable data, indicate that the loss has occurred but the institution is not yet aware which individual exposure has suffered these losses (“incurred but not reported losses”), and should not be considered an indication of unlikeliness to pay for a specific obligor.

Where the institution treats an exposure as impaired under IFRS 9, the obligor should be considered defaulted except where the exposure has been considered credit-impaired due to the delay in payment and either or all of the following conditions are met:


	the competent authorities have replaced the 90 days past due with 180 days past due;

	the materiality threshold has not been breached;

	the exposure has been recognised as a technical past-due situation;

	exposure meets the conditions of non-past-due exposures to central governments, local authorities and public sector entities.





2.2.2.3 Sale of credit obligations

EBA states that if reasons for the sale of credit obligations were not related to credit risk, then this sale should not be considered as an indication of default even where the loss is material. However, there should exist documented justification of the treatment of the sale loss as not credit-related.

If sale loss is considered to be credit related, than it should be compared to a materiality level of 5%. Economic loss is calculated using the following formula:
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Where L is the economic loss related with the sale of credit obligations; E is the total outstanding amount of the obligations subject to the sale, including interest and fees; and P is the price agreed for the sold obligations.

If the economic loss is higher than this threshold, institutions should consider the credit obligations defaulted.

Information about the sale loss should be adequately recorded and stored for the purpose of the estimation of risk parameters.

If the sale of a credit obligation at a material credit-related economic loss occurred before the identification of default on that exposure, the moment of sale should be considered the moment of default. In the case of a partial sale of the total obligations of an obligor where the sale is associated with a material credit-related economic loss, all the remaining exposures to this obligor should be treated as defaulted, unless the exposures are eligible as retail exposures and the institution applies the default definition at facility level.

If the price for the total portfolio was determined by specifying the discount on particular credit obligations, the materiality should be assessed individually for each exposure within the portfolio. Where, however, the price was set only at the portfolio level, the materiality may be assessed at the portfolio level and, in that case, if the threshold of 5% is breached, then all credit obligations within this portfolio should be treated as defaulted at the moment of the sale.



2.2.2.4 Distressed restructuring

Distressed restructuring should be considered to have occurred when concessions have been extended towards a debtor facing or about to face difficulties in meeting its financial commitments. When considering forborne exposures, the obligor should be classified as defaulted only where the relevant forbearance measures are likely to result in a diminished financial obligation. Threshold for the diminished financial obligation is equal to 1%. Diminished financial obligation includes principal, interest and fees and is calculated using the following formula:
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Where DO is the diminished financial obligation; NPV0 is the net present value of expected cash flows (including unpaid interest and fees) before the changes in terms and conditions of the contract discounted using the customer’s original effective interest rate; and NPV1 is the net present value of the expected cash flows based on the new arrangement discounted using the customer’s original effective interest rate.

If DO is above the threshold then diminished financial obligation is considered to be defaulted.

If DO is below the threshold it still has to be checked against other indicators of unlikeliness to pay. The indicators that may suggest unlikeliness to pay include the following:


	a large lump sum payment envisaged at the end of the repayment schedule;

	an irregular repayment schedule where significantly lower payments are envisaged at the beginning of repayment schedule;

	a significant grace period at the beginning of the repayment schedule;

	where the exposures to the obligor have been subject to distressed restructuring more than once.





2.2.2.5 Bankruptcy

Institutions should clearly specify in their internal policies what type of arrangement is treated as an order, or as a protection similar to bankruptcy, taking into account all relevant legal frameworks as well as the following typical characteristics of such protection:


	the protection scheme encompasses all creditors or all creditors with unsecured claims;

	the terms and conditions of the protection scheme are approved by the court or other relevant public authority;

	the terms and conditions of the protection scheme include a temporary suspension of payments or partial redemption of debt;

	the measures involve some sort of control over the management of the company and its assets;

	if the protection scheme fails, the company is likely to be liquidated.





2.2.2.6 Other indications of unlikeliness to pay

EBA states that institutions should assess other indications of unlikeliness to pay per type of portfolio, business line and geographical location and provides a list of examples of possible indications of unlikeliness to pay which could be considered (both from internal and external data sources):


	a borrower’s sources of recurring income are no longer available to meet the payments of instalments;

	there are justified concerns about a borrower’s future ability to generate stable and sufficient cash flows;

	the borrower’s overall leverage level has significantly increased or there are justified expectations of such changes to leverage;

	the borrower has breached the covenants of a credit contract;

	the institution has called any collateral including a guarantee;

	for the exposures to an individual: default of a company fully owned by a single individual where this individual provided the institution with a personal guarantee for all obligations of a company;

	for retail exposures where the default definition is applied at the level of an individual credit facility, the fact that a significant part of the total obligation of the obligor is in default;

	the reporting of an exposure as non-performing in accordance with Annex V of Commission Implementing Regulation (EU) No 680/2014 of 16 April 2014 as amended by Commission Implementing Regulation (EU) 2015/227, except where competent authorities have replaced the 90 days past due with 180 days past due in accordance with point (b) of Article 178(1) of Regulation EU (No) 575/2013;

	significant delays in payments to other creditors have been recorded in the relevant credit register;

	a crisis of the sector in which the counterparty operates combined with a weak position of the counterparty in this sector;

	disappearance of an active market for a financial asset because of the financial difficulties of the debtor;

	an institution has information that a third party, in particular another institution, has filed for bankruptcy or similar protection of the obligor.



Institutions should specify in their internal policies when the default of one obligor within the group of connected clients has a contagious effect on other entities within this group. Such specifications should be in line with the appropriate policies for the assignment of exposures to individual obligor to an obligor grade and to groups of connected clients. Where such criteria have not been specified for a non-standard situation, in the case of default of an obligor that is part of a group of connected clients, institutions should assess the potential unlikeliness to pay of all other entities within this group on a case-by-case basis.

Where a financial asset was purchased by, or originated from, an institution at a material discount, institutions should assess whether that discount reflects the deteriorated credit quality of the obligor.

With regard to each indication of unlikeliness to pay, institutions should define the adequate methods of their identification, including the sources of information and frequency of monitoring.




2.2.3 Application of default definition for retail exposures

For retail exposures institutions may choose to apply the definition of default at the level of an individual credit facility or at the level of a borrower.

Institutions may apply the definition of default at the level of an individual credit facility rather than in relation to the total obligations of a borrower. Institutions may apply the definition of default at the level of an obligor for some types of retail exposures and at the level of a credit facility for others, where this is well justified by internal risk management practices, for instance due to a different business model of a subsidiary, and where there is evidence that the number of situations where the same clients are subject to different definitions of default at different levels of application is kept to a strict minimum.

Where the definition of default has been applied at the level of an individual credit facility with regard to retail exposures, institutions should not consider automatically the different exposures to the same obligor defaulted at the same time. Nevertheless, institutions should take into account that some indications of default are related to the condition of the obligor rather than the status of a particular exposure.

The application of the definition of default for retail exposures at the obligor level implies that where any credit obligation of the obligor meets the conditions of default definition all exposures to that obligor should be considered defaulted.

Institutions that decide to apply the definition of default for retail exposures at the obligor level should specify detailed rules for the treatment of joint credit obligations and default contagion between exposures in their internal policies and procedures. Institutions should consider a joint credit obligation as an exposure to two or more obligors who are equally responsible for the repayment of the credit obligation. This notion does not extend to a credit obligation of an individual obligor secured by another individual or entity in the form of a guarantee or other credit protection.

Where the conditions for default definition are met, with regard to a joint credit obligation of two or more obligors, institutions should consider all other joint credit obligations of the same set of obligors and all individual exposures to those obligors as defaulted, unless they can justify that the recognition of default on individual exposures is not appropriate because of at least one of the following conditions:


	The delay in payment of a joint credit obligation results from a dispute between the individual obligors participating in the joint credit obligation that has been introduced to a court or another dedicated external body that results in a binding ruling, and there is no concern about the financial situation of the individual obligors.

	A joint credit obligation is an immaterial part of the total obligations of an individual obligor.
The default of a joint credit obligation should not cause the default of other joint credit obligations of individual obligors with other individuals or entities, which are not involved in the credit obligation that has initially been defaulted; however, institutions should assess whether the default of the joint credit obligation at hand constitutes an indication of unlikeliness to pay with regard to the other joint credit obligations.





2.2.4 Implications of the default definition for financial institutions

Institutions should distinguish between defaults and cases when payment schedule is changed due to contract terms or legal allowance (such cases should be excluded from any model development sample).

Institutions should clearly identify technical defaults and exclude them from any sample for model development.

Material credit-related economic losses from sale of credit-related obligations should be considered as defaults and thus should be adequately recorded and stored for the purpose of the estimation of risk parameters.

Material distressed restructuring cases and bankruptcy should be included in any default sample.

Institutions should establish policies regarding the definition of default in order to ensure its consistent and effective application and, in particular, they should have clear policies and procedures on the application of the criteria for unlikeliness to pay.



2.2.5 Criteria for the return to non-defaulted status

EBA states that all of the following minimum conditions for reclassification to a non-defaulted status should be met (this does not apply to distressed restructuring):


	no trigger of default continues to apply to a previously defaulted exposure and at least three months have passed since the default event;

	the behaviour and financial situation of a borrower during the period of three months after default should be analysed and the institution should be satisfied that the improvement in credit quality is factual and permanent;

	conditions stated above should be met also with regard to new exposures to the obligor.



In order to reclassify distressed restructuring defaulted cases as non-defaults, institutions should ensure that no triggers of default continue to apply, and that at least one year has passed since the latest of the following:


	the moment of extending the restructuring measures;

	the moment when the exposure has been classified as defaulted;

	the end of the grace period included in the restructuring arrangements.



Institutions should reclassify the exposure to a non-defaulted status after at least the one-year period referred to in the previous paragraph, where all of the following conditions are met:


	during that period a material payment has been made by the obligor in total equal to the amount that was previously past-due or written off;

	there are no past-due credit obligations according to the schedule applicable after the restructuring arrangements;

	there are no indications of unlikeliness to pay;

	the institution does not consider it otherwise unlikely that the obligor will pay its credit obligations in full according to the schedule after the restructuring arrangements without recourse to realising security. In this assessment institutions should examine in particular situations where a large lump sum payment or significantly larger payments are envisaged at the end of the repayment schedule;

	the above conditions should be met with regard to new exposures to the obligor.





2.2.6 Materiality threshold

The purpose of the section below is to summarise EBA paper “Draft regulatory technical standards on the materiality threshold for credit obligations past due under article 178 of Regulation (EU) No 575/2013” as of 28 September 2016. The section should not be considered as a full reference for the materiality threshold. For a comprehensive default definition please refer to the above-mentioned document.

EBA states that the threshold should be a combination of absolute and relative thresholds (obligor or transaction are considered defaulted if either absolute or relative limit is breached).

At obligor level, the threshold is set as a percentage of the sum of all credit obligations of the borrower.

At facility level, relative threshold is set as a percentage of the single credit obligation of the borrower.

Relative threshold cannot be higher than 1% unless both of the following conditions are met:


	the level of the materiality threshold does not lead to recognition of an excessive number of defaults that result from circumstances other than the financial difficulties of an obligor;

	the level of the materiality threshold does not lead to significant delays in the recognition of defaults that result from the financial difficulties of an obligor.



Where conditions (1) and (2) are fulfilled, an institution may use a relative threshold lower or equal to 2.5%.

Absolute values of thresholds are stated by competent authorities. However, the absolute threshold cannot be higher than 100 EUR for retail borrowers and 500 EUR for corporate borrowers.



2.2.7 Implementation of changes

EBA confirms that the implementation of guidelines related to default definition might, in some cases, require significant time and effort, especially in the case of institutions that use the IRB approach, and where the currently used definition of default is significantly different from the proposed rules. The institutions that use the IRB approach will not only have to change their default identification processes and possibly IT systems but will also have to recalibrate their rating systems.

The guidelines described above should be incorporated by institutions into their internal policies and IT systems as at 1 January 2021. Competent authorities may accelerate the timeline of this transition at their discretion. Institutions that use  the IRB approach should adjust their rating systems accordingly so that the estimates of risk parameters reflect the new definition of default. These adjustments should include at least the following:


	where possible, adjustments of the historical data based on the new definition of default;

	an assessment of the impact on all risk parameters and own funds requirements;

	the inclusion of an additional margin of conservatism in rating systems in order to account for the possible distortions of risk estimates resulting from the inconsistent definition of default in the historical data.



Adjustments described above should be verified by an internal validation team, classified according to Commission Delegated Regulation (EU) No 529/2014 and, where required, approved by the relevant competent authority.




2.3 Risk estimates

In December 2013 EBA issued a report on “the comparability and pro-cyclicality of capital requirements”. The results of the study revealed significant discrepancies in the risk estimates and capital requirements that do not stem from the differences in the underlying risk profiles. Therefore, EBA is planning to specify a number of additional guidelines to the mandates already included in the CRR. The short description of these regulatory technical standards (RTSs) and guidelines (GLs) is provided in the “Discussion Paper on the future of the IRB approach”. The planned regulatory enhancements will influence a calculation of risk estimates. It is likely that the implementation of required changes will result in a significant operational burden, both for the institutions and for competent authorities. However, this exercise is worth doing as the work will enhance robustness and the comparability of the internal risk estimates and is the result of the capital requirements of European institutions.

The main goal of these improvements is to ensure the fact that the differences in the risk estimates reflect the differences in risk profiles of the institutions itself rather than result from different interpretations of the regulatory requirements. In other words, EBA looks forward to the following conditions being fulfilled simultaneously:


	uniform application of the IRB requirements; and

	limit on technical differences in the quantification of risk parameters that do not reflect the real differences in the underlying risk or in the risk management processes at the institutions.



In order to achieve aforementioned goals, the new regulation and guidelines will consist of the following documents:


	one RTS aimed at supervisory authorities in the assessment methodology of the IRB approach; and




	set of RTSs and GLs on risk estimates designed for institutions.



Despite the fact that these documents are addressed directly to the competent authorities, the EBA advises that institutions should also become acquainted with the draft regulations to be prepared for what will be required from them by competent authorities.

According to the EBA discussion paper, some specific issues will be addressed in the dedicated regulations and guidelines directed to the institutions. Among those the most important are:


	RTS on the nature, severity and duration of economic downturn,

	GL on downturn loss given default (LGD), and

	GL on probability of default (PD) computation.



The description included in the EBA discussion paper covers only selected issues that are considered to have the most significant impact on the quantification of risk parameters by the institutions. The main categories are:


	treatment of multiple defaults,

	default rate,

	PD estimation,

	LGD estimation, and

	downturn adjustment of LGD and conversion factor estimates.



It is expected that, overall, the planned regulatory developments should address the main inconsistencies that were identified in this area to the extent possible under the current CRR rules.


2.3.1 Treatment of multiple defaults

In order to ensure consistency between the estimates of various risk parameters EBA states that multiple defaults should be treated in a similar manner.

According to current understanding of EBA, a defaulted exposure that is returned to non-defaulted status but is then classified as defaulted again in a short period of time should be treated as constantly defaulted from the first moment when the default occurred.

Such treatment reflects the real economic meaning of the default experience. At the same time, the treatment of multiple defaults of the same obligor as separate defaults might lead to significant errors in risk parameters estimates. Higher default rates would lead to higher PD estimates. LGD values in this case would be underestimated. In order to be more specific, the following example is presented:


	The client defaults, afterwards cured (i.e. returned) and, in a short time, defaults again;

	The first default of the obligor would be treated as a cure case with no loss. In this case LGD is going to be high. The count of our defaults in this case will be increased by one;

	The second default of the same obligor will again increase the default counter by one. However, the LGD value in this case might be different from that in the first case.



In the aforementioned example, our PD value is overestimated as first default event was counted. LGD is underestimated, as during the first default event we recorded high observed LGD value which might be not equal or close to the LGD observed after the second default occurred.

It should also be considered that multiple defaults treatment must be consistent among PD and LGD estimates both in terms of the moment of default and the number of defaults.

According to the current plan of EBA, the clarification of prudential requirements with regard to the treatment of multiple defaults is planned to be provided in the RTS on the assessment methodology of the IRB approach.

One very important question arises: how to specify the time period when two or more defaults are identified as multiple? This question should be probably answered by EBA in the future by issuing of additional guidelines.



2.3.2 Default rate

Differences in calculation of one-year default rates have also been identified as an important driver of differences in RWA. The implementation of the CRR, namely Article 4(78), helps to reduce the variability in definition of one-year default rate. However, further alignment is necessary, as further room for interpretation is observed.

Planned RTS on assessment methodology will provide further specification on how competent authorities will assess the denominator and numerator of oneyear default rate.

Default rate is currently calculated using the following equation:

[image: image]

In other words, the denominator includes the obligors or exposures which are not in default assigned to that rating grade or pool at the beginning of one-year period or so called cut-off, whereas the numerator includes the obligors or exposures considered in denominator that have defaulted during a period of one year after the respective cut-off date. In case multiple defaults are observed for the same obligor or exposure during the period of one year, a single default with the date of the first observed default is considered.



2.3.3 PD estimation

The EBA has observed significant differences in the calibration of PD parameters that stem both from the choice of data as well as calibration methods. In the RTS on the assessment methodology of the IRB approach the EBA intends to provide clarification on the requirements regarding the long run average of one-year default rates that should be the basis for the PD calibration. However, the work on the GL on PD estimation has not started, and it is not yet possible to present specific policy options in that regard. All information which is available is presented in this EBA paper.

According to CRR, PD estimates for each grade or pool should reflect the long run average of one-year default rates in order to ensure that they are relatively stable over time.

However, in practice, the institution might not have sufficient data to encompass the whole economic cycle in terms of the cyclicality of major economic factors. In this case, some extrapolation methods should be used to account for the missing data. As the extrapolation is applied, an additional margin of conservatism appears to be necessary.

According to the EBA paper, long run average obtained after extrapolation was applied should not be less conservative than the average of one-year default rates estimated from the observed data.

The identification of stressed years and how to cope with the absence of the time series is not the only topic for discussion. Also some guidance on how to combine different data sources and calibrate margins of conservatism is necessary. Moreover, observed differences in the number of rating grades and/or use of continuous rating scales should encourage application of harmonised rules.



2.3.4 LGD estimation

With regard to the LGD estimates, the EBA plans to clarify in the RTS on the assessment methodology of the IRB approach that the estimation should be based on the average weighted by the number of defaults. The same is required by CRR. The proposed approach will ensure consistency with the calculation of PD parameters and a meaningful application of the risk weight formula.

If, however, the exposure value is a material risk driver, it should still be used for the differentiation of LGD in order to ensure that the parameter is calculated for homogenous pools or facility grades. As some institutions calculate LGD based on an exposure weighted average, the unification of practices in the LGD quantification will enhance the comparability of capital requirements and comparability of the LGD estimates.

As opposed to the individual LGD calculation used in the risk weighted exposure amounts, the LGD floors for exposures secured by immovable property, applied at the overall portfolio level, are defined as an exposure-weighted average LGD.



2.3.5 Downturn adjustment of LGD and conversion factor estimates

Currently, the CRR requires that the LGD and conversion factor estimates should reflect the downturn conditions if these are more conservative than the long-run average. Despite the fact that the main idea of downturn effect is clear, regulatory requirements still lack detailed rules on what the downturn conditions are, and how to apply them in the risk estimates process. Therefore, a wide variety of approaches is currently used by institutions to address an economic recession.

In order to introduce consistency across institutions and jurisdictions, Articles 181(3a) and 182(4a) of the CRR require the EBA to develop draft RTS to specify the nature, severity and duration of economic downturn for the purpose of LGD and conversion factors estimation.

However, the mandate for the RTS on economic downturn only partially covers the calibration of downturn LGD. The missing element is a further specification of the methodology of downturn LGD calibration to be used, namely incorporation of the nature, duration and severity of economic downturn into different modelling practices. This specification will be included in the GL that will supplement the RTS. These GL should also provide further information on the following topics:


	specification in the context of the appropriate length of data series, including the treatment of incomplete workout,

	treatment of explanatory variables.

	collateral and guarantees,

	discounting factor,

	margin of conservatism, and

	cost.





2.3.6 Implementation of changes in risk estimates

Competent authorities will assess in detail the models used by institutions for the purpose of the IRB approach. It will be verified whether the risk parameters are estimated according to the new rules. This verification is going to be done either  during the regular review of the IRB approach or when assessing the institution’s application for material change of the model.

It is expected that the new technical standards and guidelines could lead to material changes in numerous models. Moreover, the implementation of those rules might appear to be time consuming.




2.4 Treatment of defaulted assets

The area of the treatment of defaulted assets is not covered by any specific EBA mandate included in the CRR. As a result, during the creation of a report on the comparability and pro-cyclicality of capital requirements a lot of significant discrepancies between the practices of the institutions and expectations of the competent regulatory authorities were found. Those discrepancies may result in significant differences in capital requirements and own funds, especially since the financial crisis has led to an increase in size of the defaulted portfolios.

For those reasons it is important to provide clear interpretations of the CRR requirements. Therefore, the EBA plans to develop guidelines on the treatment of defaulted assets that will cover in particular the follows:


	calculation of LGD for defaulted exposures: the so called LGD in-default;

	the best estimate of expected loss (ELBE), as well as the computation of IRB shortfall in accordance with Article 159 of the CRR;




	the difference between expected loss amounts and credit risk adjustments, additional value adjustments and other own funds reductions for the purpose of own funds recognition (the so called IRB shortfall).



In the case of the advanced IRB approach the risk weight of the defaulted exposure is calculated according to the following equation:

[image: images]

where:

LGD is the LGD in default parameter, and

ELBE is best estimate of expected loss.

According to Article 181(1)(f) of the CRR, ELBE reflects current economic circumstances and exposure status. LGD in-default should additionally take into account the estimate of the increase of loss rate caused by possible additional unexpected losses during the recovery period. In practice there are two possible approaches to meet this requirement:


	direct estimation of downturn LGD and ELBE for defaulted exposures;

	direct estimation of ELBE and estimation of LGD in-default as the sum of ELBE and an add-on capturing of the unexpected loss related with exposures in default that might occur during the recovery period.



It is planned that dedicated GL will provide practical guidance on the relevant calculations, taking into account both possible approaches.

The IRB shortfall should be calculated at an aggregate level separately for the portfolio of defaulted exposures and the portfolio of exposures that are not in default. The same rule is planned to be adopted in the RTS on the assessment methodology of the IRB approach with the requirement for competent authorities to verify the appropriateness of the level of calculation of the IRB shortfall.


2.4.1 Implementation of changes in the treatment of defaulted assets

Similarly to the changes in risk estimates the implementation of the abovedescribed rules might be assessed by competent authorities in two ways:


	when an entity applies for the authorisation to use the IRB approach, or

	(in the case the permission has already been granted) during the regular review of the IRB approach or when assessing the institution’s application for material changes.



For some institutions it is possible that the envisaged clarification of the provisions with regard to the calculation of the IRB shortfall might cause a cliff effect on own funds. Therefore it will be important that both the institutions and their competent authorities handle such situations in a prudent manner. Since in some cases less own funds will be deducted to cover the expected loss, they should ensure that the unexpected loss related with defaulted exposures is adequately covered by the capital requirements.
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7 Risk weights are calculated for a hypothetical portfolio of 10 large corporates (with assets greater than EUR 50bn) based on the A-IRB approach and the revised standardised approach. For the A-IRB approach, PDs are calculated based on the “shadow bond” modelling technique (i.e. calibration is done to the long term default frequencies of rating agencies) and benchmark LGDs are used. For the revised standardised approach, risk weights are obtained from the BCBS look-up table. The average risk weights in the table represent the average of the 10 analysed corporates.
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3
The New Standardised Approach for measuring Counterparty Credit Risk Exposures (SA-CCR)

Fanos Ciftci and Stefan Röth


The Basel Committee’s introduction of Basel III rules in 2010 contained significant revisions to the regulatory framework for measuring capital requirements associated with counterparty credit risk. Within Europe, these revisions were implemented on 1 January 2014 with the introduction of CRD IV, but it wasn’t long before further changes were being discussed. In March 2014, the Basel Committee published a new paper on the standardised approach to measuring counterparty credit risk associated with OTC derivatives, exchange-traded derivatives and long settlement transactions. This new standardised approach, known as SA-CCR, was designed to replace both the Current Exposure Method (CEM) and the Standardised Method (SM) in the capital adequacy framework. It was due to be implemented by 1 January 2017 although at European level, it now is clear that this timeline has not been adhered to.11


3.1 Counterparty credit risk


3.1.1 Definition of the counterparty credit risk

“Counterparty credit risk” (CCR) refers to the risk that a counterparty involved in a transaction defaults and is not able to fulfill the terms and requirements of the transaction. Counterparty credit risk of derivative transactions differs from the more “traditional” kind of credit risk insofar as the potential exposure to the counterparty at default is unknown. Since the market value of a derivative transaction moves with the underlying risk factors, there could be a potential positive or negative exposure to the counterparty at the point of default. In other words, the exposure at default is not deterministic. Compare this with the exposure to counterparties in traditional credit transactions, where the exposure is known from the start and does not change through the life of the transaction. An additional difference between the CCR of derivatives and traditional credit risk is that the CCR inherent in derivative transactions creates a risk for both counterparties involved in the transaction during the entire duration of the agreement. In a traditional credit transaction, the credit risk exists exclusively for the creditor and not for the borrower.



3.1.2 Measuring counterparty credit risk according to CRR

The regulatory requirements for measuring CCR are defined in Part 3, Chapter 6 of the Capital Requirements Regulation (CRR). Besides derivatives, additional transactions such as repurchase transactions, securities or commodities lending or borrowing transactions, long settlement transactions and margin lending transactions may be treated according to the CCR framework, if certain methods are used.

The starting point for measuring the CCR associated with derivative transactions for the purpose of calculating regulatory capital charges is the determination of the potential exposure which exists in the case of a counterparty default. The so-called “Exposure at Default” (EAD) is the assessment base of the regulatory CCR capital requirement and therefore one of the most important parameters in the CCR measurement for regulatory purposes. Given that the EAD is not deterministic, the measurement of counterparty credit risk is complex. The methods set forth in the CRR to determine the EAD are outlined in Figure 3.1.
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Figure 3.1 Methods to determine the EAD according to CRR


The order of the list is consistent with the models’ increasing degree of complexity. The application of the “Original Exposure Method” is exclusively granted to non-trading book institutions. This method is not based on one of the Basel Committee’s supervisory standards, rather it is a specificity of EU regulation. The current exposure method (CEM) was introduced in Basel I back in 1988. Although the standardised method (SM) and the internal model method (IMM) were introduced as alternatives to the CEM with Basel II, the CEM is the most widespread method used to determine the EAD. This is also due to the fact that the SM exhibits a high degree of complexity and that institutions need supervisory approval to use the IMM, which comes hand in hand with significant efforts. As was already mentioned, the “new standardised approach for measuring counterparty credit risk” (SA-CCR) will replace the CEM and the SM. The IMM and the Original Exposure Method will most likely remain in force. The replacement of the CEM will have a major impact on the banking landscape since this method is applied by approximately 95% of the European banking sector.



3.1.3 Background and motives for introducing the SA-CCR approach

The final consultative document for the SA-CCR approach was published in March 2014. At the start of the consultation phase, which started in June 2013 with the first consultative document (BCBS 254), the approach was called the “non-internal model method” (NIMM).12 After an impact study in October of that same year, the SA-CCR was ultimately published under its final name taking into account the findings of said study.13

With the introduction of SA-CCR, the Basel Committee aimed to accomplish several goals. To start with, it wanted to devise an approach that was suitable to be applied to a wide variety of derivatives — that is for margined and unmargined as well as for cleared and bilateral derivative transactions. Moreover, the SA-CCR should provide a standardised approach that was capable of being implemented simply and uses elements which were already available in the Basel framework (e.g. add-ons, asset classes, asset-class-specific volatility rates, etc.). The approach should also minimise discretionary powers of national supervisory authorities and improve the risk sensitivity with regard to calculations without creating undue complexity. However, one of the most important goals was that the SA-CCR should address known deficiencies of the CEM and the SM.14 The CEM was criticised mainly because of its economically inadequate representation of netting. Besides an extremely high level of complexity, the SM also was criticised because it required internal methods know-how for computing delta-equivalents. Both methods were criticised because they did not differentiate between margined and unmargined transactions and did not sufficiently capture the level of volatilities as observed over recent stress periods. Figure 3.2 summarises the goals to be achieved by introducing the SA-CCR. The lead time to implement the SA-CCR was generously selected in order to leave sufficient time to prepare for the conversion — especially for smaller banks.




3.2 Side note: The supervisory measurement of counterparty credit risk within the current exposure method

Other than the Original Exposure Method, which may only be used by non-trading book institutions, the CEM is the simplest method to determine the EAD. The simplicity, which characterises the use of the CEM, is one of the main reasons why the model is so popular and applied by several institutions, especially smaller banks. The replacement of CEM will have far-reaching effects on the banking landscape. In order to better outline these effects, the regulatory requirements and the EAD determination shall be explained in detail in this side note. The procedure to calculate the EAD based on the CEM is set forth in Art. 274 CRR.
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Figure 3.2 Objectives of SA-CCR


In case of a default of a counterparty, derivative transactions are usually replaced with identical transactions with another counterparty. This takes place to keep the overall risk profile of a bank’s portfolio constant. This one-to-one replacement of the defaulted transactions results in replacement costs (RC). The RC value is often used as a proxy of exposure in the event of a default. Nevertheless, when replacing a defaulted transaction, the transaction costs on the market are decisive in determining whether or not a pure one-to-one replacement takes place in the case of a default. The CEM reflects this situation in determining the EAD. Therefore, the EAD value according to CEM is the sum of the RC value as well as the “potential future exposure” (PFE). The PFE value represents a so-called add-on for future potential value changes. In this respect, the CEM method is a traditional add-on procedure. Equation 3.1 shows how the EAD is determined pursuant to the CEM method.

Equation 3.1

(1) [image: image]

where:

RC: Replacement Costs

PFE: Potential Future Exposure

The EAD is determined at transaction level, unless an approved netting agreement is available. In order to determine the current RC value for all contracts with positive value, institutions must assign the current market value (Vi) to derivative transactions. Under the CEM method, contractual netting is recognised as risk-mitigating. The RC value is subject to a non-negativity condition under the CEM. This allows institutions to offset the negative and positive market values of all derivative transactions within a netting set; this net replacement cost can then be used to determine the RC value. If the result of the offsetting is a net obligation, the RC value is set to zero.15 Equation 3.2 is applied to determine the RC value of a netting set.

Equation 3.2

(2) [image: image]

where:

Vi: current market value that results from offsetting all positive and negative market values of a netting set.

Under CEM, the value of the PFE is determined by multiplying the notional amounts by volatility rates defined by the supervisory authority. These volatility rates differ, on the one hand, depending on the underlying residual maturity of the derivative contract and, on the other, depending on the asset class a contact is assigned to. The volatility rates for the asset classes “interest rate”, “foreign exchange rate/gold”, “equities”, “precious metals (except for gold)” and “commodities/other”16 are displayed in Table 3.1.


Table 3.1: Volatility rates CEM (without credit derivatives)




	Residual maturity
	Interest rate
	Foreign exchange rates/gold
	Equities
	Precious metals (except gold)
	Commodities/Others



	One year or less
	0%
	1%
	6%
	7%
	10%



	Over one year, not exceeding five years
	0.5%
	5%
	8%
	7%
	12%



	Over five years
	1.5%
	7.5%
	10%
	8%
	15%






The table does not contain volatility rates for credit derivatives. These are dealt with separately in Art. 299 CRR. When applying volatility rates for credit derivatives the presence of a qualifying or non-qualifying reference obligation is decisive. The volatility rate of a qualifying reference obligation is set at 5%, while for a non-qualifying one it is set at 10%. A qualifying reference obligation refers to a security with a high investment grade. The volatility rates for credit derivatives do not depend on residual maturity under the CEM. They are shown in Table 3.2.


Table 3.2: Volatility rates CEM for credit derivatives




	
	Protection buyer
	Protection provider



	Total return swap
“Qualified reference obligation”
“Non-qualifying reference obligation”
	5%
10%
	5%
10%



	Credit default swap (CDS)
“Qualified reference obligation”
“Non-qualifying reference obligation”
	5%
10%
	5%*
10%*





* The protection provider may apply an add-on factor of 0% within the framework of the CDS, unless the CDS is subject to a close out as in the case of the secured party’s insolvency, even if the underlying has not defaulted. If this is the underlying agreement, the prescribed add-ons (5% and 10%) must be applied.


The PFE component of a netting set is calculated by aggregating the individual PFEs. Since a netting agreement between two counterparties legally ensures that the receivables and payables of both counterparties can be offset, the CRR provides that the PFE value of a netting set can be reduced in accordance with supervisory Equation 3.3.17

(3) [image: image]

where

[image: image] : the reduced figure for potential future credit exposure for all contracts with a given counterparty included in a legally valid bilateral netting agreement.

[image: image]: the sum of the PFEs of all transactions within a netting set.

NGR: [Net-to-Gross-Ratio] the quotient of the net replacement cost (numerator) and the gross replacement cost (denominator).

Figure 3.3 depicts a calculation example including relevant parameters for three transactions of the asset class interest rate.
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Figure 3.3 Calculation example EAD pursuant to CEM


The calculation example illustrates the low level of complexity of the CEM. With the option of reducing the PFE component in accordance with Equation 3.3, netting effects can be taken into account, but only in a simplified way of up to 60% of the total PFE component (provided that the net replacement cost is set at zero in the case of a net obligation resulting from the netting set). It also becomes clear that no differences are made between margined and unmargined transactions.



3.3 Measurement of counterparty credit risk according to SA-CCR


3.3.1 Exposure at Default

The EAD parameter determined according to SA-CCR is calculated analogously to the CEM based on the two main components, the current replacement cost (RC) and the potential future exposure (PFE).18 Compared to the CEM, the SA-CCR approach contains a α-factor, which is multiplied by the sum of the RC and PFE. The α-factor, set an 1.4, was adopted from the IMM. Moreover, a preset α-factor, also set at 1.4, is used in the current SM. Equation 3.4 shows how the EAD is determined under the SA-CCR.

Equation 3.4

(4) [image: image]

If a netting agreement recognised by the supervisory authority is available, the EAD is determined at netting set level; otherwise, the EAD is determined at transaction level. Despite the similarities between the CEM and the SA-CCR which, at first glance, arise from the two main components mentioned above, the SA-CCR contains a completely new methodology. Given that one of the main goals of the SA-CCR consists in better reflecting the effects of collateralisation of derivative transactions, the RC as well as the PFE component take into account whether a transaction is margined or not. Moreover, the PFE component arises from a more comprehensive and elaborate determination than that pursuant to the CEM. In the following, the determination of the RC and PFE components under SA-CCR are explained in more detail.



3.3.2 Current replacement cost

The RC component is calculated based on the current market value of the derivative transactions within the framework of the SA-CCR (similar to CEM). The calculation of the RC component depends on whether or not the transaction is margined. According to the SA-CCR, unmargined transactions are those for which no variation margin is exchanged. This also applies in the case where a different kind of collateral, such as an initial margin,19 was provided. Equation 3.5 outlines how the RC component is calculated for unmargined transactions.

Equation 3.5

(5) [image: image]

If the calculation of the RC component is based on a netting set, then the RC value is defined as the greater value of i) the net replacement costs of the netting set [V], reduced by the net haircut collateral held by the bank for this netting set [C] and ii) zero.

A unilateral collateralisation in favour of the bank’s counterparty — that is a bank deposits collateral, but does not receive any from its counterparty — is also treated as unmargined under the SA-CCR. The formula for RC of a margined netting set is shown in Equation 3.5. Here, certain relevant mechanisms or parameters derived from collateralisation agreements are taken into account. The parameters threshold (TH), minimum transfer amount (MTA)20 and independent amount are included. Equation 3.6 is used to determine the RC value for margined transactions.

Equation 3.6

(6) [image: image]

Within the SA-CCR, the so-called NICA term was introduced. NICA stands for “Net Independent Collateral Amount”. The word combination “Independent Collateral Amount” (ICA) stands for all collaterals that do not arise as a consequence of market value changes of transactions. These are collaterals which, in practice, are generally described as “independent amount” or as “initial margin” within the scope of standard collateralisation documents. The variation margin is not included herein. Given that a bank as well as its counterparty can be asked to deposit an ICA, the term NICA was introduced. NICA is the difference between the ICA received minus ICA provided, which is not bankruptcy remote. NICA describes the collateral amount a bank would need to compensate its exposure in the event of a counterparty default. Bankruptcy remote collateral provided is not taken into account when determining NICA since that amount would be recovered anyway in the case of a default. Using Equation 3.6, the Basel Committee created a method to determine the RC value of a margined netting set that reflects the variations of collateralisation approaches that exist in practice.



3.3.3 Potential future exposure

The PFE component under the SA-CCR is determined very differently from the CEM. This is shown in more detail below. Pursuant to Equation 3.7, the PFE component comprises a so-called “multiplier” and an “aggregated add-on”. The add-on is the sum of the add-ons for each asset class where the asset classes prescribed for the SA-CCR are the same as under the CEM: interest rate [IR], credit [CR], equities [EQ], foreign currency [FX] and commodities [CO].

Equation 3.7

(7) [image: image]

The multiplier is defined as a function of the three values V, C and the aggregated add-on. Equation 3.8 shows how the multiplier is calculated.

Equation 3.8

(8) [image: image]

As long as the value of the collateral held is lower than the positive net replacement costs of the netting set (under-collateralisation) and the numerator in the latter part of the fraction in Equation 3.8 is positive, the multiplier is set to 1. In this case, the total value of the aggregated add-on represents the PFE component. Conversely, in the case of over-collateralisation or a negative value in the numerator, the multiplier is smaller than 1. Also, the multiplier “activates” an add-on reduction in the case of negative market values. Out-of-the-money transactions receive privileged treatment since, from an economic point of view, they do not give rise to an exposure and, consequently, there is no risk. On prudential grounds, the Basel Committee decided to use a multiplier for the PFE component which decreases in the case of over-collateralisation without reaching zero. The multiplier, then, was constructed based on a floor of 5% of the PFE value.


3.3.3.1 Qualitative requirements on the determination of the PFE

The calculation of the PFE component under the SA-CCR basically takes place at four predefined levels: i) Netting set, ii) Asset class, iii) Hedging set and iv) Single Trade level. At each level, the calculation is based on predefined values or supervisory input parameters. The four levels are followed step by step. In the first half of the calculation process, a top-down approach is used to break down the values to the single trade level, while they are aggregated up to the netting set level in the second half of the process in terms of a bottom-up approach. At the end of the calculation process, the PFE component of a netting set is obtained. The process described in this paragraph is outlined in Figure 3.4.

Within the scope of the calculation of the PFE component, add-ons take on an important role for individual asset classes. This is mainly due to the fact that the method to calculate add-ons is based on a hedging-set concept. This means that similar risks can be aggregated in hedging sets within which a partial or complete offset is permissible under the SA-CCR. The amount of the individual add-ons and, consequently, the amount of the PFE component of individual netting sets varies depending on the hedging effect that can be realised. Table 3.3 summarises how the individual hedging sets in the five asset classes are defined and how the offsetting takes place.
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Figure 3.4 Determination of the PFE component according to SA-CCR



Table 3.3: Hedging-set concept according to SA-CCR




	Asset class
	Hedging set
	Offset



	IR
	Currency + maturity bucket
1. [MB<1 year]
2. [1 year ≤ MB ≤ 5 years]
3. [MB > 5 years]
	Full if same maturity bucket
Partial across maturity buckets



	FX
	Currency pair
	Full



	EQ
	No defined HS
	Full if same entity
Partial if different entity



	CR
	No defined HS
	Full if same entity
Partial if different entity



	CO
	Commodity classes
(energy, metals, agricultural, others)
	Full if same CO type
Partial across all CO types






The above outlined hedging-set approach ensures that derivative transactions can only be offset within supervisory limits. For example, within the asset class “commodities” a forward contract on natural gas cannot be used as hedge of a forward contract on grains. Compared to the CEM, the “hedging-set concept” included under the SA-CCR is used to achieve a higher degree of risk sensitivity since this concept allows similar and offsetting risks to be (partially) compensated.



3.3.3.2 Input parameter defined by the supervisory authority

The input parameters used to calculate the PFE component of the five add-ons under the SA-CCR can be divided into two types. The parameter is either a fixed value that is predefined by the supervisory authority and must be used in the SA-CCR calculations, or a parameter that must be determined based on a formula or procedure described by the SA-CCR. These parameters are illustrated in more detail in the following section.


Maturity parameter

Four different period or date parameters are used in the SA-CCR: Mi, Ei, Si and Ti.

Mi is the latest date when the contract may still be active. This parameter is used to determine the so-called maturity factor, which is explained below. If a derivative contract has another derivative contract as its underlying, then the maturity of the underlying derivative contract must also be taken into account. In the case of a physically settled European swaption which at its exercise date in six months references at a 5-year interest rate swap, Mi equals 5.5 years. For the same derivative transactions with a cash settlement agreement at the exercise date, Mi equals 0.5 years.

The parameters Si (start date) and Ei (end date) are exclusively used to determine add-ons for the asset classes interest rate and credit since special adjustments take place depending on the residual term regarding contracts of this asset classes. Si represents the time period until the start date and Ei the time period until the end  date of a derivate transaction as from the current day. If a transaction references another derivative, Si and Ei must be determined on the basis of the underlying instrument. In the above mentioned swaption example, Si would be 0.5 years in both cases and Ei 5.5 years. If a derivative transaction has already started, Si must be set to zero.

Ti (exercise date) is a parameter used to determine option delta. Ti represents the latest contractual exercise date as referenced by the option contract.

In the following, the additional parameters determined within the scope of PFE components are explained in detail. First, the parameters calculated at trade level will be described. As can be seen in Figure 3.3, these are the adjusted notional, the supervisory delta and the maturity factor.



Adjusted Notional

The so-called “adjusted notional” of transaction [i] belonging to asset class [a] represents an adjusted notional amount, as the name says. This value is determined differently for every asset class. For transactions of the asset classes interest rate and credit, it is the product of the notional amount, converted into local currency where necessary, and the so-called “supervisory duration”, which is calculated according to Equations 3.9 and 3.10.

Equation 3.9

(9) [image: image]

Equation 3.10

(10) [image: image]

Equation 3.9 shows that the period parameters Si and Ei, which were mentioned above, with a floor of 10 days, are used to determine SDi. The adjustment of notionals using the SDi factor takes place for interest rate and credit transactions to take residual terms into account. No special adjustment of the notional depending on the residual term is performed for the transactions of the remaining asset classes. The adjustment of foreign currency transactions takes place exclusively through the conversion of the foreign currency leg into local currency. If both legs of an FX derivative contract are in foreign currency, both legs are converted and the higher value shall be used as adjusted notional for further calculations. The product of the current unit price and quantity referencing the respective transaction represents the notional amount for equity and commodity transactions.



Supervisory Delta δi

The “supervisory delta” [δi] is determined at transaction level as is the adjusted notional. This parameter is used when aggregating the adjusted notional and to determine the so-called “effective notional”. The calculation of effective notionals, which is done differently for the add-ons of the five asset classes, are described below. δi is applied on the adjusted notionals to reflect the position (long/short) and the non-linearity of the transaction. In this way, the offsetting of positions is achieved.

In order to assign a delta factor, it is decisive whether one is dealing with a linear or a non-linear derivate transaction and which position the institution holds within said transaction. In the case of linear derivative transactions, the supervisory delta factor of +/– 1 must be applied. If an institution holds the position “long in the primary risk factor”, a delta of 1 must be assigned to the transaction. If, on the contrary, the institution holds the position “short in the primary risk factor”, a delta of –1 must be applied. In the first category, the market value of the instrument increases if the value of the underlying primary risk factor increases (e.g. the floating rate) and the second category represents instruments where the market value decreases if the value of the primary risk factor increases.

The SA-CCR provides formulas to determine the supervisory delta factor for options and CDO tranche products. Taking into account all possible variations, Equations 3.11–3.16 in Table 3.4 describe how delta factors are determined for options and CDO tranches.

The calculation of supervisory delta of options is performed similarly to the Black–Scholes option pricing model.21 It differs, as the SA-CCR does not take into account the risk free rate in nominator d, which is the case in the Black–Scholes model. Presumably, the purpose was to expose institutions to one less prudential factor.



Maturity Factor

The so-called “maturity factor” describes the last parameter to be determined at transaction level and reflects the time risk horizons of transactions. There are two types of maturity factors under the SA-CCR: one for “margined” and one for “unmargined” transactions. While the unmargined maturity factor is determined for each individual transaction depending on its residual term, the margined maturity factor is based on the so-called “Margin Period of Risk” (MPOR) of the underlying collateral agreement. If the collateral agreement is taken into account for the entire netting set, the MPOR is identical for each transaction of said netting set. All transactions of this netting set are evaluated based on the same underlying maturity factor. The MPOR refers to the margin period of risk contained in collateral agreements. An additional transaction adjustment via the MPOR seems logical from the supervisory point of view since during this period, a bank operates de facto in an unmargined time frame. Despite the existing collateral agreement, risks may still occur during the margin period of risk. Equation 3.17 shows how the maturity factor of margined transactions is calculated.


Table 3.4: Supervisory Delta factors under SA-CCR




	δi
	
	



	non-option/non-CDO tranche
	Long in the Primary Risk Factor
	Short in the Primary Risk Factor



	+1
	–1



	
	Bought
	Sold



	Call Option
	+Φ (d) (11)
	−Φ(d) (12)



	Put Option
	−Φ(−d) (13)
	+Φ(−d) (14)



	CDO tranches
	Purchased
(Long Protection)
	Sold
(Long Protection)
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Key

Pi: Underlying price

Ki: Strike price

Ti: Last exercise date

Ai: Attachment Point of the CDO tranche

Di: Detachment Point of the CDO tranche






Equation 3.17

(17) [image: image]

MPORi represents the agreed-upon margin period of risk which applies to transaction i. It is important to note that MPOR obtained from the collateralisation agreement cannot be used for the calculation according to Equation 3.17; it must be adjusted once more pursuant to supervisory requirements. For instance, the MPOR is 10 days in the case of a non-centrally-cleared position subject to daily remargining. This value is reduced to 5 days if the derivative positions are centrally cleared subject to daily remargining. Thus, SA-CCR takes account of the risk reducing effects of daily remargining and central clearing.

The maturity factor for unmargined transactions is shown in Equation 3.18. The smaller value of the residual term (Mi) and one year is used as nominator, where  Mi is limited to 10 days. In practice, the business days of one year, which are used to determine the maturity factor, must be calculated taking into account the market conventions of the relevant jurisdiction (e.g. 250d).

Equation 3.18

(18) [image: image]



Supervisory Factor, Supervisory Correlation Parameter and Supervisory Option Volatility

The “Supervisory Factor SFi”, the “Supervisory Correlation Parameter ρi” and the “Supervisory Option Volatility σi” vary according to the asset class and the prescribed sub-classes. The supervisory factor is comparable to the volatility rates under the CEM. It transforms the effective notional into an add-on. The supervisory factor values account for the volatilities observed in the latest stress period.

The supervisory correlation parameters are used to aggregate the add-ons at transaction level. They are exclusively applied for the asset classes credit, equities and commodities. The supervisory option volatility is used to determine the delta factor. Table 3.5 summarises the different values of the supervisory parameters depending on the asset class and sub-classes.


Table 3.5: Parameters prescribed by the supervisory authority under SA-CCR




	Asset class
	Sub-Class
	Supervisory Factor
	Correlation
	Supervisory Option Volatility



	Interest Rate
	—
	0.50%
	N/A
	50%



	Foreign Exchange
	—
	4.00%
	N/A
	15%



	Credit,
Single Name
	AAA
	0.38%
	50%
	100%



	AA
	0.38%
	50%
	100%



	A
	0.42%
	50%
	100%



	BBB
	0.54%
	50%
	100%



	BB
	1.06%
	50%
	100%



	B
	1.60%
	50%
	100%



	CCC
	6.00%
	50%
	100%



	Credit, Index
	IG
	0.38%
	80%
	80%



	SG
	1.06%
	80%
	80%



	Equity,
Single Name
	
	32.00%
	50%
	120%



	Equity, Index
	
	20.00%
	80%
	75%



	Commodity
	Electricity
	40.00%
	40%
	150%



	Oil/Gas
	18.00%
	40%
	70%



	Metals
	18.00%
	40%
	70%



	Agricultural
	18.00%
	40%
	70%



	Other
	18.00%
	40%
	70%








3.3.3.3 Asset class add-ons

The following section describes in detail how the add-ons for the five supervisory asset classes interest rate, credit, equities, foreign exchange and commodities are determined. The add-on of each asset class is derived in several steps by taking into account various input factors. While the values of the supervisory parameters vary among the different asset classes in order to adequately reflect the risk of each asset class, some features or calculation steps of the add-on determination are identical.



Determination of the add-on for the asset class interest rate

The add-on for interest rate derivatives captures the risk of interest rate derivatives of different maturities. To address this risk, interest rate derivatives are divided into so-called maturity buckets. These maturity buckets are the following:


	less than one year,

	between one and five years, and

	more than five years.



Within interest rate add-ons, the complete offset of transactions assigned to the same currency and maturity bucket is allowed. Moreover, across maturity categories, a partial offset is recognised. After adjusting the notionals, which were already discussed within the scope of the input parameter, the second step consists in determining the effective notionals of all interest rate derivative transactions to calculate the interest rate add-on. These values are determined via Equation 3.19.

Equation 3.19

(19) [image: image]

Equation 3.19 refers to the transactions of currency (CCY) j within the maturity bucket (MB) k. The effective notional for each currency and for each maturity bucket is the sum of the adjusted notional multiplied by the supervisory delta and the maturity factor. This means that a complete offset of transactions referencing the same currency and assigned to the same maturity bucket takes place at this level.

In the second step, aggregation across maturity buckets (1,2,3) is performed using Equation 3.20. Based on Equation 3.20, which allows for a partial offset, the effective notional for each currency j is determined. The use of Equation 3.20 is subject to a right of choice: institutions may also calculate the effective notional by adding the absolute values determined in the prior step.

Equation 3.20

(20) [image: image]

In the next step, the add-ons at hedging set level j, that is, at currency level, are determined. This takes place by calculating the product of the supervisory factor and the effective notional amount for each currency. This is shown in Equation 3.21.

Equation 3.21

(21) [image: image]

Aggregation across hedging-set add-ons is performed via simple summation in the last step. See Equation 3.22.

Equation 3.22

(22) [image: image]



Determination of the add-on for the asset class “credit”

After adjusting the notional amounts, the second step is to determine the credit add-ons as well as to calculate the effective notional amounts of all credit derivative transactions with Equation 3.23.

Equation 3.23

(23) [image: image]

The notation iϵ Entityk describes the consideration of all transactions referencing entity k to determine the effective notional amount. Within the asset class “credit”, the effective notional amounts are calculated for each entity as the sum of the adjusted notional amounts multiplied by the supervisory delta factor and the maturity factor. The add-on for all transactions referencing entity k is defined based on Equation 3.24 as the product of the supervisory factor and the effective notional amount.

Equation 3.24

(24) [image: image]

The supervisory factor is determined for single name entities through their external ratings and for index entities by distinguishing “investment grade” (IG) and “speculative grade” (SG). The values prescribed by the supervisory authority for the supervisory factors are given in Table 3.5. In the last step, the add-ons are summed up at entity level based on the single-factor model to obtain the total add-on of the asset class “credit”. Within the scope of this calculation, which is shown in Equation 3.25, a differentiation between a systematic and an idiosyncratic component takes place.

Equation 3.25

(25) [image: image]

Here, ρ represents the supervisory correlation factor for entity k. This correlation factor ensures that both components are weighted to determine the degree of offsetting. The entity add-ons in the systemic component are allowed to offset each other fully while there is no offsetting benefit in the idiosyncratic component.



Determination of the add-on for the asset class “equity”

The procedure to determine equity add-ons shares many similarities with the add-on formula for credit derivatives. The individual calculation steps are shown in Equations 3.26–3.28 taking into account the parameters for the asset class “equity”.

Equations 3.26–3.28

(26) [image: image]

(27) [image: image]

(28) [image: image]



Determination of the add-on for the asset class “commodities”

The effective notional amounts in the asset class “commodities” are determined based on Equation 3.29. Equation 3.29 is applied to all transactions of commodity type k within the hedging set j. The effective notional amount for transactions of the commodity type k within hedging set j is the sum of the adjusted notional amount multiplied by the supervisory delta and the maturity factor.

Equation 3.29

(29) [image: image]

In the next step, the add-ons for the transactions of commodity type k in hedging set j are calculated as the product of the supervisory factor and the effective notional amount based on Equation 3.30.

Equation 3.30

(30) [image: image]

The add-on at hedging set level for the commodity category is calculated in Equation 3.31.

Equation 3.31

(31) [image: image]

The individual hedging set add-ons are aggregated using Equation 3.32 to calculate the overall add-on of the asset class “commodities”.

Equation 3.32

(32) [image: image]

In the SA-CCR, the commodity type hedging sets have been defined without regard to characteristics such as quality or location. However, the Basel Committee points out that national supervisors may require banks to use more refined definitions of commodities. The hedging sets for the asset class commodities established in BCBS 279 are summarised in Table 3.6.


Table 3.6: SA-CCR Hedging sets of the asset class Commodity




	Hedging set
	Commodity type



	Energy
	Crude oil



	Natural gas



	Coal



	Electricity



	Metals
	Silver



	Gold



	…



	Agricultural
	…



	…



	Others
	…








Determination of the add-on for asset class “foreign exchange”

The effective notional of the asset class foreign exchange is determined using Equation 3.33. The index describes the relation between the transactions of hedging set j. The effective notional of each hedging set, that is for each currency pair, is calculated as the sum of all adjusted notional amounts multiplied by their supervisory delta and the corresponding maturity factor.

Equation 3.33

(33) [image: image]

The add-on for each hedging set is determined based on Equation 3.34 as a product of the supervisory factor and the absolute value of the effective notional.

Equation 3.34

(34) [image: image]

In the last step, the add-ons are aggregated at hedging set level using Equation 3.35 to determine the overall add-on for the asset class “foreign exchange”.

Equation 3.35

(35) [image: image]





3.3.4 Calculation example: EAD determination under SA-CCR

Figure (20) shows the EAD determination following the SA-CCR supervisory requirements. This example is based on the same transactions used in Chapter 2, section 2.2 for the calculation example under the CEM.22 Moreover, this example is based on the assumption that no collateral agreements exist for the transactions. The calculation example includes all the parameters necessary to calculate the EAD according to SA-CCR.


[image: image]
Figure 3.5 Determination of the EAD according to SA-CCR


Compared to the CEM, it becomes evident at first glance that the EAD calculation based on the SA-CCR requires more parameters, transaction information and calculation steps for derivative transactions. Moreover, the EAD value increases significantly for the transactions (compared to the CEM value: approx. 293 K), which can be traced back to the use of additional parameters within the SA-CCR. Parameters such as the supervisory duration (SD), the delta parameter, the maturity factor, the alpha factor and the multiplier cause an increase of the EAD due to their multiplicative application.




3.4 Expected impact on the banking industry

With the SA-CCR the Basel Committee has developed an approach that will be applied by many banks and for several regulatory topics. The introduction of the SA-CCR will not only affect the regulatory framework on counterparty credit risk. With the SA-CCR, the Basel Committee not only replaces the CEM and SM but impacts other regulatory frameworks such as the Credit Valuation Adjustment, the central counterparty framework, the leverage ratio and the large exposure framework as well. Although the SA-CCR approach is more complex than the CEM, which is widely used in the banking industry, it is easy to use and allows for the risk-sensitive calculation of the EAD parameter. Therefore, the SA-CCR approach captures netting and hedging effects better than the CEM which was illustrated with the calculation examples in Chapter 3, sections 3.2 and 3.3.4. While the effects of netting are only captured up to a maximum of 60% of the total PFE component under the CEM, a complete offset of derivative transactions is possible in certain circumstances under the SA-CCR. Moreover, the EAD-reducing effects of the presence of collateral are captured in the SA-CCR approach.

However, the positive effects of a risk-sensitive EAD determination within the scope of the SA-CCR approach also creates huge challenges. The new data requirements constitute one of the main challenging effects on the banking industry. The new parameters, transaction information and calculation steps within the SA-CCR call for a high implementation and restructuring effort with regard to front office as well as back office systems. In addition, through the privileging effects of collateral exchange, incentives are created to enter into margining agreements. As a result, special attention has to be paid to the bank’s liquidity and collateral management. The Implementation of SA-CCR requirements on EU level is expected for 2019 at the earliest. An impact study of the SA-CCR approach was carried out in its final version within the scope of the 2015 Basel III monitoring.
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11 The European Commission already published a first draft of the amended CRR (“CRR II”) on 23 November 2016 including a partially revised version of the SA-CCR framework.
12 Cf. BCBS 254 (2013).
13 The fact that the Basel Committee could not get used to the idea that the name of a standardised approach contained the word combination “internal model” was decisive for the name change. Moreover, the Basel Committee decided that a standardised approach should always be included in a framework.
14 Based on proportionality considerations, the European banking sector will be provided with three non-internal model methods by CRR II, namely “Full SA-CCR”, “Simplified SA-CCR” and a “revised Original Exposure Method”. The application of these approaches will be based on supervisory thresholds taking account of the derivatives’ gross fair value.
15 Cf. Art. 298 (1) (c) (i) CRR.
16 Cf. Art. 274 (2) CRR.
17 Cf. Art. 298 CRR.
18 Cf. For more detailed information on the derivation of formulas within the SA-CCR: BCBS (2014); Working Paper No 26.
19 Variation margin and initial margin are both collaterals. The initial margin is granted at the start as independent additional security. In practice, a party demands the payment of an initial margin to compensate for the creditworthiness of the counterparty. The variation margin is the opposite of the initial margin. While the latter is deposited at the beginning, the variation margin is an additional cover paid to the collateral account. Additional collateral must be provided during the total duration of the agreement by the party from the point of view of which the market value of the contract suffers losses.
20 The TH is a threshold which represents the maximum unmargined exposure that is accepted and for which no collateral must be provided. In determining the TH, a free allowance is set at the same time. Collaterals must only be provided when the predefined threshold is passed. For instance, if parties A and B agree to a threshold of USD 5 million, Party A must only provide securities if the net market value of the netting set surpasses USD 5 million from the point of view of Party B. The threshold/free allowance can also be seen as a credit line which Party B grants Party A. The MTA is the minimum amount of the collateral to be transferred. Low collateralisation amounts shall be avoided by establishing the MTA. The TH and MTA interact. If the derivative transactions of two counterparties surpass the TH value and the value for an additional collateral is below the MTA, no measures (i.e. no payments) are made.
21 For details on delta determination within the Black–Scholes Option Pricing Model: Hull (2014), page 483 et seq.
22 Example taken from BCBS 279 (2014), page 22 et seq.
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The New Basel Securitisation Framework

Dr. Wolfgang Frank and Dr. Philipp Völk



4.1 Introduction

Under the Basel framework, capital requirements for credit risk are calculated using the Standardised Approach or the IRB approach. For securitisations how-ever, Basel II provides special approaches in a separate chapter with a Standardised Approach for securitisation positions and an IRB approach for securitisation positions, which is divided into a Ratings Based Method and the so-called Supervisory Formula Method. In assessing ABCP programmes, an Internal Assessment Approach (IAA) may also be used within the context of the IRB approach, provided supervisory approval has been granted. The Basel guidelines were adopted in the Capital Requirements Regulation (CRR) at the European level without major differences.

Since securitisations have most recently been reviewed as a primary contributing factor to the financial crisis, the Basel Committee has now set a goal to strengthen the capital requirements for securitisation positions in the banking book. For this purpose, it aims to eliminate the identified weaknesses in the applicable rules and to establish concrete criteria for less complex securitisations, which are suitable for the development of a sustainable securitisation market.23 The starting points of these considerations are the documents “Revisions to the securitisation framework” from 11 December 201424 and the “Criteria for identifying simple, transparent and comparable securitisations” from July 2015.25 In addition, the Basel Committee published a further consultation paper in November 2015,26 which contained proposals for the adaptation of the criteria for qualified securitisations as well as of the risk weight applicable to them. The final version of the document “Revisions to the securitisation framework (BCBS 374)” from July 201627 incorporated the capital treatment for “simple, transparent and comparable securitisations (STC)” and is the focus of this chapter.

In a first step, the intention of the new provisions is to change the existing securitisation regulation, in particular in the area of capital requirements for originators, sponsors and investors in order to enable a more risk-adequate treatment of securitisations. The major weaknesses identified within the existing securitisations regime were the mechanistic reliance on external ratings when determining capital requirements, the insufficient risk-sensitivity due to the negligence of certain risk drivers and the existence of so-called “cliff-effects” with pro-cyclical impact.28 In a second step, the characteristics of simple, transparent and comparable securitisations, so-called STC securitisations, shall be defined, the observance of which will lead to lower risk weights, and will thus have a positive impact on capital requirements.29

The Basel Committee has announced that these new provisions will enter into force as of the beginning of 2018.30



4.2 Current EU securitisation framework

As mentioned above, the fundamental parts of the Basel II and Basel II.5 securitisation frameworks were incorporated into the CRR. Therefore, the respective CRR contents will be referred to whenever currently applicable securitisation provisions are referenced.

The core of the Brussels securitisation framework is regulated by the CRR rules on capital requirements. In addition to definitions for the entire regulatory scope, the rules relating to the recognition of the transfer of a significant credit risk for both traditional31 (true sale)32 and synthetic securitisations are initially laid down in detail. The structure of the relevant provisions is identical and divided into general and additional requirements. This is followed by the general prohibition of implicit support33 and the securitisation-specific calculation methods for determining risk-weighted exposure amounts.34 Within the rules on risk exposures arising from transferred credit risk, investor institutions have to consider the requirement of the retention of a net economic interest of 5% of the issuer and to carry out a due diligence before entering into securitisation positions. Sponsors and originators are required to comply with credit-granting criteria and to provide disclosure to investors.

The basic concept of a traditional securitisation is illustrated below in Figure 4.1.


4.2.1 Exclusion of securitised exposures from the calculation of the risk-weighted exposure amounts

In order to exclude the securitised exposures from the RWA calculation as an originator of a traditional securitisation, the institution shall either meet the requirements for a significant transfer of credit risk of the securitised exposures to a third party, or assign a risk weight of 1,250% to all its securitisation positions held or deduct these securitisation positions from its Common Equity Tier 1 (CET1).


[image: image]
Figure 4.1 Basic concept of a traditional securitisation


A significant credit risk shall be considered to have been transferred if the originator holds no more than 50% of the mezzanine securitisation positions. If the securitisation has no mezzanine securitisation positions, it must be proven that the exposure values of the securitisation positions to be deducted from the CET1 or to be assigned with a risk weight of 1,250% are significantly higher than the loss actually expected to arise from these exposures. Furthermore, the originator may hold no more than 20% of the exposures.



4.2.2 Approaches for the determination of risk-weighted exposure amounts

Risk-weighted exposure amounts are determined in accordance with Art. 245 et seq. CRR. Those CRR sections regulate the determination using the Standardised Approach and the IRB approach (Ratings Based Method and Supervisory Formula Method) as well. Furthermore, the IAA is also allowed under certain conditions.

The system of current approaches to securitisation risk can be schematically seen in Figure 4.2.


Example: SME securitisation transaction

The impact of the new approaches will be illustrated below on the basis of a sample transaction. This involves comparing the current calculation methods and the Basel Committee’s new approaches. The different approaches are shown with their respective parameters in order to make the differences more visible.

The fictional AAA bank (total assets approx. EUR 130 billion) mainly grants loans to small and medium-sized German companies. The AAA bank uses the advanced IRB approach to determine the RWA for the credit risk. To actively manage its balance sheet it has securitised a wholesale credit portfolio of receivables on companies (no re-securitisations, no non-performing or defaulted exposures) through a special purpose vehicle. The portfolio consists of 100 individual exposures with an EAD totalling EUR 200 million and a total maturity of 10 years. The special purpose vehicle issues three sequentially repaid tranches (A to C). Further details on these three tranches are shown in Table 4.1.


[image: image]
Figure 4.2 Systematic of current approaches



Table 4.1: Tranching of the transaction of the AAA bank




	
	Tranche A
	Tranche B
	Tranche C



	External rating
	AAA
	BBB
	Unrated



	Maturity
	7 years
	10 years
	10 years



	Volume
	EUR 130 million
	EUR 60 million
	EUR 10 million



	Attachment Point
	35%
	5%
	0%



	Detachment Point
	100%
	35%
	5%



	Tranche thickness (T)
	65%
	30%
	5%






The tranching of the transaction is illustrated in Figure 4.3.


4.2.2.1 Standardised Approach (current regulation)

Under the Standardised Approach (SA), the essential parameter for deriving the risk weight is the external rating. The mappings between the external ratings and the risk weights are made by the competent supervisory authorities using the Credit Quality Steps. According to the Standardised Approach, a risk weight of 20%, 50%, 100% or 350% is applied depending on the credit quality step.

In the case of unrated securitisation positions, a risk weight of 1,250% is assigned, while under certain conditions the possibility of a look-through exists. In the case of unrated liquidity facilities, a credit conversion factor (CCF) of 50% applies if the conditions set forth in Art. 255 (1) CRR are met, otherwise the CCF is 100%.



Example: Representation of a transaction using the Standardised Approach.

Under the Standardised Approach, investors determine the risk-weighted exposure amount of an externally rated securitisation position by multiplying the exposure value (EAD) with the applicable risk weight (RW). The risk weights that are applicable pursuant to Art. 251 CRR are shown in Table 4.2.


[image: image]
Figure 4.3 Tranching of the transaction of the AAA bank



Table 4.2: Risk weights in accordance with Art. 251 CRR




	Credit quality step
	1
	2
	3
	4 (only for credit assessments other than short term credit assessments)
	all other credit quality steps



	Securitisation positions
	20%
	50%
	100%
	350%
	1,250%



	Re-securitisation positions
	40%
	100%
	225%
	650%
	1,250%






For this example, the CQS (Credit quality steps) shown in Table 4.3 have been assigned to the external ratings of the securitisation tranches.35


Table 4.3: Credit quality steps of tranches




	Tranche
	Rating
	CQS
	Risk weight



	A (senior)
	AAA
	1
	20%



	B (non-senior)
	BBB
	3
	100%



	C (non-senior)
	Unrated
	Unrated
	1,250%








4.2.2.2 IRB approach (current regulation)

If a rating or an inferred rating exists for a securitisation position, the calculation must be carried out using the Ratings Based Method. Otherwise the Supervisory Formula Method is applied, or the IAA in the case of ABCP programmes. In all other cases, a risk weight of 1,250% has to be applied or a deduction from CET1 must be made. In the case of unrated liquidity facilities using the IRB approach, a conversion factor of 50% also applies, provided that the conditions of Art. 255 (1) CRR have been met; otherwise, the conversion factor will be 100% as per Art. 263 (3) CRR.



4.2.2.3 Ratings Based Method (current regulation)

When using the Ratings Based Method, the applicable risk weights are obtained from a table (as under the Standardised Approach), which distinguishes between securitisation positions and re-securitisation positions, whereby the risk weights of the latter are generally higher. In the case of securitisation positions there is a floor of 7% to the risk weight, in the case of re-securitisation positions it is 20% (see Art. 261 (1) CRR). Under the Ratings Based Method in accordance with the IRB approach, investors determine the risk-weighted exposure amount of an externally rated securitisation position by multiplying the exposure value (EAD) with the relevant risk weight (RW), and multiplying the result by 1.06. Once again the available ratings must be assigned to the respective credit quality steps (Art. 270 CRR).36 The relevant risk weights in accordance with Art. 261 CRR are displayed in Table 4.4.


Table 4.4: Credit assessments in accordance with Art. 261 CRR




	Credit Quality Step
	Securitisation Positions
	Re-securitisation Positions



	Credit assessments other than short term
	Short term credit assessments
	A
	B
	C
	D
	E



	1
	1
	7%
	12%
	20%
	20%
	30%



	2
	
	8%
	15%
	25%
	25%
	40%



	3
	
	10%
	18%
	35%
	35%
	50%



	4
	2
	12%
	20%
	35%
	40%
	65%



	5
	
	20%
	35%
	35%
	60%
	100%



	6
	
	35%
	50%
	100%
	150%



	7
	3
	60%
	75%
	150%
	225%



	8
	
	100%
	200%
	350%



	9
	
	250%
	300%
	500%



	10
	
	425%
	500%
	650%



	11
	
	650%
	750%
	850%



	all other and unrated
	1,250%






Columns A and D are used for senior tranches of a (re-)securitization position, columns B and E for non-senior positions of a (re-)securitization and column C is used if the granularity parameter N (effective number of securitised exposures) is lower than six.

Example: Representation of a transaction using the Ratings Based Method under the IRB approach

N amounts to 101.5.

The CQS from Table 4.5 are assigned to the external ratings of the tranches of the AAA bank.37


Table 4.5: Credit quality steps of tranches




	Tranche
	Rating
	CQS



	A (senior)
	AAA
	1



	B (non-senior)
	BBB
	7



	C (non-senior)
	Unrated
	Unrated






The following risk weights result from the external ratings:



	RWA (column A, since senior and N > 6)	= 7%

	RWB (column B, since non-senior and N > 6)	= 75%

	RWC	= 1,250%






4.2.2.4 Supervisory Formula Method (current regulation)

According to the SFA, the risk weight for securitisations is determined using Equation 4.1:

Equation 4.1

(1) [image: image]

where:



	RW	= Risk weight

	L	= Credit enhancement level

	T	= Tranche thickness

	S(x)	= Supervisory formula




S(x)38 is determined in accordance with Equation 4.2:

Equation 4.2

(2) [image: image]

where:

KIRBR= Ratio of KIRB to the sum of exposure values that have been securitised ω = 20

d = 1-(1-h)*(1-Beta[KIRBR; 1,b])

Beta [x; a, b] = the cumulative beta distribution with parameters a and b evaluated at x

Example: Representation of a transaction using the Supervisory Formula Method under the IRB approach

The AAA bank’s portfolio has the following parameters using the advanced IRB approach:

Average PD = 1%

Average LGD = 33.7%

Average risk weight (RWIRB) = 76.5%

Portfolio RWA = EUR 153 M

To calculate the risk weights of the individual tranches using the Supervisory Formula Method (Art. 262 CRR) the following parameters are additionally required:




	N = 101.5
	(effective number of exposures in the portfolio),



	ELGD = 32.4%
	(exposure-weighted average loss-given-default),



	KIRB = EUR 12.3 M
	(8% of the IRB approach risk weight of the portfolio if it had not been securitised, plus the expected losses from these exposures (EL)),



	KIRBR = 6.1%
	(relation of KIRB to the sum of the portfolio’s exposure values),





L denominates the credit enhancement level, measured as the ratio of the nominal value of all the tranches that are subordinated to the considered tranche in the waterfall, with the nominal value of the securitised exposures. L has the following values:

LA = 35%

LB = 5%

LC = 0%

T denominates the thickness of the considered tranche, measured as the relation between the nominal value of the considered tranche and the nominal value of the securitised exposures. T has the following values:

TA = 65%

TB = 30%

TC = 5%

The risk weights for the individual tranches using the SFA are then determined using Equation 4.1. The calculations of the risk weights using the SFA lead to the results that have been summarised in Table 4.6.


Table 4.6: Risk weights of tranches




	Tranche
	Risk weight



	A
	7%



	B
	99%



	C
	1,250%









4.2.3 Regulations for external credit ratings

The credit rating of an External Credit Assessment Institution (ECAI) may only be used by an institution to determine the risk weight of a securitisation position, if the credit rating has been issued or has been endorsed by an ECAI in accordance with Regulation (EC) No 1060/2009. The institution may nominate one or several ECAIs (nominated ECAI) whose credit ratings it uses. The utilisation of these ratings must be consistent and may not be selective; the credit ratings used for the positions within the tranches of a securitisation must always belong to the same ECAI. Should there be multiple ratings, the least favourable must always be used. The institution may not actively work towards the withdrawal of an unfavourable credit rating.




4.3 Revisions to the securitisation framework


4.3.1 Criticism of the existing rules

The CRR provisions for determining the risk weights for securitisation positions as transformation of the Basel rules do not differ from those that were already being applied under Basel II. The fact that the calculation rules were not revised when the CRR was introduced may in some way be understood as a “precaution”. After the experiences of the financial crisis, an overly deleterious introduction of new approaches was to be avoided while waiting to see the effect of the remaining solvency provisions.

Under the application of Basel II, there was already some criticism regarding the calculation methods for determining capital requirements for securitisation positions. Particular mention was made of the automatic reliance on external ratings in determining capital requirements, the insufficient risk sensitivity due to the absence of adequate risk parameters within the approaches used to determine risk weights and pro-cyclical “cliff effects” in the capital requirements.

For these reasons, the Basel Committee39 proposed to reduce the overall use of external ratings and instead strengthen internal approaches. In the proposed approaches, other risk drivers that significantly influence the risk of a securitisation position — such as the tranche maturity — are also taken into consideration.

The committee also sought to reduce the occurrence of cliff effects, which can arise due to the fact that minor changes in the underlying portfolio cause significant changes in the external ratings, and thus can lead to significantly higher risk weights for securitisation positions. The last point especially has been found to be harmful during the financial crisis, since the rating downgrades for securitisation positions led to significantly higher capital requirements than if the institutions had kept the securitised assets within their immediate holdings without securitizing them and therefore being subject to the securitisation rules, which caused an imbalance in the case of individual institutions.

Another point of criticism to the CRR provisions was a lack of distinction between securitisations with simple structures on the one hand, and complex transactions on the other. In the future, this should be counteracted by setting specific criteria which, when met, lead to a classification as a simple, transparent and comparable securitisation (so-called STC securitisation). For this purpose, the Basel Committee launched a consultation40 on 11 December 2014 and published a final document with concrete STC criteria in July 2015.41 This was followed by a further round of consultations in November 2015,42 whose objective was the determination of the capital requirements for STC securitisations, and lasted until 5 February 2016. The results of this consultation led to the revisions of the BCBS 303 by BCBS 374 in July 2016.43

The timing of the recent consultations is shown in Figure 4.4.


[image: image]
Figure 4.4 Basel consultations on risk weights and on STC criteria




4.3.2 Revisions to the securitisation framework


4.3.2.1 New approaches for the determination of risk-weighted exposure amounts

In order to reduce the importance of external ratings, within its final set of regulations,44 the Basel Committee has revised the hierarchy of internal and external approaches for assessing and calculating the risks of securitisation positions. It has also limited the number of applicable approaches and simplified their use (Figure 4.5).
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Figure 4.5 New rules for the calculation of risk weights


The hierarchy of approaches prescribed by the Basel recommendations must be strictly followed and depends on the approach to credit risk of the securitised exposures and the availability of external ratings for securitisation positions. This means that the role of the bank as an SA or IRB approach institution is no longer decisive, but rather that for a specific securitisation the approach must be utilised for which all input parameters are available. On top of the new hierarchy of approaches stands the SEC-IRBA. This approach — similar to the current SFA — must be applied by the institutions if their relevant internal models have obtained supervisory approval for assessing credit risks (IRB approach approval). This rules out the application of the SEC-IRBA by SA banks because they do not have the required input parameters. If the bank doesn’t use any internal models, and the securitisation positions are externally rated, the SEC-ERBA must be used. If no external ratings are available, the SEC-SA must be applied. This is particularly intended for jurisdictions where the use of external ratings is not allowed. It is also  the only approach allowed for re-securitisations. In all approaches a minimum risk weight (floor) of 15% for senior tranches, must be applied to non-STC securitisation positions (while a floor of 10% applies to senior and of 15% to non-senior tranches of STC-securitisations). If none of the three approaches can be calculated, a risk weight of 1,250% must be assigned to the securitisation position.



4.3.2.2 SEC-IRBA

The SEC-IRBA45 is based on the Simplified Supervisory Formula Approach (SSFA), whose introduction had already been proposed with the first consultative document on “Revisions to the securitisation framework”.46 The main difference with the currently applicable SFA is the consideration of the maturity of the securitisation tranches, which represents a key risk driver. Under the SEC-IRBA the calculation of the risk weight is carried out according to Equation 4.3 (which is a modified version of the SSFA):

Equation 4.3

(3) [image: image]

where:




	RW
	 = Risk weight



	KIRB
	 = Capital charge of the underlying pool according to the IRB approach



	A
	= Attachment point (threshold for loss allocation)



	D
	= Detachment point (threshold for the total loss of the tranche)



	KSSFA(KIRB)
	= IRB approach capital requirement for a portfolio unit





The determination of KIRB requires an authorised IRB model for the exposures in the securitisation pool.

KSSFA(KIRB) is determined as follows in accordance with Equation 4.4:

Equation 4.4

(4) [image: image]

Where en is the exponential function.

Variables a, u and l are determined depending on KIRB and p:

[image: image]

The supervisory parameter p is calculated according to Equation 4.5:

Equation 4.5

(5) [image: image]

where:

N = Granularity of the portfolio

LGD = Exposure weighted average loss ratio in case of default

MT = Tranche maturity

The formula components A to E are five supervisory parameters that can be read from a table as a function of N.47

The consideration of the tranche maturity should serve to avoid the pro-cyclical cliff effects that can occur when using the Supervisory Formula Method. The institution has a right to choose the determination method. MT can be determined either as the weighted average maturity of the individual cash flows or by performing a supervisory discount to the legal remaining maturity of the securitisation tranche. A floor of one year and a cap of five years apply in both cases.48 MT is calculated identically for all approaches (SEC-IRBA, SEC-ERBA and SEC-SA).

Method 1: Determination of MT through the calculation of the weighted average maturity of the cash flows (Equation 4.6):

Equation 4.6

(6) [image: image]

where:

CFt = Cash flows (principal, interest and fees) in period t

t = Period in which the cash flows (CFt) must be paid

Method 2: Determination of MT based on the legal remaining maturity ML (Equation 4.7):

Equation 4.7

(7) [image: image]

The institution must be able to determine all input parameters for the SEC-IRBA. But if in a certain pool the IRB approach can only be applied to a part of the exposures, they must represent at least 95% of the pool, in order to be able to apply the SEC-IRBA. If this threshold is not reached, the bank is obliged to apply a lower approach (SEC-ERBA, SEC-SA or a 1,250% risk weight). If it is a securitisation with highly complex or high-risk characteristics, the supervisory authorities may forbid the institutions to use SEC-IRBA in particular cases.

Example: Representation of a transaction under the SEC-IRBA

As is the case when using the current SFA, the parameters N, ELGD (now called: LGD) and KIRB (name KIRBR not used anymore) are required for calculating risk weights using the SEC-IRBA. The determination of the parameters does not differ from the way in which they are determined using the SFA in accordance with the CRR, so these can continue to be used. In the present example, these parameters are:




	N
	= 101.5 (effective number of securitised exposures)



	LGD
	= 32.4% (exposure value weighted average loss ratio in case of default)



	KIRB
	= 6.1% (relation of KIRB to the sum of the portfolio’s exposure values),





The parameters p and MT must be separately determined for each tranche. The supervisory parameter p is used as a factor for the scaling of KIRB. The parameters for the determination of p are shown in Table 4.7.49


Table 4.7: Determination of the supervisory parameter depending on N




	
	A
	B
	C
	D
	E



	Wholesale
	Senior, granular (N ≥ 25)
	0
	3.56
	−1.85
	0.55
	0.07



	Senior, non-granular (N > 25)
	0.11
	2.61
	−2.91
	0.68
	0.07



	Nonsenior, granular (N ≥ 25)
	0.16
	2.87
	−1.03
	0.21
	0.07



	Nonsenior, non-granular (N < 25)
	0.22
	2.35
	−2.46
	0.48
	0.07



	Retail
	Senior
	0
	0
	−7.48
	0.71
	0.24



	Non-senior
	0
	0
	−5.78
	0.55
	0.27






p is floored at 30% (0,3) and acquires the values shown in Table 4.8 for the individual tranches of the example.


Table 4.8: Supervisory parameter p of the tranches




	Tranche
	Parameter p



	A
	45.0%



	B
	54.3%



	C
	54.3%






Furthermore, the effective remaining maturity MT of the considered tranche must be determined.

Using method 2, the individual tranches will have the MT values shown in Table 4.9 in the present case.


Table 4.9: Tranche maturities




	Tranche
	MT



	A
	5



	B
	5



	C
	5






The risk weights of the individual tranches are calculated by applying parameters a, u and l in Equation 4.7 (Equations 4.8–4.10):50

Equations 4.8–4.10

(8) [image: image]
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(10) [image: image]

The approach used to calculate the risk weight RW for the individual tranches depends on the relation of D (detachment point) and A (attachment point) to KIRB and is determined as follows:

For D ≤ KIRB: RW = 1,250%

For A ≤ KIRB: RW = KSSFA(KIRB) * 12.5

For A < KIRB and D > KIRB RW is calculated by applying parameters KIRB, KSSFA(KIRB), A and D to Equation 4.6 (Equations 4.11–4.13):

Equations 4.11–4.13

(11) [image: image]
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(13) [image: image]

Using SEC-IRBA the risk weights summarised in Table 4.10 are obtained.


Table 4.10: Risk weights of tranches




	Tranche
	Risk weight



	A
	15%



	B
	186%



	C
	1,250%








4.3.2.3 SEC-ERBA

Under the SEC-ERBA,51 the risk weight is determined based on external ratings. In this regard, the approach is comparable to the current SA and the rating-based IRB approach. The contemplation of the remaining maturity of the securitisation position (MT) in determining the corresponding risk weights for each rating class is newly added. The Basel Committee evaluates it as a significant risk driver. Moreover, the tranche thickness (T) is also included in the calculation of risk weights of securitisation tranches. The granularity (N), a relevant criterion under the IRB approach in use, is omitted since the Basel Committee is of the opinion that it is already sufficiently considered by the rating agencies.

In order to apply the SEC-ERBA, external or at least derived ratings must be available for the securitisation positions to be weighted. As stated above, the SEC-ERBA may only be used if the bank must not apply the SEC-IRBA and if the corresponding ratings are available. If short-term ratings are available, the risk weights can be determined based on a separate mapping table. In the case of long-term ratings, a table containing the risk weights for senior and non-senior tranches with a remaining maturity (MT) of one and five years also exists. The risk weights for maturities in between must be determined based on linear interpolation (Table 4.11).

For non-senior tranches, the risk weight under the SEC-ERBA is determined by applying Equation 4.14:

Equation 4.14

(14) [image: image]

Example: Representation of a transaction under the SEC-ERBA

The risk weights under the SEC-ERBA are determined depending on the external ratings of the pertinent tranches (see Table 4.1). In addition, the parameters rank (senior or non-senior) and the remaining maturity MT (the same value as under the SEC-IRBA must be used) must be taken into account. Table 4.12 provides an overview of the input parameters.


Table 4.11: SEC-ERBA risk weights according to long-term ratings




	Rating
	Senior tranche
Junior (thin) tranche
	Non-senior (thin) tranche



	Tranche maturity (MT)
	Tranche maturity (MT)



	1 year
	5 years
	1 year
	5 years



	AAA
	15%
	20%
	15%
	70%



	AA+
	15%
	30%
	15%
	90%



	AA
	25%
	40%
	30%
	120%



	AA–
	30%
	45%
	40%
	140%



	A+
	40%
	50%
	60%
	160%



	A
	50%
	65%
	80%
	180%



	A–
	60%
	70%
	120%
	210%



	BBB+
	75%
	90%
	170%
	260%



	BBB
	90%
	105%
	220%
	310%



	BBB–
	120%
	140%
	330%
	420%



	BB+
	140%
	160%
	470%
	580%



	BB
	160%
	180%
	620%
	760%



	BB–
	200%
	225%
	750%
	860%



	B+
	250%
	280%
	900%
	950%



	B
	310%
	340%
	1,050%
	1,050%



	B-
	380%
	420%
	1,130%
	1,130%



	CCC(+/ /–)
	460%
	505%
	1,250%
	1,250%



	Below CCC–
	1,250%
	1,250%
	1,250%
	1,250%







Table 4.12: Determination of risk weights under the SEC-ERBA




	Tranche
	Rank
	Effective remaining maturity (MT)
	External rating



	A
	Senior
	5
	AAA



	B
	Non-senior
	5
	BBB



	C
	Non-senior
	5
	unrated






In determining the risk weight of non-senior tranches, the tranche thickness (D-A) must be taken into account using Equation 4.14. According to Table 4.11, the risk weight is multiplied by a scaling factor of at least 0.5 and always less than 1. By inserting the risk weights pursuant to Table 4.12 and T of the individual tranches in Equation 4.14, the following risk weights are obtained (Equations 4.15–4.17):52

Equations 4.18–4.20

(15) [image: image]
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In this case, the scaling factor is applied to tranches B (RW = 310%) and C (RW = 1,250%), where tranche thickness is 30% (B) and 5% (C) respectively.

Table 4.13 illustrates the risk weights under SEC-ERBA.


Table 4.13: Risk weights of tranches




	Tranche
	Risk weight



	A
	20%



	B
	217%



	C
	1,188%








4.3.2.4 SEC-SA

The calculation method of the SEC-SA53 is comparable to the SEC-IRBA method and is mainly intended for jurisdictions where the use of external ratings is not permitted.54 To determine the risk-weighted exposure amounts, a modified version of the SSFA is applied.

The calculation is performed comparably to the SEC-IRBA while using different parameters (Equation 4.18):

Equation 4.18

(18) [image: image]

where:

KSSFA(KA) = SA capital requirement for a portfolio unit

KA is determined based on Equation 4.19:

Equation 4.19

(19) [image: image]

where:

W = ratio of delinquent exposures in the underlying pool

KSA = Capital charge of the underlying pool under the Standardised Approach to Credit Risk

The same formula used under SEC-IRBA is applied to determine KSSFA(KA) (Equation 4.20):55

Equation 4.20

(20) [image: image]

Variables a, u and l are determined depending on KA and p:

[image: image]

The supervisory parameter p is set to 1 for the determination of parameter a of a securitisation position.

The capital requirements pursuant to KSA result from dividing the risk-weighted assets by the exposure value multiplied by 8%. The parameter (W) equals the ratio of the sum of all delinquent exposures to all exposures in the pool. Delinquent exposures are underlying exposures that are 90 days or more past due, subject to bankruptcy or insolvency proceedings, in the process of foreclosure or in default where default is defined within the securitisation deal documents.56 The bank must be able to determine default for at least 95% of the exposures (an adapted version of the SEC-STA-formula is used if W can be determined for 95%). Otherwise, a risk weight of 1,250% is assigned to the securitisation positions.

The SEC-SA is the only admissible approach for re-securitisation positions. Within the scope of the calculation, W is set to 0. The supervisory parameter p is set to 1.5. A floor of 100% is applied to the resulting risk weight.



Example: Representation of a transaction under the SEC-SA

In order to determine the risk weights of individual tranches under the SEC-SA, the parameters KSA and W as well as the tranche thickness T (with: T = D-A) are required.

The value of the individual parameters is:



	EADPortfolio	= EUR 200 M

	RWSA	= 92.2%

	KSA	= 7%




W is 0% in the example.

KA must be determined based on the parameters KSA and W.57 KA refers to the capital charge under consideration of the delinquent exposures in the pool (Equation 4.21):

Equation 4.21

(21) [image: image]

KA is included in the calculation of KSSFA(KA) (see Equations 4.22–4.24):58

Equations 4.22–4.24

(22) [image: image]
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(24) [image: image]

The factor KSSFA(KA) indicates the capital requirements of the Standardised Approach for one unit of the securitised portfolio. It is included when determining the risk weight (RW) of each tranche.

The risk weight RW for the individual tranches depends on the ratio of D and A to KA and is calculated as follows:

For D ≤ KA: RW = 1,250%

For A ≥ KA: RW = KSSFA(KA) * 12.5

For A < KA and D > KA the RW is calculated pursuant to Equation 4.18 using the parameters A, D, KA, KSSFA(KA) (Equations 4.25–4.27):

Equations 4.25–4.27
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(26) [image: image]

(27) [image: image]

The risk weights listed in Table 4.14 arise under SEC-SA.


Table 4.14: Risk weights of tranches




	Tranche
	Risk weight



	A
	15%



	B
	399%



	C
	1,250%








4.3.2.5 Conclusions

The determination of capital requirements for securitisation positions will be significantly more risk sensitive and also more conservative using the new approaches. On the other hand, the required effort on the part of affected institutions increases given that not only the number of input parameters but also the complexity of the calculations increases. The application of the SEC-IRBA probably will be expected to be reserved to securitising institutions (originators) since, for example, an investor may not be able to access the necessary data granularity. Moreover, it would be especially hard for smaller institutions to depict the enhanced complexity of the calculations.

Based on the transaction of the AAA bank used as an example, it was shown that the new approaches have a considerable impact on capital requirements for securitisation positions. This becomes especially clear when comparing the results under the approaches currently in force under CRR and the new approaches of the Basel Committee. The risk weights are compared below.

Based on the assumption that the underlying portfolios are pure Standardised Approach portfolios, the respective risk weights for the different approaches are outlined in Table 4.15.


Table 4.15: Risk weights of SA securitisation positions




	
	CRR (ERBA)
	SEC-ERBA
	SEC-SA



	RWA
	20%
	20%
	15%



	RWB
	100%
	217%
	399%



	RWC
	1,250%
	1,188%
	1,250%






The increase of the senior and mezzanine tranches in particular, which accrues from the use of the approaches suggested in BCBS 374, becomes apparent in this example. Figure 4.6 shows the changes for each tranche in detail.

Under the assumption that the underlying portfolios are pure IRB approach portfolios, the resulting tendency is comparable to that of an SA portfolio. In this case, the risk weights for mezzanine tranches also increase significantly. The risk weight under the SEC-SA is especially high (Table 4.16).


Table 4.16: Risk weights of IRB approach securitisation positions




	
	CRR (ERBA)
	CRR (SFA)
	SEC-IRBA
	SEC-ERBA
	SEC-SA



	RWA
	7%
	7%
	15%
	20%
	15%



	RWB
	75%
	84%
	186%
	217%
	399%



	RWC
	1,250%
	1,250%
	1,250%
	1,188%
	1,250%






The increase of risk weights becomes particularly clear in the graphical representation of risk weights shown in Figure 4.7.
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Figure 4.6 Risk weights of the SA portfolios of an AAA bank
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Figure 4.7 Risk weights of the IRB portfolios of an AAA bank





4.3.3 Risk weights for securitisation positions when complying with STC criteria

The financial crisis showed that the risk for investors related to entering securitisation positions, especially in the case of extremely complex and opaque structures, is hard to assess. However, even simple and transparent securitisations may render it unfeasible to recognise risks if they arise from inappropriate eligibility criteria or inadequate control mechanisms. Therefore, the goal of the Basel Committee is to make risk assessment easier for investors before they decide to participate in securitisation. For this purpose, the Basel Committee issued the final paper “Criteria for identifying simple, transparent and comparable securitisations” in July 2015.59 In this paper, the Basel Committee identifies so-called STC criteria which can be assigned to three overarching risk categories: asset risk, structural risk and fiduciary and servicer risk.60 These criteria were defined in detail by setting forth specific requirements.

The Basel Committee published an additional consultation paper titled “Capital treatment for ’simple, transparent and comparable’ securitisations (BCBS 343)” in November 2015, the consultation phase of which lasted until 5 February 2016.61 The purpose of this consultation paper was to discuss the adjustment of the approaches to determine risk weights for securitisation positions defined in BCBS 303. The fulfilment of the STC criteria should not only alleviate investment decisions for investors, but also bring along lower risk weights for securitisation positions. So-called qualified securitisations, for which privileging can be justified in terms of capital charge, arise from compliance with STC rules.

The December 2014 framework did not capture certain features of securitisation structures found in the marketplace. Therefore the Committee included the July 2015 STC criteria and supplemented them with the so called “additional criteria” for capital purposes as the fourth overarching risk category.62


4.3.3.1 Definition of the STC criteria



Asset risk

The Basel Committee deals with the asset risk first. It comprises risk directly related to credit claims or receivables (especially the risks of delinquency and default as well as the lack of legal enforceability). The criteria to meet this risk type are described in the following:


	Regarding the nature of the assets underlying the securitisation, these should be homogeneous as to the asset type, jurisdiction, legal system and currency.

	Contractually agreed-upon periodic payments must be made. 

	Regarding the asset performance history: delinquency and default data must be available over an appropriately long period of time.63 Credit claims or receivables being transferred to the securitisation may not include obligations that are in default or delinquent at the time of inclusion in the pool. On the contrary, at least one payment should have been made at the time of their inclusion in the pool.64

	The originator should demonstrate that any credit claims or receivables have been originated in the ordinary course of business to materially non-deteriorating underwriting standards. So-called “originate-to-distribute securitisations” are excluded from the scope of STC requirements.65

	Active portfolio management is not allowed; the selection of credit claims or receivables should satisfy clearly defined eligibility criteria.

	The availability of sufficient granular data must be ensured before and after issuance.





Structural risk

The Basel Committee identified the so-called structural risk as the second overriding risk category. All risks arising from the structure of securitisation transactions shall be adequately secured against interest rate and credit risks. Moreover, the Basel Committee pays special attention to the requirements on cash flow waterfalls. The paper demands full transparency over priority of payments, especially with regard to note classes. All triggers affecting the cash flow waterfall should be clearly disclosed to the investors in offering documents and in investor reports. In the case of revolving transactions, rules on the early termination and the termination of the revolving phase must be available. Cash flow models should be made available to investors before pricing and on an ongoing basis. To help ensure investors of their rights to control and enforce on the underlying credit claims or receivables upon insolvency of the originator or sponsor, all rights should be transferred to the securitisation. The pertinent documentation shall be made available to the investor prior to pricing, which should be reviewed by a third party legal practice. It must be ensured that the originator or sponsor retain the legal material net economic exposure.



Fiduciary and servicer risk

The Basel Committee identifies the fiduciary and servicer risk as another overriding risk category. This shall be minimised by means of the following measure: the servicer managing securitised credit claims or receivables should be able to demonstrate expertise in this area and be supported by a team with extensive industry experience. The contractual obligations, duties and responsibilities of all key parties should be defined clearly both in the initial offering and all underlying documentation. Provisions should be documented for the replacement of servicers, bank account providers, derivatives counterparties and liquidity providers in the event of non-performance or insolvency. All payments such as scheduled interest, redemption principal, prepaid principal and compensations must be identifiable for investors.



Additional criteria for capital purposes

The Basel Committee added two completely new criteria in the BCBS 374, to address the credit risk of underlying assets and the granularity of the pool.


	To help ensure that higher-risk underlying exposures would not be able to qualify for alternative treatment as STC-compliant transactions, transactions are excluded if standardised risk weights for the underlying exposures exceed certain levels.

	At the portfolio cut-off date, the aggregated value of all exposures to a single obligor shall not exceed 1% of the aggregated outstanding exposure value of all exposures in the portfolio. This shall ensure that granular asset portfolios would be at a level where statistical approaches to model losses can be employed, as opposed to having to review the credit quality of individual exposures.





4.3.3.2 Risk weight adjustments when complying with STC criteria

Based on the STC benchmark set forth in the BCBS 332,66 the Basel Committee included in the BCBS 374 adjustments to the approaches for securitisations, which fulfil the STC criteria by taking into account the comments received on the consultative documents and the results of a QIS study. On the one hand, the minimum risk weight is set to 10% for senior tranches and 15% for non-senior securitisation positions. On the other hand, the supervisory parameter p is reduced.67 The conservative orientation of the new approaches in favour of STC securitisation is therefore partially revoked. In contrast, ABCP programmes and synthetic securitisations are not within the scope of the STC securitisations.68



SEC-IRBA and SEC-SA

Under the SEC-IRBA, the calculation of the supervisory parameter p is supplemented by the factor x=0.5 (see Equation 4.28). Consequently, p is lower compared to non-STC securitisations, which c.p. results in lower risk weights. The remaining technical input parameters (A to E) needed to determine p are identical to those used for non-STC securitisations.

Equation 4.28

(28) [image: image]

Under the SEC-SA, p acquires a value of 0.5.69

Figure 4.8 shows the effects hereof using the example of transactions of the AAA bank, if (as is the case under the STC-framework) x is calibrated to 0.5 and p is floored at 0.3. It can be observed that the risk weights do not decrease consistently if the STC criteria are assumed to be complied with.



SEC-ERBA

Senior tranches with an AAA rating are subject to risk weight reductions of between 5% and 10% compared to non-STC-securitisations. Risk weights for tranches with a rating of BBB range between 180% and 225% and are thus between 40% and 55% lower than those required for non-STC securitisations (before application of equation 4.14). Senior tranches with ratings below CCC– (or below B- in the case of non-senior tranches) are subject to a 1,250% risk weight. As a result, senior securitisation positions are subject to a minimum risk weight of 10%. Table 4.17 shows the risk weights for STC-securitisations under the SEC-ERBA:.


Table 4.17: SEC-ERBA risk weights pursuant to long-term ratings




	Rating
	Senior tranche
Junior (thin) tranche
	Non-senior (thin) tranche



	Tranche maturity (MT)
	Tranche maturity (MT)



	1 year
	5 years
	1 year
	5 years



	AAA
	10%
	10%
	15%
	40%



	AA+
	10%
	15%
	15%
	55%



	AA
	15%
	20%
	15%
	70%



	AA–
	15%
	25%
	25%
	80%



	A+
	20%
	30%
	35%
	95%



	A
	30%
	40%
	60%
	135%



	A–
	35%
	40%
	95%
	170%



	BBB+
	45%
	55%
	150%
	225%



	BBB
	55%
	65%
	180%
	255%



	BBB–
	70%
	85%
	270%
	345%



	BB+
	120%
	135%
	405%
	500%



	BB
	135%
	155%
	535%
	655%



	BB–
	170%
	195%
	645%
	740%



	B+
	225%
	250%
	810%
	855%



	B
	280%
	305%
	945%
	945%



	B–
	340%
	380%
	1,015%
	1,015%



	CCC(+/ /–)
	415%
	455%
	1,250%
	1,250%



	Below CCC–
	1,250%
	1,250%
	1,250%
	1,250%
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Figure 4.8 Risk weights of the AAA bank under the assumption of STC-compliance and non-compliance





4.3.3.3 Conclusions

Compared to the risk weights originally proposed within the framework of BCBS 303, substantial relief is granted to qualified securitisation positions which also leads to a reduction of capital requirements compared to the first ideas of the Basel Committee. An increase of the floor from 7% (current floor) to 15% means an increase of the risk weights of more than 100% in the best case (senior tranche with AAA rating and maturity of 1 year) concerning the final requirements.

With regard to STC securitisations, a certain relief compared to the strong increase of risk weights for non-qualified securitisations can be observed. There, an increase of the present floor of 7% to a future floor of 10% is an increase of more than 40%. From the implementation date onwards, this should represent a significant incentive for originators and sponsors to implement STC requirements.





4.4 General Conclusions

With BCBS 374 and its predecessors a comprehensive set of regulations on securitisation exists, which also completely reforms the approaches to credit risk of securitisation positions contained in Basel II. Compared to the current approaches, a strong increase of the risk weights should be expected in all of the three new approaches, however compared to the previous consultative papers, some relieve has been achieved. At the same time, the effort also increases for originators and investors as well. For both, given that the approaches to determine the risk-weighted disposure amounts are more complex compared to the CRR regulations currently in force, and especially for the originators when incorporating the STC-criteria into the structuring of future transactions.

Institutions should therefore make good use of the time remaining until the implementation of the new regulation in order to adapt their data systems and internal procedures as well as to perform test calculations to determine the expected impact on capital requirements. As a result thereof, they should adjust their securitisation positions in a timely manner, if necessary. 
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Basel IV for funds

Matthias Ködding and Kristin Lang


The global financial crisis revealed the need to improve transparency and monitoring not only in the traditional banking sector but also in areas where bank-like credit intermediation takes place.70 The so-called “shadow banks”71 came to the attention of the Financial Stability Board (FSB). Shadow banks are seen as a potential risk for the stability of the financial system due to their scale72 and interdependence with the banking system. The European Central Bank (ECB) also identified these potential risks and attributes the growth of the shadow banking sector within the Euro zone mainly to the strong increase of cash inflow into investment funds (without money market funds).73

Even though funds licensed for sale in Europe are strongly regulated, and specific financial instruments or activities are even restricted or not allowed under investment law,74 the actual risk taken by investing in a fund is not always clearly recognisable or measurable for the investor due to leverage effects.75 The variety of bank-like activities that funds are allowed to carry out (e.g. securities lending and repurchase agreements, gearing, acquisition of credit default risks and granting of loans76) alarmed the FSB and the ECB. The absence of regulation functions as an incentive for regulatory arbitrage by shifting financial risks to the deregulated sector. The intended effects of a revised regulation of the banking sector could be thwarted in this way.

In 2012, triggered by the FSB working on a regulatory framework to “strengthen the oversight and regulation of shadow banking”, the Basel Committee launched a revision of the existing regulation on the treatment of funds. The Basel Committee does not differentiate between (regulated) investment-based funds and other undertakings that collect capital to collectively invest it following a fixed investment strategy (e.g. private equity holding, venture capital holding). The consultation paper “Capital requirements for banks’ equity investments in funds”77 was published in June 2013 and the final version was issued in December 2013.78 The aim of the review was to achieve a more internationally consistent and risk sensitive capital treatment for banks’ equity investments in funds, reflecting both the risk of the funds’ underlying investments and its leverage.79

Separate provisions, which are discussed in Chapter 6 of this book, apply to funds in the trading book.

The revised framework for funds in the banking book provides stronger incentives for the use of the look-through approach and for mapping the funds’ underlying risks in the bank’s internal processes and risk management system. While the look-through approach has been established in Germany for collective investment undertakings (CIUs)80 at the level of asset management companies and eventually also at the level of the asset management company of the respective target funds,81 the new framework provides that the calculation of the average risk weight by third parties impose a sanction on the risk weight of 20%. Hence, a risk weight is applied to each single investment of the fund that is 1.2 times higher when determined by a third party than if the investment was directly held by the institution.

This underscores the Basel Committee’s endeavours to ensure that banks are responsible for achieving a comprehensive insight into the risks taken without relying too much on third parties. This also becomes apparent given the revision of the credit risk standardised approach82 in which due diligence requirements to derive risk weights based on external credit ratings for the asset classes “banks” and “corporates” are introduced.

The need for regulation of equity investments in funds as well as the look-through approach to identify underlying assets as a general principle were also introduced in additional frameworks of the Basel Committee.83 While the look-through approach to identify underlying assets in funds and securitisations as well as other transactions with underlying assets included in the final framework for large exposures is comparable to the current provisions of the CRR,84 the revised minimum capital requirements for market risk, especially the boundary between the trading book and banking book,85 can lead to far-reaching changes of banks’ procedural landscape as well as to own funds requirements for equity investments in funds.

The new criteria to allocate funds to the bank’s trading book or banking book as well as the revised treatment of equity investments in funds in the banking book (standardised approach and IRBA) are outlined in the following and will be analysed in terms of their potential impact on banks and asset management companies in the last chapter.


5.1 Assignment to the trading book or banking book

By revising the framework for minimum capital requirements for market risks (BCBS 352), the Basel Committee created a new regulatory framework which largely affects a bank’s treatment of equity investments in funds. In this context, the allocation of equity investments in funds to the bank’s trading book or banking book is crucial. The Basel Committee’s concerns that the investment in a fund is actually an outsourcing of a bank’s trading book business in order to circumvent trading book regulations (including the classification as trading book bank) are reflected in the consultation papers86 on the BCBS 352. However, such intention to evade regulation would only work under the premise that the bank can influence the fund’s investment decisions to a certain extent.

For the purposes of allocation, the previous Basel framework relies significantly on the bank’s intent to trade the respective positions and on their embedding in the bank’s general trading strategy. In the absence of objective criteria, solely the subjective definition for allocation to one of the books was decisive. The capital requirements for positions in the trading book and in the banking book, which are in part very dissimilar, could thus be actively used by banks for managing their capital requirements and, therefore, for regulatory arbitrage.

Within the scope of the revised standard on capital requirements for market risks, the Basel Committee introduced additional, objective criteria for the allocation of positions to the trading book and the banking book, respectively.87 The final framework lists several positions, for which an allocation to one of the books is mandatory. Compared to the consultation paper, the final framework also sets forth a list of positions with respect to which a bank can deviate from the presumptive allocation to the trading book in exceptional cases with the prior approval of national supervisors. Equity investments in funds, where the bank cannot look through daily or where the bank cannot obtain daily real prices for its equity investment, are part of this list.

Provided the equity investments in funds are assigned to the trading book, this will have a considerable impact on the banks’ processes. While in Germany the asset management company or the custodian bank generally carries out the calculation of the average risk weight for banking book positions, the new framework does not provide for this option to determine the capital requirements for market risks. However, where the bank itself determines the market risks in respect of their investments in funds, significantly higher data requirements arise, which must be met on a daily basis by the asset management company.

An essential criterion to allocate positions to the trading book is either the ability to obtain daily real prices for the bank’s investment in the fund, or the ability to look through the fund on a daily basis. This also affects funds that, to a limited extend, hold assets which cannot be fair-valued daily since in determining the share value they are carried forward at their last determined value and thus are not an obstacle to the daily determination of the share value.

It can be assumed that many fund types, such as equity funds or exchange traded funds (ETFs), will compulsorily have to be assigned to the trading book. An argument against a general allocation to the trading book of actively managed funds, on the other hand, is that the reasons for banks to invest in funds often go beyond a mere outsourcing of the banks’ trading activity. Instead, smaller banks in particular define their investment horizon based on the selection of funds (for example, as regards to asset classes, sectors or maturities) and shift the actual implementation of the investment strategy as a whole onto the asset management company by means of the fund investment. Many smaller banks do not have a trading strategy by which the fund investments could be classified. In addition, in the case of publicly offered funds, investors cannot influence the investment decisions of the asset managers. The thought described above, stating that investments in funds could be an outsourcing of the bank’s own active trading activity, is most likely not applicable in the case of publicly offered funds. Against a general allocation of special funds (e.g. one institutional investor) to the trading book it could furthermore be argued that the funds’ underlying risk positions as part of the bank’s direct portfolio would not be assigned to the trading book across the board, but only if the respective criteria are complied with. However, the possibility of influencing the asset manager’s decision might play a crucial role when requesting an approval to allocate a position to the banking book to the responsible supervisor.

Equity investments in funds that do not comply with the above mentioned criteria of the daily look-through or daily real pricing are generally assigned to the banking book.

The criteria regarding the allocation to the trading book or the banking book as well as the Basel Committee’s applicable standards to calculate capital requirements according to the allocation to one of the books are outlined in Figure 5.1.
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Figure 5.1 Treatment of equity investments in funds




5.2 Own funds requirements for funds in the banking book

In the course of the implementation of the Basel II framework88 it became clear that the guidance available for the treatment of risk positions in the form of equity investments in funds was insufficient. The Basel Committee addressed this point of criticism in December 2013 with the publication of its framework on the treatment of equity investments in funds (BCBS 266). This framework includes regulations regarding capital requirements for exposures to funds under the standardised approach (SA), as well as under the internal ratings-based approach (IRBA), including off-balance sheet exposures such as unfunded commitments to subscribe to a fund’s future capital calls. Positions or funds that are subject to a capital deduction under the deduction framework should be excluded from this framework.

The capital requirements for equity investments in funds under the look-through approach (SA and IRBA) may be calculated by third parties;89 however, it must then be weighted with a factor of 1.2, which results in higher own funds requirements than in the case of direct investments or determination by the bank.


5.2.1 Funds under the Standardised Approach

Figure 5.2 shows at a glance how equity investments in funds under the credit risk standardised approach will be treated pursuant to the Basel framework.
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Figure 5.2 Three-step approach under the standardised approach


The granularity and, therefore, the knowledge of the underlying risk positions in the funds decrease with each level. This lack of knowledge in relation to the fund’s actual risk composition results in an increasing level of conservatism. A combination of these three approaches is possible. The basic principle of the three-step approach has already been implemented in European law with the CRR. Nevertheless, the Basel provisions differ to some extent from the CRR provisions.


5.2.1.1 Look-Through Approach

The Look-Through Approach (LTA) must be used when there is sufficient and frequent information available regarding the underlying exposures of the fund. Such information must be verified by an independent third party, such as the custodian bank or the asset manager.

The LTA provides for a complete look-through on all the underlying exposures of the equity investment in the fund. Consequently, exposures acquired indirectly through the investment in the fund are treated as if they were directly held.

Under the LTA, the fund’s base risk positions are subject to the same provisions to calculate capital requirements as the bank’s direct investments.90

In Table 5.1 the calculation under the LTA by a bank and a third party is illustrated by taking a fund that invests in shares, corporates and government bonds, and holds 5 units of bank balance.


Table 5.1: Calculation of the average risk weight under the LTA




	Position
	Market value
	Risk weight
	Risk-weighted assets




	
	
	Calculated by
	Calculated by



	
	
	Bank
	Third parties
	Bank
	Third parties



	Bank balances
	5
	20%
	24%
	1
	1.2



	Shares
	55
	250%91
	300%
	137.5
	165



	Corporates
	10
	100%92
	120%
	10
	122



	Government bonds
	30
	20%
	24%
	6
	7.2



	Total
	100
	
	
	154.5
	185.4








5.2.1.2 Mandate-Based Approach (MBA)

When the full look-through of the equity investment in the fund is not possible under the LTA, then the Mandate-Based Approach (MBA) is applied. A condition is that the bank can draw conclusions on the possible fund composition based on the fund’s formal documentation (e.g. investment policies) or legal regulations (e.g. investment activities, diversification). Banks must first determine the maximum amount the fund can invest in the exposure class with the highest risk weight based on the investment mandate. Next, the maximum amounts of the remaining exposure classes with decreasing risk weight must be determined until the fund’s total assets are obtained. In the case of positions that could be subject to several risk weights (e.g. in the context of unrated corporates or banks) the highest possible risk weight shall be applied.

Because of its conservatism, the MBA is currently rarely used. Table 5.2 illustrates the look-through under the MBA.


Table 5.2: Look-through under the MBA




	Investment universe
	Exposure class
	Risk weight
	Investment limits in the value of the fund’s assets (sales prospectus)
	Composition of the fund under the MBA




	Bank balances
	Banks
	20%
	max. 20%
	—



	Shares
	Equities
	25%
	min. 60%
	90.00%



	Equity investments in funds
	Funds
	1,250%
	max. 10%
	10.00%



	Government bonds
	Governments
	0%
	max. 30%
	—






Off-balance-sheet risks (e.g. forward purchases or commitments to target funds), as well as liabilities, must also be taken into account in the amount authorised by the fund’s investment policy. In addition, the counterparty credit risks the fund may incur within the maximum upper investment limits must be considered.

The relevant calculation specifications to determine capital requirements are applied to on-balance-sheet, off-balance-sheet and derivative counterparty credit risk positions, which are determined as described above. Following the conservative approach, the maximum volatility is taken as the basis for derivatives, where the derivative type is unknown.



5.2.1.3 Fall-Back Approach (FBA)

Provided that the treatment of equity investments in funds is not feasible under the above described approaches, then the so-called fall-back approach (FBA) is applied. Following the logic of the approaches’ decreasing granularity, this approach is subject to the highest level of conservatism. As a result, the FBA applies a 1,250 % risk weight to the equity investments in the fund. This means in effect that the bank must back them entirely with capital.




5.2.2 Funds under the Internal Ratings-Based Approach (IRBA)

Compared to the provisions set forth in the CRR, BCBS 266 does not provide for noteworthy differences with regard to the use of the IRBA, except for the possible use of the MBA. The treatment of equity investment in funds under the IRBA pursuant to the Basel framework can be outlined as shown in Figure 5.3.
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Figure 5.3 Four-step approach under the IRBA


Under the IRBA, the first step is to verify if a complete look-through of the equity investments in the fund by the investing bank is possible. Provided this is the case, the underlying balance-sheet and off-balance-sheet exposures of the fund must be treated like exposures held directly by the bank. Consequently, the fund’s underlying exposures are also subject to the requirements regarding the calculation of the probability of default (PD), and under the advanced approach in addition regarding the calculation of the loss given default (LGD).

If a full look-through of the equity investments in funds or a complete calculation of the PD, the LGD and EAD (to the extent applicable) is not possible or if the bank requests approval to apply the partial use, the relevant assessment basis can be determined alternatively based on a modified standardised approach. The modified standardised approach under the BCBS 266 sets forth that all underlying exposures in the fund are determined according to the provisions of the above described credit risk standardised approach. However, exceptions apply to equity instruments as well as to securitisation positions which are subject to the corresponding IRBA regulations.

Provided that the two approaches mentioned above cannot be applied, banks may also use the mandate-based approach included in the credit risk standardised approach within the framework of the IRBA. However, equity instruments and securitisation must be treated as under the modified standardised approach. If none of the mentioned approaches can be used, a risk weight of 1,250 % applies to the funds in accordance with the FBA.



5.2.3 Leverage Adjustment under the LTA and the MBA

Since the procedures described above only take into account a fund’s assets, the Basel Committee also introduces the so-called Leverage Adjustment (total assets/total equity) in order to account for a possible leverage of the fund. The leverage adjustment increases the risk-weighted assets by the share of the fund’s debt financing in relation to its assets (sum of risk-weighted assets * assets/equity).

For example, Table 5.3 shows how the leverage adjustment is determined for a fund with 20% debt funding.

In Germany, the calculation of an average risk weight for a fund under the LTA has already been established. It is common practice to calculate the average risk weight by setting the risk-weighted assets in relation with the share value (net asset value) of the fund. Under this calculation method, the leverage adjustment, which is newly introduced by the Basel Committee, is already taken indirectly into account as can be seen in the example contained in Table 5.4.


Table 5.3: Calculation of Leverage Adjustments93




	Position
	Market value
	Risk weight
	Risk-weighted assets
	Risk-weighted assets as a percentage of the overall assets



	Bank balances
	5
	20%
	1
	1.00%



	Shares
	55
	250%
	137.5
	137.50%



	Equity investments in funds
	10
	1,250%
	125
	125.00%



	Government bonds
	30
	20%
	6
	6.00%



	Sum
(assets)
	100
	
	269.5
	269.50%



	Leverage
	1.25
	Total assets/total equity



	Sum (risk-weighted assets) * leverage
	336.88%







Table 5.4: Calculation of the average risk weight94 (Germany)




	Position
	Market value
	Risk weight
	Risk-weighted assets
	Risk-weighted assets in percentage of the net asset value95



	Bank balances
	5
	20%
	1
	1.25%



	Shares
	55
	250%
	137.5
	171.88%



	Equity investments in funds
	10
	1,250%
	125
	156.25%



	Government bonds
	30
	20%
	6
	7.5%



	Liabilities
	–20
	



	Sum
(Fund volume)
	80
	
	
	336.88%






The examples show that the calculation pursuant to Basel (including leverage adjustment) and the common practice in Germany lead to the same results.



5.2.4 Credit Valuation Adjustment

Contrary to the current common practice in Germany, the Basel Committee does not provide for the calculation of the Credit Valuation Adjustment Risk (CVA risk) for derivatives in funds. Instead, it takes this additional risk factor into account with a general increase of the respective assessment basis,96 determined according to the relevant regulations for derivatives, multiplied by a factor of 1.5.

Table 5.5 sets out an example of how the risk weighted amount for a forward exchange transaction with given factors as part of a fund shall be calculated under the Basel framework, compared to a directly traded derivative with respect to the CVA risk charge.


Table 5.5: Treatment of a forward exchange transaction within a fund




	Market value EUR
	Notional valueEUR
	Residual term
	Assessment basisEUR
	Risk weight



	10,000
	500,000
	1 year
	15,000
	20%


	Directly held derivative


	Market value
	Assessment basis
	Risk-weighted position value
	CVA Risk CapitalCharge
	Basis for capital requirements in total



	10,000
	15,000
	3,000
	340.91
	3,340.91


	Derivative as fund component


	Market value
	Assessment basis
	Assessment basis including CVA
	Risk-weighted assets
	Basis for capital requirements in total



	10,000
	15,000
	22,500
	4,500
	4,500








5.2.5 Treatment of target funds

The approaches described above are also used for target funds. Accordingly, the LTA is applied to a chain of target funds to the lowest level. If the LTA cannot be applied, it is possible to apply the MBA to the second level. If a bank invests in a fund (fund A) which is invested in another fund (fund B), the equity investments in a fund contained therein (fund C) can only be weighted following the LTA or the FBA.

The example in Table 5.6 clarifies the impact on the average risk weight of a fund that invests 10% of its asset value in target funds for which the LTA cannot be applied.


Table 5.6: Calculation of the average risk weight including FBA for target funds




	Position
	Market value
	Risk weight
	Risk-weighted assets (shares in the fund)



	new
	old
	new
	old



	Bank balances
	5
	20%
	20%
	1%
	1%



	Equity investments in funds
	10
	1,250%
	100%
	125%
	10%



	Corporates
	85
	50%
	50%
	42.5%
	42.5%



	Liabilities
	0
	
	
	
	



	Net Asset Value
	100
	
	
	
	



	Fund’s average risk weight (standardised approach)
	168.50%
	53.50%









5.3 Conclusion and impact

At the international level, the look-through approach for funds has gained importance within the framework of Basel IV. In Germany, however, the look-through principle has long constituted a regulatory requirement, notably since the implementation of Basel I and Basel II. For over 20 years, institutional investors have — upon request — been receiving information of the fund composition and/or the already prepared regulatory ratios (e.g. amount-weighted average risk weight of a fund, foreign currency positions, large exposure reporting) on a monthly basis. The European implementation of Basel III via the CRR97 complemented the transparency requirements for funds with additional topics such as holdings in financial sector entities, the geographical location of risk positions, haircuts for CIU positions or the calculation of the CVA risk capital charge at fund level. In order to account for the increased transparency requirement down to the level of the (lowest) target fund, asset management companies developed a widespread system to exchange data on regulatory ratios and fund composition. This system allowed banks to take into account all exposures contained in a fund according to the corresponding provisions that apply to the underlying exposures. The CRR also provides for an external confirmation of certain ratios98 in order to enable banks to consider these aggregated indicators without additional verification steps or due diligence requirements to determine capital requirements or compliance with the liquidity ratio.

By contrast, the Basel Committee’s intention with these measures is to set clear incentives for banks to consider not only the risks taken through the fund in determining capital requirements, but also in setting internal processes and internal risk management frameworks, as if these were direct investments.

An immediate implementation of the Basel provisions would significantly impact the systems currently established used for data preparation (e.g. for the calculation of capital requirements for a fund’s underlying exposures through third parties) and would most likely require substantial changes from their present form.

The due diligence requirements introduced with the revised credit risk standardised approach to derive risk weights for banks and corporates based on external credit ratings for underlying exposures of funds could conflict with the application of the look-through approach, but also with the calculation by third parties. A calculation performed by an asset management company or a custodian bank would lead to a 20% increase of capital requirements compared with a bank’s direct investment.

First of all, consideration should be given to whether the 20% increase of capital requirements for the calculation by third parties provided for by the Basel Committee also applies to the due diligence analysis by third parties,99 or if it might even replace it. If the due diligence analysis may be performed by third parties, it remains to be seen if the option to have the calculation of the risk-weighted assets in the fund confirmed by an external auditor, as it is possible under the CRR today, will also comprise the due diligence analysis. This would avoid a scenario where the bank’s risk weights, derived by third parties based on external credit ratings in the first place, would have to be subsequently adjusted based on the results of the due diligence analysis performed by the bank.

The FBA, as proposed, would result in a conservative, general risk weight of 1,250 %, which might not adequately reflect the investment profile and characteristics of the funds subject to European regulation and taking into account the investment restrictions associated therewith. It might be more adequate and therefore preferable to use more differentiated risk weights, taking into account the maximum leverage of borrowed capital and the use of derivatives; an approach which would be similar to the current regulation that applies to funds with extremely high risks.100

The new provisions regarding the allocation to the banking or to the trading book could also have far-reaching effects on banks and on the investment fund sector.101 Many banks will have to provide a well-founded line of argument to explain to supervisors why their investments in funds do not constitute concealed trading book activities. The special fund business model, as favoured in Germany, which gives the sole investor a say in the investment of its capital, will probably attract the supervisors’ attention. Several smaller institutions currently do not have a trading book and would be confronted with the challenge of having to establish one. It remains to be seen how asset management performed by professional asset managers, the model which is practiced in Germany, will be adopted by smaller banks which, due to their size, may not have at their disposal the necessary internal processes and the respective know-how.

The impact on European institutions and capital management companies will significantly depend on the details of the implementation of Basel IV into European law.
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Fundamental Review of the Trading Book: New Framework for Market Risks

Dr. Matthias Ohliger, Marius Schulte-Mattler and Dirk Stemmer



6.1 Introduction

The financial crisis 2007/2008 identified apparent weaknesses regarding the provisions to determine capital requirements for risks arising out of trading activities. Those provisions had already been discussed in previous years since the available capital had not been sufficient to absorb losses. The Basel Committee on Banking Supervision (BCBS) was aware of this fact and published the first revision of the market risk framework within the context of Basel 2.5 in July 2009 to increase the banks’ resilience in times of crisis. In 2012, the Basel Committee published the first consultation paper on the significant changes in the risk assessment of market price risks. Two additional consultation rounds followed as well as four quantitative impact studies.102

The market price risk is one of the most important risk types for banks, and mainly describes the risk of losses as a consequence of an adverse change in prices for an item, based on a change in the underlying risk factors (such as exchange rates, stock prices or interest rates). Together with credit risks and operational risks, market risks constitute the principal regulatory risks for which banks must fulfil minimum capital requirements within the scope of effective banking supervision under Pillar I. Open positions with market risks must, therefore, be backed by regulatory capital since Basel 1.5.103

Market risk provisions for European banks are outlined in the Capital Requirements Regulation (CRR). Article 4 (1) (86) CRR establishes that all positions held for trading must be assigned to the trading book and are consequently subject to the respective regulatory requirements. With the comprehensive review of the current market risk regulations, which must be incorporated into national regulation by 2019, the Basel Committee intervenes in the banks’ organisational structure. The main three areas of change are outlined below and summarised in Figure 6.1.104


	Precise definition of the trading book.

	New standardised approach for all market risk areas.

	Review of the Internal Model Approach (contemplation of market illiquidity as well as adjustments of the risk metrics in the case of internal models).
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Figure 6.1 Overview of main changes


The chapter is structured as follows: section 6.2 provides an overview on how the trading book will, in the future, be delimited from the non-trading book, also called banking book. Section 6.3 then describes the new standardised approach in the market price risk area to determine minimum capital requirements (Sensitivity Based Approach — SBA). Section 6.4 outlines the innovations about internal models. In conclusion, section 6.5 presents an overall analysis and identifies challenges.



6.2 Trading book boundary

Probably the biggest problem of the current regulations is the imprecise boundary criteria to classify positions as either trading book or non-trading book positions since they facilitate several possibilities for regulatory arbitrage. The solution to this problem was not included in the reform packages Basel II.5 and Basel III and is, therefore, one of the three major topics of the comprehensive review of the trading book. Consequently, the allocation criteria for risk positions of both books are defined in more detail.

The Basel Committee concretised the allocation criteria for both books since it is the view that the previous procedures — i.e. focus only on the banks’ trading intent when delimitating positions — often led to false incentives due to their subjectivity and different capital requirements for individual risk positions in the particular book. Moreover, the Committee mentions example products for the respective books. Said examples aim at establishing a shared understanding of the requirements of supervisory authorities across different jurisdictions. A consistent application of requirements among different banks shall also be promoted thereby.

Supervisory arbitrage is mitigated by imposing strict limits on the movement between books. The Basel Committee thereby seeks to achieve a consistent allocation to the respective book. Capital reduction incentives, which would otherwise make frequent movements between books more attractive, shall be eliminated by reducing the substantial differences which currently exist as regards the level of capital requirements for positions depending on the book they are assigned to.


6.2.1 Revised boundary between the trading and banking book

To the greatest extent possible, the Basel Committee addresses the previous trading book boundary, which was predominantly based on the “intent to trade”, and extends said boundary by special allocation criteria for the trading book as well as example products for both books. The first proposals of the Basel Committee — the Trading Evidence-Based Approach and Valuation-Based Approach — were comparatively extremely radical. In comparison, the final provisions present an attenuated mix of the first two draft proposals.

The differentiation among instruments that must be assigned to the trading book in every case and those which can also be assigned to the banking book with the approval of the supervisory authority constitutes an innovation. The new comprehensive requirements also serve the purpose of concretising the concept “intent to trade”, which was not sufficiently defined before. Moreover, it should help to determine when an “intent to trade” is assumed from the supervisory point of view to guarantee a consistent allocation of instruments to the trading or the banking book.

The Basel Committee defines several lists of positions, and the purpose for which they are being held. The allocation of positions to the trading or the banking book must result from such lists. Figure 6.2 provides a precise overview of the final requirements compared to the first consultation phase. It also shows that allocation requirements on instruments of the trading book are divided into the following categories.


	The first category is dedicated to specific purposes for which instruments are held, which define allocation to the trading book. Instruments held for shortterm resale or for locking in arbitrage profits are assigned to the trading book. These purposes coincide with the general allocation criteria for the trading book, which are already known from the consultation phase as well as from the CRR.

	Moreover, the list of different purposes to hold instruments is broadened by an enumeration of instruments that must compulsorily be allocated to the trading book. Thus, all positions of a trading desk must be assigned unconditionally to the trading book.

	The third delimitation area for the trading book represents a significant innovation of the new Basel standards compared to the second consultation paper. In exceptional cases, substantiated by the bank and approved beforehand by the responsible supervisor, the positions listed in this area must not be assigned to the trading book. These include equity investments in a fund with daily lookthrough, instruments held as accounting trading assets or liabilities and listed equities. Options including bifurcated embedded derivatives from instruments that relate to credit or equity risks are a new addition.
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Figure 6.2 Boundary between the banking and trading books



	Instruments that are not held for trading book purposes, or are not explicitly included in the list of the supervisory authority, must be assigned to the banking book. The Basel standard provides a list of example products that must be compulsorily allocated to the banking book. Positions assigned to the banking book can be traced back in most of the cases to lack of liquidity or difficulties in performing a daily evaluation. The goal of the supervisory authority is to consider all relevant pieces of information, if possible, on the positions of the bank’s risk management. Further qualitative requirements on trading book positions are outlined in Figure 6.3.
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Figure 6.3 Qualitative requirements on trading book positions


The revisions may lead to significant changes in the banks’ portfolio structure. Non-trading book institutions will most likely continue to be subject to materiality thresholds at a national level. Said institutes are encouraged to analyse, at an early stage, whether they surpass these thresholds or not.



6.2.2 Reallocation

The supervisory authority reserves the right to determine reallocation of individual positions at any time. This reallocation strongly reduces the banks’ own power to make decisions regarding the movement between books. The Basel Committee specifically sets forth that changed market conditions or changed intents to trade are no longer sufficient to perform switches and shall only be admitted in exceptional cases (just as the task of a trading desk). If the capital charge is reduced, as a result of a switch, the difference may be imposed on the bank at any time as a capital surcharge.

The new trading book boundary will lead to a greater involvement of the responsible supervisory authority in the banks’ internal strategic decisions. Therefore, a switch between books must not only be authorised by the management in the future but also requires the explicit approval of supervisors. Moreover, the requirement for public disclosure at the next reporting deadline as well as the prohibition to reverse the switch are introduced.

The new Basel standard also contains additional requirements regarding trading desks (Figure 6.4), documentation and data availability. The classification of positions and the procedure in the case of possible switches must be included in internal guidelines, be updated on a yearly basis and presented to the supervisors as well as to the internal review. For each trading desk, the following information must be prepared daily and transmitted to the supervisors, if necessary. This includes the following information:


	limits,

	limit breaches and follow-up actions,

	assessment of market liquidity, and

	inventory ageing reports.



The purpose hereof is to identify which positions have been held over a longer period.105
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Figure 6.4 Requirements on the trading desk



6.2.3 Internal Risk Transfer

Besides concretising the actual definition of the trading book and the requirements regarding a switch between the trading book and the banking book, the Basel Committee also specifies special requirements on the Internal Risk Transfer (IRT). It is aiming to develop a treatment which balances the need for effective risk management and does not compromise the revised trading book and banking book boundary (Figure 6.5).
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Figure 6.5 Overview of the Internal Risk Transfer



	One example of this is that a bank’s internal risk transfer can be divided into two steps (Figure 6.6). First, an internal derivative transaction between the trading book and the banking book (internal risk transfer) takes places that is later hedged by offsetting it with an external counterparty. This kind of hedge could be recognised as a risk mitigation for banking book positions. Based on this procedure, the Basel Committee distinguishes between two different approaches regarding credit, equity or interest rate risks as well as relating to the direction of the risk transfer between the trading book and the banking book.

	In the case of internal risk transfers from the banking to the trading book, the “pass-through” approach is introduced for credit and equity risks. Under this approach, the internal risk transfer in the banking book would be recognised as a risk mitigation if the trading book engages in a derivative transaction with an external counterparty that is an exact match of such internal risk transfer. In this case, there is no capital requirement for the trading book position.

	This approach may be used for interest rate risks by using a firm risk-transfer book. This approach is also advantageous for many banks since they only need to hedge those positions that are open to the market. How this approach will interact with the IRRBB requirements remains to be seen.106

	Contrary hereto, the risk transfer between trading desks in the internal model approach and the standardised approach within the FRTB framework is not subject to any limitations.
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Figure 6.6 Internal risk transfer in detail


There is no regulatory capital recognition for internal risk transfers from the trading book to the banking book. This means that such internal risk transfers do not reduce regulatory capital requirements.




6.3 The revised standardised approach for market price risks

The revised standardised approach for market price risk should provide a simple method for calculating capital requirements regarding the different regulatory market risk areas (interest rate, credit, equity, commodities and foreign exchange risk). Banks with less complex business models and small trading books can and should make use of this method. The fact that greater account of risk sensitivity is taken within the revised approach contradicts the goals of “greater simplicity” and “more transparent models” the Committee aimed to achieve.107 The purpose of the revised approach is to make market risk reporting easier and more comparable.108

The approach shall also serve as a fall-back, benchmark and recalibration basis for regulatory bank-internal models. The financial crisis highlighted a series of weaknesses of banks using internal models. The purpose hereof is to attenuate these shortcomings using a capital floor based on the new standardised approach, on top of the actual review of the Internal Model Method. The floor regulation,109 as well as the revised Basel standard, underscore that all banks must calculate the respective amounts according to the standardised approach. This comprises an increased effort on the part of model banks since they will be forced to perform a parallel calculation by means of the new standardised approach in addition to implementing the new Internal Model Method.

The revised Basel standardised approach, also called Sensitivity Based Approach (SBA), was initially suggested by the Canadian Bankers Association.110 In the revised standardised approach, the minimum capital requirements in the market risk area are composed of the sum of partial requirements for the delta, curvature, vega, default and residual risks (Figure 6.7). This means that, in addition to a requirement for the “pure” market price risk (delta risk) for all positions, further requirements are added in the case of optionality risk components: curvature risk (change of the delta risk) and vega risk (volatility risk). In the case of positions with issuers, that is specific interest rate and equity positions; additional capital requirements are implemented for the credit spread risk and the default risk. Part requirements are supplemented with the residual risk add-on, which is newly introduced with the final framework. The total capital requirement is a simple sum of these six components, which are outlined below.
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Figure 6.7 Overview of the Sensitivity Based Approach



6.3.1 Linear and non-linear price risks

In the revised market risk standardised approach, a distinction is made between the linear risks “delta” and “vega”, and the non-linear “curvature” risk. Delta describes a potentially negative effect on the position value due to changes regarding the risk factors that have an impact on the position. Vega describes a potentially adverse effect on the position value due to a volatility change of the risk factors that have a bearing on the position. The curvature risk comprises the effects caused by the fact that all relevant linear risks change if the risk driver changes.

In order to determine the risk content of positions, seven risk classes are used that are subject to so-called risk buckets used as basic categorisation to assess the risk (Table 6.1).


Table 6.1: Detailed risk classes



	

	General interest rate risk (GIRR),

	Credit spread risk: non-securitisation (CSR),

	Credit spread risk: securitisation/non-correlation trading portfolio (nCTP),

	Credit spread risk: securitisation/correlation trading portfolio (CTP),

	Equity risk,

	Commodity risk and

	Foreign exchange risk.









Compared to the previous consultation paper, the Basel Committee did not make any changes on the final classification of the individual risk classes. The conventional division of the market risks into four is kept and complemented by three new credit spread risk classes. Moreover, a correlation scenario analysis is introduced, which addresses the risk of increasing and decreasing correlations in times of stress. Banks are required to take into consideration three correlation shifts (high, medium and small). The basic procedure for determining capital requirements for linear and non-linear risks closely resembles the current procedure. Besides the gamma risk, additional non-linear risks are added.


6.3.1.1 Basic procedure to determine capital requirements for linear risks

The risk assessment base for the delta and vega risks are the sensitivities of the individual positions regarding a change of the risk factors established by the Committee. Figure 6.8 summarises the main risk factors by classifying them into seven risk classes. Offsetting positions, which are classified under the same risk factor, can be completely set off. The cash value of a position, discounted by the appropriate returns based on the maturity or the nature of the transaction, is recognised. If vertices are provided for in the risk classes, the Basel Committee allows the use of interpolated values.

The central sensitivity indicator of a net position i (sik) in terms of the new standardised method indicates a value shift in currencies based on the market value of the position (Vi), which results from a change stipulated by the supervisory authority of the underlying risk factor (k).111 A change in the value of the position is determined based on a revaluation of the positions and shall assess the value reaction with regard to “marginal” changes of the risk factor. Figure 6.9 exemplifies the sensitivity calculation of the equity risk in three steps.

The vega risk sensitivity is the sensitivity of the position value vis-à-vis volatility. The calculation is based on the product of the vega of the respective position and the implicit volatility. In cases in which the vega sensitivity is very negative or positive, the position value is very sensitive to volatility changes.112

The change of risk factors suggested by the Committee for risk observation is expressed in risk weights. The risk factors in the respective buckets within the seven risk classes are assigned entirely different regulatory risk weights (RW).

In order to determine the weighted net sensitivities (WSk), one needs to multiply the net sensitivities (sk) for open positions within a bucket by the respective risk weights (RWk).
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Figure 6.8 Risk factors and risk classes under the SBA
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Figure 6.9 Example calculation of delta sensitivity


Equation 6.1 shows this calculation:

Equation 6.1

(1) [image: images]

To determine the capital requirements for each bucket b (Kb) within a risk class, one needs to aggregate the weighted net sensitivities within a bucket using the corresponding prescribed correlation (ρ kl). Kb is calculated using the portfolio formula of Harry M. Markowitz113 shown in Equation 6.2:

Equation 6.2

(2) [image: images]

Kb is a risk metric from the Value-at-Risk indicator family and expresses the total sensitivity of monetary units in bucket b. In other words, Kb is the potential loss in monetary units that would arise due to the change of the risk factors in the bucket.

The capital requirement for the delta risk of all buckets within a risk class (EMDelta) is then determined by aggregating the Kb values using the corresponding prescribed correlations between buckets b and c (bc). Equation 6.3, which is very similar to the portfolio formula, is utilised for this purpose.

Equation 6.3

(3) [image: images]

where:

[image: images]

Since — compared to the portfolio formula (Equation (6.2)) — for Equation (6.3) it is not mathematically ensured that the sum under the radical sign will be negative, a particular rule has to be taken into account in this case.

In order to determine capital requirements for the vega risk in all risk classes, the aggregation formulas shown in Equations (6.1) to (6.3) are used analogously to the delta risk. Nonetheless, capital requirements on delta and vega risks must be calculated separately, since vega applies price risks based on volatility changes in the risk factors. Diversification effects between the delta and vega risk factors are not taken into account. Specific particularities exist in the individual risk classes when assessing linear risks. The calculation approach for linear risks is outlined in Figure 6.10.



6.3.1.2 Particularities within the respective risk classes in determining linear risks

Interest rate risk

Within interest rate risk, risk positions are considered separately from currencies (risk buckets). Within a bucket, ten vertices between 0.25 years and 30 years are prescribed, which are assigned specific risk weights. The risk weight level shifts between 1.5 and 2.4 percent. To determine sensitivities, a change of the respective underlying interest rate shall be subject to one basis point.

A correlation matrix is prescribed within the interest rate range for the aggregation of weighted sensitivities within the buckets to obtain the delta risk position. The correlation values of said matrix must be determined beforehand with a supervisory formula. On the one hand, the formula takes into account that the hedging effect of offsetting positions decreases when the difference between the residual term of the positions increases. On the other hand, the diversification effect of offsetting positions increases in such situations. The risk positions and the sums of weighted sensitivities are also aggregated across all buckets by taking into account the correlations to determine capital requirements. The Basel Committee sets forth a correlation of 50 percent.

Credit spread risks

Within the scope of credit spread risks, interest rate net positions are divided into three subcategories. A separate calculation of capital charges is performed for each subcategory (Figure 6.11): credit spread risks (CSR) of non-secured positions, of secured positions of the non-correlation trading portfolio (nCTP) and secured positions of the correlation trading portfolio (CTP). To determine the sensitivities within the credit spread risk class, a change of the underlying market value of one basis point is assumed.
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Figure 6.10 Calculation approach for linear risks
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Figure 6.11 Overview of the distinction among credit spread risks


The provisions to calculate capital requirements for unsecured CSR positions distinguish among seven sectors. The allocation to the risk buckets takes place according to the credit quality (“investment grade” and “high yield/non-rated”). Within the scope of the credit quality “investment grade”, secured debt instruments are also included in a separate bucket. Moreover, an additional bucket comprises all “other sectors” where no distinction is made regarding credit quality.

These sixteen buckets are assigned risk weights ranging from 0.5 percent (sovereigns, investment grade) to 12 percent (financial sector, high yield/non-rated, among others). When aggregating the weighted sensitivities within the buckets on credit risk positions, a correlation value, which results from multiplying three factors, is applied. The factors take into account whether the sensitivities refer to identical positions, as well as if the tenor and the basis of the sensitivity coincide. The bucket for “other sectors” is an exception. In this case, the correlation is determined as a simple sum of the net-weighted sensitivities of the respective positions of the bucket.

To determine capital requirement for non-secured CSR positions, the risk positions and the sums of the weighted sensitivities across all buckets are aggregated taking into account the respective correlations. The Basel Committee defined a formula to determine correlation. It is the result of multiplying the prescribed correlation parameters according to rating and sector.

The correlation trading portfolio constitutes an exception within credit spread risks and is subject to unique criteria and requirements. Said portfolio holds securitisation and the corresponding hedges, which are subject to strict requirements. These positions cannot be re-securitised and must not be associated with underlying retail instruments or special purpose vehicles, among others.

The definition of the correlation trading portfolio gains in importance especially in connection with the trading book requirements for securitised positions. The credit spread risk for securitised positions of the correlation trading portfolio is determined analogously to the methodology used for non-securitised CSR positions. A distinction is made among the same risk buckets; however, risk weights for secured positions of the correlation trading portfolio are usually higher. This is mainly due to longer liquidity horizons resulting from securitisation and higher basis risks.

In the case of secured CSR positions that do not fall under the definition of the correlation trading portfolio, the Basel Committee suggests an alternative imputation system that is based on the calculation method for credit spread risks. The main difference is the classification of positions into twenty-five risk buckets which are divided into four sectors (senior investment grade, non-senior investment grade, high yield/non-rated as well as other sectors). Other changes arise from the risk weight level and the correlation assumptions. The correlations are calculated by multiplying three factors (tranche, tenor and basis). The parameter for correlations among the different buckets is set at zero percent.

Equity risk

The current CRR provisions on equity risk, which group positions according to their national market, are fundamentally changed by the introduction of eleven different equity classes (buckets). The allocation of an equity position to a bucket depends on the criteria of the industry affiliation, market capitalisation and region. Five branches, as well as a high and a low market capitalisation, are prescribed (relevant limit EUR 2 billion). Furthermore, a distinction is made between advanced economies and emerging countries with regard to affiliation to a specific region. To allocate equity of corporations that are active in several regions or several sectors, one needs to pay special attention to the main market and sector. Within the buckets, long and short positions of the same instruments are offset against each other.

To determine sensitivities, a one percent change of the underlying equity price or, in the case of repos, a change of the repo term structure of interest rates (RTS) by one basis point is assumed. The resulting potential change in value of the position is divided by one percent (equity) or by 0.0001 percent (repos). The eleven buckets are assigned risk weights ranging from 30 to 79 percent of equity positions and from 0.3 to 0.7 percent of repo positions. Equity positions of corporations with a small market capitalisation and corporations from emerging countries are assigned higher risk weights than corporations with a high market capitalisation or corporations from developed countries.

The weighted sensitivities of equity or repos positions are summed up by taking into account the rule of signs for long and short positions and the correlations  prescribed by the supervisory authority for delta positions of the buckets. This means that capital requirements for delta risks in the equity risk class can be calculated by summing up the delta risk positions and the sum of the weighted sensitivities across all equity classes (buckets) by taking into account the correlations.

Commodity risk

Within the commodity risk area, eleven commodity classes make up the respective risk buckets. Within the buckets, a distinction of the commodities based on the type, delivery date, place of delivery or other criteria is made. The commodity prices constitute the risk factors. To determine the sensitivities, a one percent change in the underlying commodity price is assumed. Risk weights ranging from 20 percent (precious metals) to 80 percent (freight) are assigned to the eleven buckets.

When the weighted sensitivities are aggregated within the buckets to risk positions, a correlation value determined by multiplying three factors is applied within the commodity class. Said factors take into account whether goods are identical, and if the goods’ delivery time, quality and place of delivery coincide. If the goods are not identical, a correlation value for each of the eleven commodity classes, which ranges from 15 to 95 percent, is prescribed. If the delivery times differ, a factor of 99 percent must be applied. If the quality or the place of delivery do not match, the factor is set at 99.9 percent. If the commodity positions fulfil all three criteria mentioned, then all factors equal one.

The risk positions and the sums of the weighted risk sensitivities are aggregated across all classes of goods (buckets) taking correlations into account to determine capital requirements. The Basel Committee specifies a correlation of 20 percent for classes of goods 1 to 10 and a correlation of 0 percent for class of goods 11 (other goods). The new procedure is structured similarly to the current maturity ladder approach. The breakdown of goods and the repeated consideration of prescribed correlations in adding up partial risks is, however, considerably more complex than CRR provisions.

Foreign currency risk

In the foreign exchange risk area, foreign currencies constitute the risk buckets. The exchange rates of the currency used for accounting are the risk factors used to determine the positions’ sensitivities. The Committee assumes a 1 percent change of the underlying exchange rate. A fixed value amount of 30 percent shall be used as risk weight. Specific currency pairs, which are prescribed by the Committee, are assigned a lower risk weight of 21.21 percent (30 % divided by 2).

When aggregating the weighted sensitivities within the buckets, a correlation value of one must be applied within the foreign currency area. Said correlation value decreases to 60 percent when aggregating weighted sensitivities across all buckets. The revised procedure clearly increases in complexity compared to the current multiplication procedure as this does not explicitly consider correlations when adding partial amounts.

Vega risk

Within the context of the vega risk, the relevant risk buckets of the risk classes prescribed for the delta risk are widely replicated. The vega sensitivity is determined by multiplying the vega of the risk factor with the implicit volatility of the option. Additional differences compared to the delta risk parameters arise in the area of the vega risk weights and correlation assumptions. The risk weights necessary to determine the weighted vega sensitivity are calculated based on a formula introduced by the Basel Committee which takes into account market illiquidity based on specific liquidity horizons for each risk area (ranging from 20 in the case of large cap equity to 120 in the case of CSR). The basis risk weight relevant for the formula equals 55 percent. Calculation requirements prescribed by the Basel Committee, which are mainly based on the terms of the options and the underlyings, are also imposed for the calculation of vega correlations.



6.3.1.3 Basic procedure to determine capital charges for non-linear risks

Analogous to the vega risk, only instruments of the trading book with explicit or embedded options are subject to additional capital requirements on non-linear risks. The so-called curvature risk is not a second-order approximation like the gamma risk. It is a full revaluation that determines the capital requirement on the non-linear risk. The calculation method differs from the method used for the delta and the vega risk in that the convex relation between the risk factor and the position value is taken into account instead of the linear relation between the risk factor and the sensitivity.

First, the curvature risk exposure (curvature risk charge, CVR) of the risk factor k is determined for all risk classes with Equation 6.4 below:

Equation 6.4

(4) [image: images]

where:

i is an instrument subject to the risk factor k,

xk is the current level of risk factor k, Vi(xk) is the price of instrument i depending on the current level of risk factor k,

[image: images] and [image: images] denote the price of the instrument i, after xk is shifted and

sik is the delta sensitivity of instrument i with respect to the curvature risk factor k.

The curvature risk exposures must then be aggregated within a bucket using the corresponding prescribed correlation ρ kl as set out in Equation 6.5.

Equation 6.5

(5) [image: images]

where:

ψ(CVRk,CVR1) is a function that takes the value 0 if CVRk and CVRl both have negative signs.

In all other cases, ψ(CVRk,CVRl) takes the value 1.

The capital requirements on the curvature risk across buckets within each risk class (EMCurvature) are determined by aggregating the Kb value under consideration of the correlation factors prescribed by the Committee between buckets b and c (ybc). Equation 6.6 displays the corresponding supervisory formula

Equation 6.6

(6) [image: images]

where:

Sb = ∑k CVRk for all risk factors in bucket b and

Sb = ∑k CVRk for all risk factors in bucket c.

ψ(Sb,Sc) is a function that takes the value 0 if Sb and Sc both have negative signs. In all other cases, ψ(Sb,Sc) takes the value 1.



6.3.1.4 Particularities within the respective risk classes in determining nonlinear risks

The granular requirements to determine the capital charge in the area of curvature risk are largely based on the above described methodology of the delta and vega risks. For instance, the defined risk buckets are also applied to curvature risks.

However, when looking at the curvature risk weights and the curvature correlations, differences can be identified. In the area of the equity and foreign currency risks, delta risk weights are applied since these are equated with curvature risk weights as a relative shock. For the remaining risk classes, the curvature risk weight is contemplated as a parallel shift of all vertices of the analysed curves, which are based on the highest delta risk weight for each risk area.

The correlations among curvature risk positions are also based on the delta correlations of the respective risk areas. However, the Basel Committee demands that the correlation parameter is squared. This results in a correlation of 25 percent (= 502 percent) when taking two positions with a general interest rate change risk context (CVREUR and CVRUSD), for example.




6.3.2 Default risk

Within the scope of the default risk, the so-called jump-to-default risk (JTD risk)114 shall be estimated (Figure 6.12).


[image: image]
Figure 6.12 Overview of the default risk calculation


The Basel Committee distinguishes among different requirements on the default risk of unsecuritised and securitised positions of the non-correlation and the correlation trading portfolio. The method to determine the default risk can basically be divided into the following three steps:


	In the first step, JTD amounts are determined. The calculation is based on a function of notional value and market value of the instrument and the prescribed loss-given default ratio (LGD ratios). The JTD value is determined separately for each position.115

	The second step comprises the use of prescribed offsetting rules, which vary according to the instrument type. The offsetting goal is to determine the net JTD position per bucket.

	The net JTD risk positions are then allocated to buckets, where additional offsetting options are available. Risk weights prescribed by the Committee are available for each bucket and are based on the revised securitisation framework for securitised positions and are assigned to non-securitised positions based on rating grades.116



To determine the total capital requirement for the default risk, the capital requirement for each bucket is calculated first. For non-securitisation and securitisation non-correlation trading portfolios, the default risk charge is the simple sum of bucket level default risk. For the correlation trading portfolio, offsetting can still take place to contemplate hedging effects. As a result, the default risk charge is the simple sum of the bucket level default risks when they are positive, and half the bucket level default risks when they are negative.



6.3.3 Residual risk add-on

The residual risk add-on shall include the risk of all instruments, which have not yet been included in another risk factor or another risk class of the standardised procedure. The goal of the add-on is to introduce a simple and conservative method that also takes into account complex and exotic instruments in a pragmatic way within the standardised approach without increasing the complexity of the approach.

The add-on is calculated by multiplying the sum of the gross notional amount of the instruments with a residual risk by the prescribed multiplier. For exotic underlyings (such as the weather, natural disasters or longevity), a risk weight of one percent is suggested. The Basel Committee defined a risk weight of 0.1 percent for all other cases.117

The revised Basel Standard provides a non-exhaustive list of other risk types that may fall within the criteria applicable to residual risks and is not included in the market risk standardised approach. Considering detailed requirements, these include the gap risk, the correlation risk of positions with different underlyings or the behavioural risk. This list stands opposite to another list of risk types according to which instruments are not automatically subject to the residual risk add-on. It includes the smile risk, a special form of the implicit volatility risk in the case of options and the dividend risk.118




6.4 Internal Model Approach for market risk (IMA-TB)

This part of the chapter is dedicated to the Internal Model Approach for market risk (IMA-TB) within the context of the revised provisions on capital requirements for market risk in the trading book.119 Section 6.4.1 outlines the disadvantages of the existing framework from the regulator’s point of view and the changes and goals in relation hereto. In the following, the procedural and organisational challenges are dealt with in section 6.4.2. The methodological novelties and the challenges arising in connection hereto are described in section 6.4.3, while section 6.4.4 depicts possible consequences for capital requirements of market risks in the trading book resulting from the revised provisions.

In the following, “capital framework” shall refer to the respective provision of the Capital Requirements Regulation as the implementation of Basel III. When discussing the new approach, only the publications of the Basel Committee for Banking Supervision are discussed, while possible changes in relation to the implementation process within the EU or national law are disregarded.


6.4.1 Regulatory background and goals

As of 2009, regulators paid particular attention to the Internal Model Approach for market risk used predominantly by larger financial institutions. During this process, the Basel Committee identified the following main issues in the currently valid regulatory regime which shall be addressed with the aid of the revised models-based approach.120


	a) The first cause is the use of the VaR as a risk metric. It highlights several shortcomings simultaneously such as the lack of sensitivity of the VaR vis-à-vis socalled tail events. In this context, tail events refer to risks or losses, respectively, which occur with a probability of less than 1 percent within the observed 10-day time frame. Since the prescribed regulatory VaR does not comprise these risks, banks are incentivised to run such risks specifically since they do not increase capital requirements. Moreover, compared to the Expected Shortfall used in the IMA-TB, the VaR is not a coherent risk metric since it lacks the necessary subadditive characteristic.121 This means that the VaR of a compound portfolio is not necessarily lower or equal to the sum of the VaRs of its components (Figure 6.13). This contradicts the intuition that the risks of a portfolio cannot increase through diversification.

	b) The holding period of 10 days, which is assumed for all products, is an additional weakness of the regulatory VaR. Especially complex and structured products, which cannot be sold or secured by hedging within the assumed holding period in the event of a crisis, are consequently not covered with sufficient capital. The third point of criticism is the use of a one-year time frame as a basis to calibrate the VaR model. This induces a strong procyclicality which could entail worsened predictive power of the VaR model. Lower capital requirements, which would most likely not be sufficient in a crisis, typically accrue in calm market situations. This also explains several backtesting breaches during the financial market crisis.

	c) An additional cause pertains to the strongly different results of banks’ internal models among them and compared to the standardised approach. As the results of several “Quantitative Impact Studies” (QIS122) showed, internal models of different credit institutions lead to very different capital requirements for comparable portfolios.
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Figure 6.13 VaR: incoherent risk metric since it is not sub-additive


The goal of the revised provisions on the IMA-TB is to remedy these causes and weaknesses. In the following, the procedural as well as the organisational challenges and the new approval process within the context of the IMA-TB are discussed in detail.



6.4.2 Procedural and organisational challenges

A significant change is an approval for the IMA-TB at trading desk level. The first challenge lies in evaluating the organisational infrastructure which comprises the definition and structure of a credit institute’s trading desk. The BCBS applies the criteria set forth in Appendix A of the BCBS 352.123

To obtain an IMA-TB approval for individual trading desks, various requirements must be fulfilled. These requirements comprise backtesting and “Profit & Loss” (P&L) attribution at trading desk level, among others.



6.4.3 Methodical amendment

Under the current regulatory framework, capital requirements of the market risk when using internal models are mainly based on three indicators. These indicators lie at the heart of the revised provisions in connection with the IMA-TB and are thus briefly outlined below.124


	a) Value-at-Risk (VaR): Capital requirements result from the VaR with a 99% level of confidence and a holding period of 10 days multiplied by a defined factor. The factor is determined within the course of backtesting and is based on the number of events, where of the actual losses are beyond forecasted losses within a one-year time period (VaR breaches).

	b) Stressed VaR (SVaR): Calculated analogously to the VaR with the difference that a model calibration for a crisis or stress situation takes place. The analysed stress period must be reviewed on a yearly basis.

	c) Incremental Risk Charge (IRC): An additional capital requirement on the default and migration risk of trading book positions that are subject to a capital requirement for the special interest rate change risk. The losses based on defaults and rating migration must be measured with the Internal Model used with a 99.9% level of confidence over a one-year time horizon. This indicator must be determined at least weekly.



Within the context of the revised provisions, the VaR and the SVaR are replaced by a new indicator, which is based on the Expected Shortfall (ES) with a level of confidence of 97.5%. In addition, the IRC is replaced by the Default Risk Charge (DRC). Besides this methodical change, additional challenges arise from changes and new requirements on data history and quality. Figure 6.14 outlines said changes.


[image: image]
Figure 6.14 IMA-TB changes



6.4.3.1 Expected Shortfall as new risk metric

The VaR and SVaR indicators of the current regulatory framework are replaced in the revised approach by a standardised ES with a 97.5% level of confidence that is calibrated based on a stress period. Mathematically, the ES is defined as a random variable X at a quantile α (Equation 6.7):

Equation 6.7

(7) [image: images]

where:

VaRγ is the Value-at-Risk at a quantile γ. The expected value of the “tail” is established here, that is the events that occur with a probability lower than 1 — α .

To define the stress period, a one-year period between 2005 and now, in which the current portfolio would have suffered the greatest loss, must be found. This period must be adjusted on a monthly basis as well as ad-hoc in the event of significant changes in the risk factors in the portfolio. The new approach allows for the use of an alternative procedure since data history is not available for all risk factors regarding the necessary lengths and quality. The identified reduced set of risk factors must be able to explain a minimum of 75% of the variation of the full model. This reduced set of factors is subject to supervisory approval. After approval, the ES can be determined using Equation 6.8:125

Equation 6.8

(8) [image: images]

ESR,S refers to the Expected Shortfall in terms of the reduced set of factors R and is calibrated with respect to the above-mentioned stress period, ESR,C refers to the ES for the current one-year period for the reduced set R and ESF,C to the Expected Shortfall including all risk factors for the current one-year period. The stressed ES is therefore scaled with the reduced risk factors in relation to the current Expected Shortfalls taking into account all risk factors. Moreover, the Committee established that the relation arising out of ESF,C and ESR,C should not fall below 1.

In the current regulatory framework it was still possible to scale the required 10-day VaR based on a 1-day VaR based on the so-called “square-root T rule” (Equation 6.9):126

Equation 6.9

(9) [image: images]

This is no longer allowed under the revised approach. Instead, overlapping 10-day changes of the risk factors must be used. Furthermore, the new approach shall better outline the varying liquidity of the different risk factors. For this purpose, the defined risk factors are divided into five categories with different liquidity horizons. Table 6.2 provides an overview of these five categories.


Table 6.2: Liquidity categories and associated risk factors




	j
	Liquidity horizon
(in days)
	Risk factors



	1
	10
	

	Interest in the bank’s currency such as EUR, USD, GBP, AUF, JPY, SEK, CAD

	Equity (in main index)

	Exchange rate (major currency pairs)





	2
	20
	

	Interest in other currency

	Equity (not in main index)

	Equity volatility (in main index)

	Exchange rate (other currency pairs)

	Energy, precious metals (price)

	Credit spread states (investment grade)





	3
	40
	

	Interest volatility

	Exchange rate volatility and other FX factors

	Energy, precious metals (other risk factors)

	Credit spread states (high yield)

	Credit spread corporations (investment grade)





	4
	60
	

	Equity volatility (not in main index) and other equity risk factors

	Credit spread corporations (high yield)

	Other commodities (price)

	Commodities (other risk factors)





	5
	120
	

	Other credit spread (including all structured products and CDS)








By means of the prescribed liquidity horizons, the Expected Shortfall is scaled based on Equation 6.10 on the liquidity-adjusted ES':

Equation 6.10

(10) [image: images]

LHj is the liquidity horizon j,

T is the length of the base horizon of 10 days,

EST,F is the expected shortfall at horizon T, which includes shocks to all risk factors, and

EST,j is the expected shortfall at horizon T which only includes shocks to risk factors of the liquidity class j.

Moreover, the revised Internal Model Approach introduces a new concept with respect to the analysis and definition of risk factors.127 Risk factors that do not have at least 24 “real” prices within one year, with a maximum period of one month between two consecutive observations, are not considered in the ES calculation described above. According to the banks’ comments, this applies mainly to rarely traded stock. A distinction is made between specific credit risk (“idiosyncratic risk”) and other risk factors. For the specific credit risk, losses from the stress scenario (ISESj) may be aggregated as long as the bank can prove that the correlation is negligible. In the case of other risk factors, no diversification is permitted when aggregating losses under the stress scenario (SESj). The total capital requirements for non-modellable risk factors result from Equation 6.11:128

Equation 6.11

(11) [image: images]

where

L represents the number of risk factors aggregated with zero correlation and

K the number of non-modellable risk factors.

The stress scenario must be calibrated to at least one loss at a 97.5% confidence threshold over a period of extreme stress for the given risk factors.129 Moreover, the applied liquidity horizon must be greater than the largest time interval between two consecutive price observations. An additional task for banks lies in the identification and documentation of non-modellable risk factors as well as in the selection of adequate stress scenarios for individual representatives. Notably, it must be taken into account that the Committee includes options under which it can reject stress scenarios suggested by banks. If this is the case, the maximum possible loss must be used instead of a loss under a stress scenario. As a result, the selection of stress scenarios constitutes a real challenge for banks in the context of the introduction of the IMA-TB.



6.4.3.2 Default Risk Charge (DRC)

The IRC applied so far is replaced by the DRC. Since the migration risk is included under the ES, the DRC refers exclusively to the default risk in order to avoid the possibility of the mitigation risk being taken into account twice. On top of enhanced requirements on the correlation calibration documentation, for instance, a two-factor model is prescribed for the DRC. This could require substantial adaptation from some banks. Moreover, it must be taken into account that probabilities of default (PDs) lower than 0.03% are not allowed for any debtor. This floor was strongly criticised during the consultation phase,130 since the default rates of AAA and AA debtors (especially sovereigns) are greatly overestimated.



6.4.3.3 Calculation method for capital requirements

The aggregation of capital requirements to the overall amount ACC is slightly more complex compared to the existing framework, but still unproblematic. The value ACC is calculated as in Equation 6.12:131

Equation 6.12

(12) [image: images]

where CA represents the aggregated capital requirements of all trading desks with IMA-TB approval, DRC is the capital requirement for the Default Risk Charge and CU is the aggregated capital requirement for trading desks without approval.

The capital requirements for trading desks with IMA-TB approval are calculated as in Equation 6.13:132

Equation 6.13

(13) [image: images]

The index “t — 1” refers to the value of the respective amounts of the previous day und the index “avg” refers to the 12-week average. The variable SES indicates the sum of capital requirements for the scenario losses for non-modellable risk factors SES. The factor mc amounts to 1.5 at least and can increase up to 2.0 within the course of backtesting, depending on the number of VaR breaches. In the above mentioned formula, IMCC refers to the aggregated capital requirements on the modellable risk factors, which are calculated as in Equation 6.14:

Equation 6.14

(14) [image: images]

In this formula, ESi,B refers to the Expected Shortfall, which has to be calculated in the same manner as ESB, whereby only the risk factors of a specific desk are taken into account. The underlying intention of the above formula to calculate IMCC is to limit hedging effects among the individual trading desks. The value of ρ is set to 0.5 in the above formula. The aggregation logic is outlined in Figure 6.15.

Besides the above-described requirements, there are additional ones arising out of the requirements on the already mentioned backtesting as well as on P&L attribution.



6.4.3.4 Backtesting and additional requirements

Backtesting is the main procedure used to measure model performance ex-post. This is why backtesting plays an important role under the IMA-TB. As described in section 6.4.3, the backtesting result defines the value of the multiplication factor mc and, as a consequence, directly determines capital requirements.
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Figure 6.15 Capital requirement aggregation


At present, controversial discussions as to whether the option of performing backtesting for the Expected Shortfall persists and, if so, to what extent.133 Consequently, in the revised provisions of the IMA-TB, backtesting is still based on the VaR. Within the scope of backtesting, in addition to the 99% quantile, a 97.5% quantile was introduced for the VaR. In order to avoid distortions due to portfolio changes, a holding period of one day is used, and backtesting is performed against two different P&L variants.134 On the one hand, the actual trading outcome, which also depends on business transactions during the observed day, is used. On the other hand, the hypothetical trading outcome of the portfolio value for the positions at the end of the day must also be applied. In cases where the bank does not determine the hypothetical trading outcome up to now, costs regarding the system implementation will arise. An additional point to be taken into account is that backtesting must be carried out at trading desk level. If the number of backtesting breaches overruns the threshold value set forth in Table 6.3, the model approval for the respective desk is not granted or it is withdrawn and the capital requirements must be calculated based on the standardised approach mentioned in section 6.3.


Table 6.3: Thresholds for backtesting overshootings (VaR breaches)




	Quantile
	Thresholds for backtesting overshootings (in on year)



	97.5%
	30



	99.0%
	12






An additional condition for IMA-TB approval exists, besides general requirements and the above-explained backtesting. Said additional requirement consists of two criteria based on P&L attribution, which must also be applied at desk level. These criteria serve to verify if an ES model adequately models all relevant risk factors of the respective trading desk. In this context it can be simultaneously verified if the pricing models in risk management provide reasonably similar results compared to the front office systems. This could be a challenge, especially for exotic options or structured products. The two criteria based on P&L attribution are complied with (Equations 6.15/6.16) if:135

Equations 6.15/6.16

(15) [image: images]

and

(16) [image: images]

In the above formulas, Δi refers to the hypothetical change of value of the portfolio with constant portfolio composition observed from day i to the next work day. δi denotes the portfolio value change that results from the observed risk factors in the ES model. Risk factors classified as non-modelable must also be taken into account. σ2(·) is the respective P&L variance over the daily data of the past 12-month period. Both P&L metrics P&L1 and P&L2 must be calculated and reported on a monthly basis for each trading desk. If one of the two P&L indicators surpasses its limit of 10% or 20%, respectively, more than 4 times a year, the IMATB approval is withdrawn and the relevant trading desk must be capitalised based on the standardised approach.136 The efforts that banks will face are determined by two factors. On the one hand, by the complexity of the traded instruments and, on the other, by the efficiency of the risk management system. If necessary, new risk factors will have to be defined — a task that is not negligible — and integrated into the existing systems in order to comply with model approval requirements.




6.4.4 Impact on capital requirements

The results of the “Interim Impact Analysis” carried out by the BCBS make an impact analysis of the new capital requirements possible. Within the course of this analysis, a total of 78 banks provided data. Table 6.4 shows the changes regarding capital requirements for individual risk factor classes. As multiplier mc, the same value of a bank’s current VaR model was used. It must be taken into account that the variation among the values reported by the banks is very large. The standard deviation for all risk types is larger than the absolute average change.


Table 6.4: Results of the Interim Impact Analysis




	Risk type
	Change in capital requirements (existing IMA to IMA-TB)



	Interest rate
	—20%



	Credit spreads
	+48%



	Equity
	+29%



	Commodity
	+22%



	Foreign exchange
	+15%






Against the backdrop of liquidity horizons, the results are not surprising. If a single trading desk, that only trades products which belong to the same liquidity group j, is observed, capital requirements for risk factors with longer liquidity horizons increase disproportionately. The reason hereof is the scaling method introduced with the third consultation paper. Furthermore, the calculations for the “Interim Impact Analysis” were carried out with the values of the third consultation paper instead of with the final values for liquidity horizons.137 In the third consultation paper, 10, 20, 60, 120, and 250 days were still used as liquidity horizons which were then adjusted to the values in the final version (Table 6.5).138 In order to estimate the differences between these two versions, Table 6.5 shows the approximate effects of changes on capital requirements. The “squareroot T rule” was used for this purpose.


Table 6.5: Comparison of liquidity horizons




	J
	Liquidity horizon LH (third consultation paper)
	Liquidity horizon LH (final paper)
	Changes in capital requirements



	1
	10
	10
	0%



	2
	20
	20
	0%



	3
	60
	40
	—18%



	4
	120
	60
	—29%



	5
	250
	120
	—31%






The risk metric shift from VaR to ES has less impact on the results than the introduction of the differentiated liquidity horizons. For risk factors that are modelled using a normal distribution, and portfolios where the value change depends linearly on the risk factor change, ES 97,5% ≈ VaR 99% applies. If VaR99% or ES97,5% is greater depends on the loss distribution, besides the non-linearity of the portfolio.

Figure 6.16 compares the VaR99% and ES97,5% for a holding period of 10 days. This graph is based on two hypothetical portfolios with a 10-year swap rate as only one risk factor and gamma equal zero. The first portfolio is “long”, the second is “short” in this risk factor. It can be observed that even in the case of these two very simple portfolios, the difference between VaR99% and ES97,5% changes signs several times.
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Figure 6.16 99% VaR and 97.5% ES for two hypothetical portfolios


As described in section 6.4.2, the new rules regarding model approval can lead to substantial expenses. In order to be able to estimate if a model approval for a new trading desk should be aimed at, the necessary costs to achieve this should be compared to the spared cost of equity. The results from the “Interim Impact Analysis” show that the standardised approach leads to significantly larger capital requirements than the IMA-TB. Table 6.6 outlines the corresponding results.


Table 6.6: Increase of capital requirements under the standardised approach compared to the IMA-TB




	Risk type
	Average increase



	Interest rate
	+1,024%



	Credit spreads
	+335%



	Equity
	+837%



	Commodity
	+579%



	Foreign exchange
	+364%









6.5 Conclusions

The new boundary between the banking and the trading book will primarily affect the banks’ internal processes. The exact assessment of the effects cannot be generalised yet. The new criteria may have different impacts based on diverse business models and bank sizes. In the future, smaller institutions especially could face the challenges of running a trading book, even if they currently do not have one.

As a consequence of the new trading book provisions, the management is stripped of competences that usually fall within their field of action. The shift between books is only accepted under extraordinary circumstances and requires supervisory approval. The challenge therefore is to make active management possible despite restrictions. The requirements regarding daily look-through of funds could bring about unwanted incentives. Banks could establish a unit of funds that are not subject to a daily look-through and deliberately prevent a fund from falling under the definition of the trading book. The shifting of business activities in funds and the camouflaging of trading results in the interest result is precisely what the Basel Committee is trying to avoid.

Immediate need for action and optimisation possibilities exist above all in the area of position management and adjustment of business strategy. The effects of innovations should be analysed by banks at an early stage to make timely strategic decisions and be able to recognise necessary changes on time. This would ensure that adjustment is efficiently implemented.

The adequacy of the previous standardised procedure in different risk areas has already been put into question by several scientific studies. The risks arising from business activities are too complex to be evaluated by means of simple and standardised methods. Rossignolo et al. are of the opinion that capital requirements are not acceptable and far from covering losses that occur in crisis situations.139 Prescott (1997) obtained similar results. In his analyses, standardised procedures achieved the worst performance within a series of alternative approaches.140 The Basel Committee does not provide information on the reasons why it insists on a standardised approach against this backdrop. In fact, it tries to make the standardised approach more risk sensitive by including components from internal models (especially through the specification of correlations).

Banks with small to medium business transactions, that will mainly apply the SBA, could face problems in determining the necessary sensitivities for all their positions due to the approach’s greater complexity.

Notifications to the supervisors will take place on a monthly basis in the future. Details on the actual scope of the report are currently not known. The present requirements within the framework of Basel III monitoring provide a first impression. It remains to be seen to what extent these proposals will be implemented at national level. It can be assumed that the reporting duty will reflect the structure of the standardised approach as well as its main components. A requirement leap as from Basel I to Basel II for credit risk could also be conceivable.

Within the framework of the Regulatory Consistency Assesssment Programme (RCAP), it was determined based on a sample of banks that the supervisory disclosure for the trading book must be adjusted and considerably improved.141 The requirements on the trading book are significantly less severe compared to the banking book. The Basel Committee addresses the composition of the trading book, its boundary to the banking book and the composition of the banks’ trade area in the new provisions. For details, the Basel Committee remits to a separate document since this topic is not taken up in the final framework.

The new Basel Standard for Market Risks confronts banks with a series of adjustments and changes in relation to the determination of minimum capital requirements for price risks arising from open positions. From the results of the performed quantitative impact study (QIS), it can already be inferred that the new requirements will bring about a significant increase of capital requirement for market price risks.142 Compared to the current market risk framework, the increase of the average weighted capital requirements — according to the Basel Committee — amounted to 40 percent. However, these numbers do not yet reflect calibration by the final framework.

Based on this outlook, banks will have to brace themselves for a future capital requirement adjustment. Except for the expected increase in capital requirements increase, generalised statements cannot be made on the revised standardised approach. The effects of the clearly risk-sensitive approach will vary depending on the portfolio, business model and size of the bank. Based on early test calculations and analyses at trading desk level, individual impacts can be estimated.

The increased complexity of the standardised approach impacts a series of strategic and procedural aspects. For example, gap analyses help appraise if the requirements on data availability and quality are complied with. Moreover, banks will most likely also face adjustments regarding the IT infrastructure to ensure reporting capacity over a standard reporting software. If a manual reporting process is inevitable during the transition phase, it should be planned and implemented at an early stage. This is also associated with extra costs in the implementation phase.

The revised provisions on the IMA-TB entail different consequences for credit institutes. In the future, IMA-TB approval shall take place per trading desk, which provides banks with greater flexibility; however, the requirements for the use of internal models for market risk are significantly more severe. Compliance with the increased requirements is partially connected to a considerable amount of effort that is bank-specific. This could go as far as putting the profitability of internal models for market risk of some banks in question. Banks should analyse in advance which positions or portfolios an IMA-TB approval pays off compared to the standardised approach. It must be taken into account that not only under the IMA-TB but also under the SBA, the level of detail and the complexity clearly increased compared to the present regulatory framework.

Moreover, some banks will face challenges in terms of risk management of portfolios with less liquid positions due to the new liquidity horizons. Consequently, the revised provisions could, for example, make specific existing hedging relations disadvantageous from the regulatory point of view and thus create incentives not to secure certain positions in the future. In addition, some banks are of the opinion that the new provisions would promote arbitrage possibilities. Arbitrage potential could arise, for example, in the context of repricing trades with the newly prescribed market shocks, which differ significantly from the current market conditions. Furthermore, banks uphold that the regulation does not match the current common management method of risks and exposures. In consequence, some banks will most likely have to adapt risk management to specific positions or portfolios or, alternatively, review their business model and possibly give up specific segments. This will probably go hand in hand with a significant need for adaptation. The revised provisions on IMA-TB could bring about significant negative impacts on the liquidity of specific markets or market segments as, for instance, in the sovereign debt market.
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CVA Risk Capital Charge Framework

Fanos Ciftci, Jasmin Gehrlein and Frank Kreimes


The regulatory framework for the treatment of Credit Valuation Adjustment (CVA) risk was published in 2010 within the Basel III framework and implemented in European law with the Basel III implementation under the CRR on 1 January 2014. Identified weaknesses and inadequately contemplated aspects in the existing regulatory CVA framework as well as the further development of the topic within the accounting frameworks motivated the Basel Committee for Banking Supervision (BCBS) to submit the existing regulatory CVA framework to a fundamental revision only one year after it was implemented at European level. As part of the new Basel IV package, on 1 July 2015 a new consultation paper, in which the Basel Committee describes the planned restructuring of the regulatory CVA framework, was published. In line with the new market risk framework (FRTB), the revised framework for calculating the CVA Risk Capital Charge is expected to enter into force in 2019 at the earliest.

This chapter on the revised CVA framework is divided into four sections. The first section, 7.1, “Credit Valuation Adjustment”, presents the background and the content of the regulatory CVA framework as well as the definition of the term. Section 7.2 “FRTB-CVA framework” outlines in detail the Basel proposals for two approaches contained in this “partial framework”, including the associated regulatory requirements. Similarly, section 7.3 “Basic CVA framework” is exclusively dedicated to the basic CVA framework as second “partial framework”. The chapter is wrapped up with section 7.4 “Additional aspects and expected impacts”.


7.1 Credit Valuation Adjustment


7.1.1 Definition of the term “Credit Valuation Adjustment”

Credit Valuation Adjustment (CVA) refers to the value adjustment of derivative transactions under consideration of counterparty credit risk. The CVA is also often referred to as the price to be paid to take account of changes in the creditworthiness of the counterparty in a derivative transaction. Within the management of counterparty credit risk, CVA plays an important role. CVA allows the inclusion of the creditworthiness of the counterparty in the valuation of a derivative transaction. When defining the CVA for supervisory purposes, the Basel Committee points out potential mark-to-market losses associated with a deterioration in the creditworthiness of a counterparty.143 From the supervisory point of view, only the negative value adjustments, which lead to a loss in the balance sheet and the P&L statement and therefore in the regulatory capital, are taken into account.

Several possibilities exist in practice to determine CVAs. A differentiation is made between unilateral and bilateral CVA. In the first case, the bank only takes the creditworthiness of the counterparty into account. In the bilateral approach, however, the bank’s own default risk is included in CVA calculation. CVAs can be determined at portfolio level, at counterparty level, at netting-set level or at individual transaction level144. Figure 7.1 outlines the different forms of CVA.
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Figure 7.1 Unilateral and bilateral CVA


Credit Valuation Adjustments (CVA) have gained in importance in the wake of the most recent financial crisis (2007–2009) when the financial system nearly collapsed. At that point in time, several banks had considerable losses in their OTC derivative portfolios which were less driven by actual counterparty defaults, but rather by the deterioration of the counterparty’s creditworthiness and the subsequently necessary credit valuation adjustments (CVA) of OTC derivative transactions.145 The topic was immediately included in the agenda of accountants and supervisors and turned into a permanent task for financial institutions with IFRS 13 and Basel III at the latest. Within the scope of the international accounting standards (IAS 39/IFRS 9/IFRS 13146), the default risk is a factor to be taken into account within the fair-value pricing of derivatives and CVA determination. Due to the effects on regulatory capital requirements, which resulted thereof, Basel III implemented the regulatory framework to treat the CVA risk and the regulatory capital charge for this risk.



7.1.2 Background of the regulatory CVA

Since the implementation of Basel III, the CVA risk capital charge constitutes an additional regulatory capital requirement for OTC derivatives besides capital requirements on counterparty credit risks. Pursuant to CRR, the regulatory requirements to treat the CVA risk is limited to the so-called unilateral CVA at portfolio level. According to Art. 381 CRR “… credit valuation adjustment or ’CVA’ means an adjustment to the mid-market valuation of the portfolio of transactions with a counterparty. That adjustment reflects the current market value of the credit risk of the counterparty to the institution, but does not reflect the current market value of the credit risk of the institution to the counterparty”.



7.1.3 Revision of the CVA framework

The current CVA framework under CRR admits two methods to determine the CVA risk capital charge. On the one hand, the “advanced method” for which banks need the supervisor’s approval to apply the internal model method to quantify exposures for counterparty credit risk (IMM). On the other hand, CRR provides the “standardised method”, which can be applied without any further restrictions. Both methods are designed in such a way that the counterparty’s credit spread risk is the only CVA risk driver contemplated. Consistently, under the current CVA framework, only those hedging measures that hedge the credit spread risk are admissible for regulatory purposes. This includes single name CDS, which reference the counterparty directly, as well as Index CDS under certain conditions.

An important driver of the CVA risk, namely, the exposure component, is currently not covered by the regulatory CVA framework. The exposure component in its role as exposure value, however, is directly linked to the price of all the transactions that are within the scope of the CVA risk capital charge. As these prices are sensitive to variability in underlying market risk factors, the CVA also materially depends on those factors. Similarly, hedging measures of the exposure component, which are usually used in practice to actively manage the CVA risk, are left out of consideration. The apparent weaknesses of the existing regulatory CVA framework outlined here motivated the Basel Committee to carry out a substantial review of said framework. The regulatory requirements, which arise from the revised CVA framework, were published on 1 July 2015 as BCBS 325 consultation paper. The Basel Committee pursues the following three goals with the review of the regulatory CVA framework (Figure 7.2): “capturing all CVA risks and better recognition of CVA hedges”, “alignment with industry practices for accounting purposes” and “alignment with the requirements of the Fundamental Review of the Trading Book”.
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Figure 7.2 Goals of the revision of the CVA framework



	Capturing all CVA risks and better recognition of CVA hedges: The current CVA framework does not cover an important driver of CVA risk, namely, the variability of the exposure component. The exposure component, which depends on market risk factors significantly influences the CVA risk capital charge. Therefore the revised CVA framework takes into account the exposure component of CVA risk along with its associated hedges of the market risk factors.

	Alignment with industry practices for accounting purposes: Practice showed that various banks determine the CVA for accounting purposes by applying IFRS 13 based on market-implicit model calibrations. This procedure has established itself as best practice. In order to live up to this best practice and to ensure convergence between accounting and regulatory rules, the revised CVA framework takes into account elements from the CVA treatment for accounting purposes.

	Alignment with proposed revisions to the Fundamental Review of the Trading Book (FRTB):147 Since CVA is an adjustment to the price of a fair-valued derivative instrument, the regulatory capital charge for the CVA risk should be closely linked to the capital charge for market risk. As a consequence thereof and for consistency purposes, the revised CVA framework is also based on the recently reviewed framework for the regulatory treatment of market risk, which focuses on sensitivities of market risk factors.



With the revision of the CVA framework, the Basel Committee aims at determining CVA risk capital charges for all derivative transactions that are subject to the risk that a counterparty could default. Whether transactions are margined or not shall not play a role. Moreover, instruments held in the banking book for the purposes of hedge accounting (e.g. interest rate derivatives in the banking book) shall also be subject to the CVA risk capital charge. In addition, the Basel Committee also provides that fair-valued securities financing transactions (SFTs) shall be encompassed in the CVA risk capital charge. The sole exception included in the revised framework by the Basel Committee are those transactions cleared through a qualified central counterparty. The revised scope of application for the CVA risk capital charge suggested by the Basel Committee is much broader compared to the previous provisions set forth in the CRR. This is due to the fact that the determination of CVA risk capital charge under the current CRR is limited to OTC derivatives. Furthermore, specific transactions with specified counterparties are excluded from the CVA risk capital charge under the current CRR.148 It is doubtful that the EU will be able to uphold these exceptions once the final Basel standard enlarges the scope of application and removes exceptions. This is reinforced by the recommendations of the European Banking Authority (EBA), which also came out in favour of the reduction of exceptions and the expansion of the scope of application in relation to the CVA risk capital charge.149



7.1.4 Hierarchy of approaches

The revised CVA framework consists of two “partial” frameworks. On the one hand, the so-called FRTB-CVA framework (FRTB-CVA), which adopts various elements from market risk requirements and kept its name in order to reflect consistency with the fully revised market risk framework, the “Fundamental Review of the Trading Book (FRTB)”. On the other hand, there is the so-called Basic CVA framework (B-CVA). Figure 7.3 outlines the individual components of the revised CVA framework pursuant to the BCBS 325 consultation paper.
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Figure 7.3 The revised CVA framework (BCBS 325)


The FRTB-CVA framework was designed for banks which can determine CVA based on the sensitivities of credit spreads of their counterparties. It can only be applied with the supervisor’s approval. Banks must demonstrate to the satisfaction of their supervisors that they meet several regulatory requirements in terms of the calculation and risk management of the regulatory CVA. These are outlined in more detail in section 7.2.

As can be observed in Figure 7.3, the FRTB-CVA framework comprises a standardised approach (SA-CVA) and an internal model approach (IMA-CVA) to determine the CVA risk capital charge. The Basel Committee decided to drop the IMA-CVA approach due to its complexity and the entailed model risk. In addition, the Committee intends to reduce variability in risk weighted assets caused by the use of internal models. Given that the observations in this paper refer to the status of the BCBS 325 consultation paper, section 7.2 provides a short overview on the regulatory requirements that arise within the IMA-CVA for the sake of completeness.

The B-CVA framework can be applied by all banks that do not have approval to use the FRTB-CVA framework and by all banks that do not wish to apply the FRTB-CVA framework. The application of the B-CVA framework therefore represents a right of choice for institutions. Contrary to the FRTB-CVA framework, the determination of sensitivities within the B-CVA framework is not necessary. The B-CVA framework consists of a formula-based approach.




7.2 FRTB-CVA framework


7.2.1 Regulatory requirements for the application of the FRTB-CVA framework

The two approaches available within the FRTB-CVA framework, namely, the SA-CVA and the IMA-CVA, are broken down into the following three main points:


	determination of the exposure component for the regulatory CVA,

	determination of specific risk factor sensitivities to which the regulatory CVA reacts, and




	determination of the expected shortfall.



The Basel Committee sets forth different methods to calculate the regulatory CVA risk capital charge. Credit institutions select one of the procedures to use. In some cases, the procedures are subject to compliance with supervisory requirements and approval. In contrast, no explicit specifications are outlined for the CVA calculation for accounting purposes, with which the Basel Committee aims to align the regulatory CVA calculations. Instead, the accounting framework lays down principles that must be followed when calculating CVA. One of these principles is the use of up-to-date market data to the largest extent possible. An example of this is the use of market-implicit probabilities of default for accounting purposes while historical probabilities of default (PD) are applied in the context of banking supervision law. The same principle requires that the models used to calculate accounting CVA to be calibrated (risk neutrally) based on current market data. The BCBS 325 consultation paper provides for the admission of market-implicit probabilities of default and loss quotas since the exposure component for the CVA risk capital charge can be determined based on existing accounting models.

The FRTB-CVA framework sets forth two application requirements. On the one hand, the application of the FRTB-CVA framework is linked to specific supervisory requirements and, on the other, additional approach-specific application requirements are imposed on the IMA-CVA. The individual application requirements, which are directed at the application of the FRTB-CVA framework as “partial framework”, are described in more detail in this chapter. The application requirements address the following range of topics:


	minimum requirements,

	parallel use of IMA-CVA and SA-CVA,

	regulatory CVA calculation,

	eligible hedges, and

	multiplier.



Minimum requirements: Since the modelling and simulation of exposures and sensitivities are highly complex, the minimum requirements set forth that a bank must be able to model exposures and regularly calculate (at least monthly) the CVA risk capital charge and CVA sensitivities. Within the portfolios, numerous drivers exist, which influence the exposure component and sensitivities. Some of them are difficult to observe and to measure and highly volatile.

Moreover, within the scope of minimum requirements, a bank must have a methodology in place to determine the credit spreads of illiquid counterparties. Credit spreads represent a risk factor within the calculation method of the FRTB-CVA framework, for which sensitivities must be determined. The following regulatory requirements must be complied with when determining credit spreads of illiquid counterparties.150


	a) The credit spread curves of illiquid counterparties should be estimated from credit spreads observed in the markets of its liquid peers taking into account at least the rating, industry and region.

	b) In certain cases, proxies may be developed based on market observation (e.g. country for regional government), although this must be justified in every case.

	c) When no time series of credit spreads are observed of any of the counterparty’s liquid peers (e.g. project finance, funds), a bank is allowed to use a more fundamental analysis of credit risk to proxy the spread. However, the resulting spread cannot be based solely on historical PD, but must relate to credit markets.



Lastly, the minimum requirements demand that a CVA desk (or a similar function) responsible for the risk management and hedging of regulatory CVA has to be established.

Parallel use of SA-CVA for IMA-CVA banks: The parallel use of the IMA-CVA and SA-CVA, as long as both methods are kept in the final version of the standard, demands of banks that apply the FRTB-CVA framework that they determine the regulatory capital charge for CVA risk at least monthly pursuant to the SA-CVA method, even though the bank was granted the approval to apply the IMA-CVA method. In addition, the bank must be able to report the regulatory capital charge for CVA calculated based on the SA-CVA upon request by the supervisor.

Exposure component for regulatory CVA: BCBS 325 consults on two different options for the creation of discounted exposure profiles. Option A sets forth an accounting-based CVA determination, while option B suggests an IMM-based CVA calculation. Since the determination of the exposure component is an important topic within the context of the revised CVA framework, it will be discussed in detail in Chapter 7, section 2.2.

Eligible hedges: All transactions used for the purpose of mitigating CVA risk can be eligible hedges under the FRTB-CVA framework. This covers both — hedges of the counterparty credit spread as well as the exposure component. Instruments that cannot be included in the Internal Model Approach for market risk (IMA-TB) cannot be eligible hedges. This includes inter alia tranched credit derivatives. Non-eligible CVA hedges are treated as trading book instruments and are capitalised via market risk rules for the trading book. On the other hand, all instruments eligible as hedges for the regulatory CVA risk are not taken into account when calculating capital charges for the trading book or the banking book.

Multiplier: Compared to the market value of trading book instruments and the respective sensitivities, the calculation of CVAs and CVA sensitivities are subject to a higher level of model risks. To compensate for this risk, the expected shortfall measure used in the FRTB framework (for the IMA-CVA as well as for the SA-CVA) is scaled up via multiplier mCVA. In the BCBS 325 consultation paper, the multiplier has a default value of 1.5. However, the default value of the multiplier can be increased by the bank’s supervisory authority if it determines that the CVA calculation model used is subject to increased model risk. Figure 7.4 outlines the application requirements for the FRTB-CVA framework.151
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Figure 7.4 Application requirements for FRTB-CVA




7.2.2 Exposure Value for the FRTB-CVA

As was already briefly mentioned in section 7.2.1, the BCBS 325 consultation paper suggests two options for generating scenarios for discounted exposure profiles:152


	a) Accounting-based, and

	b) Internal Model Method153 (IMM)-based.



In the case of option A, exposure profiles are obtained via exposure models used by a bank for calculating accounting and front office CVA. The purpose hereof is to increase the convergence between accounting and regulatory CVA. According to BCBS 325, better alignment with the economic risk would result in a better recognition of hedging strategies used for accounting CVA and for the regulatory CVA risk capital charge. A complete convergence with the accounting CVA risk is not possible since the consideration of their own default risk is not admissible in the regulatory context. The same data and procedures that are required to calculate the accounting-based CVA shall be applied under option A. However, some additional regulatory requirements must be complied with, such as:154


	A non-zero value must be applied to the margin period of risk.

	A market-implicit (risk-neutral) model calibration shall be used. Historical calibration is only permissible where a risk-neutral calibration is not possible due to the lack of market data.




	The distribution of modelled risk factors must account for the possible non-normality of the distribution of exposures, including the existence of leptokurtosis (also called “fat tails”), where appropriate.



Besides these rather technical or quantitative requirements, a series of additional qualitative requirements are mentioned in BCBS 325. Examples include:


	accounting-based exposure models must be independently validated,

	must be part of a CVA risk management framework, and

	the bank must have a process in place for ensuring compliance with a documented set of internal policies, controls and procedures concerning the operation of the exposure calculation engine.



It should be pointed out that it is currently still under discussion as to whether the application of option A should also be subject to IMM approval by the banking supervision. Should this be the case in the final version of the document, option A would only be available for institutions that already have IMM approval.

Under option B, exposure is obtained via IMM exposure models to determine capital requirements for counterparty credit risk.155 Banks must be approved by its supervisory authority to use the IMM. The advantage hereof is that IMM exposure models have already been approved by the banks’ supervisors so that the quality is adequately assured. Irrespective hereof, the BCBS 325 consultation paper explicitly mentions some of the IMM requirements:


	when using option B, the exposure models shall not be stress calibrated, and

	exposure paths obtained via models used to calculate EAD under the IMM must be transformed into discounted exposure paths via risk-free discount factors.



As long as the bank has the supervisor’s approval, stochastic discounting may be applied or the dependence between exposure and the counterparty’s credit quality (“wrong-way risk”) may be taken into account. The main drawback of using an IMM-based approach (option B) is and remains a larger gap between the accounting and the regulatory CVA.

The main difference between option A and B is the differing model calibration, as well as the principle-based procedure for accounting purposes as opposed to explicit provisions prescribed by the regulatory authority. Within the accounting context, exposure calculation is based on the “exit price” principle,156 i.e. the own default risk is included in the CVA calculation and models are calibrated based on market-implicit data to the largest extent possible. However, neither models nor procedures are explicitly prescribed. In order to apply option A, a credit institution’s accounting exposure model must comply with the above mentioned additional regulatory requirements. Several requirements and specifications on exposure determination already exist in the regulatory environment. Provided a credit institution would like to use option B in the future, it requires that an internal model has to be approved by its supervisors and must carry out the above mentioned adjustments in terms of stress calibration and discounting. Figure 7.5 compares the basic steps that determine accounting-based and regulatory-based IMM exposures.
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Figure 7.5 Options to calculate exposure


The previous feedback on the BCBS 325 consultation paper shows that the specification under option A to use the same data and procedures as for the accounting-based CVA is particularly criticised. In order to comply with the technical specifications for a regulatory CVA determination, unwanted changes of best practices could take place within the scope of the accounting-based CVA calculation. The Basel Committee’s thought that banks may need IMM approval for option A is considered unnecessary by most banks. Supervisors would verify the requirements for the use of option A anyway. A large number of banks favour option A since it relates more closely to the economic risk. Moreover, some banks already determine a complete series of risk sensitivities in the context of their accounting-based CVA and use them for risk management. It remains to be seen which changes will be included in the final version of the “Review of the Credit Valuation Adjustment Risk Framework”.



7.2.3 Standardised approach for CVA (SA-CVA)

The standardised approach to determine the CVA risk capital charge within the FRTB-CVA framework (SA-CVA) is an adaptation of the standardised approach for market risk within the FRTB (SBA). This is the so-called sensitivity-based approach, which uses the sensitivities of the regulatory CVA on credit spreads of counterparties and market risk factors prescribed by the Basel Committee as input. Basically, the calculation of the CVA risk capital charge within the SA-CVA takes place in four sections: risk class, risk type, risk factor and aggregation. Within these four sections several calculation and aggregation steps take place to add parameters prescribed by the regulator, such as correlation factors and risk weights. The procedure within the mentioned sections is discussed below.

Risk class (delta and vega): The SA-CVA capital requirement is calculated as the simple sum of the capital requirements for delta and vega risks calculated for the entire CVA book (including eligible hedges). The capital requirement for delta and vega risks is calculated as the simple sum of the regulatory capital requirements for the risk types prescribed by the supervisors.

Asset class: Within the section “risk type”, the instruments and hedges of the CVA book are assigned to the following risk types prescribed by the supervisory authority: counterparty credit spreads, interest rate, foreign exchange, reference credit spreads, equity and commodity. The risk type counterparty credit spread is not taken into account in the vega risk since it is approximately linear. It should be pointed out that a specific instrument has to be taken into account for several risk types. An interest rate transaction, for example, can be allotted to the risk type interest rate, but also to counterparty credit spread.

Risk factor: Sensitivities of the instruments and hedges contained in the CVA book regarding risk factors prescribed by the supervisory authority are determined in this section. For an interest rate transaction (in local currency),157 the risk factor is the risk-free yield curve (with the specified time horizons 0–1, 1–5, more than 5 years and inflation). Within the risk type counterparty credit spread, the credit spread of the counterparty (within the prescribed tenors of 0.5, 1, 3, 5 and 10 years) represents the regulatory risk factor. In addition, sensitivities are weighted within this section via prescribed risk weights.

Aggregation: Taking into account the correlation parameter and the multiplier (see section 7.2.1), weighted sensitivities are aggregated in prescribed “buckets” and risk classes. The following buckets are prescribed by the supervisory authority for each risk type: Interest rate: individual currencies in different maturity buckets; the bank’s domestic currency and the leading international currencies (USD, EUR, GBP, JPY) are treated differently; FX: all individual currencies, except a bank’s domestic currency; counterparty credit spread: credit quality and sector; reference asset credit spread: credit quality and sector; equity: size, region and sector; commodity: commodity groups.

Figure 7.6 shows the calculation steps under the SA-CVA.
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Figure 7.6 Calculation steps within the SA-CVA


To clarify the procedure under the SA-CVA, an overview of the main calculation and aggregation steps as well as of the use of regulatory parameters is illustrated in the following based on the formulas to be applied. After calculating the sensitivities of the aggregated CVA [image: images] and of all eligible hedges [image: images] for each risk factor k in the risk type, these are weighted with the prescribed risk weight. The result of the sum of the weighted sensitivities is the net-weighted sensitivities for each risk factor. Equations 7.1–7.3 show the described calculation steps:

Equations 7.1–7.3

(1) [image: images]

(2) [image: images]

(3) [image: images]

The weighted sensitivities for each risk factor must be aggregated into a capital charge Kb within each bucket b according to Equation 7.4. As can be observed in formula (4),158 the correlation parameter ρkl is applied here. It indicates the degree of correlation among the individual risk factors. Moreover, parameter R, set at 0.01, prevents the possibility of perfect hedging of CVA risks.

Equation 7.4

(4) [image: images]

Bucket-level capital charges are then aggregated across buckets within each risk type K based on Equation 7.5. The regulatory correlation parameters prescribe the degree of correlation among individual buckets γbc. Moreover, multiplier mCVA presented in section 7.2.1 is applied here.

Equation 7.5

(5) [image: images]

Even though the risk factors and sensitivities within the SA-CVA are determined based on the definition and validation requirements of the FRTB,159 the SA-CVA differs from the SBA in some essential aspects.160 The main differences are as follows.


	a) Reduced granularity of market risk factors: within the FRTB, granular market risk factors are applied. For instance, within the risk type interest rate, the number of the maturity buckets is decreased. While eleven (granular) maturity buckets (risk factors) are prescribed within the FRTB, only four maturity buckets are used under the SA-CVA.

	b) Absence of default and gamma risks: the non-contemplation of the default risk is due to the fact that it is already taken into account by the provisions on capital charge for the counterparty credit risk. In terms of the gamma risk, the Basel Committee aims at reducing calculation efforts.

	c) Use of a conservative risk aggregation: the risk that the non-contemplation of the gamma risk and the reduced market risk factor granularity inadequately depict the risk is compensated by a conservative risk aggregation within SA-CVA compared to the SBA. Within the conservative risk aggregation, no diversification effects between delta and vega risks are permissible and a complete hedging offset is prevented by parameter R in formula 4.

	d) Use of multiplier mCVA: the multiplier set at 1.5 is used to reflect existing model risks.



Figure 7.7 shows the aggregation levels within the SA-CVA and the intertwining of individual components.
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Figure 7.7 Differences between the SBA and the SA-CVA




7.2.4 Internal Model Approach for CVA (IMA-CVA)

In parallel to the standardised approach (SA-CVA) of section 7.2.3, the suggested internal model approach for CVA (IMA-CVA) is an adaptation of the internal model approach for market risk (IMA-TB)161 of the FRTB. The main differences are as follows.


	a) A reduced granularity of market risk factors.

	b) A simplified calculation method for the expected shortfall.

	c) The disregard of default risk.

	d) The use of a multiplier for the CVA model risk.



The use of the IMA-CVA requires supervisory approval. Only credit institutions that have already been granted approval for the IMA-TB may apply for approval of the IMA-CVA.

Moreover, a credit institution must comply with various qualitative requirements to use the IMA-CVA. For instance, the expected shortfall for the CVA risk must be calculated on a daily basis with a confidence level of 97.5%. Furthermore, the credit institution must model at least those risk factors that are also taken into account under the SA-CVA. The internal models of the credit institution must be capable of determining the delta and vega risk of the risk factors. An additional important requirement sets forth that the systematic as well as the idiosyncratic components of the credit spread risk must be taken into account when modelling the credit spread risk of illiquid counterparties. In BCBS 325 two options regarding the time horizons for the simulation of counterparty credit spreads are discussed. Under both options, a one-year horizon must be used for the idiosyncratic component of the credit spread for illiquid counterparties. In the case of option 1, the FRTB liquidity horizon162 for credit spreads of liquid counterparties or for the systemic components of the credit spreads of illiquid counterparties must be used. By contrast, under option 2, a 60-day horizon is set forth instead of the liquidity horizon pursuant to FRTB. It is currently still questionable what the final version of the IMA-CVA will look like and how the two options regarding the time horizon for the simulation of the counterparty credit spreads will be handled. In any case, the practice has already pronounced itself in favour of option 1 in the course of the consultation process. Moreover, the Committee still has doubts as to whether, or to what extent, CVA risk can be effectively captured in an internal model that was developed to model market risk in the trading book. It reserves the right to pass on an internal model based on the IMA-TB in the final version.163 Several banks are critical hereof and promote a right of choice between the standardised approach and an internal model approach in their comments on the BCBS 325 consultation paper.




7.3 Basic CVA framework


7.3.1 Side note: Calculation of the CVA Risk Capital Charge under the current standardised method in the CRR

The current CVA framework pursuant to Basel III and CRR already provides for a standardised method to determine the CVA risk capital charge (see Art. 384 CRR). It is applied by all those institutions that do not comply with the requirements for the advanced method to calculate the CVA risk capital charge in accordance with Art. 383 CRR. Similarly, within the scope of the revised CVA framework pursuant to BCBS 325, the basic CVA framework represents the method used by all those institutions that are not allowed to, or do not want to, apply the FRTB-CVA framework. Against the backdrop that the circle of users of the current standardised method will most likely apply the new basic CVA framework, it is considered worthwhile to explain the regulatory requirements that arise from the use of the current standardised method in detail at this point in order to specify the differences between these two methods.

Following the current standardised method, the capital requirement for the CVA risk of all counterparties (K) is determined at portfolio level based on Equation 7.6.

Equation 7.6

(6) [image: images]

where:

h: the one-year risk horizon (in units of a year); h = 1

wi: the weight applicable to counterparty i, which shall be mapped based on an external credit rating assigned by the external credit assessment institution (ECAI) as set forth in Art. 384 CRR.

The weighting rates to be used for each external credit rating are outlined in Table 7.1.


Table 7.1: Weighting rates depending on the credit rating




	Credit Quality Step
	weight (w)



	1
	0.7%



	2
	0.8%



	3
	1.0%



	4
	2.0%



	5
	3.0%



	6
	10.0%






In the event that no external credit rating is available for a counterparty, the CRR164 sets forth the following requirements.


	IRBA (internal rating-based approach) — banks match the internal assessment of a counterparty to an external credit rating.

	Banks using the standardised approach apply a risk weight wi of 1%.

	For items “associated with a particular high risk”, in the sense of Art. 128 CRR under the standardised approach, a risk weight of 3% is applied.



EADi,total: The EAD (Exposure at Default) component (summed across its netting sets with the counterparty) is determined pursuant to the mark-to-market method, the standardised method or the internal model method (IMM). Non-IMM banks must discount the EAD using a prescribed discount factor.165

Bi: The notional of purchased single name CDS (summed if more than one position) referencing counterparty (i) and used to hedge CVA risk. That notional amount shall be discounted by applying the prescribed discount factor.

Bind: The full notional value of one or more credit index default swaps of purchased protection used to hedge CVA risk. That notional amount shall be discounted by applying the prescribed discount factor.

At this point it should be pointed out that where a counterparty is included in an index on which a credit default swap used for hedging counterparty credit risk is based, the institution may subtract the notional amount attributable to that counterparty in accordance with its reference entity weight from the index CDS notional amount (Bind) and treat it as a single name hedge (Bi) of the individual counterparty with maturity based on the maturity of the index.166

Wind: The weight applicable to index hedges. It shall be determined by calculating a weighted average of wi that is applicable to the individual constituents of the index.

Mi: The effective maturity of the transactions with counterparty (i). CRR provides for a specific calculation of this parameter depending on the method applied to determine EAD. IMM banks determine the effective maturity pursuant to the formula provided under Art. 162 (2) (g) CRR and non-IMM banks calculate the effective maturity in accordance with Art. 162 (2) (b) CRR as notional-weighted and average maturity. The requirement set forth under Art. 162 (2) CRR that Mi shall not be greater than 5 years does not apply in accordance with Art. 384 (1) CRR.

Mi,hedge: the maturity of the hedge with notional Bi (the quantities Mi,hedge Bi are to be summed if there are several positions).

Mind: the maturity of the index hedge. In the case of more than one index hedge position, Mind is the notional-weighted maturity.

Within the current CVA framework under the CRR, the same requirements on hedging transactions apply under the advanced as well as under the standardised method. Pursuant to Art. 386 CRR, single name CDS, other equivalent hedging instruments referencing the counterparty directly (Art. 386 (1) (a) CRR) and, under specific circumstances, index CDS (Art. 386 (1) (b) CRR) shall be eligible instruments for the purpose of calculating the CVA risk capital charge.

In Figure 7.8, an example calculation represents the standardised method to determine the CVA risk capital charge. The basis of this example is an interest rate swap for which the EAD component was determined based on the current exposure method (CEM). The value of the EAD component was already discounted by the regulatory discount factor (disc. EAD). The residual term is four years, assuming that no hedging transactions were closed. The resulting CVA risk capital charge under the premises set forth herein is also outlined (Figure 7.8).


[image: image]
Figure 7.8 Example calculation — current CVA Risk Capital Charge (1/2)


In the next step, the maturity of the analysed interest rate swap transaction will be increased to ten years in order to demonstrate the severe impact the maturity has on the CVA risk capital charge. The result is shown in Figure 7.9.


[image: image]
Figure 7.9 Example calculation — current CVA Risk Capital Charge (2/2)


As can be observed in Figure 7.6, the maturity is a significant driver of the CVA risk capital charge. The maturity is reflected, on the one hand, in the assessment basis (EAD) under CEM by a higher volatility rate (1.5% instead of 0.5%) and, on the other, in the maturity parameter Mi within the CVA risk capital charge calculation based on formula (6).



7.3.2 Regulatory requirements for the application of the basic CVA framework

The basic CVA framework (B-CVA) represents a significant progression of the current standardised method and can be applied by banks that do not count on an approval for the application of the FRTB-CVA framework or do not want to use the FRTB-CVA framework. Compared to the FRTB-CVA, no inherent sensitivities must be determined for market risk factors within the scope of the B-CVA.



7.3.3 Exposure Value for the basic CVA

Within the B-CVA framework, the exposure component can be determined either based on the new standardised approach for counterparty credit risk (SA-CCR)167 or based on the Internal Model Method (IMM).168 While banks require the approval of supervisors to apply the IMM, which determines exposures based on simulation procedures, the SA-CCR method can be applied without any further restrictions. The SA-CCR is expected to come into force in 2019 at the earliest.



7.3.4 Determination of regulatory capital requirements based on the basic CVA framework

Within the scope of the B-CVA framework (KB-CVA), the regulatory capital requirement for the CVA risk is determined based on two components. The first component, Kspread, reflects the capital requirement for the credit spread risk. The second component KEE represents the capital requirement for the risk accrued from the exposure. Regulatory capital requirements for the CVA risk under the B-CVA approach are determined using Equation 7.7.

Equation 7.7

(7) [image: images]

For banks that do not hedge the CVA risk accrued from their CVA book, component Kspread is calculated using Equation 7.8.

Equation 7.8

(8) [image: images]

The individual parameters of formula (8) represent the following: Sc represents an expected shortfall (ES) of the CVA for a counterparty c determined by the supervisory authority. The determination of said ES is set by supervisors and results from Equation 7.9. The application of correlation factor ρ (set at 50%) reflects the degree of correlation set by the supervisory authority between the credit spread of a counterparty and the systematic factor.

Equation 7.9

(9) [image: images]

For the ES determined based on formula (9), all netting sets that were agreed upon with counterparty c are taken into account. Index b describes the relation to the regulatory risk bucket, which is affected by the transactions with counterparty c. The risk weights169 RWb to be applied to the risk bucket are also provided by the supervisory authority.170 Moreover, MNS stands for the effective residual maturity of netting set NS, and EADNS represents the exposure component which, as was already mentioned, is determined according to the SA-CCR or the IMM method. At this point attention is drawn to the fact that even if within formula (9) hedging instruments are not explicitly taken into account, hedging effects are already implicitly taken into account as the exposure component is calculated according to the SA-CCR. This is due to the fact that transactions with identical offsetting risks are offset within the SA-CCR. Ultimately, the division by the alpha factor (1.4) within formula (9) serves the purpose of removing the multiplier from the exposure component used to determine the CVA risk charge. The alpha factor is applied within the scope of the SA-CCR (formula 6) as well as within the IMM in order to convert the EEPE (Expected Effective Positive Exposure) into an EAD. However, the regulatory framework on the CVA risk takes the EEPE into account instead of the EAD.

For banks that hedge the CVA risk arising from their CVA book, the component Kspread is determined using Equation 7.10, which takes hedging transactions into account, provided the hedges are eligible.

Equation 7.10

(10) [image: images]

Within the context of formula (10), index b describes the relation to the regulatory risk bucket of an entity e (single name or index). Moreover, [image: images] represents the regulatory ES of the price for a single name hedge h. It is determined by calculating the product of the discounted notional amount [image: images], the residual maturity of the affected single name hedge [image: images] and the regulatory risk weight RWb(h) depending on the affected risk bucket from the perspective of the single name hedge. Similarly, RWb(h) represents the regulatory ES of the price of the index hedge i. It is determined by calculating the product of the discounted notional amount [image: images], the residual maturity of the affected index hedge [image: images] and the regulatory risk weight RWb(i) depending on the affected risk bucket from the perspective of the index hedge.

At this point it is indicated that all transactions which are held to mitigate the counterparty credit spread component of the CVA risk and are managed as such, are held as admissible hedges pursuant to the regulatory requirements on the application of the B-CVA framework. This includes single name CDS, single name contingent CDS and Index CDS. Single name CDS shall a) reference the counterparty directly or b) reference the entity, which acts as guarantor for the affected counterparty or c) reference an entity, which comes from the same industry and the same region as the counterparty. Compared to the current framework, the single name contingent CDS and the Index CDS increase eligible hedges. Until now, only single name CDS and, under specific conditions, Index CDS are considered eligible hedges in accordance with CRR.171

Lastly, the parameter rhc within formula (10) represents the correlation between the counterparty credit spread of counterparty c and the credit spread of a single name hedge h of counterparty c. However, the value of rhc varies depending on the type of recognisable single name hedge. Single name hedges, that directly reference counterparty c, are assigned a correlation value of 100%; single name hedges, which establish a so-called “legal relation” with the counterparty in question are assigned a correlation value of 80% and single name hedges, which reference an entity that comes from the same industry and the same region as counterparty c, are assigned a correlation value of 50%.

The second component of formula (7) KEE is determined by all banks based on the Kspread component in the unhedged scenario. The multiplicative application of a regulatory beta factor, which is set at 0.5, generates a KEE component, which — de facto — will always amount to 50% of the Kspread component in the unhedged scenario. Mathematically, this relation is represented in Equation 7.11.

Equation 7.11

(11) [image: images]

In Figure 7.10, a calculation example for the basic CVA framework to determine the CVA risk capital charge is outlined. The basis of this example is the same interest rate swap which has already been analysed in the calculation example in section 7.3.1 on the current standardised method under Art. 384 CRR. In this case, the EAD component will be determined based on the SA-CCR method. In the first step of the calculation example, the residual term will be four years. The resulting CVA risk capital charge under the premises set forth herein is shown in Figure 7.10. Compared to the calculation example for the current standardised method, it becomes clear at first glance that several new parameters and data requirements will affect institutions using the SA-CCR as well as the basic CVA framework.


[image: image]
Figure 7.10 Example calculation B-CVA (1/2)


In the next step, the term of the interest rate swap is increased to ten years. The increase of the term also has a significant effect on the CVA risk capital charge in this case. Irrespective of this, several parameters (e.g. the alpha factor or the multiplier) are applied multiplicatively in this constellation, with the result that the value for the EAD component as well as the value for the CVA risk capital charge are increased. Moreover, the risk weights to be applied in the basic CVA calculation are significantly higher than under the old standardised method to determine the CVA. The results can be observed in Figure 7.11.


[image: image]
Figure 7.11 Calculation example B-CVA (2/2)





7.4 Additional aspects and expected effects

The new approaches to calculate the CVA risk capital charge, suggested by the Basel Committee, provide for a reinforced and more precise contemplation of market risk factor dependencies and hedging measures. As a consequence, the determination of the CVA risk capital charge becomes much more risk sensitive. On the other hand, the expansion of the scope of application of the CVA risk capital charge suggested by the Basel Committee means that the number of transactions to be backed by the CVA risk capital charge increases.

The recommended revision of the CVA framework globally leads to increased efforts. The new approaches of the reviewed CVA framework require new input parameters and calculation procedures. This results in procedural adjustments and increased efforts from the point of view of the affected institutions.

In relation to the B-CVA framework, it can be inferred from the current version of the BCBS 325 consultation paper that capital requirements for the CVA risk will increase significantly. This was also observed in practice and the Basel Committee received much feedback hereon in the course of the consultation process. The main reason for the increase in the treatment of transactions with a long residual maturity, which are penalised by the multiplicative use of residual term parameters in the sense of increased capital requirements, was identified. The same effect takes place under SA-CCR, i.e. as long as exposure components are  determined based on the SA-CCR, which will most likely be the case for the majority of banks, the penalising impact on long-term transactions has a double effect. Besides the negative effect on long-term transactions, the inadequate calibration of the risk weights to be applied within the B-CVA framework was also criticised. It is considered to be too conservative compared to the current CVA framework. However, the findings of impact studies as well as the ongoing work of the Basel Committee are expected to tackle these issues. This is expected to be reflected in a new calibration within the final BCBS standard.

With reference to the FRTB-CVA framework, after IMA-CVA has been removed by the Basel Committee only SA-CVA will be available in the final version of the standard. The banking sector reacted in particular to the options to determine exposures for the regulatory CVA (option A: accounting-based/option B: IMM-based) suggested by the Basel Committee and to the requirement of an existing IMM approval to apply option A. These reactions clearly showed that determining the CVA based on accounting is preferred and that the IMM approval should not be decisive for the use of option A.

The revised CVA Risk Capital Charge framework is expected to enter into force in line with the revised framework for market risk (Fundamental Review of the Trading Book (FRTB)). On the international level, this is expected for 2019 at the earliest.



Recommended literature

BCBS 189 (2010): A global regulatory framework for more resilient banks and banking systems, 2010.

BCBS 219 (2012): Consultative Document. Fundamental Review of the Trading Book, (2012).

BCBS 265 (2013): Consultative Document. Fundamental Review of the Trading Book: A revised market risk framework, 2013.

BCBS 279 (2014): The standardised approach for measuring counterparty credit risk exposures, 2014.

BCBS 305 (2014): Consultative Document. Fundamental Review of the Trading Book: outstanding Issues, 2014.

BCBS 325 (2015): Consultative Document. Review of the Credit Valuation Adjustment Risk Framework, 2015.

BCBS 341 (2015): TLAC Quantitative Impact Study Report, 2015.

BCBS 346 (2015): Fundamental Review of the Trading Book — Interim Impact Analysis, 2015.

BCBS 352 (2016): Minimum Capital Requirements for Market Risk, 2016.

Capital Requirements Regulation; CRR (2013): Regulation (EU) No 575/2013 of the European Parliament and of the Council of 26 June 2013 on prudential requirements for credit institutions and investment firms and amending Regulation (EU) No 646/2012.

Deutsche Bank (2014): Deutsche Bank’s response to the Basel Committee on Banking Supervision consultative document on the Fundamental Review of the Trading Book, 2014. Available under: http://www.bipageorg/publ/bcbs265/deutschebank.pdf

European Banking Authority; EBA (2015): Opinion of the European Banking Authority on Credit Valuation Adjustment (CVA); (EBA/Op/2015/02), 2015.

International Accounting Standards Board; IASB (2011): IFRS 13. Bemessung des beizulegenden Zeitwerts, 2011.

Ludwig, Sven/Martin, Marcus R.W./Wehn, Carsten Seite (publisher) (2012): Kontrahentenrisiko. Bewertung, Steuerung, Unterlegung nach Basel III und IFRS [Counterparty risk. Evaluation, management, backing under Basel III and IFRS], first edition, editorial: Schäffer-Poeschel Verlag (Stuttgart), 2012.

Talkenberger, Dirk/Wehn, Carsten Seite (2012): Kontrahentenrisiko im Überblick, in: Ludwig, Sven/Martin, Marcus R.W./Wehn, Carsten Seite (publisher.): Kontrahentenrisiko. Bewertung, Steuerung, Unterlegung nach Basel III und IFRS [Counterparty risk. Evaluation, management, backing under Basel III and IFRS], first edition, editorial: Schäffer-Poeschel Verlag (Stuttgart), 2012, pages 1–19.



143 Cf. BCBS 189 (2010), page 4, marginal no. 14b).
144 Cf. Talkenberger/Wehn (2012), page 9 et seq.
145 Additional information on the background of the CVA introduction from the regulatory point of view: BCBS 189 (2010), page 4, para. 14b).
146 CVA accounting was already required under IAS 39; IFRS 13 requires a more differentiated and broadened contemplation.
147 The BCBS 325 consultation paper refers to the second and third consultation paper of the FRTB. (BCBS 265 and BCBS 305). It shall be pointed out that the final FRTB standard (BCBS 352 (2016)) was published in the meantime. For more details on the FRTB framework, refer to Chapter 5 of this book.
148 For detailed information on the current scope of application of the CVA Risk Capital Charge: Art. 382 CRR.
149 On the EBA recommendations on CVA Risk Capital Charge: EBA (2015): Opinion of the European Banking Authority on Credit Valuation Adjustment (CVA); EBA/Op/2015/02.
150 Cf. BCBS 325 (2015), marginal no. 25.
151 In order to analyse impacts by setting the multiplier to 1, this point has been considered within a quantitative impact study conducted by the Basel Committee during 2016.
152 Cf. BCBS 325 (2015), page 7–8 and 13–15.
153 Cf. Article 283 et seq. (6) CRR.
154 Cf. BCBS 325 (2015), page 13-15.
155 Cf. Article 271 et seq. (Chapter 6) CRR.
156 Cf. IFRS 13.
157 The representation exclusively refers to the treatment of an interest rate transaction in domestic currency within the delta risk. Interest rate transactions in non-leading currencies and within the vega risk differ.
158 This equation has been revised during the quantitative impact study in 2016.
159 Cf. BCBS 305 (2014).
160 Refer to Chapter 5.3 in this book with regard to requirements within the SBA.
161 The regulatory requirements within the IMA-TB are summarized in Chapter 5.4 in this book.
162 Cf. BCBS 352 (2016), Paragraph 181 c).
163 Cf. BCBS 325 (2015), page 4.
164 Cf. Art. 384 (1) a) und b) CRR.
165 For information on the individual discount factors for the parameters EADi,total, Bi and Bind refer to Art. 384 (1) CRR.
166 Cf. Art. 384 (2) CRR.
167 See chapter on SA-CCR (Chapter 3) in this book for detailed information on regulatory requirements within the SA-CCR.
168 Cf. SA-CCR: BCBS 279 (2014) and IMM: Art. 283 CRR. Note that the EAD has to be discounted by the discount factor already used in the current Basel III CVA Risk Capital Charge framework.
169 Cf. BCBS 325 (2015), marginal no. 100 et seq.
170 The Basel Committee revised the prescribed risk weights for QIS purposes in 2016. In addition, the impact of two different liquidity horizon options was analysed.
171 Cf. Art. 386 CRR.






8
Operational risk

Peter Büttel and Jan Eichstedt



8.1 Background information

Banks and supervisory authorities first focused on “operational risk” (also referred to as OpRisk) in the 1990s. The Basel Committee on Banking Supervision explicitly addressed OpRisk from a banking supervision perspective for the purposes of risk management for the first time in 1998 in the form of a consultation paper.172 The BCBS underscored the increased importance of an appropriate OpRisk management, especially within the context of the significant losses financial institutions suffered that decade.

As a result, the BCBS stipulated — for the first time within the scope of the first consultation paper issued in June 1999 to review capital adequacy standards (Basel II) — the implementation of capital requirements for operational risk and the initiation of the development of an adequate capital charge.173 As things developed, the BCBS specified the requirements for an appropriate OpRisk capital adequacy and highlighted the operational risk as the most significant of the other risks.174

While the BCBS did not provide an unambiguous and generally accepted definition of OpRisk in the consultation paper of 1998 by referring to it as “any risk not categorised as market or credit risk”, over time the BCBS adopted an operational risk definition from the banking sector. Nowadays, the regulatory definition of OpRisk is the following: “the risk of loss resulting from inadequate or failed internal processes, people and systems or from external events”.175Figure 8.1 outlines the delimitation of operational risk within the relevant risks for regulatory purposes.

Based on the points of criticisms of the current approaches used to determine capital requirements for operational risk, the goal of this chapter is to present the proposals of the BCBS in terms of the Standardised Measurement Approach (SMA)176 of March 2016, and to describe different revisions by comparing them to the Revised Standardised Approach, which was suggested by the BCBS in the first consultation paper issued in October 2014.177
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Figure 8.1 Delimitation of operational risk


As already announced by the Basel Committee,178 within the framework of the second consultation paper the BCBS suggests that the still admissible internal models approach (Advanced Measurement Approach — “AMA”) shall be eliminated.

However, since the impact study conducted showed — as expected — that the Revised Standardised Approach does not constitute a viable alternative for AMA banks, the BCBS accepted the criticism raised by the industry and incorporated the consideration of internal loss data in the definition of the Standardised Measurement Approach as a relevant indicator to calculate capital requirements for operational risks.

In order to demonstrate the need to review the existing approaches used to determine OpRisk capital charges for regulatory purposes and to ensure better comparability, in the following the current regulations pursuant to Basel II will be explained first. Building on this analysis, the proposal published in the first consultation paper of the Basel Committee on Banking Supervision on the prospective operational risk calculation and the adjustments made within the scope of the second consultation paper (BCBS 355) will be outlined.

In addition to the consultation period that ended 3 June 2016, the Basel Committee plans to carry out an additional impact study in order to conclusively calibrate the provisions set forth in the second consultation paper.



8.2 Methods to determine operational risk pursuant to Basel II179

Under Basel II, banks have three alternatives at their disposal to determine adequate operational risk capital requirements. These are the Basic Indicator Approach, the Standardised Approach and the Advanced Measurement Approaches (“AMA”). The characteristics of increased risk sensitivity on the one hand, and the rising level of requirements in quantitative and qualitative terms, which are inevitable in order to apply the different approaches, on the other hand, has given rise to the idea of a “continuum of approaches” among supervisors.

Figure 8.2 illustrates the different degrees of measurement accuracy and the increasing scope of qualitative requirements.
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Figure 8.2 Comparison of previous approaches



8.2.1 Basic Indicator Approach and Standardised Approach

According to the provisions of the BCBS, the Basic Indicator Approach (BIA), as an entry procedure, does not require a special approval on the part of the supervisory authority. However, the “Principles for the Sound Management of Operational Risk”180 lay out fundamental minimum standards to determine and manage OpRisk, which BIA users must comply with.181 Basically, the BIA can be applied by any bank except by those which operate internationally or are exposed to a significant OpRisk (e.g. banks specialised in transaction consulting).182 With the aid of the BIA, the operational risk capital requirements are calculated as shown in Equation 8.1.

Equation 8.1: Operational risk capital requirements pursuant to the BIA183

(1) [image: image]

where:

GI = annual gross income (where positive) over the previous three years

n = number of the previous three years for which gross income is positive

α = 15% (which is set by the Committee — establishes the ratio between the required capital and the gross income)



The Standardised Approach (STA) is based on a more sophisticated method. A bank applying the STA must comply with the requirements for the use of the STA as well as their practical implementation as part of a notification sent to the respective supervisory/regulatory authority.184 The higher risk sensitivity of the STA compared to the BIA is due to the fact that the bank’s activities are divided into eight business lines185 and each line is assigned an individual beta factor. Following the underlying logic of the BIA, the calculation formula for the STA to calculate operational risk capital requirements is shown in Equation 8.2.

Equation 8.2: Operational risk capital requirements pursuant to the STA186

(2) [image: image]

where:

GI1-8 = annual gross income for each of the bank’s eight business lines

n = respective year (total of 3 years)

β 1-8 = fixed percentages set by the Committee (12 %, 15% and 18%)

Moreover, the BCBS allows the use of an alternative standardised approach, which nevertheless requires an approval procedure as well as a notification procedure of the bank using this approach by the authority.187



8.2.2 Advanced Measurement Approaches188

Advanced Measurement Approaches (AMA) constitute the most challenging calculation to determine regulatory operational risk capital requirements. Under these approaches, loss events as well as mitigation measures are modelled and, as a result, the necessary capital requirement is determined based on the bank’s internal business structure.

The use of an individual AMA is subject to approval, preceded by a notification procedure as well as an approval procedure where the applicant bank must confirm in writing compliance with an extensive list of specifications, which contains the STA framework conditions among others. Furthermore, the AMA approval requirements can be divided into three categories: general, qualitative and quantitative requirements (Figure 8.3).

Within the scope of the AMA, internal loss data of a minimum five-year observation period, supplemented with external data such as external loss data or scenario analysis, is used to calculate the operational risk capital requirements. Moreover, the BCBS grants the banks applying the AMA several risk mitigation techniques as, for example, in the form of insurances or inclusion of expected losses in the budgeting.
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Figure 8.3 AMA requirements at a glance


Under the partial use, a bank may use a combination of the AMA and the BIA or the STA.




8.3 Criticism of the existing approaches189

Although the BIA and the STA have their advantages, especially in relation to their comparatively uncomplicated calculation, both methods are subject to growing criticism among supervisors. The BCBS in particular highlights the weaknesses of the BIA and the STA methods in its consultation paper for the purpose of reviewing said approaches (Table 8.1).


Table 8.1: Weaknesses of the existing approaches




	

	The assumption that the bank’s operational risk increases linearly in proportion to revenue proved to be false.

	Loss increases due to operational risks indirectly lead to a decrease of operational risk capital requirements.

	The bank’s absolute size does not have an impact on the level of the operational risk.










As a consequence of the criticism of the BIA and the STA methods, the BCBS wishes to replace the BIA and the STA with a new calculation method yet to be developed.



The AMA has also been the subject of criticism, especially because of the inherent complexity and the lack of comparability arising from a wide range of internal modelling practices, which also leads to rising variability in risk-weighted asset calculations.



8.4 Operational Risk — Revisions to the simpler approaches (BCBS 291)190


8.4.1 Requirements for the Revised Standardised Approach

The BCBS partly addressed the criticisms of the BIA and STA calculation models mentioned in the previous chapter with the consultation paper Operational Risk — Revisions to the simpler approaches (BCBS 291) published in October 2014.

This revision shall satisfy a set of requirements (Figure 8.4) and completely replace the BIA as well as the STA with a new approach: the Revised Standardised Approach (SA).
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Figure 8.4 Requirements on the revised SA




8.4.2 The mechanics of the Revised Standardised Approach

The basic principle is comparable to the mechanics of the BIA; however, a higher risk sensitivity of the parameters of the revised SA can be observed. Within the modelling of the SA, the Business Indicator (BI) is of key importance. The BI shall serve as proxy indicator and therefore replace the gross income (GI) used so far to calculate the operational risk capital requirements under the BIA and the STA.

In order to determine the BI, the Committee conducted a comprehensive benchmark study investigating more than 20 potential indicators from the quantitative as well as from the qualitative point of view regarding their suitability to calculate capital requirements. The BCBS is of the opinion that the BI addresses the main weaknesses of the previous indicator GI and consequently constitutes the basis for the revised SA. The main reason is the composition of the BI (Figure 8.5) in comparison to the old indicator), especially in view of the fact that the offsetting effects on revenue do not necessarily reduce the actual operational risk.


[image: image]
Figure 8.5 Comparison between the old and the revised indicator


The comparison of these two indicators shows that, in the case of the services component, the income and the expenses are no longer netted, but added without signs. Compared to the previous calculation method, this usually results in an increase of this component. Moreover, the higher risk sensitivity also becomes apparent in the financial component. In addition to the net gains/losses in the trading book (especially the trading result), the Business Indicator also takes into account the net gains/losses of the banking book (realised gains/losses on financial instruments, hedge accounting and net exchange differences among others; but not depreciation/amortisation and impairment, respectively, reversal of impairment, for instance). Both results are netted separately without signs.

An additional significant change in the SA model divides the BI into five buckets, which — similar to the previous Basic Indicator and Standard Approach — are assigned a coefficient in order to achieve an improved risk sensitivity (Figure 8.6). The revised SA provides for a coefficient between 10% and 30%.

In view of the fundamental parameters of the SA, the BI as new proxy indicator and the categorisation into five buckets, it becomes apparent that the revised SA works differently in comparison with the previous calculation methods of the BIA and the STA. The formula to calculate operational risk capital requirements under the SA is shown in Equation 8.3.

Equation 8.3: Operational risk capital requirements according to the SA

(3) [image: image]

where:

BIj = annual value of the BI apportioned to bucket “j”

n = in a given year (total of 3 years)

α j = coefficient for bucket “j” 


[image: image]
Figure 8.6 Weighting of the BI under the SA





8.5 Standardised Measurement Approach for operational risk (BCBS 355)


8.5.1 Requirements on the SMA

The first consultation paper (BCBS 291) mainly provided for the consolidation of the two current approaches, the BIA and the STA, and, in connection therewith, the review of the identified weaknesses (see section 8.3) through a newly developed calculation method.

Although the elimination of the AMA had already been discussed and announced by the Basel Committee, it only became official with the second consultation paper (BCBS 355). The inherent complexity of the Advanced Measurement Approach and the lack of comparability, limited by a wide range of internal models, results in a loss of confidence in the AMA as a calculation method and, in the end, justified its elimination.

Since the Revised Standardised Approach of the first consultation paper does not offer an alternative for AMA banks as expected, within the scope of the SMA the Basel Committee allows for internal loss data to be used as relevant indicator to calculate operational risk capital requirements. Moreover, weaknesses identified in the first consultation paper are reviewed. This includes the disadvantages for specific business models that shall be avoided in the future by means of several adjustments. The functioning is explained below.



8.5.2 Functionality of the SMA

The functionality is based on the basic principle of the Business Indicator (BI) as new proxy indicator (including the classification in “buckets” depending on the level of the Business Indicator), which was introduced with the first consultation  paper and outlined in section 8.4. The SMA combines said indicator with bankspecific internal loss data. The consultation paper states extensive requirements, especially in terms of quality, granularity, time frame and use of internal loss data within risk management.


8.5.2.1 The operational risk capital requirement under the SMA

The procedure to calculate capital requirements depends on the bank’s size or the level of the Business Indicator respectively. According to the level of the BI, the banks are classified in one of five different buckets in order to calculate the respective capital requirements. Smaller banks with a BI of up to EUR 1 billion (bucket 1) determine their capital requirement without taking into account the so-called loss component. In the case of banks with a BI greater than EUR 1 billion (buckets 2 to 5), the capital requirements are calculated by multiplying the corresponding BI component with the internal loss multiplier (Equations 8.4 and 8.5).

Equations 8.4 and 8.5: Operational risk capital requirements under the SMA

If bucket 1:

(4) [image: image]

If bucket 2 to 5:

(5) [image: image]

The equations are calibrated in such a way that even in the case of larger banks, the first EUR 1 billion of the BI is not multiplied by the internal loss multiplier.

The calculation method as well as the BI component and the loss component are outlined in 8.5.2.2–4).



8.5.2.2 BI component

Similar to the draft in the first consultation paper, under the SMA the BI is also divided into five buckets, which are each assigned a coefficient to calculate the BI component.

The composition of the BI under the second consultation paper of the Basel Committee is outlined in Figure 8.7.

The Basel Committee performed the calibration of the individual coefficients based on the results of an impact study (QIS) from 2015. The calibration is presented in Figure 8.8.
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Figure 8.7 Composition of the Business Indicator
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Figure 8.8 The BI component under the SMA


Compared to the first consultation paper, the progressive application of the buckets does no longer take place due to the consideration of loss components. Banks calculate their BI exclusively within “their” bucket. Moreover, the individual buckets were recalibrated in comparison to BCBS 291.



8.5.2.3 Calculation of the Business Indicator under the SMA

As mentioned above, the Business Indicator is similar to the first consultation paper and is composed of i) the interest, lease and dividend component, ii) the services component and iii) the financial component. These three main components are explained in detail in Equation 8.6.

Equation 8.6: Calculation of the Business Indicator under the SMA

(6) [image: image]

where:

Avg = Average of the individual components over the last 3 years

ILDC = Interest, lease and dividend component

SC = Services component

FC = Financial component



The remaining components of the calculation method to determine the Business Indicator are, due to their complexity, outlined separately below (Equations 8.7–8.9).

Compared to the first consultation paper, dividend income is taken into account as part of the interest component. This serves the purpose of addressing the criticism concerning the fact that an inconsistent treatment of dividend income could result, for example, in arbitrage opportunities within the Business Indicator. An additional point of criticism the BCBS takes into account within the framework of the second consultation paper is the treatment of banks with a high net interest margin. The application of the previously consulted Business Indicator resulted in capital requirements that were comparatively high in relation to the operational risk of said banks.

Equation 8.7: Calculation of the interest, lease and dividend component

(7) [image: image]

where:

II = Interest Income (except for financial and operating leases)

IE = Interest Expenses (except for financial and operating leases)

IEA = Interest Earning Assets

LI = Lease Income

LE = Lease Expenses

DI = Dividend Income

The services component did not undergo significant changes in its structure compared to the first consultation paper. In the second consultation paper, the Basel Committee addresses the criticism of the operational risk requirements in the case of banks with a high net interest margin with the aid of the parameter uBI, which is assigned a general factor of 0.5 and consequently reduces capital requirements.

Equation 8.8: Calculation of the service component

(8) [image: image]

where:

OOI = Other Operating Income

OOE = Other Operating Expenses

FI = Fee Income

FE = Fee Expenses

uBI = Unadjusted Business Indicator, where:

uBI = ILDCAvg + Max(OOIAvg; OOEAvg) + Max(FIAvg; FEAvg) + FCAvg



The composition and calculation logic of the financial component did not undergo any changes compared to the first consultation paper. The net profit/loss on the trading book as well as on the banking book are taken into account as an average of the last three years (absolute value).

Equation 8.9: Calculation of the financial component

(9) [image: image]

where:

Net P&L TB = Net profit/loss on the trading book

Net P&L BB = Net profit/loss on the banking book



8.5.2.4 The internal loss multiplier and loss component

An additional innovation — by far the most substantial — is the contemplation of the internal operational loss data included in the so-called loss component. The analyses of the Basel Committee revealed that the bank’s business volume is not the only factor that influences operational risk. However, in order to increase risk sensitivity, the contemplation of additional indicators is vital. Based on these analyses, internal loss data were identified as key indicator which banks starting at bucket 2 must consider in their calculation of operational risk capital requirements.

Users of the advanced measurement approaches are currently already recording information on loss data at such granular level and should therefore be in a position to calculate the loss component in the future. Also, banks are applying the SA record loss data for operational risks as a result of qualitative requirements. Furthermore, pursuant to the provisions of MaRisk (BTR 4), all banks in Germany must identify and assess significant operational risks at least on a yearly basis. The results of the analysis by the Basel Committee show that over 80% of banks with a Business Indicator greater than EUR 1 billion do not use the BIA to calculate operational risks, but apply the SA or the AMA191 instead.

Internal losses are taken account of in the SMA through the Internal Loss Multiplier (ILM), shown in Equations 8.10 and 8.11.

Equations 8.10 and 8.11: Calculation of the Internal Loss Multiplier

(10) [image: image]

where:

(11) [image: image]



where:

ATAL = Average Total Annual Loss

ATAL (y) = Average Total Annual Loss only including loss events above EUR 10m.

ATAL (z) = Average Total Annual Loss only including loss events above EUR 100m.

The loss component distinguishes between loss events above EUR 10m and EUR 100m and smaller operational loss events. In this context, loss data over the last 10 years should be included in the calculation. During the transition period, banks that do not have 10 years of data may use a minimum of five years of data. Banks that do not have five years of data must calculate the operational risk based solely on the BI component.

The logarithmic function Ln(exp(1) — 1) ≈ 0,541 is designed in such a way that the Internal Loss Multiplier also increases at increasing losses. As an example, Figure 8.9 outlines the relation between the loss component and the multiplier based on internal losses when the BI component remains constant.


[image: image]
Figure 8.9 Evolution of the Internal Loss Multiplier


The increase of the multiplier positively correlates to increasing losses; nonetheless, the graph shows that the multiplier does not increase in the same relative magnitude. When the indicator surpasses 1, this means in terms of the operational risk capital requirements that the necessary capital under the BI component increases by a factor greater than 1. Consequently, larger banks with several small or with extremely large loss exposure contributions will be subject to higher operational risk capital requirements than smaller banks included in bucket 1, for  example. In the case of larger banks with fewer losses, the capital requirement under the BI component decreases through an Internal Loss Multiplier smaller than 1. Thus, an effective operational risk management also has a direct impact on capital requirements.

Based on the results of QIS, it will be ensured that the combination of the loss component and the Business Indicator ensures stable operational risk capital requirements. As part of the second consultation paper, the Basel Committee will continue to work on a reasonable and effective calibration of said indicator.

The goal of the Basel Committee is that, in the future, medium and large banks take into account internal loss data to calculate operational risk capital requirements. Regarding the use of internal loss data, the second consultation paper lays out a set of requirements. Where data does not fulfill said requirements, banks must apply at least 100% of the BI component for operational risk capital requirements. In order to avoid a situation where banks with high losses from operational risks use these requirements as arbitrage opportunity, the Basel Committee will integrate a multiplier in the final version of the calculation specifically for these banks.

In order to use internal loss data within the scope of the SMA, a number of general and specific criteria must be complied with. Figure 8.10 shows an extract of the minimum requirements defined within the framework of the second consultation paper.


[image: image]
Figure 8.10 Minimum standards for the use of loss data






8.5.2.5 Application within a group

At the consolidated level, SMA calculations use fully consolidated Business Indicator figures, which net all the intragroup income and expenses.




8.5.3 Comparison among the BIA, Revised SA (BCBS 291) and SMA (BCBS 355) based on an example calculation

Based on the new calculation methods, the individual operational risk capital requirements will change. According to the currently employed approach and the future allocation to the corresponding buckets, this can result in significant differences for banks.

For a better understanding, the following simplified example shows possible effects resulting from the implementation of the SMA in relation to operational risk capital requirements and the differences compared to the previous provisions under the BIA and the first consultation paper of the Basel Committee. Even though all analysed models target a period over several years, the following example only refers to a one-year time horizon for reasons of clarity and transparency.

The profit and loss statement of a fictional bank (Figure 8.11) is the basis used to calculate operational risk capital requirements under the BIA, the Revised Standardised Approach and the Standardised Measurement Approach. Internal loss data, identified as an essential influencing factor within the framework of the second consultation paper, will not be taken into account in Figure 8.11 in order to ensure comparability among indicators.


[image: image]
Figure 8.11 Fictional P&L statement of the Model Bank


Based on the assumption that the Model Bank applies the BIA pursuant to Basel II to calculate the operational risk capital requirements, the capital requirement amounts to EUR 608m (Figure 8.12).




[image: image]
Figure 8.12 Capital requirements pursuant to CRR (gross income in millions)


If the capital requirements determined by means of the BIA are compared with the calculation of the Business Indicator pursuant to BCBS 291, the operational risk capital requirement increases by EUR 992m or +163% (Figure 8.13).
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Figure 8.13 Capital requirement pursuant to the BI (BCBC 291) in millions




Between the two consultation papers of the Basel Committee (and before taking into account internal loss data), the capital requirements decrease by EUR 78m. Compared to the BIA the capital requirements increase by EUR 914m. Figure 8.14 lays out the capital requirements resulting from the BI pursuant to BCBS 355.
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Figure 8.14 Capital requirements pursuant to the BI (BCBC 355) in millions


Figure 8.15 shows the operational losses of the Model Bank.
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Figure 8.15 Example of the operational losses of the Model Bank in millions


Based on this information, the total capital requirements for the Model Bank pursuant to the provisions of the current consultation paper are shown in Figure 8.16.

This simplified example shows the significant changes and challenges arising from substituting the BIA or the STA by the SMA. The advanced BI and the increased coefficients in the buckets 2 to 5 compared to the BIA as well as the consideration of internal losses tend to lead to higher capital requirements.
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Figure 8.16 Total capital requirements (BCBC 355) in millions





8.6 Summary and conclusions

Since the BCBS focused for the first time on this topic in 1998, the determination of adequate operational risk capital requirements as well as appropriate internal operational risk management continually increased in significance until the implementation of the Basel II provisions.

With Basel II, three admissible methods to determine operational risk capital requirements were introduced by the BCBS: the BIA, the STA and the AMA. Especially the BIA and the STA were subject to growing criticism. The linear relation between a bank’s income and operational risk and the non-consideration of absolute values of the respective banks are asserted as weaknesses of the BIA and the STA.

With the publication of the first consultation paper BCBS 291, the BCBS addressed the partly fundamental criticism on the methods of both the BIA and the STA. It replaced both approaches with the SA, a newly conceived approach that addressed criticism only to a limited extent and accentuated even more the unequal treatment of different business models.

The BI, composed of the interest component, services component and financial component, is introduced as new proxy indicator to remedy the weaknesses of its predecessor. Using additional general weighting factors, the SA applies gradations in the level of the BI to differentiate operational risk capital requirements by classifying the BI according to its absolute value in up to five buckets and weighting them with the respective specific factors. Moreover, this approach did not offer an alternative for AMA users.



The Basel Committee addressed criticism of the SA with the publication of the second consultation paper. The differences in the business models, which could have led to regulatory arbitrage, were reduced, additional components in the Business Indicator and new weighting factors were introduced.

Furthermore, with the introduction of the loss indicator, the Basel Committee accounted for actual losses not considered in the operational risk calculation, and consequently tried to create an equivalent to the AMA.

In comparison to the previous requirements pursuant to the BIA and STA, increasing operational risk capital requirements tend to arise from the limited offsetting of income and expenses. The introduction of the loss component not only increases the risk sensitivity of the new calculation method, but also serves as an incentive factor for banks to continue developing their operational risk management.

Banks that fall into the bucket 1192 category will tend to be subject to lower capital requirements compared to the BIA. The structurally more conservative BI can be overcompensated by a coefficient that is 4 percentage points lower. The above represented simulation as well as the example shows that the BI component tends to bring about higher capital requirements for banks in buckets 2 to 5, which mainly affects medium to large banks based on the balance sheet total. In addition, the capital requirement is strongly influenced by the linear Internal Loss Multiplier, which maps internal losses. The new regulations will bring more complex calculations with respect to operational risk capital requirements for all banks that have used the BIA or the STA so far.

Clear challenges for affected banks can already be derived from the newly introduced requirements regarding the consideration of internal losses. A big challenge arises for banks that have not used the AMA so far, but will be forced in the near future to consider internal loss data as minimum requirement to calculate, analyse and maintain loss data over a time period of up to 10 years. Comprehensive data collection and analyses will be necessary in this regard. An effective operational risk management will have a positive impact on capital requirements for these banks as a consequence of the implementation of the new approach. This will thus compensate the increasing requirements introduced by the new system. Significant impact on capital requirements is expected to be observed by banks that currently apply the AMA. A significant increase of the capital requirements is expected in this case due to the prescribed standardised determination of the BI.

The provisions contained in BCBS 355 are complemented by the BCBS’ increased focus on internal controls and risk management processes in the context of operational risk. The envisaged changes in this area are mainly addressed within BCBS 292 Review of the Principles for the Sound Management of Operational Risk.



In the course of the year 2016, the Basel Committee continuously discusses the remaining reforms, especially based on the results of an additional impact study (QIS) as well as the consultation phase of the second paper (BCBS 355). In December 2016 a compromise package has been proposed, it consists of the following revisions regarding the final calibration of the calculation logic of the future determination of operational risk capital requirements:


	The functionality is based on the basic principle of the Business Indicator (BI) as new proxy indicator, including the classification in five “buckets” depending on the level of the BI. According to the current discussion, the Basel Committee considers the reduction from five to not more than three buckets.

	National authorities may set the “Internal Loss Multiplier” component equal to one. In such circumstances, capital requirements for operational risk would be based on the Business Indicator Component. This is essentially the same as the existing set of standardized approaches. Nonetheless, banks would still be subject to the loss disclosure requirements.

	The minimum three-year requirement for excluding non-repeatable losses will not apply to divested activities. In such circumstances, supervisors will have the discretion to set a minimum period. Apparently, the standard text will mention three years as example of such a possible minimum period, but this will not be a hard requirement.



One thing seems certain, the withdrawal of the current Advanced Measurement Approach (AMA) in conjunction with Basel IV. Regarding the final design of a revised standardized approach, the final paper is expected in the first half of 2017.



Recommended Literature

BaFin [Federal Financial Supervisory Authority]/Deutsche Bundesbank [German Central Bank] (2007): Merkblatt zur Anzeige der Anwendung des Standardansatzes für das operationelle Risiko sowie zur Beantragung der Zustimmung zur Nutzung eines alternativen Indikators, 2007. [Instructions on the notification regarding the use of the standardised approach for operational risks as well as on the application for the approval to use an alternative indicator.]

BCBS 128 (2004): International Convergence of Capital Measurement and Capital Standards, 2004.

BCBS 291 (2014): Consultative Document: Operational risk — Revisions to the simpler approaches, 2014.

BCBS 292 (2014): Review of the Principles for the Sound Management of Operational Risk, 2014.

BCBS 355 (2016): Consultative Document: Standardised Measurement Approach for operational risk, 2016.

BCBS 50 (1999): A New Capital Adequacy Framework, 1999.

BIS (1998): Operational Risk Management, 1998.

Bundesanstalt für Finanzdienstleistungsaufsicht [Federal Financial Supervisory Authority]; BaFin (2012): Mindestanforderungen an das Risikomanagement — MaRisk (Rundschreiben 10/2012 (BA)), BTR 4, 2012. [Minimum Requirements for Risk Management]

CRR (Capital Requirements Regulation) (2013): Regulation (EU) No 575/2013 of the European Parliament and of the Council of 26 June 2013 on prudential requirements for credit institutions and investment firms and amending Regulation (EU) No 648/2012.

Hofmann, Gerhard (2015): Basel III, Risikomanagement und neue Bankenaufsicht, Frankfurt School Verlag (Frankfurt am Main), 2015.

Ingves, Stefan (2015): From the Vasa to the Basel framework: The dangers of instability, Speech at Unique Lecture at the 2015 Annual Convention of the Asociación de Mercados Financieros, 2 November 2015, Madrid, Spain, 2015.

Neisen, Martin (2016): Eigenmittelanforderungen für das operationelle Risiko [Operational Risk Capital Requirements], in: Boos/Fischer/Schulte-Mattler (Hrsg.) [publisher]: KWG, CRR: Kommentar zum Kreditwesengesetz und VO (EU) Nr. 575/2013, 5. Aufl., Verlag C.H. Beck (Frankfurt am Main), 2016. [KWG, CRR: Commentary on the German Banking Act and the Regulation (EU) No 575/2013, 5th edition, Publisher C.H. Beck]



172 Cf. BIS (1998).
173 Cf. BCBS 50 (1999).
174 Cf. Hofmann (2015).
175 Cf. BCBS 128 (2004).
176 Cf. BCBS 355 (2016).
177 Cf. BCBS 291 (2014).
178 Cf. Ingves (2015).
179 Cf. BCBS 128 (2004).
180 Cf. Details on the national implementation: BaFin (2012), MaRisk BTR 4 “Operationelle Risiken” [Operational Risks] and BCBS 292 (2014).
181 Cf. Neisen (2016).
182 Cf. BCBS 128 (2004).
183 Cf. BCBS 128 (2004), S. 138.
184 Cf. BaFin/Deutsche Bundesbank [German Central Bank] (2007).
185 Cf. Art. 317 CRR: Corporate finance, trading and sales, retail brokerage, commercial banking, retail banking, payment and settlement, agency services as well as asset management.
186 Cf. BCBS 128 (2004).
187 Cf. BaFin/Deutsche Bundesbank [German Central Bank] (2007).
188 Cf. BCBS 128 (2004).
189 Cf. BCBS 291 (2014).
190 Cf: BCBS 291 (2014) and BCBS 292 (2014).
191 Cf. BCBS 355 (2016).
192 According to first analyses of German banks focused on the credit business, the limit between bucket 1 and bucket 2 is currently at a balance sheet total between EUR 20–40 billion.






9
Capital Floors

Martin Neisen



9.1 Introduction

At the end of 2014, the Basel Committee on Banking Supervision (BCBS) published the first consultative paper on the redesign of existing capital floors for minimum capital requirements when applying internal models.193 In the future, this paper shall replace the existing Basel I capital floor regulation, which was introduced when Basel II came into force in 2007 and is currently part of Article 500 CRR.194

After the use of bank internal models to determine capital requirements was introduced in 1996 for market risks, the introduction of Basel II in 2007 allowed banks to measure capital requirements for credit risks and operational risks using internal models as well (IRBA or AMA).195 In order to make sure that the resulting capital requirements do not fall below the desired regulatory level, the above mentioned floor provision was introduced. This provision ensures that, even when internal models are used, banks maintain a level of capital that complies with the capital requirements pursuant to Basel I, multiplied by a factor determined by the regulatory authority. Said factor is currently set at 80% of the capital requirements resulting from Basel I. For the time being, this transitional regulation will be in force until 31 December 2017.196

The Basel Committee considers that the revision of the existing floor is necessary due to several reasons.


	The Basel I Floor was originally introduced for banks moving from Basel I to Basel II. Due to mergers, start-ups and countries in which Basel I was never implemented or other similar reasons, it can no longer be ensured that all banks still have the ability to determine their capital requirements according to Basel I.

	Moreover, before the coming into force of the CRR, capital floors were implemented very differently in the EU member states, i.e. partly as explicitly binding capital requirements and partly for information purposes only.

	Under Basel 2.5 and Basel III several additional capital charges such as the CVA risk capital charge have been introduced. In connection with the revision of the standardised approach for credit risk, it is obvious that the existing floor regulation needs to be recalibrated in order to reflect these requirements.



Besides these points of criticism regarding the current Basel I floor, there are also additional aspects that motivated the Basel Committee to carry on the work. The Basel Committee considers that capital floors are an important component of the banking supervisory framework for the following reasons.

Empirical research by the Basel Committee based on hypothetical portfolios shows the banks’ wide leeway in determining capital requirements based on internal models. As an example, Figure 9.1 shows for credit risks how strongly risk weights of different banks can vary for a hypothetic sovereign portfolio compared to the average value of all banks considered.
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Figure 9.1 Risk weight variations under IRBA


The comparability of capital requirements among banks as well as over time is hereby impaired. Moreover, the regulatory transparency goal is also affected when investors are not able to draw conclusions from the published information on capital requirements and risk-weighted assets in terms of the actual extent of risks incurred. This applies all the more under the so-called partial use granted to IRB banks when a portion of their exposures is permanently or temporarily allocated to the standardised approach and, thus, they profit from zero-risk-weighted government bonds, for example.

Besides differences in the implementation of the Basel II regulation at national level, the reasons for such variations may well be due to the fact that banks, when modelling, make conscious use of discretionary power inherent in internal models in order to achieve low capital requirements. However, with such consciously optimistic modelling decisions the capital falls below the levels deemed prudent by the regulators.

Ultimately, internal models are, to a certain degree, also subject to model risks, that is they are subject to the risk that reality is not adequately modelled and that inadequately high or low capital requirements result thereof.

Similar arguments were already presented by the Basel Committee in relation to the introduction of the leverage ratio. Yet, the Basel Committee considers that the floor and leverage ratio are not redundant but rather complement each other (Figure 9.2).197
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Figure 9.2 Floor and leverage ratio




9.2 Alternatives to design a capital floor

The Basel Committee suggests two alternatives to design new floors for capital requirements.


9.2.1 Option 1: Risk category-based approach

According to this approach, each significant risk category (credit risk, market risk and operational risk) are assigned a minimum capital requirement that operates as an average minimum risk weight for these risk categories. The advantage hereof is the fact that an offsetting among risk types is avoided if the floor is only applied to individual risk categories or if internal models are only applied for one single risk. Compared to the second option, this method is rather conservative.

Figure 9.3 shows the mechanism of Option 1 based on an example.
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Figure 9.3 Floor example calculation Option 1




9.2.2 Option 2: Aggregate RWA-based approach

In the alternative approach, the floor is calculated by multiplying the total RWA with the floor factor. This allows the offsetting of the effects of individual risk categories. Since the aggregated floor is not as binding as the first option, it would have to be set at a higher level so that the same minimum capital requirement is determined under both approaches. According to the Basel Committee’s point of view, an aggregated floor is easier to communicate and to interpret.

Figure 9.4 builds on the example of Option 1 with Option 2. The offsetting across risk types in Option 2 is also shown.


[image: image]
Figure 9.4 Floor example calculation Option 2


As described, the example shows that Option 1 certeris paribus results in higher capital requirements (1,080) than Option 2 (1,060). The same floor factor of 80% was applied to both options. This should be especially relevant for banks that only use internal models for individual risk categories (e.g. the IRBA for credit risk, but the standardised approaches for market risk and operational risk). For large banks that have approved internal models for all risk types at their disposal, the differences between these two approaches should be less aggravating since the floor is applicable to all risk categories.



9.2.3 Option 3: Floor at exposure class level

The Basel Committee suggests determining floors at the level of individual risk exposure classes of credit risk as a third option. This would make it possible to apply a particularly high or low floor factor to individual exposure classes. For instance, so-called low-default portfolios, for which an adequate representation within the IRBA is limited due to insufficient default events, could be allocated a particularly high floor factor. This would lend itself specifically for the exposure classes Sovereigns and Central Banks or Banks.



9.2.4 Treatment of credit risk adjustments

In addition, the Basel Committee provides for regulations on the treatment of credit risk adjustments. This is necessary within the floor framework since the treatment of credit risk adjustment under the IRBA is different from the standardised approach. Hence, this has an impact on the level of capital, among other things. A floor regulation that is based exclusively on risk-weighted assets or capital requirements and that does not take into account the differences in capital cannot provide an adequate representation.

Credit risk adjustments are divided into general credit risk adjustments (GCRA) and specific credit risk adjustments (SCRA).198 While specific credit risk adjustments are subtracted from the assessment base under the standardised approach (Article 111 CRR), general credit risk adjustments do not reduce the calculated RWA but are added to a limited extent to Tier 2 capital (Art. 62 (c) CRR). In contrast, under the IRBA specific as well as general credit risk adjustments are compared with the expected loss (Art. 159 CRR). If the credit risk adjustments exceed the expected loss, the difference is also added to a limited extent to Tier 2 capital (Art. 62 (d) CRR). If expected losses exceed the credit risk adjustments, the difference must be deducted from the CET1 capital (Art. 36 (1) (d) CRR). It must be taken into account that the CRR requires the comparison separately for defaulted and non-defaulted exposures.

In respect of this varying regulatory treatment, the Committee is of the view that an adjustment for the determination of capital floors is necessary, even if it results in a higher degree of complexity. Two options are discussed to this end.


9.2.4.1 Option 1: Capital adjustment

The first option provides for a capital adjustment. In this case, any deductions from CET1 capital or credit risk adjustments exceeding expected losses that are added to Tier 2 capital from the IRBA would be corrected, whereby the resulting measure of capital would therefore be the same as if the bank applied the standardised approach. As a consequence, this means that the floor regulation does not only adjust capital requirements but also the capital itself, which entails an increased complexity.



9.2.4.2 Option 2: RWA adjustment

The second option provides for an adjustment of the risk-weighted assets. For this purpose, the credit risk adjustments are not made to capital, but converted to a “RWA-equivalent” and added to or removed from the bank’s capital requirements. The advantage of this option is that it avoids making any additional adjustments to capital, but it does not distinguish between credit risk adjustments made to CET1 or Tier 2 capital.

Which option will be enforced in the final standard remains open.




9.2.5 Choice of the standardised approach

The Basel Committee also considers taking the standardised approach to determine the floor. The following challenges were specifically identified by the Committee.


	For individual risk categories there is more than just one standardised approach (e.g. in the Basel III framework on operational risk).

	The implementation of standardised approaches is subject to national discretions.

	The standardised approaches contain particular elements that require supervisory approval (e.g. within the framework of credit risk mitigation).



In this regard, the Basel Committee arrives at the conclusion that banks should make use of the standardised approach they implemented. Even if this causes some variability among banks with regard to the calculated capital requirements, this method seems to make more sense than the alternative of predefining certain standardised approaches and methods to determine the floor. Moreover, the effects of the mentioned points will most likely be moderated once the new standardised approaches come into force within the framework of Basel IV.



9.2.6 Disclosure

According to the Basel Committee, it is vital that the impact of the floor on capital ratios be disclosed in order to achieve the envisaged goals, i.e. to contribute to a better comparability and transparency of capital requirements, among others.

The extent to which banks reduce capital requirements by using internal models in comparison to the standardised approaches would be more transparent as a result of this.



9.2.7 Level of floor factor and current discussion

As the consultative paper has been prepared at an early stage of the Basel IV activities, it does not propose a specific floor factor. In the consultative document it is planned that such a factor shall be determined at a later date, based on the results of quantitative impact studies.199 On the one hand, it seems certain that the floor factor will not be set at 100% since there would be no incentive to use internal models anymore.

As the introduction and the calibration of an output floor will have direct and eventually extremely significant effects on the capital requirements for banks this element of Basel IV is next to the treatment of real estate collateral under the standardized approach and the extent portfolios eligible for IRB-approaches one of the most controversially discussed issues.

In the consultation process within the Basel Committee in the second half of 2016 both the implementation of an output floor into the Basel IV framework and the level of such an output floor were subject to intense discussions. Presently it is to be expected, that the Basel IV framework will contain an output floor on an aggregated level, covering both credit and market risk (operational risk will not be covered as the AMA-approach will not be an eligible approach under Basel IV anymore). The level of such a floor is yet to be decided, however a level between 60% (which will represent no or only very moderate limitations of the use of IRB-approaches) and 80% (leading to severe limitations and consequently increased overall capital requirements in some countries) is being discussed with explicitly mentioning 75% as a discussion base.




9.3 Conclusions

With the review of the floor regulation, the Basel Committee is taking the necessary actions based on the problems acknowledged with internal models. The lack of comparability and capital requirements generally perceived as too low shall be addressed with the introduction of the floor regulation.

Regardless of the final calibration, it is to be expected that the final capital floor will represent a limiting factor for IRB banks and consequently have effects on the use of internal approaches. Some details however still require clarification as no explicit information on the treatment of counterparty risk exposures under the IMM is available.
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New Basel Framework for Large Exposures

Christoph Himmelmann


On 15 April 2014, as the result of a consultation started in March 2013, the Basel Committee on Banking Supervision (BCBS) published the final Supervisory Framework for Measuring and Controlling Large Exposures (BCBS 283).200 The BCBS expects the full implementation of the new regulations as of 1 January 2019. Within the EU, the implementation of the new Basel framework will result in significant adjustments to the CRR’s large exposures regime, which just entered into force in January 2014.

This paper first illustrates the background of the new large exposures framework of the Basel Committee, before expanding on the content of the new framework and the significant changes to the CRR’s existing large exposures regime in the following chapters.


10.1 Background

The last time the Basel committee formulated its general recommendations for a sound monitoring of large exposures201 was in 1991. These cornerstones were essentially based on the regulations and procedures of individual national supervisory authorities which had already been well established at that time, but without providing any detailed provisions.


	Comprehensive definition of credit exposure.

	Comprehensive definition of counterparties.

	Establishment of a reporting limit of maximum 10% as well as an upper limit of maximum 25% of the regulatory capital.

	Special attention to receivables from related companies and persons.

	Establishment of appropriate mechanisms for monitoring risks arising from credit concentration in geographic areas or economic sectors.



With the publication of the new and clearly more differentiated framework in 2014, the BCBS once again illustrates the importance of the large exposures regime as a necessary complement to the supervisory requirements for credit risks. The risk-sensitive capital requirements for credit risks are implicitly based on the assumption that institutions have a sufficiently granular and diversified credit risk portfolio. In contrast thereto, it is the aim of the large exposures regulations to ensure, in the sense of a “back-stop regime”, that an institution’s going concern will not be imperilled in case of default of one large exposure to a single client or a group of connected clients.

The new Basel framework focuses mainly on the concentration risks arising from these large exposures — other concentration risks (for example, geographical or sectoral concentrations) and exposures within the institution’s own group are not yet considered in this framework. In addition, the standard also provides guidance in terms of how to proceed with trading book positions, risks from exposures to funds and securitisation structures, as well as commitments related to the settlement of transactions through central counterparties (CCP).



10.2 Scope

The frameworks of the Basel Committee are directed first at international banks or banking groups. The relevant supervisory authorities shall then have the possibility of fully or partially extending the scope of the requirements to other banks. Within the EU in the past, full application of the Basel rules to all institutions was regularly the case: for example, during the implementation of Basel II and Basel III. It can therefore be assumed that the changes considered by the Basel Committee will lead to a modification of the existing large exposure regime under Part 4 of the CRR, and that these will then have to be implemented by all institutions that are subject to the requirements of the CRR.202



10.3 Large exposure limits

If the sum of all relevant exposures to a single borrower or group of connected clients equals or exceeds the amount of 10% of the bank’s eligible capital, it will be considered a large exposure (large exposure definition limit).

As in the CRR’s current large exposures regime, a bank’s large exposures should never exceed an upper limit of 25% of the institution’s eligible capital (large exposure upper limit). In the case of exposures between global systemically important banks (G-SIBs), a reduced upper limit of 15% will apply in the future.

According to the Basel Committee, this reduced limit could be extended to exposures between domestic systemically important banks (D-SIBs), global systemically important financial institutions (G-SIFIs) or even exposures of smaller institutions against G-SIBs as a next step. Figure 10.1 shows the new prescribed large exposure upper limits as well as the recommendations of the Basel Committee regarding the application of reduced large exposure upper limits for certain exposures within the financial sector.
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Figure 10.1 Large exposure upper limits according to BCBS 283


Any exceedance of these large exposure upper limits must be reported immediately to the competent supervisory authority and shall expressly remain an exception. The affected exposures shall be reduced under the upper limit as soon as possible.

The current CRR large exposure definition and upper limits has thus remained unchanged with the exception of the special regulations for G-SIBs. The currently still applicable absolute large exposure upper limit of EUR 150 million for exposures on other institutions, which in the case of smaller institutions with an eligible capital of less than EUR 600 million compares favourably to the 25% upper limit, however, has not been considered in the Basel paper. This may also be due to the fact that the provisions issued by the Basel Committee were initially directed at large international institutions. Hence, in the course of the implementation of the Basel requirements, adequate facilities for institutions outside this original scope are permitted.



10.4 Eligible capital

Large exposure limits are calculated on the basis of the eligible capital, which is composed of the core equity Tier 1 capital and the additional Tier 1 capital, determined in accordance with the requirements of the Basel III framework. An inclusion of subordinated capital components (Tier 2) as part of the eligible capital is not allowed, since these would not be available to cover the losses, in terms of a going-concern approach, in the event of sudden default of a (large) debtor.

With the exclusion of Tier 2 capital from the eligible capital, the Basel Committee stipulates a far-reaching change in the relevant definition of capital compared to the CRR’s current large exposures regime, which allows the eligibility of Tier 2 capital up to at least one third of the Tier 1 capital (Art. 4 (1) (71) CRR). Figure 10.2 shows the development of the capital amount relevant for large exposure limits.
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Figure 10.2 Development of eligible capital




10.5 Counterparties and connected counterparties

In principle, the provisions of the Basel framework are fully applicable to all counterparties. Exemptions and special rules apply to central governments, banks, central counterparties, and investment and securitisation vehicles.

If control relationships or economic interdependencies exist among individual counterparties, they shall be regarded as a group of connected clients. In this case, the group is regarded as one counterparty and all exposures to the members of the group must be aggregated for large exposure purposes.

Institutions must accordingly examine their clients’ existing control relationships and other interdependencies. If a client holds more than 50% of a company’s voting rights, they have to be considered as a group in any case. Furthermore, the following aspects must also be considered in the assessment of potential control relationships:


	Voting agreements,

	significant influence on the composition of management or the supervisory or administrative body, and

	significant influence on management.



Moreover, the Basel Committee expects banks to take into account the provisions on consolidation requirements or control relationships according to internationally recognised accounting standards.

In exceptional cases, banks have the opportunity to prove to the competent supervisory authorities that even though one of said control criteria is present, no group of connected clients exists.

Institutions must also carry out a deeper analysis of a client’s potential economic dependencies when the exposure amount exceeds 5% of the eligible capital. In doing so, relationships between clients should be identified, which indicate that the financial distress or the insolvency of one client is connected with the financial distress or the insolvency of another client.

The relationships between clients are listed as examples of significant economic ties in Table 10.1.


Table 10.1: Examples of economic dependencies according to BCBS 283




	Obligor A
	Obligor B/other third party





	Lessor
	Tenant who provides 50% or more of the gross annual income of the lessor



	Warrantee
	Warrantor who would get himself into financial difficulties in the event of a warranty claim



	Producer/service provider
	Customer who acquires a substantial part of the producer’s or service provider’s products and services






In addition, an existential economic interdependence is also suspected when two or more clients depend on the same source of funding and no alternative source of funding can be found.

The concept of economic dependencies has already been implemented in the EU in 2010 with the revision of the Capital Requirements Directive (“CRD II”). The corresponding European and national implementation guidelines have provided further examples and taken up individual interpretation issues.203
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Figure 10.3 Example: Economic dependencies


Under current administrative practice the example shown in Figure 10.3 would lead to a group of connected clients due to economic dependencies.

Figure 10.3 shows the two legally independent automotive suppliers Mirrors Ltd. and Headlights Ltd. are clients of the reporting institution. The institution’s responsible credit officers have analysed both companies’ economic situation and found out that Car Inc. is the sole purchaser of their specialty products. The advisers assume that both suppliers would be in serious economic difficulties if Car Inc. were, for example, to stop or change production. Current estimates do not expect any significant compensating purchasers for their specialty products. Therefore, both suppliers must be regarded as one group of connected clients, because they are exposed to the same economic risk through Car Inc., and as a result could face economic difficulties at the same time. If the institution also has a relevant business relationship with Car Inc. (e.g. acquired shares or bonds in the banking or trading book), then Car Inc. must be included in the group of connected clients together with the two suppliers.

Similarly to the assessment of existing control relationships, in the case of potential economic dependencies, an institution may also present evidence to the competent supervisory authority to state that in spite of the identified links, no “contagion” from another obligor should be assumed and therefore the clients should not be regarded as a single connected group.

In the case of central governments and public sector entities, which may be treated as central governments, the formation of groups of connected clients may be omitted.

This also applies to central counterparties (CCP) provided that the risk position to the CCP concerns clearing-related transactions.

Overall, the concept of connected obligors outlined in the Basel paper corresponds with the currently applicable provisions on the formation of groups of connected clients contained in the CRR (Art. 4 (1) (39) CRR). The extent to which changes in the detailed specifications and the administrative practice will arise is not foreseeable, since the Basel Committee has limited itself to the essential facts that lead to grouping. It is striking, however, that the Basel Committee’s exemption for central governments is clearly interpreted more broadly than the CRR’s so-called “silo approach” currently allows. Furthermore, it permits a minimum limit for the in-depth analysis in search of economic links of 5% of the eligible capital. In contrast, CRD II and supplementary CEBS guidelines have called for the need of analysis from 2% of capital upwards.204 In Germany a targeted analysis from an even lower limit of EUR 750,000 upwards was established in view of the minimum limit according to Art. 18 of the German Banking Act (Kreditwesengesetz, KWG).205

However, tighter operational requirements regarding the refutation of groups of connected clients on the basis of economic ties are to be expected. Here the Basel paper stipulates that the institution must provide evidence to the competent supervisory authority if it finds an economic interdependence between two clients, but sees no “contagion” in terms of credit risk in that individual case.



10.6 Definition of exposure

All exposures that are to be considered for the purpose of calculating capital requirements are also valid exposures within the meaning of the large exposure provisions. This includes both balance sheet assets and off-balance sheet items in the trading and banking book. In addition, instruments that are subject to counterparty risk (derivatives, securities lending and repo transactions) must be included in the large exposure assessment base.

Items that were deducted during the calculation of regulatory capital may not increase the assessment base.

Furthermore, intraday exposures on other banks are also to be exempted from the large exposure reporting requirement as well as from the large exposure upper limit. The reason for the exemption of short-term interbank claims is that the large exposure limits should not have a negative impact on the implementation of payments and the clearing, settlement or custody of financial instruments. Whether interbank exposures lasting more than one day (i.e. overnight exposures) are subject to the exemption is still to be determined, following the completion of an observation phase by the Basel Committee.

Advances from securities and exchange rate transactions as well as overnight exposures related to payments and client-oriented performances of financial instrument clearing, settlement or custody services, which are excluded under the current definition of credit set forth in art. 390 (6) CRR, are not yet excluded according to the Basel paper, at least not explicitly.



10.7 Assessment base


10.7.1 On and off-balance sheet items in the banking book

In the case of non-derivative assets contained in the banking book, the assessment base should be the carrying amount in accordance with applicable accounting standards, net of specific credit risk adjustments and impairments. This corresponds to the currently applicable rules according to Art. 389 in conjunction with Art. 111 CRR.

In the future, however, off-balance sheet banking book items are to be converted into credit equivalent amounts by applying the conversion factors from the credit risk standardised approach, with a floor of 10%. Thus, in the future, the large exposure assessment base will be further aligned with that of the credit risk standardised approach, whereas currently the application of conversion factors is explicitly excluded in the large exposure framework.

Currently a number of large exposure-specific exceptions for off-balance sheet items apply. According to Art. 400 CRR, certain low and medium risk off-balance sheet items are completely or partially excluded from being weighted towards the large exposure upper limit. Hence, the foreseen implementation of the conversion factors would, on the one hand, shorten the assessment base relevant to triggering the reporting obligation. On the other hand, a complete exemption from the application of the large exposure upper limit for low risk off-balance sheet transactions, as is currently the case, would no longer be possible due to the stipulated 10% conversion factor floor.



10.7.2 Counterparty risk

In the future, the assessment base for derivative positions is to be determined uniformly according to the new standardised approach for measuring counterparty credit risk (SA-CCR).206 The mark-to-market method (MtM) that is currently used by most institutions will therefore be replaced for large exposure purposes. It is also notable that the alternative use of the Internal Model Method (IMM) will no longer be permitted. As a result, considerable increases in derivative assessment bases should be expected, especially for institutions that have approval to use the IMM.

In the case of securities financing transactions (SFTs), the comprehensive approach for financial collateral, which has also been revised, will be implemented and will be limited to the use of supervisory haircuts.207 Thus, the use of selfestimated haircuts for financial collaterals as well as the determination of the assessment base using IMM will no longer be possible in future, which under certain circumstances could result in substantial increases in large exposure amounts for repo and lending transactions.



10.7.3 Trading book items

Issuer risk items in the trading book are also to be added to the same counterparty’s or group of connected clients’ banking book items, in order to determine the overall risk position. The determination of the assessment base will remain unchanged, and thus will continue to be based on the methods for RWA determination for trading book items.

In determining the assessment base for trading book items, corresponding long and short positions in the trading book may be offset against each other within the same issue.

Long and short positions from different issues of the same counterparty, however, may only be offset against each other if the short position is subordinated to or has the same seniority as the long position. For these purposes, institutions must assign their trading book items to individual seniority buckets such as equity, subordinated debt and senior debt. If the institution is not able to do so, the netting of trading book items in different issues is not allowed.

Offsetting items across the trading and banking books is not permitted under any circumstances.

Collateralisations of trading book items through credit derivatives may be netted when the underlying position of the associated hedge meets the seniority requirements for long and short positions mentioned above. In addition, the item hedged by the credit derivative must be added to the warrantor’s exposure. As long as the warrantor is not a financial company, the counterparty credit risk determined according to SA-CCR is to be counted towards the large exposure limit instead of the secured amount.




10.8 Recognition of credit risk mitigation

The new Basel requirements continue to allow the use of credit risk mitigation techniques to reduce the amount that is counted towards the large exposure upper limit. This applies to unfunded credit protection such as warranties and credit derivatives as well as financial collateral, whereby the applicable general recognition criteria of the credit risk standardised approach must be met. Other forms of collateralisation, which may be considered under the internal ratings-based approach (IRBA), are not permitted. These include in particular mortgages on residential and commercial properties that are eligible under current CRR requirements.

The eligible amount of financial collaterals is calculated using the method used for RWA determination, i.e. either the simple method or the (revised) comprehensive method using supervisory haircuts.

In any case, the secured amount208 must be added as a substitute for the warrantor’s or the issuer of the financial collateral’s exposure. Thus, the approach currently known as “substitution approach” (Art. 403 CRR) must be observed when applying the comprehensive method.

Figure 10.4 shows the effects of the “substitution approach” using a simplified example. It also depicts the impact of the obligatory consideration of the substitution effect on the relevant exposure amounts compared to the current application of the comprehensive method in accordance with Art. 401 CRR.
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Figure 10.4 Substitution effect in the weighting of financial collaterals (credit risk mitigation)


It should also be noted that the Basel Committee formulates that the application of credit risk mitigation techniques will be mandatory, provided that they are used in the RWA calculation. This represents a remarkable departure from the CRR’s voluntary nature.



10.9 Exemptions

The CRR’s current regulations and the complementary national large exposures regimes allow a reduction of the exposure value or a complete exemption from being counted towards the large exposure limit for certain low-risk transactions or counterparties. The risk positions shown in Figure 10.5 may currently be completely or partially ignored in the weighting towards the large exposure limit.
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Figure 10.5 Overview of currently applicable reductions in capital requirements


In contrast, the new Basel framework’s catalogue of exemptions is much smaller and less differentiated. On the one hand, this is due to the fact that in the future the assessment base of off-balance sheet transactions is to be adjusted applying credit conversion factors, so that no additional exemptions are necessary (see above). On the other hand, the treatment of intra-group claims is explicitly not covered by the Basel paper; so further publications are to be expected.

Exposures to central governments and public sector entities, which may be treated as central governments, are to be fully excluded from being counted towards the large exposure upper limit under the new Basel framework. The same applies to items that are explicitly guaranteed by central governments and public sector entities or by financial collateral issued by central governments and public sector entities.

As in current CRR provisions, the Basel framework also includes exemptions with respect to covered bonds. If certain requirements on the pledged assets (the minimum loan-to-value ratio in the case of mortgages on residential and commercial properties as well as the minimum over-collateralisation ratio) are met, a partial reduction of the amount weighted towards the large exposure limit of up to a maximum of 80% of the notional may be granted. However, the zero-weighting of covered bonds currently allowed under Art. 400 CRR is no longer provided.

Furthermore it is striking, that the Basel paper contains no explicit exemptions for loans from development banks granted as part of their promotional mandate. At present, these may be completely exempted from being weighted towards the large exposure upper limit.

Exposures to qualified central counterparties (QCCPs) may be completely excluded from being counted towards the large exposure upper limit, pending the outcome of an additional observation period.

In contrast, a more differentiated approach is employed in the case of nonqualified central counterparties (non-QCCPs). Institutions must differentiate certain types of exposures to central counterparties. Any non-clearing-related exposure to central counterparties should be handled in accordance with the general large exposures regime and — unless other exemption provisions apply — be completely counted towards the large exposure upper limit. The weighting approaches and amounts of clearing-related positions can then be derived from the allocation of the single exposure, as shown in Table 10.2.


Table 10.2: Claims on central counterparties




	Category
	Weighting towards the large exposure upper limit





	Trading risk positions
	Complete weighting of the exposure value. The exposure value is determined by applying the methods used for RWA determination (e.g. in the case of SA-CCR derivatives)



	Segregated initial margin payments
	Complete exemption from being weighted towards the large exposure upper limit (0%-weighting)



	Non-segregated initial margin payments
	Complete weighting in the amount of the nominal value of the performed margin payments



	Deposits to the CCP’s default fund
	Complete weighting in the amount of the performed payment



	Not yet covered contributions to the CCP’s default fund
	Complete exemption (0%-weighting)



	Shares of the CCP’s capital
	Weighting in the amount of the nominal value (if these were not deducted from the eligible capital)








10.10 Look-through of funds and securitisations

In the case of risk positions in funds and securitisations as well as other transactions with underlying credit risks, the Basel framework provides for a lookthrough and transparency principle which is comparable to the current provisions of the CRR.209 This principle establishes a “look-through” to the transactions underlying the funds and securitisations, in order to determine the individual indirect obligors and proportionate credit amounts for the purposes of large exposure reporting and monitoring. If the institution has invested in a fund, the investment amount should not be allocated to the fund company or the fund manager, but distributed to the counterparties in which the fund invests. The indirect obligors determined in this manner should be treated as direct obligors of the institution, with regard to large exposure reporting, the limitation of upper limits and the grouping with other obligors in one group of connected clients. If the institution cannot determine the individual underlying counterparties, the exposures to all unknown counterparties should be grouped together as one socalled “unknown client”, which will also be limited to the large exposure upper limit of 25% of eligible capital. The individual look-through requirements and exemptions are as follows.


	If an institution can prove that the proportional investments in the underlying credit risks do not exceed the amount of 0.25% of the eligible capital, there will be no need for a complete look-through. This requirement is deemed as fulfilled in the case of investments in transactions, which in total do not exceed an amount of 0.25% of the eligible capital.

	In the case of underlying positions whose proportional exposure values exceed the minimum limit of 0.25% of the eligible capital, the institution must identify the corresponding counterparties in such a way that the proportional exposure values can be assigned to this counterparty with respect to any remaining direct and indirect risk positions of the institution.

	If an institution is unable to determine the positions underlying a transaction with look-through obligation, it must assign the total exposure amount to the unknown client. In the case of transactions whose total investment value does not exceed an amount of 0.25%, this can be waived; instead, the individual transaction is to be regarded as an obligor for large exposure purposes.



In any case, institutions must be able to prove that the mentioned materiality thresholds were not used to exploit arbitrage opportunities and that the “immaterial” exposures have not been deliberately invested in several smaller transactions, which ultimately share the same underlying credit risk, for example.

Figure 10.6 shows the various methods of handling transactions with lookthrough obligations.

In order to calculate the individual exposure amounts of the underlying obligors, the institution’s so-called pro-rata share of the transaction should be multiplied by the value of the underlying positions.

If an institution X holds e.g. 20% of the shares of an investment fund, which has invested in shares of companies A to E in the amount of EUR 10 million each, the respective exposure values to the underlying debtors total EUR 2 million each (Figure 10.7).
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Figure 10.6 Look-through methods
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Figure 10.7 Look-through: determination of exposure values (ex. 1)


In the case of transactions where the investors do not equally participate in the value of the underlying positions (non pari-passu, e.g. securitisation transactions), the pro-rata share will be represented by the institution’s share in the respective tranche. This value has to be multiplied by the lower value of (1) the tranche’s total value and (2) the corresponding underlying’s nominal value. Figure 10.8 shows the mechanism of the minimum function with regard to the relevant large exposure amounts.

With EUR 20 million, institution X holds 40% of the senior tranche of a securitisation transaction. The underlying loan portfolio consists of debtors A to D. The relevant exposure values are shown in the right-hand column.
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Figure 10.8 Look-through: determination of exposure values (ex. 2)


The background of the represented calculation method is the assumption that institution X’s maximum loss resulting from the default of any single debtor in the loan portfolio will be the lower amount of the total investment in the respective tranche and the underlying exposure values allocated to this debtor. This “worst-case scenario” thus ignores the probability of default of the individual debtor and any risk-mitigating effects of the loss allocation to the equity and mezzanine tranches. This differentiates the large exposures provision significantly from the methods used to determine the capital requirements. In light of the meaning and purpose of the large exposures regime, this may result in the sum of the relevant amounts allocated to the underlying debtors exceeding the total investment value of the institution X (in this example: sum of exposure values in the amount of EUR 36 million with a total investment of EUR 20 million).

As is the case under the current large exposures regime, the Basel framework also stipulates that, in addition to the look-through, institutions must analyse whether additional risks with third parties might arise from the structure of a transaction subject to the look-through requirement. In this context the originator of a securitisation position, the fund manager or potential liquidity or collateral providers are cited as examples. Under certain circumstances, a fund manager may be regarded as a common risk factor for the funds under his management, so that an institution’s investments in said funds must be aggregated and limited to the amount of the large exposure upper limit. Generally applicable criteria for the existence of additional risk are not specified. The Basel Committee, however, clearly establishes that this must be a case-by-case assessment in light of the individual structure of a transaction and the applicable legal framework, e.g. the regulatory requirements that are applicable for the fund manager.



10.11 Regulatory reporting

The new Basel framework only specifies some fundamental requirements on future large exposure reporting, which are already covered by the CRR’s current reporting obligations. Specifically, the following items are to be reported.


	All large exposures (before and after application of credit risk mitigation techniques, exemptions and reductions in capital requirements).

	The 20 largest exposures regardless of the large exposure definition limit (before and after application of credit risk mitigation techniques).



Further details of future reporting requirements are not provided in the Basel framework. So the described requirements will not lead to a significant expansion of large exposure reporting in comparison to CRR.



10.12 Summary

The Basel Committee’s framework, published in 2014, contains detailed requirements for measuring, controlling and monitoring large exposures. The present article illustrates that these requirements broadly comply with the large exposures regime applicable in the EU since the introduction of the CRR, at least with regard to its basic features. Nevertheless, it can be assumed that, due to the complete elimination of tier 2 capital components in the calculation of eligible capital, many institutions will face significant impacts on their existing credit and trading limits, and consequently also on their business and capital strategy. Thus “Basel IV” also diminishes the importance of tier 2 capital with regard to the calculation of large exposure limits. However, due to the requirements posed on the minimum provision of so-called bail-in capable capital (TLAC, MREL), it may still very well be that in the future subordinated instruments will play an important role in the funding structure of institutions.

Other significant changes due to the full implementation of the large exposure framework, which is foreseen for 2019, can be expected especially in the interbank market. On the one hand, in the future all exposures between G-SIBs should be subject to a severely reduced large exposure upper limit of 15% of the eligible capital. Within this context, it is also suggested that it shall be analysed whether the reduced upper limit should also be applied to exposures between domestic systemically important banks as well as exposures from smaller institutions against global systemically important banks and financial institutions. It is also debatable whether the currently applicable absolute limit of EUR 150 million, which is advantageous for smaller institutions, may still be used.

On the other hand, counterparty credit risks arising from derivative transactions are envisaged to be determined in accordance with the new standardised approach for measuring counterparty credit risks (SA-CCR). In the case of repo/lending transactions, supervisory haircuts will have to be applied for financial collateral. Thus, the application of the internal model method (IMM) or the consideration of internally estimated haircuts will no longer be permissible for derivative and repo/lending transactions. According to current estimates it can be assumed that this will lead to a significant increase in the exposure values for counterparty credit risks.

The proposed elimination of the full exemption of covered bonds from the application of the large exposure upper limit may significantly increase the exposure values resulting from exposures to mortgage banks. Moreover, it has not yet been finally established whether the currently applicable privileges for short-term interbank claims (overnight) will remain valid under the Basel requirements.

Figure 10.9 outlines the potential cumulative effect the interaction of the individual tightening of interbank claims could have on the maximum credit and trading limits in relation to institutions.
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Figure 10.9: Potential tightening of large exposure provisions for interbank claims (outline)


Further tightening affecting the large exposure upper limit and the operative processes in reporting are provided in the area of credit risk mitigation techniques. On the one hand, in future the catalogue of eligible collaterals will be restricted to warranties and credit derivatives as well as financial collaterals. Mortgages on residential and commercial properties may therefore no longer be used to reduce the amount that is subject to the large exposure upper limit. On the other hand, the implementation of credit risk mitigation techniques in the large exposure framework is envisaged to be mandatory, if they are used for calculating RWA and capital requirements. Hence, this requires even more synchronised provisions and procedures which are currently not common in most institutions. In determining the collateralisation effect, eligible financial collaterals are to be calculated either using the simple or the (revised) comprehensive method using supervisory standard haircuts. In any case the secured amount must be added to the large exposure value of the issuer of the financial collateral (“substitution”). While the implementation of the current substitution method in accordance with Art. 403 CRR is usually an exception in most institutions due to operational reasons, in future it must become the standard procedure for recognising financial collaterals.

In determining the trading book net position, long and short positions may only be offset against each other if they are part of the same issuance or if it can be proven that the short position is subordinated to or has the same seniority as the long position.

In addition, other changes are provided in detail, which under certain circumstances can lead to clearly increased operational requirements regarding the determination, monitoring and reporting of large exposures. This includes in particular the general obligation of institutions to provide evidence for the formation of groups of connected clients. If the institution has identified evidence of control relationships or economic dependencies, but does not assume that there is an increased risk of contagion, in the future it will have to be able to present corresponding proof, pertaining to that particular case, to the competent supervisory authority and thus will have to meet significantly increased documentation requirements.

Overall, it should be noted that there will be considerable changes affecting the utilisation of large exposure limits, in particular for larger institutions. Firstly, this can be traced back to increasing exposure values for derivatives and repo/lending transactions, more restrictive trading book netting rules and the reduction of eligible collateral values due to the use of supervisory haircuts. Secondly, stricter large exposure upper limits may be implemented for systemically important banks.

But there are also other remarkable changes that should affect all institutions. With the introduction of an obligation to implement credit risk mitigation techniques in the large exposure framework, the institutions will face increased operating costs. The discontinuation of the recognition of real estate collateral as well as the zero-weighting of mortgage bonds will probably lead to a clearly increased utilisation of large exposure upper limits, especially for small and medium sized institutions.

Together with other significant initiatives with regard to credit reporting, like AnaCredit,210 and the regulation of exposures to shadow banks,211 the Basel large exposure framework emphasises the need for a granular data base for quantitative and qualitative information as well as sound governance for measuring, monitoring and limiting concentration risks. Due to the closer links between the large exposures regime and the standard procedures for RWA calculation and the restrictive use of credit risk mitigation options, the new Basel rules highlight more than ever the character of the large exposures regime as a “back-stop regime” complementary to the risk-sensitive capital adequacy methods. Along with the relevant and well-known capital and liquidity measures large exposure limits also become increasingly significant in strategic and operational bank management.
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11.1 Introduction

The Basel Committee on Banking Supervision (BCBS) has repeatedly criticised banks’ regulatory disclosure practices since their incorporation in the framework of Basel II in 2004. The lack of consistency and comparability of disclosed information were particularly emphasised. Subsequently, proposals to further develop disclosure requirements were outlined. The final standard was published in January 2015 as BCBS 309. It provides a comprehensive revision of disclosure requirements.212 In March 2016 the BCBS published a consecutive standard that includes additional requirements. BCBS 356 was not yet finalised at the editorial deadline (for a summary of the contents of BCBS 356, see chapter 11.9).

A key goal of BCBS 309 is to ensure consistency and comparability of disclosed information both among banks and over time by specifying standardised formats for disclosure. To this end, harmonised templates are introduced. A more flexible approach is used to convey additional (quantitative and qualitative) information which reflects bank-specific characteristics.

The provisions of BCBS 309 are presented subsequently along with the separate disclosure requirements for liquidity. At this point it should already be noted that the proposals for Basel IV will bring about new adjustments regarding disclosure requirements.



11.2 Disclosure guidelines

BCBS 309 contains a complete revision of the existing disclosure requirements of the Basel framework regarding risk management and RWA; while those disclosure obligations that were newly introduced or reviewed within the course of Basel III as, for example, those on capital adequacy and leverage ratio, remain unaffected. According to the Basel Committee, disclosure practices following these guidelines shall be complied with for the first time at the end of the financial year 2016. In addition, on December 2016 the European Banking Authority (EBA) published its Final Report regarding the EU implementation of BCBS 309 disclosure requirements (EBA/GL/2011/11).213

The review of the disclosure requirements by the Basel Committee is based on the five guiding principles shown in Figure 11.1. Adherence to these principles shall be ensured by means of new provisions regarding governance disclosure, among others. That means that, for example, the quality of disclosed information and the internal control procedures used in the disclosure report shall be in line with financial reporting (annual, semi-annual and quarterly financial reports). Banks must establish a board-approved disclosure policy, internal controls and procedures for information subject to disclosure and publish them. Management must take measures to ensure the quality of the information disclosed, which must be signed by at least one senior officer.
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Figure 11.1 Guiding principles for disclosures


In future, the disclosure frequency will vary between annual, semi-annual and quarterly disclosures; the disclosure time frame has been completely redefined compared to the applicable CRR guidelines. Henceforth, banks will no longer determine the frequency of disclosure based on their own indicators.214

Instead, the reporting frequency will depend on each disclosure requirement (Figure 11.2). Consequently, all banks will be required to submit quarterly disclosures, adapt the respective processes and automate them adequately in order to comply with increased disclosure frequency.
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Figure 11.2 Reporting frequency and formats


As to the presentation of disclosed information, BCBS 309 makes a distinction between:


	templates with a fixed format for quantitative data, and

	tables with a flexible format for qualitative data.



Fixed templates are used to disclose quantitative information; however, a certain degree of flexibility is granted as to the form (e.g., when linked to the financial statement layout; see section 11.4). Tables are used to disclose qualitative information, accordingly they are described as flexible; however, the information provided must be presented at a similar level of granularity as set forth in the standard.

Templates with a fixed format may exceptionally be altered by adding or eliminating fields in order to ensure that the disclosed information is meaningful. As a result, the materiality criteria are also applied under BCBS 309. Should changes be made, the reason for doing so must be explained comprehensively. Moreover, compliance with the five disclosure principles must be ensured.

In future, the disclosure report shall be submitted as a separate document. The purpose hereof is to eliminate the possibility of integrating or “hiding” information within other sets of figures. However, exceptions may apply where:


	the other source is clearly referenced,

	a comparable degree of reliability is given, and

	the outsourced content is clearly specified.



When fixed-format information is disclosed in a separate document, additional requirements must be fulfilled (e.g., the content must refer to the same scope of consolidation).

Furthermore, quantitative and qualitative information will be expected to be supplemented with additional narrative commentary. Said commentary shall be subject to the five principles. Disclosure of additional figures shall be accompanied by a qualitative discussion. As a general rule, banks must explain in any case the significant changes that took place during the reporting period.



11.3 Risk management and risk-weighted assets (RWA)

Risk management and risk-weighted asset disclosures comprise a table with qualitative and a template with quantitative information. The purpose of disclosure is to enable users to gain a clear understanding of the bank’s risk tolerance and risk appetite with regard to its main activities and significant risks. Table 11.1 shows the disclosure requirements for risk management and RWA.


Table 11.1: Disclosure on risk management and RWA




	Name
	Designation
	Type
	Format
	Frequency





	OVA
	Risk management approach
	Qualitative
	Flexible
	Annually



	OV1
	Overview of RWA
	Quantitative
	Fixed
	Quarterly






Table OVA

Table OVA provides for the qualitative disclosure of risk management objectives and policies. This includes, among others, information on the business model and risk strategy, risk governance, risk reporting, risk mitigation and stress tests.

What particularly stands out compared to the corresponding CRR provisions is that neither a statement signed by the Board concerning the adequacy of risk management (cf. Article 435 (1) (e) CRR) nor very detailed provisions in relation to the committee structure (number of mandates, diversity, cf. Article 435 (2) CRR) are required. These requirements, with the exception of the declaration of the management body on the adequacy of the institution’s risk management systems (Art. 435 (1) (e) of CRR), were not waived in the course of the EU implementation of BCBS 309 via EBA/GL/2016/11.

On the other hand, the requirements regarding the risk culture and the role of stress testing go beyond the scope of CRR provisions.

Although a higher degree of detail is partly requested, banks can complete this table to a large extent based on existing information. Only small content-related adjustments are required compared to the current provisions in force.

Template OV1

Template OV1 provides a detailed overview on risk-weighted assets and capital requirements under Pillar 1 for each reporting period. These are itemised according to the individual risk types (credit risk, market risk, operational risk, etc.) and to the different approaches applied. Several Basel IV approaches are already relevant here, such as the SA-CCR and the new securitisation regulations. Likewise, additional capital requirements must be disclosed due to the floor regulation.

Thus, the template is largely consistent with the disclosure requirements pursuant to Article 438 CRR. However, explicit values of the previous reporting period, which are not required according to CRR, but which are often disclosed by banks on a voluntary basis, are asked for now. OV1 is the only template under BCBS 309 that is subject to quarterly disclosures in every single case.

The disclosure of Basel IV requirements is predominantly not possible before their coming into force. In this case, all banks should adjust the template in order to ensure consistent disclosure of all capital requirements under Pillar 1.



11.4 Linkages between financial statements and regulatory exposures

One of the key changes of BCBS 309 is the disclosure of a complete reconciliation between the accounting world (commercial law) and the regulatory realm (exposure amounts). To this end, the qualitative and quantitative information detailed in the following must be disclosed. Table 11.2 shows the disclosure of the linkage between accounting and regulatory law.


Table 11.2: Disclosure of the linkage between accounting and regulatory law




	Name
	Designation
	Type
	Format
	Frequency





	LIA
	Differences between accounting and supervisory law
	Qualitative
	Flexible
	Annually



	LI1
	Divergent scopes of consolidation and mapping of balance sheet to regulatory risk categories
	Quantitative
	Flexible
	Annually



	LI2
	Differences between carrying values and exposures
	Quantitative
	Flexible
	Annually






Template LI1: Differences in the scope of consolidation and mapping of financial statement categories in relation to regulatory risk categories

Template LI1 comprises a reconciliation of carrying values from the financial statement (accounting scope of consolidation, balance sheet itemisation) over the respective values according to the regulatory scope of consolidation (analogous to FINREP reporting) to regulatory risk categories (i.e. credit risk, counterparty risk, securitisation risk, market risk). The purpose hereof is to offset the increasing disparity between accounting and regulatory law and to ensure transferability.

The challenges related hereto are not to be underestimated. The first step, i.e. the mapping of carrying values from the financial statement to the regulatory scope of consolidation, could prove challenging since the values for the regulatory scope of consolidation are close at hand within the framework of the FINREP reporting, but do not necessarily contain the information regarding the affected balance sheet positions.

The challenges of the second step are even greater. At this point, carrying values at individual transaction level must be available in order to delineate the mapping of the regulatory risk categories. A simple mapping of accounts or at balance sheet position level does not suffice in this case, since fixed-interest securities for example (according to the balance sheet structure) can be assigned to several IFRS categories (AFS, FVO, HFT, HTM) and to different regulatory risk categories (credit risk, securitisation, market risk, capital deduction).

Template LI2: Differences between carrying values and regulatory exposure

Template LI2 requires the reconciliation of carrying values to regulatory exposure amounts according to risk category. Based on the carrying values per risk category drawn from template LI1, the individual sources of differences as well as regulatory exposure values are depicted. The Basel Committee has previously established possible sources for said differences; since the list is not exhaustive, it must be completed by the banks. If the delimitation of possible differences already turns out to be tricky in practice, their quantification will be all the more challenging. Differences between carrying values and exposure amounts arise out of dissimilar objectives in accounting (especially in the case of the IFRS which focuses on relaying useful information for the purpose of decision-making to investors) and in regulatory law (conservative risk calculation) due, among others, to the following reasons:


	off-balance sheet amounts,

	differences in valuations,

	differences due to different netting rules, and

	prudential filters.



Table LIA

Table LIA requires further explanation in order to understand the main differences observed between the previous two templates. This includes differences between the regulatory and the accounting scopes of consolidation as well as between accounting amounts and regulatory risk exposures. Moreover, banks must explain and represent the procedure applied under the so-called prudent valuation as well as the systems and controls used to ensure that estimates are prudent and reliable. This includes valuation methodologies, the description of independent price verification processes (IPV) and valuation adjustments.



11.5 Credit risk

Compared to the CRR, BCBS 309 partially enlarges the disclosure of credit risks and complements it by adding fixed disclosure templates. As a consequence, several new pieces of information, which must be identified in the bank’s systems, must be disclosed. The most significant changes are discussed in detail below.

The disclosure of credit risks merely comprises the credit risk in the narrower sense, i.e. counterparty credit risk (see section 11.6) as well as securitisations (see section 11.7) are not included herein.

A differentiation between qualitative and quantitative data to be disclosed must also be made in terms of credit risk. Separate disclosure requirements are in force for banks that use an internal ratings-based approach approved by the regulatory  authorities to determine capital requirements for credit risks (IRBA). Table 11.3 provides an overview of the individual disclosure tables and templates.


Table 11.3: Disclosure of credit risks




	Name
	Designation
	Type
	Format
	Frequency





	CRA
	General qualitative information about credit risk
	Qualitative
	Flexible
	Annually



	CR1
	Credit quality of assets
	Quantitative
	Fixed
	Semi-annually



	CR2
	Defaulted exposures
	Quantitative
	Fixed
	Semi-annually



	CRB
	Additional disclosure related to credit quality
	Qualitative
	Flexible
	Annually



	CRC
	Credit risk mitigation techniques
	Qualitative
	Flexible
	Annually



	CR3
	Credit risk mitigation —
overview
	Quantitative
	Fixed
	Semi-annually



	CRD
	Credit risk under standardised approach
	Qualitative
	Flexible
	Annually



	CR4
	Standardised approach — exposures and credit risk mitigation
	Quantitative
	Fixed
	Semi-annually



	CR5
	Standardised approach — exposures by asset classes and risk weights
	Quantitative
	Fixed
	Semi-annually



	CRE
	IRB
	Qualitative
	Flexible
	Annually



	CR6
	IRBA — credit risk exposure by portfolio and PD range
	Quantitative
	Fixed
	Semi-annually



	CR7
	IRBA — credit derivatives
	Quantitative
	Fixed
	Semi-annually



	CR8
	IRBA — RWA changes
	Quantitative
	Fixed
	Quarterly



	CR9
	IRBA — Backtesting
	Quantitative
	Flexible
	Annually



	CR10
	IRBA — specialised lending
	Quantitative
	Flexible
	Semi-annually







11.5.1 General information on credit risk

General information on credit risk comprises qualitative data on credit risk management (Table CRA) and credit quality (Table CRB) in addition to quantitative data on credit quality, i.e. the value of defaulted exposures (CR1) and risk provisions (CR2).

Table CRA: General qualitative information on credit risk

Table CRA encompasses general qualitative information on credit risk management objectives and instruments. The following requirements are newly introduced compared to the respective provisions contained in Article 435 (1) CRR.


	Approach used to determine the credit risk strategy and management including the setting of credit risk limits.




	Relationship between the credit risk management on the one hand and the risk control and compliance functions as well as internal audit functions on the other.



Banks should have this information available in the form of work instructions or strategy documents.

Templates CR1 and CR2: Credit quality and stock of defaulted exposures

Template CR1 contains quantitative information about the credit quality of onbalance (loans, debt securities) and off-balance sheet assets. The following must be stated:


	gross carrying values of defaulted exposures,

	gross carrying values of non-defaulted exposures,

	allowances and impairments, and

	net values.



It must be taken into account that, in terms of carrying values, banks must resort to financial statement values, which must then be reconciled with the regulatory scope of consolidation. However, the default definition to be applied is the regulatory definition (see Article 178 CRR).

Similarly, CR2 also requests that carrying values at the level of the regulatory scope of consolidation be indicated. The stock of defaulted exposures (loans and debt securities) of the previous reporting period must be reconciled with the stock of the last reporting period. New defaults, positions returned to non-defaulted status, amounts written off and other changes must also be specified.

Additionally, the main drivers of change must be elucidated and the default definition applied must be explained.

As with the disclosure of linkages between accounting and regulatory law, the challenge of combining accounting and regulatory definitions and delimitations and, if necessary, to reconcile these with the regulatory scope of consolidation applies also in relation to credit quality.

The corresponding provisions pursuant to Article 442 CCR can broadly be complied with based on the regulatory reporting systems database, since only regulatory definitions (exposure, credit risk adjustment, among others) are applied here. In the past, the German supervisory authority allowed banks to present accounting data about credit quality based on the scope of consolidation under commercial law if this was unveiled accordingly. The BCBS 309 no longer endorses this solution.

Table CRB: Additional disclosure related to the credit quality of assets

Table CRB supplements quantitative data of the CR1 and CR2 templates with information on credit quality. Beyond the current provisions of Article 442 CCR, the following information shall be disclosed:


	exposures that have been past due for more than 90 days that are not considered to be impaired and the reasons for this;

	definition of a restructured exposure;

	past-due exposures broken down by the amount of time in past-due status; as well as

	restructured exposures broken down between impaired and non impaired exposures.





11.5.2 Credit risk mitigation

In order to make use of credit risk mitigation techniques, qualitative (Table CRC) as well as quantitative information (Template CR3) must be provided.

Table CRC: Qualitative disclosure requirements related to credit risk mitigation techniques

The qualitative information on credit risk mitigation according to Table CRC is entirely embodied in the requirements currently in force according to Article 453 CRR and are therefore not set out in detail in the following.

Template CR3: Credit risk mitigation techniques — overview

Template CR3 stipulates that the following information for loans and debt securities shall be disclosed. However, defaulted exposures shall be disclosed separately.


	Net carrying amount of unsecured exposures,

	Net carrying amount of secured exposures,

	Net carrying amount of the secured amount of the secured exposure,

	Net carrying amount of exposures secured by financial guarantees,

	Net carrying amount of the secured amount of exposures secured by financial guarantees,

	Net carrying amount of exposures secured by credit derivatives,

	Net carrying amount of the secured amount of exposures secured by credit derivatives.



Here again it is challenging to harmonise carrying amounts (book values) with regulatory provisions (presence of collateral recognised as credit risk mitigation). Moreover, under the IRB approach, the consideration of collateral does not always take place by differentiating the secured from the unsecured part of an exposure, but rather by means of the Loss Given Default (LGD). In these cases, determining the secured part of an exposure can be challenging since the secured part was not required so far to determine risk-weighted assets.



11.5.3 Credit risk under the standardised approach

Qualitative (CRD) and quantitative information (CR4, CR5) must be disclosed for exposures for which capital requirements are calculated based on the credit risk standardised approach.

Table CRD: Qualitative disclosure on the use of external credit ratings under the standardised approach

The information to be completed in Table CRD must currently be disclosed according to Article 444 CRR and is therefore not discussed in detail in the following.

Templates CR4 and CR5: Credit risk mitigation and risk weights under the credit risk standardised approach

Templates CR4 and CR5 demand the disclosure of the assessment basis and the exposure values of exposures under the credit risk standardised approach. Compared to the disclosure requirements presented so far (CR1 to CR3), only the regulatory amounts need to be recorded here. No linkage takes place between the accounting values or categories.

In Template CR4, the following information must be disclosed for each exposure class under the standardised approach:


	Assessment basis before credit conversion factor (CCF) and credit risk mitigation (CRM).

	Assessment basis post credit conversion factor (CCF) and credit risk mitigation (CRM).

	Risk-weighted assets (RWA) and average risk weight (RWA density).



In template CR5, the assessment basis post credit conversion factor (CCF) and credit risk mitigation (CRM), broken down by predefined risk weights, must be recorded for each exposure class.

Banks should be able to derive the necessary data largely from existing databases currently in use to complete the COREP disclosure forms.



11.5.4 Credit risk under the IRB approach

Disclosure under the IRBA encompasses qualitative information (Table CRE) as well as quantitative data (Templates CR6 to CR10). Data requirements should either partially match information that is already subject to disclosure or be ascertainable from existing databases. This applies to the following templates, among others:


	Template CR6: Exposure, average PD, average LGD and RWA for each credit risk exposure class and predefined PD scales.

	Template CR9: Backtesting of PD indicating the number of obligors, defaulted obligors per credit risk exposure class and PD scale.

	Template CR10: Information on specialised lending and equity positions.



Thus, the templates are not discussed in detail in the following.

Table CRE: Qualitative disclosures related to IRB models

The qualitative disclosure requirements of Table CRE are largely consistent with the existing requirements pursuant to Article 452 CRR. Additional information must however be submitted for the following areas:


	all the relevant data on the development and changes of internal models, including relevant functions,

	the scope and main content of the reporting related to credit risk models,

	the part of EAD for each portfolio, covered by the FIRB or AIRB approach as well as the part covered by IRBA roll-out plans, and

	the number of models used with respect to each portfolio as well as a short description of the main differences among the models used for each portfolio.



Template CR7: IRB — Effect of credit derivatives used as credit risk mitigation techniques

Template CR7 requires the disclosure of RWA obtained for each exposure class under the FIRB and AIRB approach before and after the use of credit derivatives as credit risk mitigation technique.

A similar disclosure requirement is not found in CRR. The implementation of this requirement can be challenging for banks since the RWA before applying credit risk mitigation techniques may not be available in the respective system and a separate calculation run could therefore become necessary.

Template CR8: Quarterly variation in RWA

Template CR8 requires the disclosure of RWA changes when using the IRB Approach. As to content, the variations of the RWA in the elapsed quarter shall be disclosed based on different influencing factors (e.g. asset size and quality, model updates, methodology and procedure adjustments, acquisitions and disposals of assets, foreign exchange movements). Banks are expected to supplement the template with a narrative commentary on the main changes over the previous reporting period including the key drivers of such changes.

This requirement will also present a big challenge for several banks. Only the total RWA for the current and the previous reporting period can be taken from the COREP disclosure forms. All other pieces of information must be calculated, which could come hand in hand with additional complexities and interdependencies, for instance due to multiple effects taking place at the same time (e.g. deterioration in the creditworthiness of a borrower on top of simultaneous model adjustment in the period).




11.6 Counterparty credit risk

The disclosure requirements for Counterparty Credit Risks (CCR) are extensively expanded within BCBS 309. The focus here is placed particularly on the new capital requirements introduced by Basel III such as the CVA Risk Capital Charge and the treatment of exposures to central counterparties (CCP), as well as on the requirements reviewed in the course of Basel IV to determine the assessment basis by means of the new standardised approach for counterparty credit risk (SA-CCR, see Chapter 3). The disclosure requirements basically affect all risk exposures subject to counterparty credit risk, regardless of whether they are assigned to the banking or the trading book.

In relation to counterparty credit risk, a differentiation must be made between qualitative and quantitative information to be disclosed. Separate disclosure requirements are in place for banks that make use of an internal model approved by the regulatory authority to determine the assessment basis for counterparty credit risks (Internal Model Method — IMM, compare Article 283 and following of the CRR). Table 11.4 provides a summary of the individual disclosure tables and templates.


Table 11.4: Disclosure of counterparty credit risks




	Name
	Designation
	Type
	Format
	Frequency





	CCRA
	Qualitative disclosure related to counterparty credit risk
	Qualitative
	Flexible
	Annually



	CCR1
	Counterparty credit risk by approach
	Quantitative
	Fixed
	Semi-annually



	CCR2
	CVA Risk Capital Charge
	Quantitative
	Fixed
	Semi-annually



	CCR3
	Counterparty credit risk by exposure class and risk weight (standardised approach)
	Quantitative
	Fixed
	Semi-annually



	CCR4
	Counterparty credit risk by exposure class and PD scale (IRBA)
	Quantitative
	Fixed
	Semi-annually



	CCR5
	Collaterals for counterparty credit risk
	Quantitative
	Flexible
	Semi-annually



	CCR6
	Credit derivatives
	Quantitative
	Flexible
	Semi-annually



	CCR7
	RWA changes
	Quantitative
	Fixed
	Quarterly



	CCR8
	Exposures to central counterparties
	Quantitative
	Fixed
	Semi-annually






The qualitative disclosure requirements (CCRA) as well as the disclosure of credit derivatives (CCR6) match extensively the existing requirements pursuant to Article 439 (a) to (d) as well as (g) and (h) of the CRR and are therefore not discussed in detail.

Template CCR1: Counterparty credit risk by approach

Template CCR1 requires the disclosure of exposures subject to counterparty credit risk for derivatives and Securities Financing Transactions (SFTs) according to the approaches used to determine the assessment basis:


	Derivatives: SA-CCR and IMM, and

	SFTs: simple and comprehensive approach, VaR approach and IMM.



In both cases, the exposure amount after applying credit risk mitigation techniques as well as the risk-weighted assets must be indicated. In relation to derivatives, individual components of the assessment basis must be provided separately (e.g. replacement costs and potential future exposure under the SA-CCR, expected effective positive exposure as well as the alpha factor used within the IMM).

Information on the use of the SA-CCR represents a new requirement, since the SA-CCR will be implemented in 2017 at the earliest. Within the course of the implementation the corresponding disclosure requirements will have to be taken into account.

Template CCR2: CVA Risk Capital Charge

A separate obligation to disclose information on CVA Risk Capital Charge is introduced with Template CCR2. In fact, this was already implemented with Basel III; however, an explicit disclosure requirement did not exist so far, even though several banks already voluntarily reveal CVA Risk Capital Charge as part of the provisions pursuant to Article 438 CRR in order to achieve reconcilability between capital requirements and capital ratios.

Under Template CCR2, information on exposure values must be disclosed after credit risk mitigation and risk-weighted assets for all exposures that are considered either using the advanced approach (Article 383 CRR) or the standardised approach (Article 384 CRR) to determine the CVA Risk Capital Charge. In the case of the advanced CVA Risk Capital Charge, a breakdown by VaR and sVaR components must also be performed. Figure 11.3 offers an overview of the information to be disclosed.

The vast majority of banks that currently apply the standardised method to determine the CVA Risk Capital Charge will therefore only have to complete two lines of the template. The forthcoming revision of the CVA framework (see Chapter 6) is not yet taken into account within the disclosure requirements. Consequently, an additional revision may turn out to be necessary.
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Figure 11.3 CCR2 template


Templates CCR3 and CCR4: Counterparty credit risk under the standardised approach and the IRBA

Template CCR3 (standardised approach) and CCR4 (IRBA) provide an overview of amounts of exposure subject to counterparty credit risk according to the standardised approach or the foundation and advanced IRBA respectively. The exposure value must be broken down by exposure class and risk weights (according to the standardised approach) or by PD scale (according to the IRBA). Moreover, according to the IRBA, the following information must also be completed for each risk exposure class and PD scale:


	EAD-weighted, average PD,

	Number of obligors,

	EAD-weighted, average LGD,

	EAD-weighted, average maturity,

	Risk-weighted assets,

	RWA density (average risk weight).



A challenge arises mainly with respect to the mapping of PD scales which are predefined by the Basel Committee and do not necessarily match the PD scales to be applied within the frame of COREP solvency reporting.

Template CCR5 (collaterals for counterparty credit risks)

Template CCR5 calls for an overview of all collaterals posted to reduce counterparty credit risks. To this end, the carrying values of collateral, used in derivative transactions or securities financing transactions, are accounted for. Transactions with central counterparties must be included. Figure 11.4 shows an overview of the breakdown.

Completing the template will most likely represent a big challenge for most banks since the requested information is not available in the systems with the necessary granularity. This affects the difference between segregated and non-segregated collaterals in particular. In future it should, however, be possible to link part of the information with, for example, the implementation of the SA-CCR.
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Figure 11.4 CCR5 template


Template CCR7: RWA changes under IMM

Template CCR7 shows the RWA changes determined based on the Internal Model Method compared to the previous quarter. This template is therefore equivalent to template CR8 for the IRBA and MR2 for market price risk. Just like these templates, it also requires that RWA changes be assigned to different influencing factors (Figure 11.5).
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Figure 11.5 CCR7 template


This goes hand in hand with big implementation challenges since the necessary information does not have to be determined up to this point, and many influencing factors may have a simultaneous effect which would make an accurate allocation extremely difficult. At the same time, it will herewith be disclosed to what extent a reduction of capital requirements can be achieved, not only by reducing the volume or risk, but also, for instance, by changing models.

Template CCR8: Exposures to CCPs

Template CCR8 contains an overview on exposures to central counterparties and the corresponding risk-weight assets. A distinction is made among the following main three categories:


	Transaction types (OTC derivatives, exchange-traded derivatives, securities financing transactions, cross-product netting sets),

	Initial Margin (segregated and non-segregated), and

	Contributions made to the default fund by the central counterparty (prefunded or unfunded contributions).



In addition, a distinction is made between qualified and non-qualified central counterparties.

Similarly to CCR5, breaking collaterals down into segregated and non-segregated collaterals is probably challenging provided that banks operate with both of these types of collaterals and are therefore not able to disregard one type beforehand.



11.7 Securitisation

In connection with securitisations, qualitative as well as quantitative disclosure requirements, which apply partially to all securitisation exposures (SECA, SEC1, SEC2) and partially only comprise banking book securitisation positions with risk transfer recognition (SEC3, SEC4), must be complied with. Securitisation positions in the trading book are subject to the respective market risk disclosure requirements. Table 11.5 provides an overview of the individual disclosure templates and tables.


Table 11.5: Disclosures related to securitisation




	Name
	Designation
	Type
	Format
	Frequency





	SECA
	Qualitative disclosure requirements related to securitisation
	Qualitative
	Flexible
	Annually



	SEC1
	Securitisation exposures in the banking book
	Quantitative
	Flexible
	Semi-annually



	SEC2
	Securitisation exposures in the trading book
	Quantitative
	Flexible
	Semi-annually



	SEC3
	Originator and sponsor positions
	Quantitative
	Fixed
	Semi-annually



	SEC4
	Investor positions
	Quantitative
	Fixed
	Semi-annually






Compared to the current disclosure requirements pursuant to Article 449 CRR it can be observed that the requirements issued by the Basel Committee partially lag behind those of the CRR. Especially in relation to the qualitative disclosure  requirements, the CRR contains several additional obligations. To a large extent, the quantitative requirements are similar to the current disclosure forms. Hence, challenges arise only inasmuch as the Basel review of the securitisation framework is already anticipated by BCBS 309 (see Chapter 4). In view of the above, a detailed portrayal of the individual disclosure forms is not provided.



11.8 Market risk

The guidelines regarding the disclosure of a bank’s market risks comprise the capital requirements calculated for the trading book and the banking book that arise out of market risks (interest rate, share price risk, currency risk and commodity risk). This also includes capital requirements for securitisation exposures in the trading book. In contrast, the capital charge for these exposures which arises from counterparty credit risk is to be reported in the counterparty credit risk templates. Concerning market risks, qualitative as well as quantitative information must be disclosed. At this point a distinction must be made among banks that have an internal model approved to measure market risks and banks that apply the standardised approaches. Table 11.6 gives an overview of the templates and tables.


Table 11.6: Disclosure related to market risk




	Name
	Designation
	Type
	Format
	Frequency





	MRA
	Qualitative disclosures related to market risk
	Qualitative
	Flexible
	Annually



	MRB
	Qualitative disclosures related to Internal Models
	Qualitative
	Flexible
	Annually



	MR1
	Market risk under the standardised approach
	Quantitative
	Fixed
	Semi-annually



	MR2
	RWA change
	Quantitative
	Fixed
	Quarterly



	MR3
	Internal market risk models
	Quantitative
	Fixed
	Semi-annually



	MR4
	VaR Backtesting
	Quantitative
	Flexible
	Semi-annually






Overall, disclosure obligations differ only slightly from existing guidelines under Basel III and CRR. This is probably due to the fact that a far-reaching review of disclosure requirements is likely to take place in the near future as a direct consequence of the Fundamental Review of the Trading Book (cf. Chapter 6). Consequently, only Tables MRB and templates MR2 and MR4 are discussed in detail since they are subject to essential changes.

Table MRB: additional qualitative disclosure requirements for banks applying the Internal Model Approach

Banks with approved internal models for the calculation of capital charges for market risks must comply with a series of qualitative disclosure requirements which refer to details regarding the models used for VaR (Value at Risk), sVaR (stressed Value at Risk), IRC (Incremental Risk Charge, additional migration and default risk) and CRM (Comprehensive Risk Measure for the Correlation Trading Portfolio). Figure 11.6 provides an overview of the information to be disclosed.
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Figure 11.6 Disclosure related to internal market risk models


Moreover, general information such as the models used at a group-wide level, the risks covered by the models, as well as the differences between the models which are used for regulatory purposes and internally used models must be reported.

The disclosure obligations following Table MRB clearly go beyond the current requirements pursuant to Article 455 (a) CRR. The current guidelines also request information on internal models, but not at the same level of granularity as asked for by Basel. Several banks will be unable to collect disclosing additional data. As was already stated in the Introduction, it is likely that broad new disclosure requirements will apply to banks in this regard with the Fundamental Review of the Trading Book.

Template MR2: Market price risk under an internal model approach

Template MR2 shows changes in RWA compared to the previous quarter calculated by internal model. This template is therefore in line with Templates CR8 for the IRBA and CCR7 for the counterparty credit risk. Just like the latter two, this  template also requests that RWA changes be allocated to different influencing factors (Figure 11.7).
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Figure 11.7 MR2 template


By disclosing the causes for RWA changes, the regulatory authority aims at improving the often criticised lack of transparency of capital requirements computed by internal models. This represents an increased disclosure effort for banks in order to identify and link all the necessary information. As a general rule, the department in charge of the internal model will most likely have to provide said information.

Template MR4: Comparison of VaR estimates with actual and hypothetical gains and losses

For the purposes of disclosure, Template MR4 provides a general idea of the model accuracy of the internal models used by comparing the projected Value at Risk estimates with the actual value changes of exposures (backtesting). As a result hereof, so-called outliers, for which the actual change in value was higher than the losses predicted by the VaR model, become transparent. Based on the chosen confidence level within the scope of the VaR model said outliers are expected; however, the disclosure report specifies their frequency as well as the date within the analysed reporting period.

Compared to the almost identical disclosure requirements pursuant to Article 455 (g) CRR, Template MR4 requires such a comparison to determine not only actual gains and losses, but also hypothetical gains and losses which would have occurred if no changes had taken place within the portfolio on the given day. The predefined tables bring about further improvements as to transparency since banks had several possibilities in the past to creatively hide model weaknesses.

In addition to the quantitative representation, the following explanations must be included:


	Description of the models used; portion of the total capital requirement for market risks calculated with the internal model,

	Analysis of backtesting exceptions within the specified time frame as well as of the key drivers that brought about these exceptions,

	Description of how valuation reserves are handled as well as if commissions and fees are included in the backtesting.



Figure 11.8 shows an example of a disclosure of backtesting results pursuant to Article 455 CRR.
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Figure 11.8 Clean P&L backtesting results




11.9 Enhancements to the revised Pillar 3 framework and further revisions and additions arising from ongoing reforms to the regulatory policy framework

In March of 2016 the BCBS issued the consultative document “Pillar 3 disclosure requirements — consolidated and enhanced framework” BCBS 356 as next step of the Pillar 3 review. BCBS 356 comprises changes to existing (BCBS 309) as well as new disclosure requirements and modifications of the frequency and implementation dates of the revised Pillar 3 framework and represents a consolidation of all existing and prospective BCBS disclosure requirements into the Pillar 3 framework. Disclosure of other Basel IV requirements is not required before the relevant Basel IV standard is applicable. According to BCBS, Pillar III revisions are divided into three phases shown in Figure 11.9. BCBS 356 is the BCBS’s draft for Phase 2.
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Figure 11.9 Phases of revision



11.9.1 New content

The Committee proposes three general enhancements to the revised Pillar 3 framework with regard to the disclosure of key metrics (new templates KM1 and KM2), disclosure of hypothetical risk-weighted assets (new templates HYP1 and HYP2) and the disclosure requirements for prudent valuation adjustments (new template PV1).

Template KM1 (quarterly disclosure, fixed format) provides users with a time series set of key regulatory metrics (Capital amounts, RWA, Capital Ratios and Buffers, LR, LCR and NSFR). Template KM2 (quarterly disclosure, fixed format) provides disclosure of additional key regulatory metrics on the institution’s total loss absorbing capacity or TLAC (available TLAC, RWA and LR exposure measure at resolution group level, TLAC/RWA and TLAC/LR exposure measure ratios). It is mandatory for G-SIBs at resolution group level. Banks that are allowed to use internal models to compute their RWA have to disclose hypothetical amounts of RWA computed according to the standardised approaches for credit, market, counterparty credit and for securitisation risk exposures215 in the banking book (Template HYP1, semiannual disclosure, fixed format). Similarly, Template HYP2 (semiannual disclosure, fixed format) provides for the disclosure of hypothetical RWA calculated according to the standardised approach for credit risk (excluding CCR) by IRB exposure (asset) classes mapped to SA exposure categories. Template PV1 (annual disclosure, fixed format) belongs to linkages between financial statements and regulatory exposures and details information given on prudent valuation adjustments. The template requires a disclosure of the additional value adjustments (AVA), split into the relevant components (Closeout uncertainty, early termination, model risk, operational risk, future administrative costs) and allocated to asset classes (derivative and non-derivative instruments) and the banking/trading book.

Further additions to the Pillar 3 framework are proposed, which reflect the ongoing reforms to the regulatory framework. They include:


	TLAC 
TLAC Templates (regime for global systematically important banks) TLAC1, TLAC2 and TLAC3 (all semiannual disclosure, fixed format) disclose information (amount and source of information on e.g. the balance sheet) on the composition of TLAC, basically following the structure of template CC1 (TLAC1); on the ranking of investors on a certain material subgroup entity broken down by different instruments and maturities (TLAC2) as well as on creditor ranking at legal entity level of the G-SIB resolution group, following the structure of TLAC2 (TLAC3).

	Operational risk 
Table ORA (annual disclosure, flexible format) and Templates OR1, OR2, OR3 (all annual disclosure, fixed format) disclose information on policies, scope, measurement, internal reporting and risk management of operational risk (ORA); on historical losses (last ten periods) used for SMA calculation (OR1); on the historical development (last 3 periods) and composition of the business indicator (OR2) as well as on historical losses (last 3 periods) including the five largest losses (OR3).

	Market risk 
The disclosure requirements concerning market risk correspond to the minimum capital requirements for market risk which were discussed under Chapter 6.216
Tables MRA, MRB (annual disclosure, flexible format) and MRC (semiannual disclosure, flexible format) disclose qualitative information on risk management objectives and policies (MRA), main characteristics and key modelling choices for internal models used (MRB) and an overview of the structure of bank’s trading desks (MRC). Table MRC is new included in the disclosure framework and is a result of the new capital requirement calculation.
Templates MR1, MR2 and MR3 (semiannual disclosure, fixed format), MR1 discloses the components (Delta, Vega and Curvature) of the capital charge calculated under the standardised approach. Template MR2 discloses the values (max., min., avg.) of the components of the capital charge calculated with an internal model per desk. Template MR3 discloses the capital charge calculated with an internal model by risk type.
Template MR4 (quarterly disclosure, fixed format) presents a flow statement showing variations in the market risk RWA determined under an internal model approach to market risk.

	Remuneration
Table REMA (annual disclosure, flexible format) and templates REM1, REM2 and REM3 (all annual disclosure, flexible format) disclose qualitative and quantitative information on the institutions remuneration governance, processes, models, risks and controls (REMA); fixed/variable /total remuneration amounts for senior management and other risk takers (REM1); special payments (guaranteed bonuses, sign-on fees and severance payments) by number of employees and total amounts (REM2) as well as deferred remuneration (outstanding amounts, reductions and amounts paid out) by remuneration instrument (e.g. cash, shares) and senior management vs. material risk takers (REM3).

	Liquidity
Template LIQA (annual disclosure, flexible format) discloses information concerning the business model, liquidity risk profiles, organization and functions involved in the liquidity risk management.
Template LIQ1 (quarterly disclosure, fixed format) discloses information concerning the liquidity coverage ratio and Template LIQ2 (semiannual disclosure, fixed format) discloses information concerning the net stable funding ratio.
The disclosure requirements related to liquidity indicators of BCBS 356 consider the requirements of BCBS 272 and BCBS 324.217

	Leverage
Template LR1 (quarterly disclosure, fixed format) discloses a reconciliation of the total assets published in the financial statements and the leverage ratio exposure. Template LR2 (quarterly disclosure, fixed format) discloses a detailed breakdown of the components of the leverage ratio denominator.
The disclosure requirements related to the leverage ratio consider the requirements of BCBS 270.218

	G-SIB-Indicator
Template GSIB1 (annual disclosure, fixed format) is applicable by all banks that are G-SIB or that have a leverage ratio exposure measure larger than 200 bn Euro. Banks are required to disclose different indicators (size, interconnectedness with the financial system, substitutability, complexity and cross-jurisdictional activity) that are further broken down into individual indicators.

	Disclosure of the countercyclical capital buffer
Template CCyB1 (semiannual disclosure, flexible format) discloses a geographical breakdown of the applicable country-specific CCYB rate, exposure values and RWA as well as the bank-specific CCYB rate and amount.





11.9.2 BCBS 356: Overview on disclosure by different categories

As outlined in the previous section (see section 11.2) the disclosure frequency will vary between annual, semi-annual and quarterly disclosures and the format will vary between fix and flexible, which are illustrated in Figure 11.10
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Figure 11.10 Disclosure frequency




11.9.3 Applicability of existing and prospective BCBS disclosure requirements (second phase of the Pillar 3 review)

The Basel Committee consolidates and complements the existing requirements for disclosure in the comprehensive consultation paper (BCBS 356), which are outlined in Figure 11.11.
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Figure 11.11 Disclosure Consolidation





11.10 Disclosures related to liquidity indicators

In addition to the review of the existing disclosure requirements established by BCBS 309, the Basel Committee also published new disclosure guidelines focused on liquidity rules. First, Basel III introduced internationally standardised liquidity requirements,219 which are now supplemented with the respective provisions regarding disclosure. These provisions refer to the Liquidity Coverage Ratio (LCR)220 and the Net Stable Funding Ratio (NSFR)221 as well as additional quantitative and qualitative disclosure requirements.

While the LCR disclosure at Basel level already came into effect on 1 January 2015, the NSFR disclosure shall be implemented at the beginning of 2018 together with the first calculation of the ratio. In both documents, a quarterly or semiannual disclosure requirement of the LCR and NSFR is requested.

Within the EU, the CRR does not currently impose an obligation in terms of LCR and NSFR disclosures. The EBA, however, published guidelines regarding LCR disclosure in 2016.222 These guidelines will have to be transposed into national legislation by the individual EU member states.

The disclosure requirements related to LCR and NSFR as well as additional specifications regarding the disclosure of quantitative and qualitative information are discussed below. An overview of the information to be disclosed is included in Figure 11.12.
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Figure 11.12 Overview of disclosures related to liquidity indicators



11.10.1 Disclosure requirements for the Liquidity Coverage Ratio (LCR)

The Basel Committee requests that the disclosure requirements for the LCR be complied with using the common disclosure template. This template is equivalent to those of BCBS 309 (disclosure of quantitative information in a fixed format). It is aligned with the Basel guidelines on LCR, which is why it is expected that the EBA will make adjustments to its pending recommendation with regard to the implementation of LCR within the EU.

Moreover, Basel requires that the LCR be presented as averages of daily observations and that the number of data points used in calculating the average figures be provided. This implies that it would be necessary to calculate the LCR on a daily basis. In practice, this could be challenging since many banks still rely on manual processing steps, which are not performed daily, when calculating the LCR. Sometimes, only the automatically generated portion of the LCR is made available and controlled daily and the necessary manual processing takes place solely on the monthly reporting deadlines. In order to cope with this problem, the Basel Committee pointed out that it would be acceptable to publish the average monthly values during the transition phase until beginning of 2017.

A separate disclosure of LCR in foreign currency is not required.

Figure 11.13 shows the common disclosure template of LCR with the information to be disclosed.

On top of the quantitative requirements regarding the minimum liquidity ratio, banks shall also make available qualitative data to determine the Liquidity Coverage Ratio. The Basel Committee suggests that the following information be provided for this purpose:


	Main drivers that significantly influenced the LCR evolution as well as its evolution over time,

	Intra-period changes of the LCR,

	Composition of HQLA (High Quality Liquid Assets),

	Concentration of funding sources,

	Derivate exposures and potential collateral calls,

	Currency mismatches,

	Description of significant inflows and outflows that are not captured in the common disclosure template.
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Figure 11.13 LCR common disclosure template




11.10.2 The Net Stable Funding Ratio — NSFR (BCBS 324)

The Basel Committee requests that the disclosure requirements for the NSFR shall also be complied with by using a common disclosure template. Provided the implementation in the EU takes place in the near future, adjustments will most likely be made hereto. Compared to the LCR, no disclosure based on daily values is requested. Instead, data must be presented as quarter-end figures. For banks disclosing on a semi-annual basis, the values of each of the two preceding quarters, or for all four preceding quarters in the case of annual disclosure, must be reported.

The common disclosure template provides for the disclosure of the information shown in Figure 11.14, i.e. available stable funding (ASF) and required stable funding (RSF) for the time buckets less than six months, from six months to one year, and greater than one year, and exposures without maturity for non-weighted assets as well as the disclosure of weighted assets.
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Figure 11.14 NSFR common disclosure template


In addition to the quantitative data on liquidity contained in the template, banks should also provide qualitative information related to the NSFR structure. This facilitates the understanding of the quantitative results as well as the accompanying data. The reasons for significant intra-period changes as well as changes over time, for example, could be subject to further discussion. The composition of interdependent assets and liabilities and to what extent these transactions are interrelated is listed as an additional aspect in the standard.



11.10.3 Additional quantitative and qualitative disclosure requirements

The Basel Committee is aware of the fact that information pertaining to the LCR and NSFR represents only a part of a bank’s liquidity situation and therefore suggests that additional quantitative and qualitative data be provided within the scope of disclosure. These additional pieces of information are based on reports such as Additional Liquidity Monitoring Metrics (ALMM)223 and the ILAAP process.224 Quantitative information comprises for instance:


	concentration of funding by source (products and counterparties),

	liquidity positions and liquidity requirements at the level of individual group companies, and

	allocation of on- and off-balance sheet items to time buckets in order to identify maturity mismatches.



Examples of qualitative information comprise:


	responsibilities in connection with the management of liquidity risks and refinancing strategies,

	methods to mitigate liquidity risks,

	narratives in connection with the use of stress tests, and

	liquidity contingency plans.





11.10.4 Summary and challenges

In summary, the challenges for banks regarding the disclosure requirements for liquidity indicators are the calculation of averages based on daily observations as well as the analysis of related changes.

Moreover, the disclosure of indicators (LCR, NSFR and ALMM) of the reporting system is linked to information obtained from the internal risk management, which represents a challenge for all institutions that do not use the same database for external reporting and internal risk management. The consequence for said institutions is that comprehensive adjustments and transitions regarding information consistency will have to be performed.

Furthermore, with respect to the disclosure requirements regarding liquidity it should be noted that the European Banking Authority (EBA) will have to carry out changes to the suggestions of the Basel Committee when implementing said provisions in European law. This is due to the fact that the reporting forms on the liquidity indicator “LCR” are different (Basel versus CRR, delegated act) and that the disclosure scheme must, in consequence, be adjusted.




11.11 Conclusions and expected effects

With the new Basel papers on Pillar III, the disclosure requirements for banks will become significantly more formalised than to date. With this publication, evident conclusions are drawn from the banks’ disclosure practices which have been criticised as deficient time and again. From the Basel Committee’s point of view, only with the aid of fixed disclosure templates and tables will a direct comparability of information disclosed by different institutes be ensured. This evolution is not unexpected since it was already blatantly obvious in the EBA provisions on disclosure of own funds and the leverage ratio. Thus, on December 2016, the EBA published the Final Guidelines to actuate the implementation of the Pillar 3 requirements of BCBS 309 on EU level.225

Besides this formal component, changes regarding the frequency of disclosure are also made. While provisions with respect to information to be disclosed quarterly or semi-annually are already in force today, these are now linked to materiality thresholds (balance sheet total, total exposure measure in the sense of the Leverage Ratio). With Basel, on the contrary, the disclosure frequency depends on the type of information, regardless of the institution’s size.

From the content point of view, the Basel papers enforce the overdue adaptation of disclosure requirements to Basel III provisions in relation to counterparty credit risk and liquidity. Even though the Basel IV provisions are already partially integrated (SA-CCR, securitisation regulations, among others), the next amendment is already in sight. The reviewed standardised approach as well as the Fundamental Review of the Trading Book especially will bring about extensive modifications as to disclosure.

The biggest challenge in practice is, however, the reconciliation with accounting. The required transferability of carrying values between the scope of consolidation under commercial law and the regulatory scope of regulation as well as the regulatory exposure definitions forces banks to establish data availability and transferability on a single item basis that has not been necessary so far for accounting purposes. The interface to similar Basel provisions for aggregation of risk data (keyword BCBS 239) becomes apparent at this point.

Even though disclosure traditionally played the role of the neglected stepchild within the banking authority, it becomes clear now that the implementation of the new provisions goes hand in hand with high requirements regarding resources and data and that it is not isolated from other projects to achieve a standardised data-household in a bank’s financial and risk departments.
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Interest Rate Risk in the Banking Book (IRRBB)

Stefan Röth



12.1 Regulatory treatment of interest rate risk in the banking book

On 8 June 2015 the Basel Committee on Banking Supervision published a consultation paper in order to determine capital requirements for interest rate risk in the banking book and to set principles for the treatment of these risks within the Pillar 2 framework.226 The purpose of this paper was to rectify a gap within the Banking Supervision Law. Until now, interest rate risk in the banking book did not need to be backed by capital under Pillar 1, even though these risks represent a significant type of risk for most banks. However, after intensive consultation with the banking industry, the Basel Committee published a final paper on interest rate risk in the banking book that once again restricted itself to a Pillar 2 framework as well as disclosure requirements under Pillar 3.227

Even before the 2015 consultative paper, the treatment of interest rate risks in the banking book was time and again subject of publications by the Basel Committee. However, in view of the fact that market best practices to measure these risks are being developed, no binding measurement methods, which would have been necessary for capital requirements under Pillar 1,228 were prescribed so far. Instead, comprehensive guidelines on management and supervision were published within the Pillar 2 framework. Most recently, the European Banking Authority (EBA) published guidelines to this effect.229 In Germany, such treatment is regulated within the Minimum Requirements for Risk Management (MaRisk).230 Moreover, it is compulsory to inform regulators about the effects of an interest-rate shock of +/– 200bp on regulatory capital.231

Discussions to determine minimum capital requirements for interest rate risks in the banking book within the Pillar 1 framework were intensified in the last few years, also on the part of the Basel Committee, especially against the background of the current low interest rates as well as the lessons learned from the financial market crisis. Since 2013, a separate Task Force on Interest Rate Risk (TFIR) worked on a re-regulation, which was finally published in 2015 as Consultation Paper BCBS 319.

As stated before, the final paper retains the Pillar 2 approach. However, it also contains a so called “Standardised Framework” based on the Pillar 1 approach of BCBS 319. Supervisors can mandate banks to follow this Standardised Framework or banks may choose to adopt it on their own.

The remainder of this chapter is outlined in the following. The focus lies on the Standardised Framework. The quantity structure of exposures affected by interest rate risks is depicted first. Exposures must be differentiated according to the complexity to determine said risks as, for example, in the case of embedded termination rights. Interest rate shock scenarios will then be designed. With the aid of said scenarios, stressed cash flows are derived. These must be aggregated in order to determine the economic value of equity. The hypothetical capital requirement is then derived from this economic value of equity. To conclude, the principles on management and supervision of interest rate risks within the framework of Pillar 2 will be briefly reviewed.



12.2 The Standardised Framework


12.2.1 Introduction

The interest rate risk in the banking book describes the risk that accrues for equity from the effects of changing interest rates on interest-bearing items in the banking book. Changing interest rates especially affect the value and timing of future cash flows. This again has an impact on the value of assets, liabilities and off-balance sheet items and hence on the economic value of equity. While the consultative paper also determined consequences for Net Interest Income (NII), this requirement has been dropped in the final paper.

The aim pursued by the Basel Committee with the Standardised Framework for interest rate risks in the banking book is to ascertain consistency, transparency and comparability in terms of interest rate risks incurred by banks. These overarching goals should be reached together with the other approaches submitted to consultation within the scope of Basel IV. Moreover, it shall also be ensured that the consideration given to interest rate risks is not distorted by regulatory requirements such as the distinction between trading and banking books or by accounting specifications such as the differentiation between the valuation at amortised cost or at fair value.

Within the Standardised Framework, the interest rate risk in the banking book comprises exclusively the risk arising from changes of risk-free interest rates. The Framework does not encompass credit spread risks. Although this had been discussed in detail by the TFIR and the respective information was retrieved from the banks in the first Quantitative Impact Study in 2014, credit spread risks in the banking book (CSRBB) only play a role within the scope of the Pillar 2 approach.



12.2.2 Assigning positions to time buckets

The starting point in determining interest rate risks in the banking book is the allocation of all interest-bearing items on the asset and the liability side as well as off-balance sheet items to time buckets. Non-interest bearing items such as holdings or fixed assets are an exception to this, as are items which must be deducted when determining regulatory capital such as own funds instruments of companies in the financial sector, which are subject to deduction.232

Basically, cash flows resulting from interest-bearing items must be classified in time buckets. Fixed interest rate items are assigned according to the fixed timing of cash flows. Variable interest rate positions are either assigned to the time bucket for which one of the parties is entitled to unilaterally change the interest rate or to one for which the interest rate is adjusted automatically in response to a change in the reference interest rate.

Figure 12.1 outlines the regulatory time buckets.
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Figure 12.1 Time buckets


Furthermore, a distinction is also made if a position’s cash flows can be modelled following standardised procedures.


	Amenable positions: comprise all positions that are not subject to uncertainties regarding the timing of cash flows.

	Less amenable positions: include all products where uncertainty regarding the timing of cash flows is present, but that can however be projected within the scope of standardised proceedings (“automatic interest rate options”).

	Not amenable positions: cover all positions for which uncertainties cannot be determined based on standardised proceedings (“behavioural interest rate options”).



Amenable positions are slotted by means of the above described procedure based on the timing of cash flows or the occurrence of an interest rate change.

Less amenable positions are products subject to uncertainties as to the cash flow amount and timing due to embedded or explicit optionalities. Compared to not amenable positions, automatic optionality must be taken into account here. Exercising the option depends solely on the financial interest of the option holder and not on factors such as depositor behaviour. Typical examples of these products are embedded interest rate options such as caps and floors.

Because of this optionality, the effects of interest rate shocks cannot be estimated by delta-equivalent approximations. Instead, a complete re-evaluation based on the interest rate shock scenario and the assumption of an increased volatility must be performed. The resulting fair value change of the options is then added to the change in the economic value of equity caused by the amenable and not-amenable positions.

In the case of not amenable positions the product optionality depends on the behaviour of the depositor or the borrower. Examples given by the Basel Committee include non-maturity deposits (current accounts, call deposit accounts), mortgages subject to prepayment risk as well as fixed rate loan commitments. For these positions, explicit modelling assumptions are provided by BCBS 368.

The treatment of not amenable positions is explained below, taking non-maturity deposits (NMDs) as an example. The borrower is free to withdraw these deposits at any time; however, in practice, said deposits are relatively insensitive to interest rate changes. The challenge therefore is to differentiate between stable and less stable deposits and to slot them accordingly to the different time buckets. Compared to the LCR, no stress scenario is assumed here.233 Hence, no conservative outflow assumptions apply as they would not be appropriate in the case of the IRRBB. The basic procedure for slotting NMDs is illustrated in Figure 12.2.

Deposits must first be segmented into “retail” (i.e. deposits made by individual persons and deposits made by legal entities of up to a total amount of EUR 1 million) and “wholesale” (i.e. deposits made by legal persons, partnerships, etc.). Retail deposits must further be classified into transactional accounts, e.g. when the depositor uses a current account for rent and salary payments, which is an indication of the stability of the deposit.

The next step is to distinguish between stable and non-stable deposits based on historic data. In contrast to BCBS 319, no caps are provided for the proportion of deposits that may be classified as stable.

Within stable deposits, a further distinction must be drawn between core and non-core deposits. It is assumed that banks pass through interest rate changes proportionally and not entirely. Core deposits are the proportion of stable deposits not subject to interest rate changes due to the pass through. Depending on the deposit’s classification, regulatory provisions may apply. Up to 90% of stable retail/transactional deposits, but only 50% of stable wholesale deposits, may be classified as core deposits.

Non-core deposits are completely assigned to time bucket 1 (“overnight”). Core deposits are slotted into time buckets between 5y (Retail/transactional) and 4y (Wholesale).

[image: image]
Figure 12.2 Treatment of non-maturity deposits




12.2.3 Interest Rate Shock Scenario Design

In developing interest rate shock scenarios, the Basel Committee pursues the aim of simulating a stressful interest rate environment that reflects the current interest rate environment in all affected jurisdictions resp. currencies and avoids national discretions and leeway. The specified six interest rate shock scenarios are as follows.


	Parallel shock up.

	Parallel shock down.

	Short rates down and long rates up.

	Short rates up and long rates down.

	Short rates shock up.

	Short rates shock down.



The starting point for each given situation is the risk-free interest rate for each time bucket and currency. The shock takes place by means of a given interest rate change, which is defined in each case for the three scenarios (parallel, short, long). The given interest rate shocks are defined by the Basel Committee for a total of 21 different currencies, based on a time series covering the last 16 years. These shocks are used as inputs for scenario specific formulas to calculate the stressed interest rate per currency.

The interest rate shock calibration is set to a six-month holding period. According to the Basel Committee, this is based on the fact that banks should be able to adjust their interest rate risk to a shock within six months. Under ordinary circumstances this could be achieved in a much shorter period of time; but, for a stress period, a conservative six-month time frame is deemed adequate.

In order to avoid unrealistically high or low results, floors (change of the risk-free interest rate as a result of the shock) and caps are introduced for the level of the shocks. Moreover, the shocked risk-free interest rate is capped at 0%, i.e. no negative interest rates can result from the interest rate shock. The Basel Committee reserves the right to adjust the level of the shocks as well as the caps and floors in case this should be necessary in the future based on the interest rate development.



12.2.4 Estimating the impact on EVE

As mentioned in the Introduction, the impact of interest rate risks on the economic value of equity (EVE) must be determined in four steps:


	The cash flows per time bucket and currency are netted.

	The net cash flow per time bucket is weighted with a risk-free interest rate discount factor.

	The risk-weighted net positions per time bucket are added to determine the EVE under each scenario and currency.

	The impact on the economic value of equity by currency and scenario is determined by subtracting the value of step 3 from the initial economic value of equity plus the amount for automatic interest rate option risks.



It must be taken into account that by means of the described procedure no hidden reserves or liabilities derived from past changes in interest rates are realised since only the effects of the prescribed interest rate shock on future cash flows are measured. The economic value of equity is, however, not compared to the book value of the items. The Basel Committee decided against this in order to reduce the complexity of the procedure.



12.2.5 Calculation of minimum capital requirements

Capital requirements for interest rate risks in the banking book arise from a combination of effects of the interest rate shock scenarios on the economic value of equity.

As part of capital requirement calculations, an assumption must be made as to how the impact of the interest rate shock can be aggregated in different currencies. According to the Basel Committee, it cannot be assumed that an interest rate shock occurs simultaneously in all affected currencies. For this reason, the provisions regulate how partial offsetting shall be effected in different currencies. Ultimately, the complexity is reduced by establishing that only those currencies in which more than 5 percent of the assets or liabilities are held must be taken into account.

The aggregation of the EVE changes in all currencies and scenarios is displayed in Figure 12.3 below.
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Figure 12.3 Calculation of minimum capital requirements





12.3 Principles for treatment within the framework of Pillar 2

The Standardised Framework is complemented by the revision of the principles in order to take these risks into account within Pillar 2. As shown in the Introduction, it must be noted that the European Banking Authority (EBA) published its own requirements on this subject almost simultaneously. Provided that the core of the present chapter includes a description of the Standardised Framework, only a short outline is included here instead of an enumeration of all the individual principles.

The aim of the reviewed principles is to ensure the banks’ capital adequacy with respect to interest rate risks in the banking book within the framework of the ICAAP. Contrary to the Standardised Framework, credit spread risks shall also be taken into account. Regarding the review of bank internal procedures within the SREP, the Basel Committee places particular emphasis on the fact that insufficiently covered interest rate risks in the banking book should be secured by capital add-ons. Another goal is to make the scope of risks more transparent by introducing additional standards regarding supervisory reporting and disclosure requirements. The Standardised Framework described can serve as backstop for capital allocation under the ICAAP, if required by the supervisor.



12.4 Conclusion and expected impact

While BCBS 319 aimed to include interest rate risks in the banking book within the framework of Pillar 1, the final standard keeps IRRBB firmly in Pillar 2 but complements it with a Standardised Framework for measuring interest rate risk in the banking book. This Standardised Framework can be used by supervisors as a backstop measure for the banks’ own measures under Pillar 2.

Should the Standardised Framework be applied as benchmark for application under Pillar 2, the question arises as to how different approaches within the internal risk measurement and management of banks might be handled. Several deviations from assumptions, management approaches or specific particularities regarding business models of banks exist, which should indeed be taken into consideration within the framework of the SREP. At this point, an appraisal of the specific risks of banks as well as of how they are handled is not simply replaced by a regulatory model.
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13
Corporate Governance

Wiebke Sawahn and Dr. Philipp Völk



13.1 Initial situation

It is the view of the Basel Committee that weaknesses in corporate governance hinder banks from providing transformation services (maturity, lot-size and risk transformation) and may therefore have a negative impact on the financial sector as well as on the real economy. The primary objective of corporate governance should be safeguarding stakeholders’ interests (which should be secondary to depositors’ interests) by allocating duties and responsibilities in conformity with public interest.234 To this end, the Basel Committee published the document “Corporate governance principles for banks” (BCBS 328). Those guidelines are outlined in this chapter together with the legal provisions currently applicable in Germany.

Corporate Governance has been on the Basel Committee’s agenda since 2010 when, in the wake of the financial crisis, the “Principles for enhancing corporate governance” were published. They contained best practice recommendations and established key functions (e.g. internal controls, compliance) of sound corporate governance.235 Following extensive consultations which led to the incorporation of additional guidelines concerning specific subfields (“Internal Audit Function in banks” (2012), “Core principles for effective banking supervision” (2012), “External Audit in banks” (2014)), the Basel Committee published the final version of the guidelines “Corporate governance principles for banks” in July 2015. Figure 13.1 summarises the key requirements of sound corporate governance.
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Figure 13.1 Key functions of sound corporate governance


The guidelines must be incorporated into national law in the Basel Committee’s member countries. They go hand in hand with the provisions set forth by other regulators: at European level, the regulations on governance within the framework of the fourth Banking Directive (“Capital Requirements Directive” or “CRD IV”) were also revised in order to address the shortcomings of banks’ internal risk management revealed by the financial crisis. In 2011, the European Banking Authority (EBA) had already set the framework for the implementation and design of rules on internal governance with the “Guidelines on Internal Governance (GL 44)”.236 These guidelines directly influenced the national rules set forth in Section 25a et seq. of the German Banking Act (KWG) as well as the additional Minimum Requirements for Risk Management (MaRisk). In connection with the guidelines of the “Supervisory Review and Evaluation Process” (SREP) within the framework of the Single Supervisory Mechanism, the requirements relating to the banks’ internal governance constitute an essential part of the SREP.237 The principles set forth therein will be incorporated in the review of the MaRisk, which is currently under consultation.238

Simultaneously, the work on improving governance structures continues at international level and increasingly comes into the focus of supervisors. In November 2015, the Financial Stability Board (FSB) informed the public of proposals and actions to reduce the risk of serious wrongdoing in the financial sector.239 An essential aspect thereof is the strengthening of governance structures. Additional work on this topic has already been announced. In addition to the bodies’ general duties, the provisions of the Basel Committee especially pertain to risk governance, including risk culture, risk appetite and risk capacity. Managing risk by assigning responsibilities within an institution is mainly implemented through the concept of the three lines of defence, which distinguishes among operational business (first line of defence), compliance and risk controlling (second line of defence) and internal audit (third line of defence) functions with regard to risk management. The three lines of defence model is depicted in Figure 13.2.

The final specification of the guidelines includes 13 principles, the use of which is recommended for all institutions, regardless of the level of implementation of the Basel framework in the specific jurisdiction. State-owned or state-supported banks (even if such support is temporary)240 should also apply these guidelines. The principle of proportionality should be applied in this context.

Just as with all the other standards of the Basel Committee, the “Corporate governance principles for banks” (hereinafter referred to as “Guidelines”) are based on a one tier board-structure of Anglo-Saxon provenence and therefore differ substantially from the provisions in force in Germany, which target the two-tier board structure implemented in German company law. The content of the guidelines must consequently be translated accordingly.241 Since the Guidelines do not advocate a specific legal form, it is currently not assumed that substantial changes must be implemented regarding the segregation of duties between the supervisory function and the management function, even if it is possible that changes be made regarding individual points. In the following, the term “board of directors” shall acquire the same meaning as in the Guidelines.
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Figure 13.2 The three lines of defence model




13.2 Principles on corporate governance for banks

BCBS 328 is divided into 13 principles which banks should follow in order to implement “good governance”. Figure 13.3 summarises the 13 principles on corporate governance for banks.


13.2.1 Principle 1: Board’s overall responsibilities

The board has ultimate responsibility for the bank’s business strategy and financial soundness, key personnel decisions, internal structures and processes, and risk management as well as compliance obligations. The board may delegate some of its functions, though not its responsibilities, to board committees where appropriate.242
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Figure 13.3 The 13 principles on Corporate Governance of banks


Within the context of governance, the board shall always be informed of the bank’s situation. Therefore, the board shall define and periodically review the adequacy of the bank’s risk governance framework and enforce the bank’s adherence to it by implementing suitable measures. Transactions with related parties should be particularly reviewed. The board should take into account the legitimate interests of depositors, shareholders and other stakeholders and maintain a good relationship with its supervisors.

A fundamental component of good governance is a corporate culture of reinforcing appropriate norms for responsible and ethical behaviour. The corporate culture and corporate values of banks are decisive when dealing with risk culture. The board is responsible for promoting a sound corporate culture and should set a good example (“tone at the top”). This includes implementing, communicating and adhering to a code of conduct, promoting compliance, and sanctioning transgressions and unacceptable behaviour. Said code of conduct should define acceptable and unacceptable behaviour in a clear, exhaustive and comprehensible manner. As to content, the code should promote a culture of timely and frank discussion and escalation (including whistleblowing mechanisms and the review of reported issues).

As part of good governance, risk governance comprises:


	risk culture,

	risk appetite, and

	defined responsibilities for risk management as well as for control functions.



These must be determined by the board.243

The risk appetite must be in alignment with the bank’s strategic, capital and financial planning and must be adequately monitored and enforced, if necessary (including disciplinary actions). In order to reinforce a strong risk culture, the bank’s risk appetite must be well developed and articulated (through the “Risk Appetite Statement” — RAS). Within the framework of the business model and proportionality, risk governance should contain provision for the three lines of defence. The board should specifically ensure that the control functions (risk management, compliance and internal audit functions) are properly positioned, staffed and resourced.

The board should select and control the bank’s management and define the tasks and responsibilities of individual members. It should clearly state its performance expectations and the necessary qualifications, evaluate actions (also in a personal discussion) and, where necessary, draw possible consequences (incentives, compensation, dismissal), should expectations not be fulfilled. The board shall establish succession plans for all key positions and update them on a regular basis.

In view of the bank’s organisation and management, the responsibilities and tasks are not new for European banks and, in Germany, are mainly part of the requirements of good governance pursuant to sections 25a, 25c, 25d of KWG as well as MaRisk.244 However, the Basel Committee highlights the significance of reinforcing appropriate norms for responsible and ethical behaviour — although difficult to measure, the “corporate culture and values” are the guiding principles according to which boards are evaluated. Figure 13.4 summarises the main aspects of the board’s overall responsibilities.
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Figure 13.4 Main aspects of the board’s overall responsibilities




13.2.2 Principle 2: Board qualifications and composition

The board must be suitable to carry out its responsibilities and have a composition that facilitates effective oversight.245 The board as a whole should be comprised of individuals with a balance of skills, diversity and expertise commensurate with the size, business model and risk profile of the bank. In addition this requires personal skills that facilitate communication, collaboration and critical debate. Moreover, members must have sufficient time to fulfill their tasks. Unlike the provisions set forth in sections 25c, 25d of KWG, no mandate restrictions are proposed. During the selection process, it should be ensured that candidates possess the technical competence and experience, but also that they do not have any conflicts of interest that may hinder the performing of their duties. In the case of banks where shareholders have the right to select board members, the necessary measures must be taken so that all board members act in the bank’s best interests.

Under German Banking Regulatory provisions, similar (but not identical) demands on the members of the executive board and supervisory body exist. The main difference is that such demands must be fulfilled by each individual member (executive board) and by the body as a whole (supervisory body) respectively. The provisions set forth in the Guidelines are more similar to the German demands on the supervisory body in this respect. The demands on the executive board pursuant to Section 25c KWG are outlined in Figure 13.5. In addition, Figure 13.6 summarises the demands on the supervisory body in accordance with Section 25d KWG.
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Figure 13.5 Demands on executive board pursuant to Section 25c KWG
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Figure 13.6 Demands on supervisory body pursuant to Section 25d KWG




13.2.3 Principle 3: Board’s own structure and practices

The board should structure itself in terms of leadership, size and the use of committees so as to effectively carry out its oversight role and other responsibilities.246 For this purpose, the board should carry out regular assessments — that is, at least yearly —, with the assistance of external experts, where necessary, of itself as a whole, its committees and individual board members and document the results thereof. Within the organisational structure, the chair of the board plays a crucial role: she is responsible for maintaining a relationship of trust with board members and ensuring that decisions are taken on a sound and well-informed basis and that dissenting views can be freely expressed. This calls for special requirements as to the chair’s personal qualities, experience and sufficient time dedication.

To increase efficiency and allow deeper focus in specific areas, specialised board committees may be established. The following committees should be established:


	Audit Committee,

	Risk Committee, and

	Compensation Committee.



Other specialised committees that are recommended include: nomination/human resources/governance committee and/or ethics and compliance committee.247

Each committee should have a charter, which includes, inter alia, how it will report to the full board. The board should consider the rotation of members and of the chair of such committees in order to avoid undue concentration of power. The board should disclose the composition and the tasks of the respective committees. Committees should maintain appropriate records of their work in order to assist the supervisor in assessing the fulfillment of their responsibilities.

Conflicts of interest should be subject to special provisions. A formal written policy and a process for its implementation should be established.

In the case of German banks, the supervisory body is responsible for organising the committee’s responsibilities pursuant to Section 25d of KWG. The executive board has the option of establishing committees provided this is necessary to ensure a proper business organisation (Section 25a of KWG in connection with MaRisk) and fulfilling its responsibilities pursuant to Section 25c of KWG. The establishment of executive board committees, often supplemented by members of the second tier of management, is already a common practice within several German banks.



13.2.4 Principle 4: Senior Management

The bank’s senior management consists of a group of individuals responsible for carrying out and managing the bank’s activities, following policies approved by the board (including business strategy, risk appetite, remuneration, among others). The board must clearly define the role, authority and responsibility of senior management positions (including that of the CEO). Members of senior management should have the necessary professional experience and specific competencies to manage the business and people under their supervision.248 A thorough selection process which focuses on personal qualification is of the utmost importance.

Along with the board, senior management serves as a role model regarding governance and risk culture requirements and must inform the board of key aspects of the operating business. This includes changes in the business and risk strategies as well as the risk appetite, the bank’s performance, breaches of risk limits or compliance rules, internal control failures, legal or regulatory concerns as well as issues raised as a result of the bank’s internal whistleblowing procedures.

The responsibilities of senior management cannot be unambiguously matched to those of the executive board of German banks. Instead, such responsibilities seem to fall to a blend of executive board (Sections 25a, 25c of KWG) and second tier of management (no separate stipulations) in the case of German banks. The final allocation of duties and responsibilities is decided by the national legislator who must not only take into account the proposals of the Basel Committee but also national laws such as labour laws, corporate laws or the (specifically German) Co-Determination Act.



13.2.5 Principle 5: Governance of group structures

Within a group structure, the board of the parent company is caught between its overall responsibility for ensuring a group-wide appropriate governance structure and the independence and responsibilities of subsidiary boards. It should therefore be aware of all relevant pieces of information related to the subsidiaries. The board should define an appropriate group structure which takes into account the risks to which the group is exposed; define appropriate subsidiary board(s) based on these criteria; ensure that the risks arising from intragroup transactions are appropriately addressed; establish an internal audit function at group level; and ensure that the necessary communication structures to achieve these responsibilities are in place within the group.249 The subsidiary boards are responsible for implementing group-wide provisions, assess their compatibility with local legal and regulatory requirements and amend them where appropriate.

Complex or opaque structures are often established with the purpose of avoiding taxes, regulatory arbitrage or other reasons. The board must ensure that said structures do not impede the board’s ability to conduct oversight or hinder effective banking supervision.250 The board should be prepared to report to the supervisors on such structures as well as on their activities and risks.

Pursuant to German law, the board of the parent company is responsible for ensuring an integrated group-wide risk management (Section 25c, item 4b of KWG).



13.2.6 Principle 6: Risk management function

The (market) independent risk management function is a key component of the bank’s second line of defense: besides identifying, quantifying, assessing, monitoring and limiting risks, the focus of said function lies also on developing and implementing the risk governance framework with the approval of the board.251 It must discuss and challenge decisions regarding risk acceptance. The board must be informed of its activities. In order to avoid conflicts of interest, risk managers should not control activities for which they were responsible in the past or in relation to which they were part of the business decision-making process. The risk management function should have a sufficient number of employees as well as adequate resources and qualifications. Staff should have the necessary experience and technical competence to assess risks regarding business decisions correctly.

In the case of large, complex and internationally active banks, the overall responsibility of the risk management function should be exercised by the CRO as part of senior management. The CRO has the responsibility for overseeing the bank’s risk management function and participates in key decision-making (e.g. strategic planning, capital and liquidity planning). The function should be exclusive and independent. This is why this position is incompatible with the responsibilities of a chief operating officer, CFO or other roles at this seniority level.252 The CRO should have the ability to interpret and articulate his view on the relevant risks in a clear and understandable manner and to meet with the supervisory function of the board (in Germany: “Aufsichtsorgan”) without members of the executive board (in Germany: “Geschäftsleitung”) being present. The dismissal of the CRO should be disclosed publicly and the reasons for such removal should be discussed with the supervisory authorities. The CRO’s performance should be reviewed by the risk committee or the board as a whole.

The provisions regarding the embedding of the risk management function within the bank’s organisation and procedures are set forth in Section 25a of KWG in connection with MaRisk.



13.2.7 Principle 7: Risk identification, monitoring and controlling

The bank’s risk governance framework should include the necessary policies, supported by appropriate control procedures and processes, designed to ensure that the bank’s risk identification, aggregation, mitigation and monitoring capabilities are commensurate with the bank’s size, complexity and risk profile.253 The board (together with the CRO and senior management) should, regularly and on an ad hoc basis, evaluate individual risks and the risk profile. The risk management infrastructure (including data infrastructure, IT infrastructure and data architecture) should keep pace with bank internal and external developments. Risk measurement and modeling techniques should be supplemented by qualitative analysis and monitoring. The board and senior management should be kept apprised in order to support decision-making. The board and senior management must ensure that they count on data of adequate quality in order to make decisions regarding risks. The risk measurement techniques should be verified by means of stress tests and backtesting.

In addition to risk measuring, the risk management function should determine options to mitigate these risks and be able to direct that said options be applied. When deviations from the chosen risk levels are unavoidable, the risk management function should be informed and ensure that the risks remain controllable. It should also be involved in the case of new or changed processes and outsourcing. If this is not possible, said activity should be disregarded. Subsidiaries should be captured by the risk governance framework as well as any transactions in connection with mergers and acquisitions, divestitures and other similar measures; the board shall be kept informed of these matters.

The provisions for German banks within the frame of risk identification, monitoring and control are set forth in Section 25a KWG in connection with MaRisk. There are no material deviations.



13.2.8 Principle 8: Risk communication

The Basel Committee is convinced that clear and open communication within the bank is a key component of a strong risk culture. In order to achieve this, risk awareness, a horizontal (across the organisation) and vertical (along hierarchy levels) communication culture as well as the involvement of control functions in the decision evaluation of middle management by the supervisory body are necessary.254 Risk communication should not only be decentralised, but also convey bank-wide, portfolio and/or other risks in a concise and meaningful manner. Reporting to the board and senior management should take place in a timely, accurate and understandable manner. Risk reports should strike an appropriate balance between quantitative data and qualitative information. If necessary, adhoc risk reports should also be presented.

In order to avoid organisational “silo” structures (when business lines, legal entities or geographical units are run in isolation from each other with limited information shared), the management body must resort to the control unit and reevaluate and even modify established structures and procedures regarding communication, where necessary.

The provisions for German banks within the scope of risk communication are set forth in Section 25a of KWG in connection with MaRisk.



13.2.9 Principle 9: Compliance

The bank’s board of directors is responsible for overseeing the management of the bank’s compliance risk.255 As part of the second line of defense, the independent compliance function shall ensure that the bank operates with integrity and in compliance with applicable laws, regulations and internal policies.256 Moreover, the compliance function should keep the board and senior management informed of developments with respect to applicable laws and assess possible effects thereof on the business model. The Compliance function should directly report to the board. Management should respect the independent duties of the compliance function; there should be no “dual hatting” by the head of the compliance function.

The provisions for German banks within the scope of embedding compliance in the bank’s organisation and procedures are set forth in Section 25a of KWG in connection with MaRisk.



13.2.10 Principle 10: Internal audit

The internal audit function (third line of defense) must be independent in order to fulfill its duties, i.e. assuring the quality and effectiveness of the internal control system, risk management and governance.257 The board is responsible for granting the internal audit function a clear mandate with the necessary competence as well as sufficient staff. The internal audit function should report directly to the board or its audit committee and shall be appointed and removed by it. The internal audit function should have sufficient skills, resources and authority within the bank in order to be able to carry out their assignments effectively. There should be no “dual hatting” by the head of the Internal Audit function.258 A change in the leadership of the Internal Audit Function should be publicly disclosed and the reasons for such change shall be discussed with the respective supervisor.

The role of the internal audit function continues to gain in importance within the framework of the BCBS principles.

The provisions for German banks regarding the positioning of the internal audit function in the bank’s organisation and procedures are set forth in Section 25a of KWG in connection with MaRisk. Moreover, according to said section, the internal audit function is responsible for reporting to the executive board and the supervisory body at least on a quarterly basis.



13.2.11 Principle 11: Compensation

The bank’s remuneration system should support appropriate governance and risk management; it is a key component for the board to provide incentives.259 The board or its compensation committee is responsible for the oversight of the implementation of the remuneration system and for adjusting it where necessary. Moreover, the board or its committee should regularly review if the remuneration system is creating the desired incentives for managing risks, capital and liquidity. For employees in control functions, remuneration should be determined independently of any business line controlled, and should be based on the achievement of their own control objectives.

The remuneration structure should be in line with the business and risk strategies as well as with the long-term interests of the bank. Conflicts of interest should be avoided by encouraging employees to act in the interest of the company as a whole rather than for themselves or solely their own line of business. The magnitude of the risk taken should be considered within this context. In those cases in which remuneration is granted for potential future revenues, all possible outcomes of the transactions generating these revenues should be taken into account (e.g. breaches of limits, control procedures or legal requirements).

Remuneration payout schedules for employees with a significant influence on the overall risk profile (risk-takers) should be sensitive to risk outcomes over a multiyear horizon. It should be possible to reduce or retain variable compensation components as well as to reverse compensation after it vests. “Golden hellos” or “golden parachutes” under which new or terminated staff receive large payouts irrespective of performance are fundamentally inconsistent with sound compensation practice.260

The provisions for German banks in the field of compensation are set forth in Section 25a KWG in connection with MaRisk and the GermanBank Remuneration Regulation (InstitutsVergV).



13.2.12 Principle 12: Disclosure and transparency

The governance of an institution should be adequately transparent to its stakeholders in order to enable them to assess the effectiveness of its governance.261 Even though disclosure requirements are more detailed for listed banks than for others, such disclosure should be proportionate to their economic significance. At a minimum, information on the recruitment approach for the selection of board members and for ensuring an appropriate diversity of skills, background and viewpoints and the description of the board committees and their tasks should be disclosed. Banks should report on remuneration, including the decision-making process, a description of the remuneration system, including the criteria used for performance measurement and aggregate quantitative information on remuneration.

It is a good practice to include a governance report as part of the bank’s annual disclosure report.262

Provisions for German credit institutions and banking groups within the scope of disclosure (Pillar III) of governance are set forth in Art. 435 CRR (comprehensive and detailed information on governance, including compliance with the limitation of mandates by members of the board), and Section 26a of KWG (disclosure of the legal and organisational structure as well as of the principles of proper group management).



13.2.13 Principle 13: The role of supervisors

This section sets forth principles for supervisory authorities as standard setters and supervisors of the corporate governance of banks.263 The board is the supervisor’s contact.

Supervisors can be expected to provide guidance on expectations regarding sound governance based on specific requirements for each bank. In addition, supervisors should also share best practices. They should perform a comprehensive evaluation of the findings gained from supervision practices. Such evaluations should include the extent to which the board interacts with specific functions (risk control and compliance function, internal audit) and whether internal controls are being adequately assessed. Supervisors should also evaluate the criteria used in the selection of members of management and their suitability and actions should be subject to ongoing attention. The assessment of governance effectiveness on the part of supervisors shall gain in importance, especially with respect to how the risk culture is put into practice and communicated as well as to how deviations are monitored and sanctioned. Supervisors should explain their appraisals to the board and ensure the implementation of remedial actions (by means of guidelines and sanctions, if necessary). Information-sharing among supervisors can be useful in this regard.

Provisions setting forth the role of national and European supervisors within the scope of ensuring sound corporate governance are provided for in various sections of KWG and in the EBA guideline on SREP.264




13.3 Conclusions

In recent years, the Basel Committee has specified and refined its requirements on sound corporate governance in several publications. The above detailed guidelines of the “Corporate governance principles for banks” (BCBS 328) lay out the duties assigned to the bodies and their relevant supporting functions (risk controlling, internal audit and compliance) as well as the design of risk governance within banks. In the course of the implementation of CRD IV requirements, the contents of these guidelines have already been implemented in German law for the most part. Consequently, no substantial changes are to be expected from the content point of view. On the one hand, the essential innovation contained in these principles is that values and the “tone at the top” together with a risk culture based on responsible governance have come to be of increasing importance. On the other hand, specific requirements are imposed in terms of the personal skills of management and control functions (relevant employees must all be capable and willing to communicate, interact and effectively cooperate within the bank, with its stakeholders and supervisors).265 This will also help to reduce the risk of conscious misbehaviour (conduct risk).

Nonetheless, some technical challenges arise from the guidelines for German banks. The most important challenge refers to the applicability of provisions regarding the single management body on the German two-tier board and its elucidation given that the increasingly Europeanised supervisors are more familiar with one-tier board structures and national peculiarities must be well substantiated.

Moreover, it is to be expected that, with ongoing supervision, the BCBS guidelines detailed above will be increasingly taken into consideration. This has already been pointed out by the ECB within the scope of the SREP process. In addition to how governance is actually implemented in practice, documentation containing the written rules of governance will play an increasingly important role. This may affect several formal and informal frameworks of communication and decision-making in that they will have to be laid down in writing and that the focus of supervisors will also move onto the respective responsibilities.
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TLAC and MREL — Two initiatives, one goal

Stefanie Dreke and Martin Wollinsky



14.1 Background

During the financial crisis it could be observed that credit institutions in severe difficulties received support from the state, in part with enormous sums, due to a potential contagion effect within the financial services industry and the negative impact on the real economy. Since then, this phenomenon has been highly criticised, being referred to as “too big to fail”.

Stricter capital requirements, specific liquidity regulations and the leverage ratio introduced by Basel III aimed at increasing banks’ resilience in general. That counts likewise for the initiatives currently launched by the Basel Committee (and presented in the previous chapters), which focus on the revision of the risk measurement.

Hence, the premises for maintaining the operations of a bank (“going concern”) were improved. However, if a bank faces an unsolvable crisis and, as a consequence, has to be resolved (“gone concern”), the previously existing regulatory framework reaches its limits. Against this backdrop, the banking supervisory law is complemented by regulations introducing specific measures regarding the resolution of banks. These measures or tools comprise arrangements for a so-called “bail-in”. The bail-in tool follows the objective to make use of shareholder and creditor capital for covering losses instead of relying on governmental bailout measures. The resolution framework applies once the “point of non-viability” is reached and serves as a substitution for regular insolvency proceedings.266 It is based on the assumption that the resolution of certain critical functions and core business lines of the institution is neither “feasible” nor “credible” due to their importance for the financial sector or the real economy. An additional goal is to minimise losses — including those suffered by creditors — using a procedure specially tailored to the situation of (large) credit institutions. The superior principle when carrying out a resolution is that no creditor shall be worse off than in the case of insolvency (“no creditor worse off” — NCWO). Figure 14.1 outlines the bail-in ranking.

The “TLAC” initiative of the Financial Stability Board and the Basel Committee on Banking Supervision (BCBS) as well as the “MREL” initiative (the counterpart at EU level), were developed in this context. TLAC stands for “Total Loss Absorbing Capacity” and is designed to ensure that, on top of the regulatory capital, banks have sufficient long term debt for a bail-in in the case of resolution.267 MREL stands for “Minimum Requirements for Own Funds and Eligible Liabilities” and pursues the same goal.268
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Figure 14.1 Bail-in ranking


The main content-related differences between both initiatives are as follows:


	TLAC applies to Globally Systemically Important Banks (G-SIB); MREL, on the contrary, applies to all institutions within the scope of the BRRD;269

	TLAC is designed as a standardised Pillar I minimum requirement, MREL is a firm-specific requirement and set by the responsible resolution authority; and

	TLAC is expressed as a requirement based on the RWA, MREL is outlined as a percentage of total liabilities.270



Figure 14.2 compares TLAC and MREL.
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Figure 14.2 MREL and TLAC


Irrespective hereof, both initiatives are based on the same basic principles, pursue the same goals and have the “same DNA”.271 In the following, both initiatives are introduced. Differences are outlined in detail where necessary. As a Basel initiative, TLAC is closer to the basic theme of this book (Basel IV), but rather limited in terms of the scope of application. MREL, the implementation of the Basel proposal at EU level, applies to a significantly larger range of institutions and therefore has a greater practical impact on institutions in the EU.



14.2 The regulations in detail


14.2.1 MREL as a new “capital” parameter

With MREL, a new regulatory “capital” ratio is introduced in addition to the (Core) Tier I ratio and the total own funds ratio. While the latter ensure that a sufficiently large capital buffer for the compensation of losses is available for the ongoing business, MREL aims at ensuring sufficient coverage in case of a bail-in. Hence, the focus of MREL goes beyond equity and lays on the total liabilities of institution as well. Liabilities shall be assessed according to specific criteria regarding their expected eligibility for a bail-in (bail-in capacity). Furthermore, additional — more operational — criteria have to be met in order to determine the eligibility for MREL. These criteria display strong parallels to requirements for own fund instruments. Comparable to the capital ratios, a clear differentiation has to be made between the bank’s individual and the group’s consolidated perspective with respect to the MREL ratio.



14.2.2 Scope of application — individual vs. consolidated perspective

When determining a MREL requirement, a distinction between the relevant level at which MREL requirements shall be complied with is intended:


	by institutions on an individual basis (Art. 45 (7) BRRD),

	by institutions on a consolidated basis (Art. 45 (8) BRRD), and

	by the group’s subsidiaries on an individual basis (Art. 45 (10) BRRD).



Initially, institutions shall comply with the minimum capital requirements for eligible liabilities on an individual basis upon request of the supervisory authority. Furthermore, the EU parent undertaking has to comply with the minimum requirements on a consolidated basis, in addition to the minimum requirements for eligible liabilities on an individual basis. The EU parent undertaking is the ultimate institution or the ultimate (mixed) financial holding of a group at EU level.

Moreover, the resolution authority responsible for the subsidiary shall determine the level of minimum requirement for eligible liabilities on an individual basis. For this purpose, the minimum requirements that apply on a consolidated basis shall be taken into account. The resolution authority responsible for the group (at group level) and the national resolution authorities (NRA) responsible for the subsidiaries are required to cooperate and reach a joint decision (Art. 45 (9) (10) BRRD .

The national resolution authority of a subsidiary may fully waive the application of minimum requirements for eligible liabilities (Art. 45 (12) BRRD). An essential requirement for granting a MREL waiver is that the national competent authority (NCA) of the subsidiary has fully waived the application of individual capital requirements to the subsidiary under Art. 7 (1) CRR. The existence of a minimum capital requirements waiver is therefore a precondition for a MREL waiver. The application of the individual minimum requirement to a parent undertaking can be waived analogously (Art. 45 (11) BRRD).



14.2.3 Responsibility of the “gone-concern” supervisor

Due to the Regulation (EU) No 806/2014 of the European Parliament and of the Council of 15 July 2014 establishing uniform rules and a uniform procedure for the resolution of credit institutions and certain investment firms in the framework of a Single Resolution Mechanism and a Single Resolution Fund and amending Regulation (EU) No 1093/2010 (SRM Regulation) — a single resolution mechanism (SRM) was introduced, effective as of 1 January 2016. The responsibility for the resolution of specific institutions and groups falls under the remit of the Single Resolution Board (SRB) pursuant to Art. 1 (42) SRM Regulation.

This competence of the SRB can be compared to the concept of supervision within the framework of the SSM pursuant to Council Regulation (EU) No 1024/2013 of 15 October 2013 conferring specific tasks on the European Central Bank concerning policies relating to the prudential supervision of credit institutions (SSM Regulation). Pursuant to Art. 7(2) SRM Regulation, the SRB is responsible for:


	all entities referred to in Art. 2 SRM Regulation that are not part of a group;

	for groups, which are considered as significant in accordance with Art. 6 (4) of Regulation (EU) No 1024/2013, or in relation to which the ECB has decided in accordance with Art. 6 (5)(b) of Regulation (EU) No 1024/2013 to execute directly all of the relevant powers; and

	other cross-border groups.



In summary, this means that institutions or groups that are supervised by the ECB are also subject to the SRM. Moreover, groups with group-associated entities established in more than one SRM member state are also subject to the SRM. The respective national resolution authority is responsible for all other groups and individual institutions (Figure 14.3).
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Figure 14.3 Supervisory and resolution authorities


The determination of a MREL minimum requirement according to Art. 12 (8) SRM Regulation includes the requirements for institutions on an individual basis and parent undertakings on a consolidated basis. Subsidiaries established in a non-participating member state or outside of the EU shall be taken into account at consolidated level.

Pursuant to Art. 12 (9) SRM Regulation, minimum requirements for own funds and eligible liabilities shall be applied to the group’s subsidiaries on an individual basis. The restriction of Art. 2 SRM Regulation regarding entities established in a participating member state subject to the SRM has to be considered. For entities outside the SRM, the SRB is not competent. Thus, for subsidiaries established in an EU member state not subject to the SRM, the SRB must examine the possibilities for an EU-wide coordination pursuant to Art. 8 (11) (b) SRM Regulation, Art. 45 (9) BRRD. For subsidiaries in third countries, the resolution authority responsible for the group must identify appropriate arrangements for cooperation and coordination with the relevant authorities of those third countries pursuant to Art. 12 (1) (c) BRRD and Art. 8 (11) (d) SRM Regulation.



14.2.4 Eligible Liabilities


14.2.4.1 Bail-in

The bail-in tool may be applied to all liabilities of an institution in accordance with Art. 44 (1) BRRD. However, certain liabilities are excluded from the bail-in by definition (see Art. 44 (2) BRRD) and are therefore protected from a bail-in. The categories of excluded liabilities are as follows.


	Covered deposits.

	Secured liabilities including covered bonds.

	Liabilities that arise by virtue of the holding of client assets or client monies with right of recovery/preferential claim on the part of the client.

	Fiduciary liabilities with right of recovery on the part of the trustee.

	Liabilities to institutions with an original maturity of less than seven days.

	Liabilities with a remaining maturity of less than seven days, owed to payment an securities settlement systems or operators of systems.

	Liabilities owed to employees by virtue of accrued salaries and pension benefits.

	Liabilities arising from the provision of critical goods and services.

	Preferred tax and social security liabilities.

	Liabilities to deposit guarantee schemes arising from contributions due.



In exceptional circumstances, the resolution authority may exclude certain liabilities from the bail-in. The main reasons are as follows.


	It is not possible to bail-in that liability within a reasonable time.

	The exclusion is strictly necessary and appropriate to achieve the continuity of critical functions and core business lines.

	Exclusion is strictly necessary and proportionate to avoid giving rise to a widespread contagion.

	The application of the bail-in tool would cause a destruction in value such that the losses borne by other creditors would be higher.





14.2.4.2 MREL eligibility

With the classification of a liability as eligible for a bail-in it is assumed that the resolution authority may include the respective instrument in the event of resolution. The MREL requirement aims at ensuring that sufficient liabilities are available in the event of a crisis. For this reason, additional requirements apply to eligible liabilities in the context of MREL. In order to assess MREL eligibility, the test sequence shown in Figure 14.4 is applied.

Additional MREL conditions are as follows.


	The instrument is issued and fully paid up.

	The liability is not owed to, secured by or guaranteed by the institution itself.

	The purchase of the instrument was not funded directly or indirectly by the institution.

	The liability has a remaining maturity of at least one year.

	The liability does not arise from a derivative.

	The liability does not arise from a deposit which benefits from preference in the national insolvency hierarchy.

	Proof of bail-in for third country emissions.
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Figure 14.4 MREL capacity


Points 1 to 4 share similarities with the requirements on regulatory capital instruments pursuant to Art. 28, 52 and 63 CRR.

The exclusion of derivatives (5) is due to their potential volatility and difficult valuation. The treatment of structured products, where a liability is linked to an embedded derivative, is not explicitly defined in the BRRD.272 For TLAC, on the other hand, structured products are expressly excluded.273

EU legislators assume the enforceability of a bail-in for liabilities subject to the law of an EU member state since all member states have to implement the BRRD and must therefore create a legal framework for bail-in effectiveness. This cannot be presumed for third countries. For this reason, the resolution authority may require proof of the effectiveness of a possible bail-in. The relevant governing law and contractual recognition of bail-in tools must be taken into account for this purpose. Besides providing proof for MREL purposes, institutions have a general obligation to ensure bail-in effectiveness of all third country liabilities.



14.2.4.3 Contractual recognition of bail-in

Pursuant to Art. 55 (1) (1) BRRD, institutions are required to include a contractual term (“bail-in clause”) for certain liabilities subject to the regulations of a third country.274 Accepting this contractual term, the creditor acknowledges that the liability might become subject to a full or partial write-down or conversion in the event of the institution’s resolution. The requirements are defined in the EBA RTS 2015/06.275

Eligible deposits from natural persons and SMEs in accordance with Art. 108 (6) BRRD are excluded from the requirement of including a contractual recognition of bail-in tools. Secured liabilities that are not subject to bail-in pursuant to the provisions set forth in Art. 44 (2) BRRD are also excluded, if they are fully secured. For liabilities created before 1 January 2015 grandfathering rules apply so that a contractual recognition of bail-in tools is not required.

The requirement to include a bail-in clause also applies to own funds. In addition to this legal obligation, resolution authorities may request that a specific portion of liabilities — i.e. also issued under the law of an EU member state — has to include a contractual bail-in clause.



14.2.4.4 TLAC eligibility

The criteria to consider an instrument as TLAC eligible and the definition of excluded instruments are in essence comparable to the criteria for MREL eligible liabilities. Table 14.1 outlines a comparison between TLAC-eligibility and MREL-eligibility.276


Table 14.1: TLAC capacity




	General requirements on TLAC instruments
	Excluded instruments





	1. Be paid in
2. Be unsecured
3. Not be subject to set off or netting rights that would undermine their loss absorbing capacity in resolution*
4. Minimum remaining maturity of at least 1 year
5. Not be redeemable by the holder (except if the 1-year remaining maturity condition is fulfilled)
6. Not be funded directly or indirectly
7. Instruments issued directly by the resolution authority (exception: equity instruments)*
	1. Insured deposits
2. Short-term deposits with original maturity < 1 year*
3. Liabilities arising from derivatives
4. Liabilities with derivative-linked features (structured notes)
5. Liabilities arising other than through a contract
(e.g. taxes)
6. Liabilities that are preferred under the relevant insolvency law (secured liabilities)
7. Deposits that cannot be converted without giving rise to material risk of successful legal challenge or valid compensation claim under national insolvency law





*Different from MREL


A significant component for complying with the TLAC minimum requirements are regulatory own funds. The FSB has already drafted additional requirements for the recognition of capital instruments as listed in Table 14.2.277


Table 14.2: Requirements for own funds instruments




	
a) CET1 used to meet minimum TLAC must not be used to also meet regulatory capital buffers

b) Non-CET1 regulatory capital instruments must be subject to equivalent resolution mechanism or contain a contractual recognition of bail-in tools — if issued in another jurisdiction

c) Non-CET1 issuances by subsidiaries located in another jurisdiction must, with agreement of the relevant home and host authorities, be able to be converted without entry of the subsidiary into resolution proceedings

d) Regulatory capital instruments used to meet minimum TLAC must not be funded by a party related to the resolution

e) Regulatory capital instruments issued by entities forming part of a material sub-group may count towards minimum TLAC under certain conditions and with the approval of the authority

f) As from 2022: must be directly issued by the resolution entity except CET1 from subsidiaries that are consolidated at resolution group level as well as specific instruments issued by cooperative banks








A specific feature of TLAC requirement compared to MREL is that 33% of TLAC requirements must be fulfilled by (long-term) debt issuance.




14.2.5 Deductible items


14.2.5.1 Investments in MREL/TLAC-eligible liabilities of other institutions

Similar to the determination of capital requirements within the Pillar I framework, the question arises whether specific balance-sheet or off-balance-sheet items must be deducted from existing eligible capital or liabilities (deductible items) to determine MREL and TLAC. Particularly relevant in this regard are investments in instruments of other institutions that could be subject to a bail-in. Since one of the goals of resolution regulation is to avoid contagion, these interdependences within the financial sector are of great importance also in the context of MREL/TLAC.

Without prejudice to the large exposures rules set out in the CRR/CRD, member states shall ensure pursuant to Art. 44 (2) subparagraph 5 BRRD) that resolution authorities limit the extent to which other institutions invest in liabilities eligible for the application of the bail-in tool.

In contrast, the TLAC publication expressly prescribes that G-SIBs must deduct eligible external TLAC instruments and liabilities issued by other G-SIBs from their own TLAC — analogously to the existing provisions for regulatory capital under Basel III. The Basel Committee was assigned to further specify this provision, including the handling of those positions held by non-G-SIBs.

In November 2015, the Basel Committee published the consultation paper “TLAC Holdings” based on this assignment.278 The Committee proposes that both — G-SIBs and non-G-SIBs — are required to deduct their net TLAC positions towards other G-SIBs from their own Tier 2 capital. This is explained in part by the fact that since non-G-SIBs are not subject to the TLAC regime they may not have sufficient TLAC resources. In order to obtain a harmonised approach, the deduction of Tier 2 capital instead of a corresponding deduction is favoured. Furthermore, as the cost of Tier 2 capital can be expected to exceed the cost of TLAC, this approach provides an incentive not to invest in these positions. The BCBS considered a CET1 deduction, an increased risk weight and a limitation by means of (special) large exposure rules as alternatives, but discarded these options for various reasons.

The Basel Committee clearly refers to the provisions of Basel III on the treatment of equity instruments to calculate TLAC holdings.279 This means that besides direct investments, positions that are indirect (e.g. funds) or synthetic (e.g. resulting from derivative transactions) must be taken into account. In this case, the net position can be calculated; that is, the long position net of short positions in the same underlying exposure. As long as the TLAC investor holds an immaterial investment in the issuer’s capital, the regulations on the threshold deduction apply (10% of the bank’s CET1).280 Since this threshold is applied consistently for CET1, AT1 and Tier 2 investments, an additional consideration of TLAC investments could also lead to or increase CET1 and AT1 deductions. In addition to the 10% threshold for capital instruments and TLAC holdings, the final standard on TLAC holdings introduced an additional 5% threshold that can exclusively be used for TLAC holdings in the trading book that are held for not more than 30 days and are considered on a gross basis.281

With this approach, the existing complex regulations on investment deductions for equity instruments are expanded to senior bonds and similar non-subordinated instruments. Irrespective of specific requirements set by the respective resolution authority, this is also relevant for non-G-SIBs insofar as they are invested in TLAC instruments of G-SIBs.



14.2.5.2 Investments in own MREL/TLAC-eligible liabilities

With respect to MREL, requirements set forth that the liability in question shall not be refinanced by the institution, nor shall it be a liability towards the institution itself so that an investment in own MREL instruments would result in an exclusion.

The same concept applies to TLAC. In this regard, the Basel Committee suggests in the consultation paper “TLAC Holdings” that the corresponding deduction approach, analogous to equity instruments, is to be used.




14.2.6 Calibration of the MREL requirement

According to the Delegated Regulation 2016/1450 the minimum requirement for own funds and eligible liabilities shall be determined on a firm-specific basis by the responsible resolution authorities.282 The individual components of this minimum requirement are expressed in Figure 14.5.
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Figure 14.5 Calibration of the MREL requirement


The starting point in the calibration is the general assumption that occurred losses should be absorbed primarily and regularly by regulatory capital (loss absorption, see section 14.2.6.1). Only in a second step shall the bail-in tool be applied, in order to ensure that sufficient capital is there to provide continuance of the bank’s critical functions and key business areas, as identified in the resolution plan. The recapitalisation amount needs to be sufficient to ensure compliance with regulatory capital ratios (recapitalisation, see section 14.2.6.2). According to the EBA, loss absorption and recapitalisation amount will be determined based on the capital requirements pursuant to Pillar I and II and, therefore, based on the RWA. Irrespective of the fact that the MREL ratio shall be expressed as a proportion of total liabilities and own funds pursuant to the BRRD, the MREL calibration shows a clear approach toward the TLAC requirement.283

When determining the targeted MREL ratio, the responsible resolution authority can apply specific adjustments, if the exclusion of certain liabilities from bail-in (section 14.2.6.3) or a DGS contribution to finance the resolution (section 14.2.6.4) is stipulated in the resolution plan. Moreover, the institution’s individual risk profile (section 14.2.6.4) and size as well as impact on financial stability (section 14.2.6.6) must be taken into account.


14.2.6.1 Loss absorption

The starting point for the MREL requirement to ensure loss absorption is the regulatory capital requirement, including all Pillar I capital buffers and additional Pillar II buffers, provided this was specified within the framework of the Supervisory Review and Evaluation Process (SREP).284 The MREL calibration pursuant to EBA RTS 2015/05 is summarised in Figure 14.6.285
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Figure 14.6 MREL calibration pursuant to EBA RTS 2015/05


A potential capital requirement based on the leverage ratio serves as floor. The resolution authority has the option of taking over the existing regulatory capital requirements for the MREL calibration or to adjust the requirement. An adjustment needs to be documented and communicated to the relevant supervisory authorities. An increased requirement could arise provided that the business model, refinancing structure and risk profile imply higher requirements in the case of resolution or that the institution’s investments in MREL instruments of other group entities could impair resolvability.

Lower requirements can be assumed where the Pillar II buffer was determined based on stress tests or to cover macroprudential risks that would not be relevant in the event of a resolution or if parts of the combined capital buffer requirement (capital conservation buffer + anticyclical capital buffer + G-SIB/O-SIB/systemic risk buffer) are considered not relevant in the event of a resolution.



14.2.6.2 Recapitalisation

The second — resolution-specific — key aspect is the expected resolvability that the resolution authority assesses based on the resolution plan. A recapitalisation amount is only required when the resolution authority concludes that it is not possible to perform a complete resolution due to the anticipated effects on the financial market in the course of the resolution procedure.

It must be ensured that sufficient capital can be generated for the critical business functions of the institution that cannot be liquidated in order to comply with the regulatory requirements after implementing the resolution strategy. This includes, in general, a minimum requirement of 8%, a Pillar II buffer, where applicable, and any additional requirement that must be met in order to maintain sufficient market confidence. In this regard, the fulfillment of the combined capital buffer requirement is considered relevant.286

For smaller institutions this could imply that no MREL requirements or no additional MREL requirements must be fulfilled besides the existing regulatory minimum capital requirements. However, for larger institutions this approach could lead to a duplication of existing capital requirements in the most stringent case — if the resolution authority concludes that a reduction of the RWA is not viable during resolution.



14.2.6.3 Exclusion of specific liabilities from bail-in

Some categories of liabilities are protected from a bail-in pursuant to Art. 44 (2) BRRD such as covered deposits. Moreover, resolution authorities may exclude liabilities from bail-in where it is not completely possible from an operational point of view (Art. 44 (3) BRRD). For example, this could be the case if conversion is not possible within a reasonable time or if conversion is linked to the risk of contagion.

Due to such an exclusion, creditors ranking superior to these instruments might have to absorb greater losses than in case of an insolvency. However, conforming to the principle “no creditor worse off”, investors cannot be treated worse under a resolution compared to their position in the case of insolvency. If creditors were systematically worse off in resolution than in insolvency proceedings, a legal risk would arise from the claim for compensation. If the resolution authority concludes that over 10% of liabilities of a given class in the insolvency hierarchy are excluded, a higher MREL requirement may have to be accounted for in order to compensate for such an exclusion.287



14.2.6.4 Contribution of the deposit guarantee scheme to finance resolution

Deposits subject to a statutory deposit guarantee schemes are not eligible for a bail-in. In the case of insolvency, the deposit guarantee scheme would be responsible for the reimbursement of the depositor and then assert a claim against the institution for the reimbursed amounts. Art. 109 BRRD describes the option of using the contributions of the statutory deposit guarantee scheme in the case of resolution. This prevents a situation where the deposit guarantee scheme might receive preferential treatment in a resolution compared to an insolvency scenario. The scheme’s participation shall not exceed the losses it would have incurred under normal insolvency proceedings nor be greater than the amount equal to 50% of its target level. The resolution authority may reduce MREL — minimum requirements to take account of the amount which a deposit guarantee scheme is expected to contribute provided that, after consulting with the authority responsible for the guarantee scheme, resorting to such scheme in the event of resolution is considered credible.288



14.2.6.5 Individual risk profile of the institution

Based on the SREP results of the supervisory authority, the resolution authority must verify and assess MREL requirements for loss absorption and recapitalisation.289 The following factors have to be considered :


	assessment of each of the business model, funding model and overall risk profile;

	assessment of whether capital and liquidity held by an institution ensure sound coverage of risks posed by the business model, funding model and overall risk profile; and

	information on additional capital buffers from the SREP process to address specific risks or vulnerabilities arising from the business model, funding model and overall risk profile. For subsidiaries of a group that are subject to a consolidation at group level, the resolution authority may exclude any buffers which are set only on a consolidated basis.



In the case of variances with regard to the existing assessments of the supervisory authority, the resolution authority must justify this in writing and report it to the supervisory authority. An ongoing exchange between the supervisory and the resolution authority is required in order to determine the MREL ratio.



14.2.6.6 Size and systemic risk

Due to their impact on the financial market stability in the case of resolution, significant institutions290 are also singled out for MREL. It shall be ensured that, in the event of resolution, 8% of total liabilities or 20% of RWA can be covered by eligible liabilities. Pursuant to Art. 44 (5) BRRD, these ratios form the minimum requirement for a contribution of the resolution financing arrangement, which shall provide an additional protection against the financial intervention by government and, therefore, protect taxpayers. Adjustments of the recapitalisation amount have to be documented and communicated to the entire resolution college. Figure 14.7 reflects possible adjustments to the MREL requirement.
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Figure 14.7 Recapitalisation and loss cover




14.2.6.7 Minimum MREL requirement — 8%?

In general, the MREL minimum ratio is determined by the responsible resolution authority specifically for each institution on an individual basis Therefore, no standardised minimum ratio exists for all institutions analogous to regulatory capital requirements. However, the question arises whether an implicit minimum ratio of 8% results from the fact that the resolution fund may only be used, if 8% of the total liabilities has been contributed to the resolution via a bail-in.

The utilisation of the resolution fund is limited to the case in which bail-in eligible liabilities are excluded from the bail-in for operational reasons.291 The resolution fund may cover the losses not absorbed by these liabilities. Based on the individual resolution plan it is defined if, and to what extent, such a compensation is likely to take place.

A general minimum requirement cannot directly be derived from the 8% threshold. However, the threshold could be seen as a relevant auxiliary condition when determining individual ratios.




14.2.7 TLAC calibration

Specific provisions for the determination of a relevant minimum ratio also exist for TLAC. It must be distinguished whether they refer to the institution on an individual basis or to the consolidated basis of the institution/financial holding group.


14.2.7.1 Requirement at consolidated level

The FSB proposal requires that the minimum TLAC for G-SIBs must be at least 16% of the resolution group’s RWAs plus capital buffers as from 2019. From 2022 the ratio will increase to 18%. The FSB proposal includes a paragraph which allows resolution authorities to set a firm-specific requirement above the minimum ratio for individual institutions. A capital requirement of at least 6% (2019) and 6.75% (2022) of the leverage ratio exposures serves as floor.292

A differentiated calibration, comparable to the EBA (2015a) approach, in which the requirement is mainly derived from the presupposed resolvability, is not provided in the TLAC term sheets. This reflects the assumption that, due to the size and importance of G-SIBs, the majority of functions would have to be maintained.



14.2.7.2 Distribution within the group

In addition to a prescription of minimum requirements, the final TLAC Term Sheet specifies the distribution of bail-in instruments within group structures, especially in the case of cross-border resolution strategies.293

The requirements for TLAC must be complied with at the “resolution entities” level. Resolution entities are defined as separate resolution units within the G-SIB group in the resolution strategy. Hence, it is possible that several resolution units with differently high TLAC requirements exist within one G-SIB group. Additional emphasis lies on “material subgroups”. Subgroups are defined for subsidiaries and entities operating in another state than the resolution entity. Sub-groups do not form an individual resolution entity and are not subject to a different TLAC requirement; however, they must comply with a — slightly adjusted — internal TLAC requirement. This is to increase the feasibility of a cross-border resolution strategy. Depending on the size and the importance of the material sub-group, they must maintain an internal TLAC of 75 — 90% based on the TLAC requirement of the resolution entity. The same requirements apply to internal TLAC instruments as to external TLAC instruments. Moreover, collateralised guarantees of the resolution entity are eligible with respect to the material subgroup under specific circumstances. Figure 14.8 summarises this.




14.3 Operational impact

The competent resolution authorities are in charge of determining individual MREL requirements. In preparation for the new requirement, institutions will face different challenges.
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Figure 14.8 TLAC requirements within a G-SIB group



14.3.1 Preparation

This begins with the recovery plan, which must be developed by the institution itself. The plan provides the authorities with an indication of important functions and core business lines from the institution’s point of view.

Furthermore, comprehensive information must be submitted to the authorities. Based on the delivered data, the resolution authorities will develop a resolution strategy for the respective institution. Information requirements will cover all aspects that are possibly relevant for a potential resolution and comprise, for example, details on the corporate structure or on the liabilities per business partners and jurisdiction.



14.3.2 Ongoing reporting

While TLAC is clearly defined as an additional Pillar I requirement (complemented by Pillar II components, where necessary), the situation remains rather diffuse for the MREL. Based on the specifications of the BRRD, it is clear that the requirements must permanently be complied with. Subsequently, the question arises whether the ongoing monitoring of adherence will be the remit of the supervisory authorities or the resolution authorities.

In order to enable monitoring activities mentioned above, information must be reported to the authorities on a regular basis. For this reason, it is to be expected that respective monitoring requirements will be implemented. In January 2016, the SRB specified prospective reporting requirements for the first time.294 The SRB has indicated a MREL requirement for all significant institutions in the course of the year 2016. For this purpose, detailed data collections have been carried out since February. The information had to be provided at individual level as well as at group level and have required granular information on individual transactions, products and counterparties.

At the end of 2016, the SRB has published an amended reporting form for the 2nd data collection as per year end 2016 on its homepage.295 In addition, the SRB has announced that it expects banks to deliver the reports at least annually, and that it will phase in earlier reporting deadlines (for data as of year end 2016: 15 May 2017; 2017: 30 April 2018; 2018; 31 March 2019). Further, the SRB expects banks to improve the data quality of their reporting and to develop the capacity to remit the data templates on an ad hoc basis, while the templates themselves might still be subject to changes.296 Therefore, institutions have to aim at building an adequate, flexible and evaluable data base.



14.3.3 Management and Pricing

With the introduction of the new requirement, the existing capital planning and capital management processes have been extended by an additional dimension: senior unsecured debt. The structure of total liabilities is, besides existing liquidity and pricing aspects, relevant for MREL and TLAC. The expiration of maturing liabilities shall be offset by adequate substitutes under consideration of the qualitative requirements such as the bail-in clause.

Another effect is the expectation of higher funding costs due to the increased risk from the investor’s perspective. In view of the NCWO principle, this can hardly be justified with the argument that the investor is placed in a legally worse position. The increased risk is more likely to result from the assumption that governmental support will no longer be available in times of crisis, as is clearly stated by the resolution mechanisms. The Basel Committee estimates that the costs of the increased risk lie between 5 to 15 basis points.297



14.3.4 Disclosure

Consequences are also to be expected within the scope of disclosure. On the one hand, this explicitly applies to MREL and TLAC, which are expected to be subject to explicit disclosure requirements regarding amount and composition.298 On the other hand, this also applies to disclosure requirements already in force. The scope of interested parties increases as investors face the risk of a bail-in.




14.4 Recent developments — TLAC/MREL in the CRR II/CRD V consultation package

On 23 November 2016 the EU commission launched the consultation for the so called CRR II and CRD V, that will implement large parts of the Basel IV reforms on EU level, and a complementary proposal for a directive amending the BRRD. The consultation package introduces TLAC into the EU regulation and brings along some significant changes to the existing MREL legislation.

For EU-G-SIBs and EU-subsidiaries of Non-EU-G-SIBs, TLAC is introduced as a binding Pillar I-requirement in the CRR. It is set at 18% of the risk weighted assets (RWA) and 6.75% of the leverage ratio exposure after a three-year transitional period, and at 90% of this requirements for EU-subsidiaries of Non-EU-G-SIBs. TLAC holdings have to be calculated by G-SIBs only and to be deducted from TLAC following a corresponding deduction approach instead of a Tier 2 deduction. This is complemented by a reporting requirement on an at least semiannual basis and specific Pillar III requirements.

The MREL rules basically remain in the BRRD, but are subject to material modifications. In line with TLAC, MREL is expressed as a percentage of the total risk exposure amount and the total leverage ratio amount, as applicable. Regarding the calibration, the amounts for loss absorption and for recapitalisation are based on the minimum requirements for own funds including an additional Pillar II requirement, as the case may be. In addition, the resolution authority can impose add-ons to restore market confidence and to increase the loss absorption if that is deemed necessary. The additional loss absorption guidance shall not exceed the Pillar II guidance that might have been imposed by the competent supervisory authority. The market confidence buffer is limited to the combined buffer requirement under Pillar I. This means that the combined buffer would only be considered once for MREL purposes, in contrast to the calibration requirements in Delegated Regulation (EU) 2016/1450.

The eligibility criteria for both TLAC and MREL are contained in the CRR II and are broadly aligned with the criteria for own fund instruments. The repurchase or redemption of eligible instruments is subject to prior supervisory approval, and the liabilities may not be subject to any set off or netting rights. While structured instruments, i.e. instruments containing embedded derivatives, are completely excluded from TLAC eligibility, they are eligible for MREL purposes up to the amount that is not affected by the derivative feature.

According to the CRD V proposal, MREL and TLAC are relevant for the determination of the maximum distribution amount. This means that a lack of eligible liabilities could lead to restrictions on dividend and bonus distributions.


[image: image]
Figure 14.9 Possible time frame
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