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To Maxim and Josephine




PREFACE

Bank regulation is primarily about the quantification and restriction of the level of risk which banks are permitted to take. However, it has for some time been an unfairly neglected area of law, since those who understand law are uncomfortable with the quantitative aspects of risk calculation, and those who understand risk quantification are not generally lawyers. This situation was tolerable in the 1980s and 1990s, when bank capital regulation existed as a separate discipline broadly outside the main body of regulatory law. However, today bank capital regulation is as much a part of mainstream law as the rules relating to market abuse or authorization, and lawyers must be able to find their way around it.

The current work is an attempt to provide a topographical map of the regulatory landscape. Its aim is to describe and explain the concepts involved in bank capital regulation, to set out how they fit together, and to show how they contribute to the ultimate aim of regulating risk. It is not intended to be a ‘how to’ manual setting out how to perform risk capital calculations—for that there are other and better sources. It is, however, intended to enable lawyers who are called upon to construe the concepts in the context of legal requirements to understand the purpose and the aim of the provisions which they are being called upon to interpret.

The first edition of this book was finalized in the summer of 2009, a period when bank regulation was changing rapidly. The second edition is published before the Basel III project has been finalized, and whilst the EU Capital Adequacy regime is in preparation. The defence for both editions is the same—that an author on this topic who had decided in 1999 to wait for the regime to be finalized before commencing work would not yet have put pen to paper, and would see no prospect of doing so for at least the next four or five years. The bones of the post-crisis settlement are now sufficiently well-formed to be capable of accurate description, and it is hoped that what the book loses in longevity it may gain in timeliness.

The conceptual nature of the content makes it slightly difficult to anchor the work in any particular legal system. The basic concepts which surround bank risk regulation are still determined by the Basel Committee on Banking Supervision. These are elaborated at the European level in directives, elaborated further by the European Banking Authority, and finally implemented (with—at least in the case of the UK—further clarificatory material) by national bank supervisors. In theory at least, none of this clarification alters the fundamental concept. However, it is an open (and unresolveable) question as to what extent guidance given at one tier is useful or relevant at a higher tier. Non-UK readers, in particular, may take the view that too much emphasis is placed herein on the views of the UK regulatory authorities on contentious issues. However, this can be defended on the basis that the UK is, in this area, one of the primary intellectual powerhouses of the global public sector, and even where other regulators take the view that the UK view should not be followed, it is unlikely that any regulator would take the view that the UK view should be disregarded. An apology may also be ventured for the relative disregard of US regulatory concepts in this area. At the time of writing the US was teetering on the brink of embracing the Basel regime for banks (but admittedly had been so teetering for some years) and the disregard seemed legitimate for a non-US work. Events may prove this wrong.

I should record two debts of gratitude. One is to OUP, who have put up with another round of ‘the dog ate my manuscript’ excuses from me for longer than any human being should be expected to tolerate. The other is to my children, who have put up with the writing process for the same period, and to my wife, whose continued tolerance passes all understanding. Thank you.

Simon Gleeson

March 2012

Extracts from the Basel Accord and from the publications of other Basel committees are reproduced with the permission of the Bank of International Settlements. All of these documents are available free on their website: <http://www.bis.org/bcbs/index.htm>.
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1.01

In order to understand bank regulation, it is first necessary to understand what a bank is. Everyone knows that a bank is an institution which takes deposits from the public and lends the monies thus raised, but even the simplest bank is more complex than this. Bank balance sheets include a range of types of exposures to a range of types of counterparties, and even where these exposures are as simple as fixed rate, fixed term single repayment loans, the interaction of those loans with other parts of the balance sheet may itself give rise to risks.

1.02

This highlights the point that there are two ways of looking at banks. An economist, for example, may see a bank primarily as a monetary phenomenon—a conduit for passing and creating credit. On this analysis a bank is simply a mechanism by which money is borrowed from the future and lent in the present.1 This approach, however, is useful for those trying to describe and quantify the financial system, but not for those trying to control it. Viewed from the perspective of a bank board or a bank regulator, a bank is a mechanism for taking risks. Banks take risks for the same reasons that all commercial entities take risks—to obtain rewards. The nature of these risks and these rewards deserves a word of explanation.

A. Banks Considered as Risk Takers

1.03

A bank takes in money from one group of people (depositors) and lends it to another (borrowers). It is (almost) certain that it will have to repay depositors; it is not certain that it will be repaid by borrowers. This means that there must be a gross profit margin made from loans advanced which can be set against borrower defaults. The business of lending is the same as any other business, in that increased profit comes at the expense of increased risk. Thus a bank may lend either at very high rates to very risky borrowers and hope that the default rate is sufficiently low to leave it in profit, or at very low rates to creditworthy borrowers and hope that the profit margin is sufficient to cover any loss which does occur. The key point here is that the riskiness of the strategy is not the same as the riskiness of the borrowers. A strategy of making large loans to high quality borrowers may be a very high risk strategy, since the margin on such loans may be very low, and even one default may destroy the entire institution. Conversely, a portfolio containing a very large number of small loans to relatively uncreditworthy borrowers at very high rates may be a relatively low-risk strategy, since the gross margin on the portfolio may be sufficient to cover likely losses many times over. This explains why institutions which are constrained in their lending to particular types of assets viewed as ‘safe’ (for example UK Building Societies and US Thrifts) have not in general proved particularly more stable than other deposit taking businesses.

1.04

Most banks, of course, diversify their lending across a number of different strategies, and seek to minimize their risk exposures by diversifying across a number of different types of business. However, the basic risk versus reward model is common to all areas of business, as it is to all businesses. Thus both managers and regulators of banks have a task which in principle is relatively straightforward. First, they must understand exactly which risks the bank is in fact exposed to (this is not as simple as it sounds). Second, they must—to the extent possible—quantify those risks. Third, they must assess the returns which may be obtained through the taking of those risks, in order to satisfy themselves that the risks are justified. Fourth, they must assess the degree to which the risks to which they are exposed are correlated to each other, in order to establish the total risk which is faced by the institution as a whole. In doing this they will be guided by the well-known principle that the generation of commercial returns necessitates the taking of risks, but the taking of risks by no means necessarily results in the generation of any returns.

B. A Prototypical Bank

1.05

In order to understand how this process may work in practice, we begin with a representative example of a bank. This particular example is not intended to resemble any bank living or dead, but was constructed in November 2001 by the Joint Forum2 as a comparator for a cross-industry exercise.3

[image: Image]

(1) Inter-bank lending and borrowing generally occur through deposits and/or money market instruments. These are short-term securities issued or bought by the bank. In effect, when held to maturity, they are the equivalent of a traditional inter-bank time deposit.

(2) Securities: this corresponds to securities bought and held by the bank either for trading purposes (market-making or proprietary trading) or for investment purposes (buy-and-hold). fixed income securities are held to maturity at cost value. Securities held by banks are in most cases essentially made up of fixed income instruments.

(3) Loans and advances to customers are comprised of all types of credits extended to customers, including overdrafts. This item also presents loan loss reserves as a negative (contra) asset item, consistent with its presentation in a number of countries.

(4) Prepayments and accrued/deferred income is related to all balance sheet items that are accounting for at cost and whose income is accrued. This is the case in particular for loans and advances to customers and customer deposits but can also be the case for a large proportion of inter-bank borrowing and lending.

(5) Customer deposits are the aggregated total of all outstanding deposits and cash balances of all customers’ accounts.

(6) Debt securities include all securities issued by the bank, regardless of maturity. In addition to bonds and medium-term notes, this might also include deposit certificates although, in some jurisdictions, such certificates are aggregates either with inter-bank borrowing or with customer deposits, depending on the nature of the investor.

(7) Loss reserves for liabilities and charges: this can encompass, in some jurisdictions, loss reserves and/or provisions calculated on a statistical basis for specific events such as staff pensions. It also includes provisions for deferred tax. The proportion of such reserves for a bank is dependent on the taxation regime of its jurisdiction of incorporation.4

(8) Subordinated debt is made up of dated and undated subordinated securities qualifying for regulatory capital purposes (tier 2 capital).

 

Business summary

1.06

Banks primarily engage in granting loans and extending credits, although market activities have become more important. Assets are mainly funded by deposits collected from customers and from other banks (inter-bank deposits). Hence, these two classes represent the bulk of respectively, assets and liabilities in the stylized balance sheet of a bank. Proportions can, however, be as low as 40 per cent of assets for loans and 40 per cent of liabilities for customer deposits, depending on the bank’s reliance on market operations and inter-bank funding.

1.07

The reliance on inter-bank funding and proportion of inter-bank lending varies widely between banks. This proportion increases if the bank is active in the derivative markets, since these are generally inter-bank transactions. More importantly, banks which raise money in the repo markets are likely to have a significantly higher proportion of inter-bank funding.

1.08

Customers range from retail customers to commercial and industrial entities to other financial institutions and governments. In some banks a substantial part of a bank’s assets can be made up of securities held for trading or investment purposes, although this is clearly not the case in the example previously referenced. Likewise, part of a bank’s liabilities can take the form of bonds or other securities.

1.09

Off balance, traditional transactions are the undrawn credit facilities granted, and guarantees and collateral given or received. The bulk of off-balance sheet items, however, are likely to be derivatives contracts. The aggregated nominal amounts outstanding for derivatives contracts are often a multiple of the balance sheet total. The issue of netting of derivative exposures varies—in the US, for example, derivatives contracts are more easily netted than in Europe—but this figure does not generally give any particularly useful information as to the level of market risk to which the bank is actually exposed.

1.10

The interest margin on the traditional banking activity still constitutes the bulk of many banks’ income, but diversification strategies have increased reliance on fees and commissions earned on all kinds of financial services provided by the banking sector (asset management, payment and settlement services, custody, proprietary trading, investment banking).

Risk analysis

1.11

Having seen what a bank looks like, we now turn to the risks which it faces.

1.12

Credit risk arising out of lending business is the dominant risk for banks. In the stylized example previously given, loans make up approximately two-thirds of the assets, and this is a relatively representative figure. For most banks, loans will make up between 25 per cent and 75 per cent of total assets, although there are some exceptions.

1.13

No bank expects its lending to be entirely risk-free, and in general all banks will provide against at least some of their loans. The circumstances in which provisions may be taken on the balance sheet of a bank are explained at para 4.68. In the previous example, loan loss reserves are shown on the stylized balance sheet as a contra-asset item, reflecting their treatment in a number of jurisdictions. Such reserves can range from less than one per cent of loans outstanding to much larger amounts in some cases.

1.14

A major source of credit risk for banks does not appear on the balance sheet of the bank at all. This is the agreed but undrawn lines of credit and other forms of lending commitments which the bank will have entered into. There are many ways in which a bank can give customers a promise to lend money at a future time, ranging from the grant of committed borrowing facilities through to guarantees and standby letters of credit. None of these appear as accounting items (although they are sometimes disclosed in the notes to the accounts). They are, however, a real source of credit risk, since in general a bank which has entered into a commitment to lend will not be able to refuse to make the advance when called upon to do so. For many banks, total undrawn loan commitments are half again as large as their total assets, although naturally there is a wide range of variation across banks.

1.15

Interbank activities, securities holdings, and other traded assets tend to make up the bulk of a bank’s assets not devoted to customer loans. These assets may be held either as part of the bank’s own treasury operations, or may be employed in proprietary securities trading business. Depending on the size and scale of these activities, banks are exposed to market risks and other risks associated with holding traded securities.

1.16

Similarly, banks have in many cases become significant users of derivative instruments. The notional value of derivatives entered into is now very large for most banks. However, there are two aspects of this which require more detailed thought. One is that in general the relevant figure for the bank is not the notional value of the derivatives which it has entered into, but the ‘mark to market’ figure, being (loosely) the amount of money which the bank would have to either pay or receive in order to be released from the contract. This figure will be shown in the accounts as a receivable (or an amount payable), and is likely to be a very small fraction of the total nominal value of the derivatives concerned. Thus banks frequently have very large nominal exposures to assets through the derivatives markets, but show a relatively small exposure in their accounts.

1.17

Finally, the bank will be exposed to risks such as foreign exchange risk and interest rate risk which may arise across its entire portfolio. In general, foreign exchange risk arises wherever a bank enters into any transaction where the amounts receivable are calculated by reference to a currency other than the currency in which the bank accounts, and interest rate risk arises in any circumstance where the bank’s obligations to pay interest on an asset are not precisely matched by an equivalent interest stream. Interest rate risk generally arises as a result of reinvestment risk.

1.18

On the liability side, customer deposits remain the largest source of bank funding for almost all banks (although there have been some notable exceptions in the recent past—Northern Rock springs to mind). Interbank liabilities and other forms of short-term wholesale funding are also important, particularly for banks active in trading activities. Importantly, the structure of bank’s liabilities relative to its assets can give rise to both funding liquidity risks and to interest rate risk if the underlying maturity of a bank’s assets and liabilities do not match.

1.19

Capital issued by the bank tends to be between 5 and 15 per cent of assets depending on the bank and on how capital is defined. For example, for the bank shown on the stylized balance sheet, equity capital is equal to 5.5 per cent of assets, while subordinated debt eligible for regulatory capital makes up another 4.5 per cent. In general, the total ratio of bank capital to total assets is unlikely to exceed 5 per cent—or, put another way, at least 95 per cent of a bank’s assets will be funded out of borrowings.

Credit risk

1.20

Credit risk is the risk that a counterparty will fail to perform fully its financial obligations. It includes the risk of default on a loan or bond obligation, as well as the risk of a guarantor or derivative counterparty failing to meet its obligations. This risk is present to some extent in all businesses—including non-financial businesses. The management of credit risk is the most highly developed area of any bank’s activities. In general modern banks will employ credit personnel who will establish abstract criteria for the taking on of any credit exposure. These criteria will include borrower qualifications and credit limits, the incorporation of appropriate risk premiums in pricing, and the establishment of loan loss reserves. The credit unit will operate independently of the business areas charged with originating business for the bank.

1.21

When a new business proposal is brought in, the process by which it will be evaluated is generally very formal. For large credits a specialized unit will analyse the risks inherent in the relevant product and geographical sectors as well as the particular borrower itself. The process by which credits are approved is a source of some concern to bank management. The issue is generally that for any substantial credit, the individual or individuals within the bank who originated the proposal are likely to feel some degree of ‘fatherhood’ for it, and even if the bank’s remuneration structure does not specifically incentivize them.

1.22

In general credit exposure is managed through a process of imposing exposure limits, to individual borrower, to counterparties and groups of connected counterparties, to particular economic sectors, geographic regions and specific products. Such limits are generally based at least in part on an internal credit grading scale. Banks price credits in such a way as to cover all of the embedded costs and compensate them for the risks incurred—however, the approach used to price credit is by no means always the same as the approach used to assess the exposure of the bank. Finally, in general banks assess the profitability of particular business areas by charging them the cost of their use of capital—ie by adjusting their apparent profitability to reflect the amount of risk and risk capital which they absorb. Thus a business which generates high margin loans to high-risk borrowers can be compared with a business which generates lower margin loans to higher quality borrowers (see para 1.40).

1.23

Most banks have now developed systematic internal models for the quantification of credit risk, which operate as internal rating systems. These models assess portfolios of credit risks as well as individual credits, and provide estimates for default probabilities, exposures at default and potential losses given default. This modelling activity is used to estimate the amount of economic capital needed to support banks’ activities that involve credit risk. The economic capital for credit risk is determined so that the estimated probability of unexpected credit loss exhausting economic capital is less than some target confidence level. In practice, this target confidence level is often chosen to be consistent with the bank’s desired credit rating.

1.24

Banks may also seek to reduce their risk exposures by using risk mitigants—collateral, guarantees, and credit derivatives. These techniques can be used not only to reduce absolute levels of risk, but also to restructure portfolios of risk in order to obtain diversification benefits. The increase in the use of portfolio models within banks appears to have driven the rapid development of credit derivatives. Credit risk mitigation techniques used by banks for their market operations, especially in their trading books, are similar to those used by securities firms in that they rely heavily on collateral.

1.25

In the trading book, banks expose themselves to credit risk through many of their activities such as making margin loans to customers, entering into derivatives contracts, borrowing or lending securities, executing repurchase/reverse repurchase agreements, and occasionally extending accommodation loans in connection with pending transactions. In general credit risk arising out of trading activities is managed by the taking of highly liquid securities as collateral. These arrangements are generally subject to daily re-margining. In addition, banks seek to minimize the levels of such obligations by entering into master netting and collateral arrangements with counterparties where there are multiple exposures across different business lines.

Market and asset liquidity risks

1.26

Market risk refers to the potential for losses arising from changes in the value or price of an asset, and asset liquidity risk refers to the risk that there will be no liquid market for the asset when it is to be sold. It is important to understand that although these are separate risks, they are both encountered as regards securities holdings. To take a simple example, imagine that a bank has one million shares in a particular company with a market price of £1. The bank is exposed to the risk of the market price falling. However, if the normal market size is only a few thousand shares per day, the fact is that if the bank decided the following morning that it wanted to sell the entire holding it would likely receive considerably less than the ordinary market price for each share.

1.27

Market risk can be subdivided into specific and general risk. Specific risk is the risk that the value of a particular security will change for reasons connected to that specific security—for example, the issuer of a bond suffers a rating downgrade. Specific risks generally affect no other security. General risks, however, affect all of the securities of a particular type—for example, if interest rates change, all of the bonds in a particular portfolio of debt securities will move in value simultaneously. General risk may arise from fluctuations in interest rates, currency exchange rates, or commodity prices.

1.28

Most securities firms and banks, together with insurance companies running significant trading positions, use statistical models to calculate how the prices and values of assets are potentially impacted by the various market risk factors. These models generate a ‘value at risk’ (‘VaR’) estimate of the largest potential loss the firm could incur, given its current portfolio of financial instruments. More precisely, the VaR number is an estimate of maximum potential loss to be expected over a given period a certain percentage of the time.

1.29

For example, a firm may use a VaR model with a 10-day holding period and a 99-percentile criterion to calculate that its $100 million portfolio of financial instruments has a potential loss of $150,000. In other words, the VaR model has forecasted that with this portfolio the firm may lose more than $150,000 during a 10-day period only once every 100 10-day periods. Most VaR models depend on statistical analyses of past price movements that determine returns on the assets. The VaR approach evaluates how prices and price volatility behaved in the past to determine the range of price movements or risks that might occur in the future. VaR models are commonly back-tested to evaluate the accuracy of the assumptions by comparing predictions with actual trading results. In practice, while VaR models provide a convenient methodology for quantifying market risks and are helpful in monitoring and limiting market risk, there are limitations to their ability to predict the size of potential losses.

1.30

Firms use stress tests and scenario analyses to supplement and to help validate VaR models. Stress tests measure the potential impact of various large market movements on the value of a firm’s portfolio. These tests can identify market risk exposures that appear to be small in the current environment but may grow disproportionately under certain circumstances.

1.31

Scenario analysis focuses on the potential impact of particular market events on the value of the portfolio. Frequently, large and disruptive events from the past (eg major stock and bond market crashes) are used as potential scenarios. The main way to mitigate market risk, once assumed, is by taking positions in securities and derivatives whose price behaviour is negatively correlated to the issue or instrument whose risk is to be mitigated.

1.32

Asset liquidity is increasingly taken into account in marking instruments and in interpreting VaR results based on short holding horizons. Banks take account of the difficulty in liquidating some assets at or near market value by discounting such market values, for instance when the securities are thinly traded or when the firm holds a large position in a specific security.

Funding liquidity risk

1.33

Funding liquidity risk is the risk that a bank cannot obtain the necessary funds to meet its obligations as they fall due. In general, banks cannot know what the calls on their liquidity will be, since the vast majority of their liabilities (for example retail deposits) could in theory all be withdrawn tomorrow. They are therefore obliged to rely on forecasts of customer behaviour in modelling the likely outflow of liquidity, and must ensure that they maintain sufficient liquidity to meet that outflow. Contingency plans and stress testing are particularly important in this regard. In general, liquidity risks are dealt with through a combination of maintaining a poll of highly liquid assets which can be called upon within the relevant timescales, and diversification of funding sources in order to ensure that if one source fails there are others available.

1.34

Banks are particularly vulnerable to funding liquidity risk because they finance many illiquid long-term assets, mainly loans, with shorter-term liabilities, largely customer and inter-bank funding deposits, that are vulnerable to a ‘run’ in the event of a drop in confidence.

Interest rate risk

1.35

Interest rate risk is the exposure of a bank’s financial condition to adverse movements to interest rates. Commercial banks, which tend to have large portfolios of long-term fixed rate loans funded by shorter-term floating rate deposits, are particularly exposed to this risk. Mitigation is accomplished to some degree by interest rate swaps, repackaging, and asset securitization, and banks seek to manage this exposure on a whole-bank basis using asset-liability management techniques. Callable debt and derivative products can also be helpful in managing the contingent nature of interest rate risks linked to mortgages with prepayment options.

Operational risk

1.36

Operational risk can be defined in a variety of ways. For example, the Basel Committee has defined operational risk as the risk of loss resulting from inadequate or failed internal processes, people and systems or from external events (see Chapter 17). This definition generally excludes such risks as the strategic risk associated with business decisions. However, it does include some elements of reputational risk as well as legal and compliance-related risks. Most firms address legal and reputational risks by seeking to have well-developed compliance programmes and by focusing on the need for adequate legal documentation of transactions.

1.37

Other types of operational risks arise when a firm is exposed to loss because of employee error, the failure of an automated system, or the failure of a communications network. As banks have increased their reliance on technology and automated systems, the management of these operations-related risks has taken on higher priority. The increasing prevalence of outsourcing of technology-related services is another contributing factor to the emphasis on such risks.

Risk consolidation

1.38

Many banks are increasingly seeking to take a consolidated, enterprise-wide view of risk management. Their motivation comes from competitive forces to increase risk-adjusted returns on equity, in part by making more efficient use and allocation of capital, as well as from other current trends, such as globalization, expansion across sector lines, and increasing involvement with products that entail multiple types of risk. Further, financial firms are increasingly managing their risks in structurally complex ways. For example, many firms use inter-affiliate transactions to transfer risks from different legal entities into a common vehicle where the risk can be managed and hedged on a more aggregate basis.

1.39

The need to consolidate or aggregate measures of risk can arise at several different levels within an organization. Within a business line, individual risk types (eg market risk or credit risk) may be aggregated across the various activities and positions. Consolidation at this level typically makes use of the relevant risk measurement methodology for the particular risk under consideration. This allows offsetting exposures to identical risk factors to be fully netted out and allows for diversification benefits across similar risk factors to be considered. Some firms take this approach a step further and attempt to perform firm-wide aggregation of particular risk types. For example, it is common for firms employing VaR techniques for market risk measurement to attempt to aggregate all market risks related to trading positions throughout the firm into a single aggregate VaR calculation for the entire firm. This produces a consolidated measure of market risk for the entire firm.

Economic capital

1.40

Banks conventionally use ‘economic capital’ as the internal currency for risk across risk types and across business units. Firms using economic capital models calculate the amount of economic capital needed to support a given risk at a given level of confidence. Many firms set the confidence level for the measurement of risk so that it matches the default probability associated with a particular external credit rating. In this way, firms are calculating the amount of economic capital required to obtain a given rating for a firm taking on the underlying amount of risk on a stand-alone basis. As well as being performed at the business level, economic capital calculations are often performed at the business line level for a given risk type, and may be performed on a business line by business line basis.

1.41

In this regard economic capital—or, more precisely, the allocation of economic capital—becomes the primary management tool for bank management. Individual business lines within the bank may be given a certain amount of economic capital, and told to manage their overall business within that ‘budget’. Business lines which generate what they believe to be unusually profitable business opportunities which require capital above their allocation may be allowed to ‘bid’ for capital internally against other business lines. The aim of this mechanism is to improve the overall risk/return ratio within the bank by ensuring that capital is used for the most profitable business.
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2.01

The starting point for a discussion of bank regulation is to ask why banks should be regulated to any greater extent than, say, car manufacturers. It would be reasonable (although cowardly) to avoid this issue altogether, and to begin from the proposition that they just are. However, it is helpful in understanding some of the issues which arise in the context of bank regulation to have a clear idea of what it is that the banking regulatory system is ostensibly trying to achieve.

A. Basis of Bank Supervision—the Basel Principles

2.02

The locus classicus of bank supervision is the statement of the Basel Committee as to the Core Principles for Effective Banking Supervision, produced by the Basel Committee in September 1997 and reissued in a revised version in October 2006. It is helpful to consider these here, since they set out in a short but comprehensive fashion the elements which may be found in the banking supervisory regimes of all major jurisdictions.

2.03

Principle 1—Objectives, independence, powers, transparency, and co-operation. An effective system of banking supervision will have clear responsibilities and objectives for each authority involved in the supervision of banks. Each such authority should possess operational independence, transparent processes, sound governance and adequate resources, and be accountable for the discharge of its duties. A suitable legal framework for banking supervision is also necessary, including provisions relating to authorization of banking establishments and their ongoing supervision; powers to address compliance with laws as well as safety and soundness concerns; and legal protection for supervisors. Arrangements for sharing information between supervisors and protecting the confidentiality of such information should be in place.

2.04

Principle 2—Permissible activities. The permissible activities of institutions that are licensed and subject to supervision as banks must be clearly defined and the use of the word ‘bank’ in names should be controlled as far as possible.

2.05

Principle 3—Licensing criteria. The licensing authority must have the power to set criteria and reject applications for establishments that do not meet the standards set. The licensing process, at a minimum, should consist of an assessment of the ownership structure and governance of the bank and its wider group, including the fitness and propriety of Board members and senior management, its strategic and operating plan, internal controls and risk management, and its projected financial condition, including its capital base. Where the proposed owner or parent organization is a foreign bank, the prior consent of its home country supervisor should be obtained.

2.06

Principle 4—Transfer of significant ownership. The supervisor has the power to review and reject any proposals to transfer significant ownership or controlling interests held directly or indirectly in existing banks to other parties.

2.07

Principle 5—Major acquisitions. The supervisor has the power to review major acquisitions or investments by a bank, against prescribed criteria, including the establishment of cross-border operations, and confirming that corporate affiliations or structures do not expose the bank to undue risks or hinder effective supervision.

2.08

Principle 6—Capital adequacy. Supervisors must set prudent and appropriate minimum capital adequacy requirements for banks that reflect the risks that the bank undertakes, and must define the components of capital, bearing in mind its ability to absorb losses. At least for internationally active banks, these requirements must not be less than those established in the applicable Basel requirement.

2.09

Principle 7—Risk management process. Supervisors must be satisfied that banks and banking groups have in place a comprehensive risk management process (including Board and senior management oversight) to identify, evaluate, monitor and control or mitigate all material risks and to assess their overall capital adequacy in relation to their risk profile. These processes should be commensurate with the size and complexity of the institution.

2.10

Principle 8—Credit risk. Supervisors must be satisfied that banks have a credit risk management process that takes into account the risk profile of the institution, with prudent policies and processes to identify, measure, monitor and control credit risk (including counterparty risk). This would include the granting of loans and making of investments, the evaluation of the quality of such loans and investments, and the ongoing management of the loan and investment portfolios.

2.11

Principle 9—Problem assets, provisions, and reserves. Supervisors must be satisfied that banks establish and adhere to adequate policies and processes for managing problem assets and evaluating the adequacy of provisions and reserves.

2.12

Principle 10—Large exposure limits. Supervisors must be satisfied that banks have policies and processes that enable management to identify and manage concentrations within the portfolio, and supervisors must set prudential limits to restrict bank exposures to single counterparties or groups of connected counterparties.

2.13

Principle 11—Exposures to related parties. In order to prevent abuses arising from exposures (both on balance sheet and off balance sheet) to related parties and to address conflict of interest, supervisors must have in place requirements that banks extend exposures to related companies and individuals on an arm’s length basis; these exposures are effectively monitored; appropriate steps are taken to control or mitigate the risks; and write-offs of such exposures are made according to standard policies and processes.

2.14

Principle 12—Country and transfer risks. Supervisors must be satisfied that banks have adequate policies and processes for identifying, measuring, monitoring and controlling country risk and transfer risk in their international lending and investment activities, and for maintaining adequate provisions and reserves against such risks.

2.15

Principle 13—Market risks. Supervisors must be satisfied that banks have in place policies and processes that accurately identify, measure, monitor and control market risks; supervisors should have powers to impose specific limits and/or a specific capital charge on market risk exposures, if warranted.

2.16

Principle 14—Liquidity risk. Supervisors must be satisfied that banks have a liquidity management strategy that takes into account the risk profile of the institution, with prudent policies and processes to identify, measure, monitor and control liquidity risk, and to manage liquidity on a day-to-day basis. Supervisors require banks to have contingency plans for handling liquidity problems.

2.17

Principle 15—Operational risk. Supervisors must be satisfied that banks have in place risk management policies and processes to identify, assess, monitor, and control/mitigate operational risk. These policies and processes should be commensurate with the size and complexity of the bank.

2.18

Principle 16—Interest rate risk in the banking book. Supervisors must be satisfied that banks have effective systems in place to identify, measure, monitor and control interest rate risk in the banking book, including a well-defined strategy that has been approved by the Board and implemented by senior management; these should be appropriate to the size and complexity of such risk.

2.19

Principle 17—Internal control and audit. Supervisors must be satisfied that banks have in place internal controls that are adequate for the size and complexity of their business. These should include clear arrangements for delegating authority and responsibility; separation of the functions that involve committing the bank, paying away its funds, and accounting for its assets and liabilities; reconciliation of these processes; safeguarding the bank’s assets; and appropriate independent internal audit and compliance functions to test adherence to these controls as well as applicable laws and regulations.

2.20

Principle 18—Abuse of financial services. Supervisors must be satisfied that banks have adequate policies and processes in place, including strict ‘know-your-customer’ rules, that promote high ethical and professional standards in the financial sector and prevent the bank from being used, intentionally or unintentionally, for criminal activities.

2.21

Principle 19—Supervisory approach. An effective banking supervisory system requires that supervisors develop and maintain a thorough understanding of the operations of individual banks and banking groups, and also of the banking system as a whole, focusing on safety and soundness, and the stability of the banking system.

2.22

Principle 20—Supervisory techniques. An effective banking supervisory system should consist of on-site and off-site supervision and regular contacts with bank management.

2.23

Principle 21—Supervisory reporting. Supervisors must have a means of collecting, reviewing, and analysing prudential reports and statistical returns from banks on both a solo and a consolidated basis, and a means of independent verification of these reports, through either on-site examinations or use of external experts.

2.24

Principle 22—Accounting and disclosure. Supervisors must be satisfied that each bank maintains adequate records drawn up in accordance with accounting policies and practices that are widely accepted internationally, and publishes, on a regular basis, information that fairly reflects its financial condition and profitability.

2.25

Principle 23—Corrective and remedial powers of supervisors. Supervisors must have at their disposal an adequate range of supervisory tools to bring about timely corrective actions. This includes the ability, where appropriate, to revoke the banking licence or to recommend its revocation.

2.26

Principle 24—Consolidated supervision. An essential element of banking supervision is that supervisors supervise the banking group on a consolidated basis, adequately monitoring and, as appropriate, applying prudential norms to all aspects of the business conducted by the group worldwide.

2.27

Principle 25—Home-host relationships. Cross-border consolidated supervision requires cooperation and information exchange between home supervisors and the various other supervisors involved, primarily host banking supervisors. Banking supervisors must require the local operations of foreign banks to be conducted to the same standards as those required of domestic institutions.

B. Capital Regulation

2.28

These principles set out the general objectives which a bank supervisor should seek to achieve as regards its supervision of the management of the undertaking of each of its banks. However, although these objectives are all correct and desirable, they are all indications of general direction rather than statements of specific limits. Possibly more importantly, all of these principles would also be the objectives of the board and senior management of any well-run bank. Once the regulator has satisfied itself that the bank has systems in place to achieve these objectives, and that those systems are reasonably effective and in line with best industry practice, it is tempting for the bank regulator to assume that he has done all that he can.

2.29

This is not, however, the practice of bank regulators. The reason for this is that for the reasons set out in paras 2.33 to 2.38, bank regulators seek to reduce the overall risk exposure of the banking system to a level below that which the directors of the bank would otherwise maintain. This is done by requiring the maintenance of a specified amount of regulatory capital.

2.30

It should be noted that the requirement by a regulator that a bank maintain a specific amount of capital relative to the risk which it runs is exactly the same mechanism as that which bank management employ within the institution when they impose economic capital limits on individual businesses (see paras 1.40 to 1.41). In both cases the specification of a limited amount of capital is imposed as a proxy for the imposition of a risk limit—however, rather than the regulator specifying in detail the amount of each type of risk which the bank may run, the regulator in practice gives the bank a ‘risk budget’ by specifying the amount of capital which can be recognized and the mechanism by which capital may be allocated to risk. A bank which perceives itself as having access to particularly advantageous business is free to raise more capital, but until it has done so the regulator will not allow it to engage in that business unless it simultaneously decreases its risk exposure by reducing or exiting other businesses.

2.31

This approach makes capital requirements the primary tool of bank regulation. The idea that capital regulation is the proper study of bank regulators is deeply embedded within regulators, and many senior bank regulators quietly believe (pace Rutherford) that bank regulation can be divided into quantitative supervision and stamp collecting. It is fair to say that the usefulness of regulatory capital requirements is frequently rejected amongst academic commentators,1 who object that there is no academically validated proof to show that capital regulation has in fact reduced risk. Put simply, the argument is that the level of capital maintained by a particular bank is not necessarily a good guide to how likely it is to survive a financial crisis and, in particular, it is clearly not the case that banks with capital levels substantially above the regulatory minima will necessarily survive financial turbulence. Banks with low capital but good risk controls are more likely to survive a period of financial turbulence than banks with high capital levels but poor risk controls.

2.32

It should be noted, however, that it does not follow from the fact that capital requirements are justified that capital regulation in the form in which it has existed has always been useful. Most importantly, a regulatory capital regime which sets a requirement lower than that which the bank would otherwise maintain is a bureaucratic burden which is of no value. Secondly, an insufficiently risk-sensitive capital requirement is likely to create perverse incentives which outweigh any benefit which it may create (arguably the position of Basle I from about 2001 onwards). Thus we cannot simply say that capital regulation is a good thing per se—it is necessary to explain what the objectives of such regulation should be.

C. The Constraints on Bank Capital Regulation

2.33

We begin with the drivers of bank capital. In reality, a bank’s decision as to how much capital it needs will be driven by the question of how to maximize its returns by minimizing its costs of borrowing. Put simply, if a bank has too little capital, lenders will demand an increased interest rate for lending to it. However, it is also possible for a bank to have too much capital—beyond a certain level, the decrease in borrowing costs will no longer be sufficient to compensate for the dilution of return on equity.2 Consequently for any given bank, ordinary business analysis will produce an optimum level of capital which maximizes return on equity, and that is the capital level to which the bank will naturally gravitate. The question for regulators is as to why they should seek to require a bank to maintain more capital than this.

2.34

The primary reason for this is known as the ‘asymmetry’ problem. This is the fact that bank profits accrue to private shareholders but bank losses in practice fall either on their creditors or, if they are rescued, by the public purse. There are a number of explanations for this, but the simplest (and the most convincing) is that although managers and directors of banks are highly incentivized to avoid their bank failing, they are not particularly incentivized to differentiate between small and large failures—a bank manager will be unemployed, and his reputation destroyed, whether his bank fails owing £1 or £100bn. This results in the odd situation that the individuals within a bank are incentivized not to fail, but, if they do fail, to fail big.

2.35

In this context it may be noted that recent attempts to create mechanisms by which banks can in theory fail without having to be rescued by the taxpayer are not the end of this discussion. Because of the integral role which banks play in the economy, a state may well find itself confronted with the problem that the cost to its economy of allowing the institution to fail will be significantly greater than the size of the capital injection needed to rescue it. In such cases, even where a perfectly workable and effective mechanism exists for allowing a bank to fail, optimal public policy may still dictate a public rescue.

2.36

This phenomenon is not, however, unique to banks, and is to some extent present in all corporations. However, unlike most other forms of commercial firms, banks perform a public as well as a private function—the transmission of money and credit around the economy is a function which is similar in some ways to that which is performed by sewerage or electricity companies. If an electricity transmission company were to fail, government would take measures to ensure that it continued operating (analogous in our case to implementing a special resolution regime), and this is comparable to the steps which are taken in practice on a bank failure to ensure the continued operation of the payment and deposit-taking functions of the bank. In reality, government has little choice but to act to keep these operating come what may, since the maintenance of these services is part of the irreducible minimum of services which electors regard governments as created and elected to ensure. However, if an electricity company were to fail, there is no obvious reason why government should support its ordinary commercial creditors. Why should banks be any different? The answer is that creditors of banks are, in this regard, generally other banks. To allow one bank to fail in this way would create a knock-on impact for other banks, which would be likely to result in further failures and the necessity for further intervention. Further, since banks are the mechanism by which credit is supplied to the economy, the collapse of even one substantial bank would imperil short-term economic prospects, and the collapse of multiple banks would be a fortiori in this regard. Thus governments act to save troubled banks (and therefore support their existing creditors) not because they choose to but because there is no acceptable policy of choosing not to.

2.37

The issue, therefore, is as to how to reduce to an acceptable minimum the chance that government may be obliged to commit public resources to support failing banks, and the amount of public resources that may have to be committed in such a case. The primary technique must necessarily be to restrict the risks taken by a bank relative to its resources, and this is the task which capital regulation performs (another important part of the process of minimizing impact on the public purse is the establishment of ‘resolution regimes’—specialized insolvency regimes which permit government to intervene early and effectively in the affairs of a failing institution in order to minimize the harm resulting from its demise. These are considered at paras 2.53 to 2.61).

2.38

The aim of bank capital regulation is therefore not to increase bank capital per se, but to limit risk exposures relative to the bank’s capital. Since risk and reward are two sides to the same coin, if a bank is to be limited in the level of risk which it takes on for a given amount of capital, it is also necessarily limited in the return which it can make on that capital. Since banks ultimately compete for capital with other corporations, the perception is therefore that regulators are limited in their powers to restrict bank capital, since if a bank’s permitted return on capital is restricted below that of other types of business, no capital will be invested in the banking sector and the sector itself will disappear. However, this is not quite correct. Banks can be required to maintain any level of capital that the regulator chooses and may remain profitable (even super-profitable) provided that they have a sufficient degree of monopoly over at least one of the services which they provide. Banks do in practice have a statutory monopoly in almost all jurisdictions on the acceptance of deposits, but in general do not have such a monopoly on lending.3 Regulators have the option of imposing almost any level of capital requirement which they choose on banks, provided they are prepared to co-operate in ensuring that banks are able to charge their customers sufficient to enable them to raise that capital. Thus the idea of meaningful capital requirements is inextricably connected with the idea of a protected statutory monopoly.

2.39

This monopoly must, however, be a regulated monopoly. It could be argued that we could dispense with the detail of financial regulation and simply permit the financial services markets to be dominated by a small, closed cartel. The cartel would act in its own best interests by restricting its rate of increase of risk in good times in order to avoid suffering losses in bad times. There are two objections to this, one theoretical and one practical. The theoretical objection is that conventional economic theory tells us that such a cartel would act in its own interests, and would require regulatory intervention to require it to act in the best interests of its customers. The practical objection is that in reality the position in the banking market is exactly the opposite of this—the market is highly fragmented and highly competitive and produces low costs to users. In such a market, even assuming that bank managers were individually convinced of the merits of holding higher capital levels, they could not do so voluntarily—if one bank were to do so it would be competed out of business, and if banks were to agree collectively to do so this would almost certainly constitute illegal anticompetitive behaviour. As a result the cumulative private interests of market participants fall short of an outcome which is optimal for the market as a whole. Thus in order to promote the social benefit which arises from an efficiently functioning market, it is necessary to impose regulation to require the market as a whole to preserve itself.

D. The Quantum of Bank Capital Requirements

2.40

If this is the justification for bank capital requirements, the next issue for regulators is as to the level of those requirements. The issue may be regarded as an insurance problem—would the public prefer to pay for future bank crises up front in the form of higher bank charges or after the event in the form of bank rescues leading eventually to higher taxes? The problem for the regulator is nothing more than to set the insurance premium level correctly. The remainder of this book is devoted to a detailed consideration of the technical and scientific rules which are used to carry out this calculation. However, it must be accepted that there is no technical or scientific technique which can answer the basic question as to how high these levels should be. The initial Basel 8 per cent requirement was famously set because ‘7 per cent sounded too low and 9 per cent too high’, but it must be accepted that the determination of the ‘right’ regulatory capital level comes down, in the end, to guesswork.

E. Does the Banking Crisis Prove that Risk Capital-based Regulation Failed?

2.41

If prudential supervision is a good thing, then the immediate question to ask is as to why it seems to have failed so spectacularly in the banking crisis which began in 2008. In order to answer this question we need to do two things. One is to understand what the cause of the 2008 crisis actually was, and the second is to understand how bank regulatory capital requirements interacted with that cause.

Quantitative risk modelling and the crash

2.42

Bank failure can broadly be divided into general and idiosyncratic failures. An idiosyncratic failure is a failure which results from factors which are unique to a single bank (or a group of banks). Idiosyncratic failure can have systemic consequences if the bank concerned is large enough. However, in most cases of idiosyncratic failure the failure is of risk control within the individual institution. A general failure, by contrast, occurs where there is a failure of part of the intellectual underpinning of the market. An example of this is the Dutch tulip mania of the seventeenth century. Whilst the market proceeded on the common belief that tulip bulbs had a particular value, stability was assured. However when this belief evaporated, the consequent collapse in values affected a large number of industry participants simultaneously. Similar events can be discerned in some other historic systemic crises—the 1929 Wall St Crash is an instance. Sometimes such events are entirely external to the financial markets, and the impact on banks is simply an instance of the impact of such developments on businesses generally. However, from time to time it is the internal mechanism of banks themselves which fail. The typical instance of one of these latter episodes is a general conviction amongst bankers that a particular asset class is highly valuable—railway stocks in the nineteenth century, sovereign debt in the 1980s, commercial real estate in the 1970s, and dot-com shares during the 1990s are all examples. In these cases an analytical error becomes a collective error, and after a while begins to derive its validity from the fact that it is collective—‘it must be so because all the other banks think it so’. The asset class which occupied the position of most overvalued asset in 2007–8 was the residential mortgage—in particular the US sub-prime residential mortgage—and it was the collapse in the valuations of this asset class which led to some of the most significant write-downs in bank balance sheets. However, the reason that the crisis appeared at the time to be different from those which had preceded it was that the problem was not simply a collective misapprehension of the value of a particular asset class. What appeared in the early stages to have been uncovered was a flaw in the entire market’s fundamental approach to risk and risk quantification, a flaw which could potentially have invalidated almost every risk control paradigm used in every financial institution. For the second half of 2008, the primary concern of the market was whether any bank could ever be trusted again.

2.43

The technique which had apparently failed so spectacularly was statistical risk modelling. The use of risk modelling to assess and control bank exposures has been a fast developing field for the last 20 years, and the significant advances made in financial mathematics enabled very sophisticated statistical techniques to be applied to portfolios of financial assets. Eventually these techniques graduated from being used by banks to assess their risk exposure to being used by structured product engineers to create securities with defined risk characteristics. In effect these structures reversed the ordinary process of risk analysis—instead of starting with a portfolio of risks and assessing its riskiness, they started with a target level of riskiness and structured the portfolio to deliver it. The result was the creation of a deep and liquid market in securities whose pricing was in effect determined by the output of risk models. These securities were—reasonably enough—treated as interchangeable with ordinary securities—thus a AAA bond issued by a corporation was regarded as broadly similar to a AAA bond issued by a structured vehicle.4

2.44

The difficult with this was—as we now know—that the output of the risk models was wrong, and significantly understated the riskiness of these structured securities. This discovery had a devastating impact not only on the market for securities based on risk structures, but also on the balance sheets of those who owned large proportions of these securities—a group which included the banks. Lead had been sold as gold, and once this was realized the balance sheets of financial institutions suffered badly from the write-downs. Even worse, the institutions which believed that they had found the way to turn lead into gold had made the cardinal error of keeping that apparent gold on their own balance sheets and borrowing against it—as was frequently pointed out, the problem with the ‘originate to distribute’ model was that it had become an ‘originate to not distribute’ model. Banks had in effect become so enamoured of the high-return low-risk securities which they believed that they were creating that they could see no reason not to keep those returns for themselves.

2.45

It is worth examining at this stage why the output of the models turned out to be so wrong. Statistical risk modelling was in many ways a victim of its own success, in that the more work was done in the field, the more robust the models appeared, until eventually it became impossible to doubt that which had been so clearly demonstrated by so many able mathematicians. This created a self-reinforcing cycle of confidence, such that—as explained in the Senior Supervisors Group report5—in some financial institutions the output of the statistical risk model became the sole guide for the making of trading and investment decisions throughout the bank. The problem, of course, was that the validity of a statistical model is an entirely separate issue from the validity of the output of the model. A model must be mathematically valid to be of any use at all—no useful output will be produced by a flawed model. However, the output of a model is only as good as the inputs to that model, and in the context of financial mathematics the data-set of historical information about markets and prices is surprisingly weak. The reasons for this weakness are multifarious, but one of the most important is that if one goes back more than 10 years in most institutions the bulk of the available data will be on paper in filing cabinets (if it has been retained at all). Even where such data can be recovered and turned into usable electronic form, it is unlikely to pass any very stringent test of formal validity—for example, the exact definition of ‘default’ used may not be clear from the record, the extent of the exposure at default may not be clear, and amount ultimately recovered may not be capable of being established. In many cases the inclusion of such data in the default database would have created serious validation problems for institutions seeking to demonstrate to their regulators that their systems were internally consistent and data was subject to rigorous review before being used in the models.

2.46

Aggregate market index numbers are available for an extended historical period spanning several severe economic downturns. However, specific pricing information about securities in electronic form, and even more importantly default and loss data about loans and recoveries in electronic form, is rare, and what is in existence is relatively recent. At this point it is important to remember that the name for the period of 10 years to 2007 amongst economists is ‘the “NICE” decade’ (non-inflationary, constant expansion), and that this period is generally reckoned to have been one of the most benign economic environments of the preceding century. In other words, the data which the models had to work on was not only incomplete, but was in fact drawn almost exclusively from a period in which default and crisis was notably absent.

2.47

The point here is, of course, that a statistician is only as good as his data. In the absence of hard historical data it is impossible to just make up some more. Manful efforts were made to take the data that was available and ‘flex’ it to reflect harder economic times. However, although it is possible in this way to project trends, it is very difficult to construct a statistical mechanism which reflects the prospect that the data on which it operates is wholly unrepresentative—not least because beyond a certain point the output would lose the primary merit that a statistical analysis has; that it is based on facts.

2.48

The point which many argue ought to have alerted the banks to the fact that they were basing decisions and products on unacceptably rosy scenarios was the level of returns which they were making on this business. A system which produced apparently AAA bonds with yields far above the equivalent yields paid on ordinary AAA bonds should have sent a clear warning signal that something was wrong. This became particularly clear when repackaging was taken into consideration—if your model is underpricing risk, if you then put the output of that model back into it you will end up with a greater underpricing and so on. This phenomenon, and the proliferation of ‘squared’ and ‘cubed’ products which it generated, led to repackaging of structured paper being almost a licence to print money. These developments did raise alarm. However, by that stage no one was prepared to take the view that the output of the statistical risk models on which these securities were based was anything less than perfect—not least because, as just seen, the models themselves could be exhaustively validated mathematically.

2.49

The defaults which occurred within structured vehicles in 2008 constituted a very public demonstration that something was wrong with the architectural theory on which these constructs had been based. The crisis of confidence which this created had the effect of closing many of the financial markets almost completely, on the—quite reasonable—basis that investors knew that something was wrong but did not know what, and as a result avoided anything which might be tainted with the structured finance tar brush. The resulting market panic resulted in massive falls in the market price of apparently safe assets, and it was the consequences of these falls—and their impacts on bank balance sheets—which provided the links in the chain to the meltdown of late 2008.

F. Market Crisis and Regulation

2.50

This brings us neatly to the interplay between the market crisis and regulation. The market meltdown was in fact nothing more than a particular instance of an asset price bubble, with the distinguishing feature (there is always a distinguishing feature in every asset bubble) being that the very high levels of confidence which banks had in their models translating into very high levels of confidence in their outputs, and as a result into very high levels of confidence in the valuation of securities based on those outputs. The revaluation of these assets, when it came, was therefore particularly severe and particularly unexpected.

2.51

Now any sufficiently severe asset revaluation will break a bank. Banks are typically at least 25 times geared (ie their total liabilities equal 96 per cent of their equity capital), and consequently even a relatively small move in aggregate values is sufficient to wipe out that capital. However, what the regulatory system does is to assess (roughly) the riskiness of assets, and to arrange that relatively little capital need be held against high-quality assets (such as government and AAA bonds), whilst larger amounts are held against more volatile assets. The problem in 2007–8 was that the regulatory system had accepted the banks’ models own assessment of the value of structured bonds, and had accepted that, being low risk, these should require relatively small amounts of capital. Thus, when these bonds started to suffer substantial liquidity and valuation impacts, the amount of capital held against those positions was rapidly consumed, and the shortfalls radiated out across the banking system as a whole.

2.52

It may be argued that this proves that the Basel II system—which is itself based on statistical modelling—must also be fundamentally flawed. However, this is to confuse the method and the application. The fact that statistical models, applied to the wrong data, give the wrong results, does not demonstrate that the technique of statistical modelling is itself invalid. It remains the case that there is a substantial difference in risk profile between a US government bond and an equity interest in a start-up, and a system which disregards this difference is unlikely to be an improvement on one which does. It remains the case that the regulatory system is likely to be at its most effective where it is based on an assessment of actual risk exposure. In retrospect, it is not surprising that regulators should have based their work on approaches which were accepted across the industry and across academe—and indeed it is positively desirable in general terms that they should do so. In many respects all that this proves is that where everyone in a particular market suffers from a common error, the regulator in that market is almost certain to suffer in the same way from the same error. The error has now been corrected (at least within the regulatory system), but there will of course be others. Nonetheless, if capital requirements are necessary for society (and it does appear that they are), then even a failure of the system to assess risk correctly can justify the adoption of a system which rejects risk analysis completely. If we are to have capital regulation then we must have risk-based capital regulation, and if we are to have risk-based capital regulation then we must accept that the analysis of risk within the regulatory system is likely to follow the same lines as the analysis of risk in the market which the regulator regulates. If the whole industry is wrong then the regulator will be wrong too, but even so it is better for the regulator to be occasionally wrong in line with the industry than invariably wrong by refusing to adopt sensible risk-based criteria to regulation.

2.53

However, what does follow from this is that it is arguable that the regulator’s focus on the use and output of risk-based models, although it followed the industry’s own best practice, may have been to some extent flawed in the same way. Quantitative risk regulation may be essential, but it is not sufficient, and regulators must follow bank management into a position where a broader overview may be taken of the risk and reward profile of the bank as a whole. This may in some cases be presented as a retreat from an over-reliance on quantitative modelling, and there may be something in this position. However, it should not be presented (or considered) as an abandonment of risk-based regulation, any more than any bank management team should be permitted to cease to attempt to quantify risk for internal purposes.

G. Protecting the Public from the Consequences of Bank Failure

2.54

Given that bank failures are inevitable in any system, it is also important for the public sector to take steps to mitigate the impact on the public purse of bank failure. When a bank is in danger, or fails, in principle it should be subject to the ordinary insolvency regime of the jurisdiction in which it is established. However, it may be necessary for the public sector to intervene. This is because—as already noted—bank failure has social consequences above and beyond the immediate impact on creditors of the bank, and the application of ordinary insolvency procedures may lead to sub-optimal outcomes for society as a whole. Such intervention is often necessary and sometimes socially desirable even though technically unnecessary. Consequently governments should ensure that they have the necessary legislative, administrative and legal powers in place to enable themselves to conduct such interventions in a swift and effective fashion, and in particular should ensure that they have in place all of the relevant powers and authorities identified in the IMF/World Bank Overview of the Legal, Institutional, and Regulatory Framework for Bank Insolvency.6

2.55

It is universally accepted that government intervention in the affairs of particular businesses is most effective if it satisfies the criteria of being:

(a) rapid—there should be no significant period of uncertainty between the announcement of intervention and the intervention itself;

(b) transparent—creditors and counterparties of the institution concerned should be clear as to how the intervention affects their position; and

(c) in line with market practices—intervention should not violate clearing, settlement, payment finality, netting, set-off, or collateral systems and procedures.

2.56

Intervention may take the form either of rescue or, if rescue is impossible, of some form of resolution or procedure.7 However, these are not mutually exclusive—a rescue may well involve the liquidation of some part of the rescued group, and a good bank/bad bank rescue will inevitably result in the eventual liquidation of the bad bank. There are therefore in broad terms three possible policy responses to bank failure:
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2.57

There are a variety of reasons why government should seek to rescue an individual bank. However, the most commonly encountered in recent practice has been the public function of the banking system as a conduit for payments, and the ambiguity which that creates as regards deposits. The difficulty is that it is not possible to draw a bright line between deposits maintained for the purpose of payment services and deposits maintained as savings. Thus governments which seek to protect the payment services elements of an institution will necessarily be required to protect the deposits maintained with that institution. It should also be noted that the determination of which institutions should be supported because they are significant providers of payment services is an entirely different determination from that as to whether an institution is systemically significant. This can be seen in the UK in the case of institutions such as Northern Rock, where the basis of the government decision to support depositors was based on the extreme dislocation that the suspension of bank accounts would create, and despite the fact that the institution concerned was not systemically significant. What this demonstrates is that governments may frequently find themselves in a position where they feel forced to intervene in the failure of an institution which is neither systemically significant nor ‘too big to fail’. Thus the current paradigm—that banks should ordinarily go into ‘normal’ insolvency, and that special regimes are the exception—may in practice be the mirror image of the true position.

Bank resolution regimes

2.58

A bank resolution regime is an arrangement under which the authorities have the power to deal relatively freely with both assets and liabilities of an institution. Resolution is not dissimilar in many respects to UK administration or US Chapter 11 proceedings, in that the objective of the exercise is to minimize losses to creditors by retaining the enterprise value of the business concerned. However in order to achieve this it is necessary to inflict some losses on some creditors, and in this respect resolution can properly be regarded as a form of insolvency proceeding. There are, of course, certain attributes of normal insolvency law which should be capable of being varied in the context of a bank insolvency. The most important of these is that it is desirable for jurisdictions to have legislation or other provisions in place setting out the powers and authorities of government, the courts, and other actors in the event of a bank rescue which is undertaken for systemic reasons. These provisions should reinforce that where an intervention is undertaken for reasons other than those for which a ‘normal’ insolvency is undertaken, all those involved should be empowered to and required to act so as to promote that objective. Governments should not have to grant themselves ad hoc powers in such cases, as was the case in the UK during the Northern Rock collapse. In addition to promoting the efficiency of resolutions, the idea that government will act on an ad hoc basis from case to case creates deep uncertainty in the markets and damages the legal certainty which is the underpinning of those markets.

2.59

The second is that there should be a ‘regulatory’ as well as a ‘solvency’ ground for the making of an application to the court for an order commencing insolvency proceedings against the bank. This is because regulators should be able to ensure that proceedings are commenced at an appropriate time as regards the business of the bank concerned, and that time could be well before the onset of formal insolvency as normally measured.

2.60

The third can be summarized as that the office holder should be placed under a positive obligation to pursue the objective of the rescue, even where this results in discrimination between creditors. Although the principle of equal treatment of creditors is one of the fundamental principles of insolvency law, in the case of bank rescues it should, in appropriate cases, give way before the overriding objective of reducing systemic damage. Thus, for example, an office holder should have the power to deliver securities and make payments to close out transactions, even before the full list of creditors and assets has been drawn up. Although most jurisdictions have implemented regimes which focus on business rescue rather than simple recovery maximization, even within such regimes there is often limited scope for the office holder to take account of the interests of wider systemic considerations. One of the consequences of this is that when public authorities seek to engage in rescues, they may find themselves working against rather than with the insolvency regime.

2.61

The fourth is that such provisions should operate with rather than against existing financial markets law. The creation of broad discretionary powers to vary existing contracts would clearly make restructuring existing institutions easier. However, the market uncertainty which this would create would have a substantial detrimental effect on every market contract, and would do significant damage to the markets as a whole. This is because the basis of financial markets is legal certainty, and in particular the confidence of counterparties that settlement finality, set-off and collateral rights will be broadly respected in the insolvency of any particular system participant. Thus, for example, in the failure of Lehman Brothers, the reason that the credit derivative markets remained robust was because market participants had confidence that the set-off provisions contained in open contracts would survive, and be effective in, the insolvency. If there had been doubt as to this point it is likely that the impact of the failure on the system as a whole would have been substantially greater than it in fact turned out to be.

2.62

The fifth is that it should be possible for financial regulators and treasuries to play a greater role in bank insolvencies. The public sector has a number of relevant roles to play in the context of bank failure. The most important is as the operator (and ultimate guarantor) of the relevant deposit or investor protection system—it should be possible either for one authority or for a number of authorities acting together to determine the optimal balance of assets and liabilities to ensure that protected deposits are repaid with minimal loss to the taxpayer and to other contributories. To this end it should be possible to reverse or amend the terms of inter-group transactions entered into prior to the insolvency, although not transactions with external counterparties. Another potential role is as guarantor and creditor—where a bank which has received public support becomes insolvent, it is important for the public authorities to be confident that the terms on which they have guaranteed liabilities or assumed obligations cannot be undercut by subsequent intra-group transfers, and, if they are, that such transfers can be reversed. In one respect this is simply a particular instance of the general principle that agreements with external entities should be respected; however, in the context of international banks it may be necessary for governments to provide reassurance to each other.

2.63

Finally, it should be noted that there are some other specific areas where the intervention of a regulator could be economically optimal for the markets. One example is the use of central clearing systems. The use of central clearing systems can be perceived as increasing competition within a market, since it enables clients to deal with a larger number of intermediaries without having to take credit risk on those intermediaries. Whether or not this is correct, it highlights the fact that the reduction of risk for the users of any particular market is not always an unalloyed benefit for the participants in that market. Regulators may at times determine that customers will benefit from changes to market structures even where those changes are not in the interest of every individual participant in those markets.

2.64

The role of the regulator in requiring firms to be appropriately managed should be considered. In theory firms have a strong interest in managing their own risk exposures and their own decision taking systems, and regulators should need to have no involvement in this. In particular, firms have no business turning to regulators for assistance in their own internal management. However, there is nonetheless a valid ground for intervention here, in that the cost/benefit analysis of particular risk control measures at individual banks may be positive for the system as a whole by sub-optimal for any individual relevant bank. Since such requirements will only be effective if they are promulgated across the entire industry, we can get to a position where each individual bank is prepared to ‘sign up’ to a level of risk control which is higher than it would have adopted for its own account in order to have the reassurance that other industry participants subscribe to the same standards. This argument will apply equally to other requirements (for example liquidity requirements).
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A. The Basel1 Committee and the Basel Accord

3.01

A historic approach to bank regulation is of little use or relevance, but it may be helpful to say a few words about the Basel committee, and how it has come about that an organization with no powers, constitution, or even legal existence has come to be the dominant power in bank regulation.

3.02

As the financial markets internationalized in the 1970s, it became increasingly clear to supervisors that some form of co-operation would be needed between them in order to supervise the larger banks. The failure of Bankhaus Herstatt in 1974—a failure of a German bank which had significant repercussions in the London market—was the event which triggered the establishment of an entity for this purpose. Thus towards the end of 1974 the governors of the central banks of the G10 countries established a committee to discuss international supervision. The Basle (later Basel) Committee on Banking Supervision (BCBS) was afforded a secretariat by the Bank for International Settlements (BIS) (which existed to manage payments between central banks) based in Basel. The key point here is that since the committee was founded by central bank governors (who at the time were responsible for bank supervision) it could not be given any formal role or status, and remained an entirely informal body. In 1975 the committee produced its first major document, the Basle Concordat, which laid down a division of responsibilities between the national supervisors of international banks with the aim of ensuring that there were no gaps in the regulatory coverage of such banks.

3.03

Another consequence of the increasing internationalization of the financial markets was that banks established in different countries were beginning to compete head to head in the London syndicated loan markets, and this competition was beginning to highlight the fact that banks from different countries were subject to very different regulatory constraints in terms of the level of capital which they were required to hold. It is generally suggested that the Bank of England’s paper of 1980 entitled ‘The Measurement of Capital’ constituted the first formal imposition by a central bank regulator of a formal capital adequacy regime based on risk-weighted assets, but the US followed almost immediately afterwards, imposing a leverage ratio (a capital requirement not based on the riskiness of assets) by 1985, as did the Japanese regulator. Each jurisdiction had different rules for what counted as capital and what requirement should apply to what type of asset, and many countries (particularly European countries) operated a system whereby the capital requirement imposed on each individual bank was simply a matter for the judgement of the relevant regulator. At the same time banks were increasingly trying to improve their return on equity by financing themselves with a wider range of instruments and by reducing the equity proportion of their balance sheets. Thus there was considerable concern amongst regulators that a ‘race to the bottom’ could only be averted if the regulatory community established and promulgated a common standard.

3.04

The result of this initiative was the Basle Capital Accord of 1988. This set out a simple weighting system for different types of assets, standardized the rules as to what should count as capital, and set out the basic requirement that banks must maintain an amount of tier 1 (broadly equity) capital equal to at least 4 per cent of their risk-weighted asset value, and an amount of tier 1 and tier 2 equal to 8 per cent of their risk-weighted assets. The BCBS designed the 1988 Accord as a simple standard so that it could be applied to many banks in many jurisdictions. It required banks to divide their exposures up into a few broad ‘classes’ reflecting similar types of borrowers. Exposures to the same kind of borrower—such as all exposures to corporate borrowers—were subject to the same capital requirement, regardless of potential differences in the creditworthiness and risk that each individual borrower might pose.

3.05

While the 1988 Accord was applied initially only to internationally active banks in the G10 countries, it quickly became acknowledged as a benchmark measure of a bank’s solvency and is believed to have been adopted in some form by more than 100 countries. The Committee supplemented the 1988 Accord’s original focus on credit risk with requirements for exposures to market risk in 1996.

3.06

In theory no one was (or is) obliged to take any notice of the Basel committee. However, the Basel Accord was rapidly adopted as the standard bank regulatory approach, both by the G10 banks which composed the committee but also by almost every other bank supervisor worldwide which supervises international banks. Thus by the time the proposal for an updated Accord was introduced in 1999, the original Accord could justifiably be said to form the basis for global bank supervision. That updated Accord, published in June 2004, is the document commonly referred to as Basel II and whose provisions form the subject of the bulk of this work.

3.07

One oddity which requires comment here is the interaction between the Basel Accords and the EU. The broad provisions of the Basel Accord were enacted in the EU in 1989 in the form of the Solvency Ratio Directive,2 and the EU has subsequently sought to embed the various updates to the Accord into EU law reasonably rapidly. Since the major EU banking supervisors are themselves direct members of the BCBS, and all EU supervisors adhere to the Accord in practice, this may appear to be pure supererogation. There is, however, a logic for this embedding in EU law of the provisions of the Accord. That logic is that the basis of the EU system is the concept of the passport—the idea that a bank established in one member state has an absolute right to do business in any other state subject to compliance with certain notification formalities. EU member states take the view—not unreasonably—that they will only agree to other banks having a right to operate in their jurisdictions if they can be sure that the national supervisor of any such bank is under a strong legal obligation to regulate that bank to at least the minimum acceptable international standard. EU member states are, of course, free to impose on their national banks requirements which are more onerous than those proposed in Basel—what the directives prevent them from doing is imposing obligations which are less onerous. The current directives implementing Basel II in the EU are the Bank Capital Directive,3 which sets out the rules which apply to banks, and the Capital Adequacy Directive,4 which sets out the rules which apply to investment firms and to the trading books of banks.

3.08

EU implementation of Basel is not a simple copying out of the Accord. There are some uniquely European provisions in the directives which have no counterpart in Basel—for example the directives contain a regime which applies to covered bonds, a specifically European security with which many of the Basel members would have been unfamiliar. More importantly, the EU passporting regime applies to investment firms as well as banks, so the EU has applied the Basel rules to almost all investment firms across the EU. This tends to mean that EU investment firms are subject to significantly more sophisticated regulation than those in many other jurisdictions (including, for many years, the United States).

B. Addressing Failures of Multinational Banks

3.09

There is, as yet, no international agreement which would address the required co-ordination of governmental and regulatory action on the failure of a multinational bank with significant activities in more than one jurisdiction. It is frequently said that banks are ‘global in life but national in death’, but this is an unhelpful oversimplification. It is in fact more than likely that an international bank will operate through more than one significant subsidiary, as well as through a number of less significant subsidiaries. This means that there are likely to be several different courts seized of different parts of the group restructuring, all struggling with each other to establish title to assets. More importantly, the question of which assets are held by which legal entity when the bank finally does become insolvent may be determined by the accident of the last few transactions entered into by the group management, which may be untypical or part of an attempted rescue.

3.10

The issue for governments is therefore as to how the failure of such groups should best be managed. The first point is that the legal distinctions within the institution should be respected—creditors of the group will have performed credit analysis and based decisions on the legal separateness of group members, and the threat of abolition of these distinctions would make the making of such determinations much harder. Any legal provision which has the effect of reducing legal certainty on insolvency would have a detrimental effect on the markets as a whole which would be more severe than the benefit which might accrue in the face of an actual failure. However, that having been said, governments do need to create a situation where office holders of individual parts of the failed institution should be required to have regard to the situation of the group as a whole, and should be expressly permitted to work with office holders of other parts of the group and the management of any group entities which are not insolvent or the subject of proceedings in order to maximize returns to creditors and to minimize disruption to the financial markets as a whole. This should not be at the expense of existing rights such as collateral, set-off, or clearing and settlement systems, but it should be permissible for a court to approve a scheme which may result in creditors in its own jurisdiction being potentially worse off if creditors of the group as a whole are better off in aggregate.

3.11

Another issue which arises in the context of cross-border resolution of bank crises is the issue of domestic depositor preference. Governments derive their tax revenue from their domestic taxpayers, and may feel that the first call on such revenues is the compensation of domestic customers of a bank. This principle would be unobjectionable if applied consistently, since it would result in a position where each government compensated customers in its jurisdiction regardless of the place of establishment of the bank. However, in the absence of a global intergovernmental agreement it is unlikely that each government will adopt identical policies and that customers in different jurisdictions will all be equally protected. As a result, the resolution of such crises may be slowed by (and in extreme cases prevented by) a suspicion of free-riding or unequal benefit. It should be noted that this issue is in fact different from that which arises under deposit protection schemes, since it may also arise as regards guarantees or other sureties which governments may offer on crises to depositors with troubled institutions.

3.12

In terms of the appropriate policy response to this congeries of issues, it is important to be realistic about what can be achieved. It may well be true that the optimal way of dealing with the failure of an international banking group would be the establishment of an international insolvency regime, but this is not a short-term deliverable. In the same way and for the same reason it is not helpful to suggest the establishment of global funded compensation schemes.

3.13

The most important short-term practical steps to be taken should be that governments should engage in intense dialogue with each other about the way in which they would deal with creditors, depositors, and other claimants in respect of the failure of a cross-border institution. It would clearly be optimal if such negotiations could take place within the scope of an international framework, and the conclusions reached embedded in a treaty, convention or similar instrument. However, even if this is not practicable, the substantive discussions should nonetheless be undertaken and progressed to a reasonably advanced stage. It is accepted that government cannot commit itself firmly to pursuing a particular course of action in every imaginable circumstance, since governments cannot commit their own fiscal position in the future; however, this should not inhibit the establishment and development of agreement on broad principles. It would also significantly aid the market as a whole if such agreement, having been achieved, could be formalized—perhaps as a treaty or concordat amongst states.

3.14

The foundation of any such treaty or concordat would be that signatory states would agree to put in place mechanisms within their national legislation which would enable their national regulators to act as part of a single, concerted, coordinated rescue, restructuring, or failure management effort. This would in practice be tantamount to the formation of an ad hoc global supervisor in the event of a significant failure, composed of the relevant national regulators but capable of acting on a global basis.

3.15

It is important to make the distinction between inter-government co-operation and inter-regulator co-operation for this purpose. It is probably not possible to formalize intergovernmental co-operation at this time, since the approach of government to specific crises is a matter for public policy at the relevant time in the context of the relevant circumstances. Such policy may or may not involve international co-operation. However, inter-regulatory co-operation generally does envisage international co-operation, since regulators generally work with the grain of institutional management and that management is generally cross-border in nature. Put another way, governments can rationally commit their regulators to international co-operation almost regardless of the nature of the crisis to be addressed, whereas the same is not necessarily the case for governmental crisis response—in particular where such response involves the commitment of public funds.

C. International Institutional Co-operation in Bank Regulation

3.16

The primary obstacle to international co-operation between regulators of banks is the lack of any legal architecture to support such co-ordination. The following are the areas where this lack is most keenly felt, and which therefore form the skeleton of the international agreement which is generally acknowledged to be required in this area.

Provide a legal basis for colleges of supervisors

3.17

Colleges of supervisors work reasonably well in a benign environment, but come under significant stress where the institution which they supervise faces a real risk of failure. This is because the national regulators who constitute the college of supervisors are generally constrained in their ability to act collectively by national legislation which requires them to act in the interest of their national markets, consumers and creditors.

To create a principle of optimal recovery for all clients in cross-border insolvencies of financial sector companies

3.18

This is potentially controversial. However, the principle that would be established would be that regulators and governments should seek the solution to the crisis in respect of the relevant institution which would optimize the position of the clients as a whole of the relevant firm. The aim would be to prevent a ‘scramble for assets’ between national regulators, and to remove the basis for policies which may be non-optimal for clients as a whole but which might confer a particular advantage on clients established in one particular jurisdiction. It is almost certainly impractical to prescribe equal treatment for all clients, since many jurisdictions have different policies in place as to the treatment of different types of clients of financial sector companies. Optimal recovery for clients as a whole is therefore the best practical solution.

Provide a basis for mutual development of client protection measures and for mutual recognition of those measures

3.19

It would not be possible for the international agreement to establish these measures directly, since there is insufficient common ground between putative members for useful conclusions to be reached. However, regulators and governments are expected to develop their thinking on the mechanisms for dealing with financial institution failure significantly in the near future, and if a common international approach to cross-border failure can be worked out, it is likely that a degree of commonality will emerge in the thinking of national governments as to the correct approach to the development of client protections in the event of such failure. It would clearly benefit the emerging international system considerably if a mechanism existed for encouraging this harmonization.

Mandate information-sharing and co-operation amongst supervisors and economic stability regulators, and enable them to co-operate in multinational work-outs

3.20

The key principle is that any regulator in any jurisdiction should be able to have information and some degree of control—direct or indirect—over a branch of a foreign bank operating in its jurisdiction where the branch is sufficiently large to cause that supervisor concern.

3.21

Whilst a bank remains solvent informal co-operation between supervisors is generally sufficient to allow the college to function effectively. However, it is at the point which the stability of the institution is brought into question that the college most needs to operate effectively. Sadly, it is likely to be at this point that national laws and regulations may act to inhibit or prevent regulatory co-operation.

3.22

It is generally accepted as a matter of policy that where a cross-border institution becomes unstable, the optimum result for creditors and customers in aggregate is likely to be achieved by managing the problem at the level of the institution as a whole. Conversely, if national priorities conflict, or if individual regulators seek to secure windfalls for creditors in their jurisdictions at the expense of others, the problem is likely to become worse, confidence in the institution will weaken, and significant resources will be absorbed in inter-governmental and cross-border legal disputes.

3.23

The minimum aim should therefore be to require states to legislate to designate any institution which is not incorporated in their territory but whose operations in their territory give rise to systemic concern. The group of all of the supervisors who have such concerns as regards any particular entity should constitute the college of supervisors of that entity. Some jurisdictions may have more than one member of the college.5

3.24

Such supervisors should thereupon become party to multilateral exchange of information as to the activities of the relevant institution. Such a supervisor should, at a minimum, be required to agree that in exercising any power conferred upon it by its national legislation, it will have regard to the implication of its decisions on the financial stability of any other state which is a party to the treaty.

3.25

In general, every international entity will have a head office from which its business is managed. The supervisor in this jurisdiction will necessarily have the best overview of the position of the institution globally. This supervisor should assume primary responsibility for passing information to other supervisors, and other supervisors should agree that the supervisor of the head office jurisdiction should be the leading supervisor for the institution. The lead supervisor should co-ordinate the activities of other relevant supervisors, and should seek to arrive at a common agreement between them as to crisis management measures when they are required.

3.26

States agreeing to these principles would in practice have to amend their domestic law in order to permit national supervisors to act in accordance with the treaty. The issue here is that national supervisors are frequently required by national legislation to act exclusively in the interests of customers and/or creditors who are situated within their jurisdictions. Governments would have to permit their regulators to act in the interests of the rescue of an international financial entity, even where there was a chance that consumers or creditors in their jurisdiction might end up worse off than they would have been had the international action not been undertaken.

Provide for multilateral co-operation in the supervision of markets which do not have a single identifiable seat (such as derivatives, syndicated loans, and foreign exchange markets)

3.27

Although there are regulatory and legislative initiatives currently on foot which aim to concentrate these markets through exchanges and clearing houses, it is unlikely that financial markets will ever operate exclusively through such mechanisms. A machinery therefore needs to exist whereby regulators can gather information on these markets, and obtain information about the exposures which individual institutions have through them. Obtaining this information is likely to involve sharing by national regulators of information, some of which will be covered by confidentiality obligations. This is in fact a different issue from that just discussed. It is relatively clear that where an institution is subject to extraordinary stresses that the ordinary confidentiality obligations which may bind its supervisors should be relaxed. What is under discussion here, however, is a situation where there is no extraordinary stress, but where a comprehensive picture of the relevant market can only be constructed by pooling information from a large number of market participants. This obligation would therefore be at once more general—in that it would be independent of any specific crisis—and more constrained—in that it would permit the exchange of a more limited amount of information—than that which would pertain in the event of a significant market crisis.
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A. Policy Responses to the Crisis

4.01

One of the primary political responses to the crisis was to maintain that it was ‘caused’ by the banks. The logic of this position is examined in Chapter 2. However, the usefulness of the belief meant that it soon became an assumption rather than a contention, and even in the earliest G20 statements responding to the crash are to be found observations to the effect that banking supervision ‘needed to be tightened’. The difficulty which this posed is that even those who agreed that banks had ‘caused’ the crisis were unable to agree on which aspect of bank behaviour it was which had had the causative connection. However the common denominator of many of these positions was that because the banks’ problems had resulted in a shortage of capital, requiring them to hold more capital was the answer. The Basel committee was therefore given a strong mandate to ‘tighten’ bank capital regulation.

4.02

It is important to understand that the committee’s starting point was that it absolutely did not accept that the crisis had revealed weaknesses in the fundamental basis of the capital regulatory system. Rather, it had demonstrated that the existing system, although coherent, had been incomplete. Basel III is therefore not a rewriting of Basel II, but a development of it. The fundamental Basel II architecture remains in place, and is supplemented rather than restructured by the Basel III changes.

B. Basel 2.5

Trading book reform

4.03

It may be remembered that in the immediate aftermath of the crisis the products which bore the brunt of public criticism were securitization and repackaging. Much of the public criticism was uninformed to the point of infantilism, arguing that these products were ‘bad’ because they were ‘complex’. However, beneath the lazy populism of these criticisms, regulators knew that a real problem had been revealed. The issue was that trading book risk assessments had, under the Basel II regime, been conducted on the basis that markets would always be liquid—that is, that it would always be possible to trade out of any instrument within a reasonably short period at a manageable loss. As a result, the measures of risk applied to instruments held in the trading book did not reflect the underlying credit risk of positions, but only the historic market movements associated with them. In the crisis market liquidity abruptly vanished, and the more structured a security, the harder it was to value and the less likely it was that a buyer could be found for it at any price. In fact, the post-crisis experience of structured securities suggested that their credit performance had been roughly as expected. However, the fact that they had proved almost completely illiquid during the crisis meant that, at the very least, their treatment as tradeable securities required to be reviewed.

4.04

The Committee’s reaction to this was to approach their reforming mandate in two stages. The first stage—known as Basel 2.5—was a response to the specific market issues which had been revealed during the crisis. This was aimed at implementation at the end of 2012, and is now broadly in place. The second stage—a broader review of every aspect of bank capital regulation known as Basel III—is now complete, and will be implemented over the next decade.

4.05

The primary developments implemented by Basel 2.5 were:

(a) requirements for trading strategies and parameters to be more clearly defined within institutions;

(b) prohibition on including securitization positions in the trading book (with limited exemption for correlation trading);

(c) introduction of the incremental risk charge, intended to cover the risk of significant market movement;

(d) increased risk charge for resecuritizations.

Stress testing

4.06

Stress testing has been part of banks’ risk management processes for many years, and in May 2009 the Basel Committee published Principles for Sound Stress Testing Practices and Supervision. Banks are encouraged to make greater use of stress testing as part of the pillar 2 assessment. In one of the more telling observations in the Basel 2.5 documents, the committee note that ‘Stress testing is especially important after long periods of benign risk, when the fading memory of negative economic conditions can lead to complacency and the underpricing of risk, and when innovation leads to the rapid growth of new products for which there is limited or no loss data.’ Therefore, a bank’s capital planning process is now required to incorporate rigorous, forward looking stress testing that identifies possible events or changes in market conditions that could adversely impact the bank.

Pay and bonuses

4.07

The Basel approach to remuneration is that compensation policies must not incentivize individual employees towards short-term accounting profit generation, but should incentivize longer-term capital preservation and the financial strength of the firm. The committee takes the view that:



Compensation practices at large financial institutions are one factor among many that contributed to the financial crisis that began in 2007. High short-term profits led to generous bonus payments to employees without adequate regard to the longer-term risks they imposed on their firms. These incentives amplified the excessive risk-taking that has threatened the global financial system and left firms with fewer resources to absorb losses as risks materialised. The lack of attention to risk also contributed to the large, in some cases extreme absolute level of compensation in the industry.

4.08

This of course takes us back to the ‘evil bankers’ debate. There are two poles of opinion about some of the risk decisions taken in the period 2003–7. One—the ‘evil bankers’ position—is that bankers knew perfectly well that they were taking unsustainable risks but did so anyway in order to enrich themselves. The other—the ‘stupid bankers’ position—is that the bankers believed—along with their own senior management, risk professionals, industry analysts, and regulators—that the transactions they were engaging in really were low risk but nonetheless high profit. Those who tend towards the ‘evil bankers’ position believe that remuneration structures created perverse incentives, and that therefore remuneration regulation should be at the core of bank regulation. Those who tend towards the ‘stupid bankers’ position tend to regard incentive regulation as misplaced, on the basis that incentives can only affect conscious behaviour. Basel seeks to steer a middle way between these positions, but regulators generally (especially in the EU) have taken strong positions on the ‘evil bankers’ side of the debate.

C. Basel III

4.09

The committee approached the broader Basel III review by trying to identify lacunae in the regulatory system generally, and proposing rules to plug them. It therefore began the Basel III process with an analysis of what it felt were the objectives it had to achieve, and the problems which it had to solve.

Strengthening the global capital framework

4.10

The undoubted facts of the crisis were that banks had had too little capital relative to the risks to which they were exposed, and that much of that capital had proved to be useless for the purpose of absorbing losses. The primary objective was therefore to strengthen banks’ capital. This was achieved by increasing the total amount of capital required by a bank and changing the rules relating to the composition of that capital. The effect of these changes was to eliminate tier 3 capital, significantly reduce the importance of traditional tier 2 capital, and to provide that the majority of the capital requirement should be satisfied by shareholder funds—that is, ordinary shares (or equivalent) and retained profits. The logic behind this was that the experience of the crisis had proved that other forms of capital (notably subordinated debt) were only useful in the insolvency of the institution concerned. Since during the crisis practically every financial market institution large or small was deemed to be too big to fail (at the height of the crisis the UK treasury intervened to guarantee London Scottish Bank, which held £250m of deposits), protection which only took effect in the event of failure had proved to be useless. In particular, so-called ‘hybrid capital’ instruments—that is, subordinated debt structured so that the interest payable on the debt increased after a specified date, thereby creating an incentive for the issuer to redeem on that date—were phased out.

4.11

Another issue which had caused great concern was that it was by no means easy to establish the capital position of banks from the published accounts of their holding companies. Banks would therefore in future be required to disclose all items of their capital base along with a detailed reconciliation to the reported accounts.

Enhancing risk coverage

4.12

As noted in the previous section, the Basel 2.5 reforms raised capital requirements for the trading book and complex securitization exposures. Basel III developed this theme further by introducing measures to increase the capital requirements for counterparty credit exposures arising from banks’ derivatives, repo, and securities financing activities. These reforms had a twofold purpose. One aim was to reflect the fact that the Basel committee still took the view that even after the Basel 2.5 reforms counterparty risk was under-recognized in the trading book. Another, however, was that pursuant to the G20 commitment to move more derivative trading onto a cleared basis, these measures provided additional incentives to move OTC derivative contracts to central counterparty clearing. The effect of the reforms was that:

(a) Banks were required to use stressed inputs in calculating capital requirement for counterparty credit risk. The approach is similar to that introduced for market risk in Basel 2.5.

(b) Banks were subjected to a capital charge for potential mark-to-market losses (ie credit valuation adjustment—CVA—risk) associated with a deterioration in the creditworthiness of a counterparty.

(c) Standards were strengthened for collateral management and initial margining. Banks with large and illiquid derivative exposures to a counterparty would be required to apply longer margining periods as a basis for determining the regulatory capital requirement. Additional standards would be adopted to strengthen collateral risk management practices.

(d) Capital requirements for exposures to CCPs were increased. This may appear perverse, given that the professed aim of the regulators was to induce derivative trading to flow to move to CCPs. However, it was accepted that the Basel II treatment (0 per cent exposure, leading to 0 per cent risk weighting) was unjustifiably low. The proposal to replace this with a 2 per cent requirement was intended to recognize this risk whilst retaining a significant capital advantage for cleared over uncleared trades.

(e) Risk weights on exposures to financial institutions generally were raised relative to the non-financial corporate sector. This increase was justified on the basis that financial exposures are more highly correlated than non-financial ones.

(f) Counterparty credit risk management standards were increased, particularly including for the treatment of so-called wrong-way risk, ie cases where the exposure increases when the credit quality of the counterparty deteriorates.

4.13

One of the important changes which the committee did not make related to the use of external ratings. External rating agencies were widely blamed for mis-rating senior tranches of securitization and repackaging vehicles, and external ratings also formed the basis of the Basel II approach—a point which critics were swift to develop. In the US, this resulted in s. 939A of the Dodd–Frank act, which prohibited the use of credit ratings in the formulation of regulatory capital standards. This well-meaning reform has at the time of writing broken down on the absence of any other verifiable external standards. Basel stopped well before this Rubicon, and contented itself with requirements for banks to perform their own internal assessments of externally rated securitization exposures.

Leverage ratio

4.14

Leverage ratios are simply non-risk-sensitive capital ratios, and had previously been held in low esteem by bank regulators. However, the committee noted that part of the background to the financial crisis had been the build-up on bank balance sheets of assets which, because they were regarded as low risk, consumed very little capital. Although at the time the cause of this phenomenon was believed to be excess holdings by banks of senior (AAA) tranches of securitizations, it appears in retrospect that the true cause was excessive exposures to sovereign (particularly EU sovereign) debt. Since these exposures could be treated as risk-free in the Basel II regime, banks could assume very high levels of exposure in this area without affecting their capital position at all. This had allowed high levels of absolute leverage to develop. Although the primary mechanism for dealing with this should have been to improve the quality of risk capital requirements, Basel elected to supplement these with a leverage ratio. The express aims of the leverage ratio were not primarily the protection of individual institutions, but were aimed at reducing the aggregate amount of credit provided by the banking sector to the economy as a whole, thereby constraining overall bank leverage in the economy as a whole. Calculating the leverage ratio has proved particularly challenging due to differing accounting treatments of netting between IFRS and US GAAP.

Countercyclical buffers

4.15

The Basel system is acknowledged to be procyclical, in that banks will underestimate risk (and therefore requirements for capital) during booms and overestimate it during downturns. This is an inherent problem, not so much with bank regulation as with human nature—in booms over-optimism is the besetting fault, whilst in downturns over-pessimism is equally apparent. As a response, the Basel committee proposed a countercyclical capital buffer with the aim of dampening this procyclicality. The aim was to create a regime in which the capital requirements imposed upon banks will increase when ‘there are signs that credit has grown to excessive levels’.

4.16

It is often argued that procyclicality is increased by the fact that the relevant accounting standards do not permit banks to take provisions for losses in their accounts until they can demonstrate that the loss will be incurred. There is a great deal in this. In the aftermath of the Enron collapse, the accounting industry globally moved away from approaches which allowed companies to apply their discretion in valuing assets and towards approaches where valuations were based on empirical evidence. Unfortunately, the only empirical evidence which is likely to be available of asset valuations is that of the recent past, and this does create a situation in which, even where firm management are convinced that asset values will decline, they are inhibited from making what they feel to be appropriate provisions for those valuations unless the empirical evidence to support those valuations is available. It should be noted, however, that although firms are not able to use the provisioning system to guard against possible downturns, they are able to (and indeed must) recognize impairments for assets when it is reasonably certain that the value of the asset will not in fact be realized. Thus it is not entirely true to say that the accounting system prevents banks from adopting a prudent approach to asset valuation.

Systematic interconnectedness

4.17

Another major concern for regulators was ‘excessive’ interconnectedness among banks and financial firms. Because banks had large exposures to other banks, a weakness of any one bank transmitted itself throughout the system. It is also the case that exposures amongst banks are generally of the ‘hub and spoke’ variety, with a small number of very large banks acting as an inner ring, and a large number of smaller banks acting as outer rim. Once contagion had hit the inner ring, confidence in the entire system is necessarily shaken. This led to the conclusion that the inner ring of banks should have higher levels of capital than other banks. This led to the idea of the creation of a list of the inner banks (globally systemically important banks, or G-SIBs), and the imposition on the banks on that list of higher capital requirements than are applied to other banks. These capital requirements were envisaged as taking the form of capital surcharges, contingent capital, and bail-in debt. Other suggestions included liquidity surcharges, tighter large exposure restrictions, and enhanced supervision.

Systemic risk

4.18

One of the major concerns evinced in the run-up to the crisis was that aspects of the financial system were unnecessarily risky and could be made safer. Interestingly, in this regard the reports of the Counterparty Risk Management Policy Group of 2005 and 2008 identify many of the issues which were to become problematic during the crisis.1 Since the crisis was widely blamed on the complexity and lack of transparency of global financial instruments and settlement systems, these concerns were reflected in the Basel response. Thus several of the capital requirements introduced by the Committee were aimed not at improving the regulatory position of banks per se, but at creating incentives for them to structure their operations in ways which, in the eyes of the Basel committee, increased systemic safety. These included:

• capital incentives for banks to use central counterparties for over-the-counter derivatives;

• higher capital requirements for trading and derivative activities, as well as complex securitizations and off-balance sheet exposures (eg structured investment vehicles);

• higher capital requirements for inter-financial sector exposures; and

• the introduction of liquidity requirements that penalize excessive reliance on short-term, interbank funding to support longer dated assets.

Introducing a global liquidity standard

4.19

Banks have been subject to liquidity regulation for a very long time. However, although there is a broad consensus as to how credit risk should be quantified, there is no equivalent consensus as to how liquidity risk should be approached. The consensus view prior to the crisis was set out in the IIF report on liquidity2, which broadly concedes that liquidity management techniques do and should vary significantly according to the nature of the asset book of the institution concerned, and this approach was broadly echoed in the Basel ‘Principles of Sound Liquidity Management’ of 2008. However by the time of Basel III this approach was not acceptable to the Basel committee, which had concluded that banks had allowed their liquidity mismatch positions to deteriorate to an unacceptable level, and that they should therefore be subject to formal regulation in order to eliminate this problem.

4.20

Because of the lack of industry consensus on the issue, there were no existing global standards in 2009 when the Basel committee sat down. They therefore produced a new set of standards of their own.

4.21

It is almost certainly true that in the highly liquid markets of the mid-2000s, many institutions had confused liquidity and credit—their assumption was that any institution would be able to raise short-term liquidity at some price provided that it was sufficiently creditworthy. The crisis revealed this to be an incorrect assumption—in a sufficiently panicked market liquidity was not available at any price save from central banks acting in their capacity as lenders of last resort, regardless of the balance sheet strength of the borrower. Since even central bank liquidity was only available against high quality collateral, banks who owned portfolios of good quality assets which were not central bank eligible could find their access to liquidity cut off completely. The rapid reversal in market conditions illustrated how quickly liquidity can evaporate and that illiquidity can last for an extended period of time.

4.22

The committee proposed two liquidity standards. The first of these—the Liquidity Coverage Ratio—was a development of existing liquidity supervisory practices. Its aim was to require those institutions subject to it to hold a larger pool of central bank eligible collateral. The basis of the change here was that the bank was no longer required to hold sufficient liquid assets to get it through a probable crisis, but enough to get it through an extreme 30-day market crisis, in which its customers demanded liquidity and the market refused to provide it. The second—the Net Stable Funding Ratio—set a time horizon of one year, and was intended to ensure that long-term assets—that is, those assets which could only be liquidated with difficulty—should be financed with long-term borrowing.

The first liquidity standard—the liquidity coverage ratio

4.23

The LCR is based on a hypothetical crisis. The question that it poses to banks is how they could respond to a scenario in which:

• the bank was significantly publicly downgraded;

• there was a degree of run on deposits;

• unsecured wholesale funding ceased to be available;

• secured funding was only available with significant haircuts;

• the institution suffered significant collateral calls on derivatives and other financings; and

• the institutions’ clients simultaneously demanded liquidity through contractual and non-contractual financing commitments, including committed credit and liquidity facilities.

The essence of the LCR is to require that banks must hold a pool of cash and liquid assets sufficiently large to enable them to meet its expected liabilities in any foreseeable crisis.

The second liquidity standard—the net stable funding ratio

4.24

The NSFR aims to limit the proportion of the bank’s balance sheet which is financed through short-term funding. For this purpose ‘short-term’ is arbitrarily defined as funding with maturity of one year or less. The effect of the rule is therefore to require banks to fund their ‘long-term’ assets—ie those which are both illiquid and have a maturity of over one year—with ‘long-term’ borrowings—ie those which are not repayable within one year. The NSFR is not a matched funding requirement—it will still be permissible to fund a portfolio of 15-year loans with revolving 13-month funding—but it is intended to inhibit the funding of long-term assets with very short-term borrowings.

Monitoring tools

4.25

One of the consequences of the lack of consensus in analysing liquidity risk in the industry was a corresponding diversity of approaches amongst regulators. Thus, in addition to prescribing liquidity rules, Basel also prescribes a series of metrics that bank regulators should use in order to understand the risks which banks are subject to. The short-term consequences of the application of these metrics are intended to be simply to gain an understanding of the basic aspects of a bank’s liquidity needs, but it seems likely that these identify, at the very least, those areas where banks are most concerned.

(a) Contractual maturity mismatch assessment. This is a simple baseline of contractual commitments and takes no account of actual probable liquidity risk. It does, however, identify the ‘worst-case’ mismatch.

(b) Concentration of funding. This involves analysis of the sources of wholesale funding, by counterparty, instrument, and currency. This is intended to highlight over-reliance on particular sources.

(c) Available unencumbered assets. This is an assessment of the bank’s potential ability to raise new funding in the secured market or from central bank facilities. Since the primary relevance of secured funding in a crisis is that if the bank’s credit deteriorates significantly, secured funding is likely to be the only funding available to it, this is an important measure of crisis resilience.

(d) LCR by currency. Foreign exchange risk is a component of liquidity risk, in that banks may in extremis be unable to access the foreign exchange market. LCR will therefore be monitored on a currency-by-currency basis.

(e) Market-related monitoring tools. Regulators are instructed to monitor the overall market; the market estimation of the availability of funding (as shown in bond spreads, CDS prices, etc), and institution-specific information on the institutions own costs of borrowing.

Addressing reliance on external credit ratings and minimizing cliff effects

4.26

Basel has struggled with ratings. It is an article of faith amongst commentators and regulators that ‘over-reliance’ on ratings was a cause of the crisis, and the desire of the regulators is therefore to reduce reliance upon them. The difficulty that this creates is that banks have two sources of benchmarks for credit assessment—their own assessments, and external credit ratings. In the absence of any third yardstick, the challenge which regulators face is to choose between permitting banks to use their own internal ratings (which runs the risk of lack of clarity) and permitting the use of the external ratings perceived to have caused the crisis. Basel steers a delicate course between these two terrors, seeking to gently disincentivize the use of ratings in some circumstances without significantly affecting their use in other cases. The major change here is a rule which addresses the specific disincentives to obtaining regulation which exist within the standardized approach—in particular, that where a bank has deliberately avoided having an exposure rated in order to obtain the lower unrated weighting rather than the higher low-rated weighing, this should be reflected through an increase in the pillar 2 charge. In addition, the arbitrary rule that disregarded credit protection provided by providers rated worse than A—is to be abolished. Finally, banks are prohibited from using unsolicited ratings unless they are satisfied that the credit assessment behind the rating is equal in quality to the general quality of solicited ratings.

Enhanced counterparty credit risk management requirements

4.27

The EAD to be used for a trading book position is broadly the effective EPE calculated using models multiplied by a factor (alpha). Banks may model alpha, subject to a floor of 1.2. Basel III increases slightly the regulatory standards which should be met, accompanied by a warning to regulators that they should be sensitive to the likelihood of rapid variations in it.

Stress testing

4.28

Banks must have a comprehensive stress-testing programme for counterparty credit risk. The stress-testing programme must include at least monthly exposure stress testing of principal market risk factors (eg interest rates, FX, equities, credit spreads, and commodity prices) in scenarios in which (a) severe economic or market events have occurred; (b) broad market liquidity has decreased significantly; and (c) the market has been impacted by the liquidation of positions in a large financial intermediary. The tests should assess the credit quality of counterparties and groups of counterparties, and consider interrelationships between counterparties.

Implementation and transitional arrangements

4.29

The Basel committee provided for an extended transitional period to the new higher standards—whereas Basel 2.5 was to be implemented within a few years, Basel III was given more than a decade. The logic behind this appears to have been to give banks the opportunity to build up reserves slowly and over time—the argument being that this would give banks the opportunity to build up their capital to match their asset books rather than shrinking their asset books to meet the new capital requirements. The unspoken premise was that since the aim of the reforms was to reduce bank return on equity, it was therefore unlikely that the markets would be prepared to provide significant new equity in the period. The idea of slow capital improvement through profit retention enabled the authorities to argue—predictably—that their proposed changes would have no significant impact,3 and the industry to argue—equally predictably—that they would have major economic impact.4

4.30

The difficulty with this analysis was of course that as soon as the Basel III standards were announced banks were immediately measured against them, and bank management began almost immediately to announce their state of Basel III readiness. Thus even before the EBA had spoilt the Basel plan for a staged implementation by recommending in December 2011 that European banks move to a 9 per cent core tier 1 ratio by June 2012, banks had already begun to shrink their balance sheets. In the same way, the original Basel timetable was for the LCR to be introduced on 1 January 2015 and the NSFR on 1 January 2018, but banks have almost immediately begun to vie with each other in terms of their proposed time to meet these standards, and the UK FSA has already committed to early implementation.
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A. The Basic Bank Capital Calculation

5.01

The basis of the calculation of a bank’s capital requirements is very straightforward under the Basel II regime. Basel adopts a three-pillar approach, set out here.
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5.02

The calculation of the amount of capital required by a bank is relatively straightforward:

Credit Risk requirement + Market Risk requirement + Operational Risk requirement = Pillar one requirement

Pillar one requirement + Pillar two requirement = total capital requirement

The calculation of the individual requirements is calibrated such that the capital requirement should be 8 per cent of risk-weighted assets.

The Credit Risk requirement is the sum of:

(1) the credit risk capital requirement;

(2) the counterparty risk capital requirement; and

(3) the concentration risk capital requirement.

The Market Risk requirement is the sum of:

(1) the interest rate position risk requirement (including the basic interest rate position risk requirement for equity derivatives);

(2) the equity position risk requirement;

(3) the commodity position risk requirement;

(4) the foreign currency position risk requirement;

(5) the option position risk requirement; and

(6) the collective investment undertaking position risk requirement.

Exposures which do not fit into any of these categories must, for this purpose, be allocated to one or other of them—thus every exposure which is recognized on the bank’s balance sheet must be allocated a capital requirement calculated in some way or other.

5.03

This simple calculation is the basis of the regulatory capital system.

5.04

Basel III makes major changes to the architecture of bank capital requirements. However, because it is introduced on a rolling basis, the Basel II calculation will be relevant for the purposes of assessing Basel III capital for at least the next 10 years. We have therefore retained this chapter on the Basel II calculations in its entirety for the time being. It is followed by a chapter on how the Basel III calculation will be made.

5.05

The bulk of this book addresses the issues involved in calculating the Pillar one and Pillar two requirements. However, before turning to this topic we must first establish what we mean when we speak of ‘capital’.

B. What is Capital?

5.06

The topic of regulatory capital really ought to be entirely straightforward. The essence of regulatory capital requirements as originally conceived was to procure that banks had sufficient capital to absorb both expected and unexpected losses. Thus, went the theory, any losses actually suffered would affect only the contributors of the capital of the institution; leaving depositors, bondholders and other senior creditors to be paid in full. This would ensure the smooth operation of the market, remove most of the credit risk exposure inherent in dealing with banks, and ensure that the function of operating the payment system would proceed unaffected by credit losses by individual institutions. Capital in this context therefore could mean anything which absorbed losses which would otherwise fall on senior creditors.

5.07

This unsophisticated analysis is broadly accurate. However, recent market developments have made clear that it conflates two different but important functions of capital. The distinction is best set out in the FSA’s Discussion paper ‘Definition of Capital’,1 which distinguishes between the functions of capital:



first, the role of capital while a firm is solvent, including in times of stress, and second, the role of capital if a firm is wound up. We can summarize this distinction between the two main purposes of capital as follows:

• to absorb losses while the firm is a going concern, both when the firm is in a state of financial health and during periods of financial stress, thus maintaining market confidence in the financial system and avoiding disruption to depositors; and

• to absorb losses in a gone concern scenario, protecting depositors in a winding up.

5.08

The events of the credit crisis of the mid-2000’s provided a salutary reminder to regulators that subordinated capital might be effective to protect senior creditors, in a ‘gone concern’ scenario, but was of little or no value to a bank struggling to remain afloat. The key point here is that capital is useless to a firm if any loss impacting on that capital item immediately results in the failure of the firm. Mere subordination is insufficient—capital must be capable of absorbing losses in such a way as to permit the firm concerned to continue in business without adverse consequences, and in particular without inhibiting the ability of that firm to raise further capital. This means that the regulatory criteria for what constitutes acceptable capital must be significantly more complex than a mere requirement that capital instruments be subordinated to ordinary creditors.

5.09

As a result the focus of regulators, credit analysts and rating agencies switched almost completely to core tier 1 capital, and in some cases the primary focus became the subdivision of core tier 1 known as tangible common equity (ordinary shares less intangible assets). The other forms of subordinated capital (tier 3, tier 2, and non-core tier 1) became widely perceived as almost irrelevant, as both regulators and industry analysis concentrated on core equity rations.

5.10

It is probably an error to deduce from this development that tier 2 is of no use. Tier 2 provides comfort to those assessing those credit risk exposures which will arise on the insolvency of an institution, and this may well be relevant where an institution fails for idiosyncratic reasons. However, where all institutions face a systemic threat, then contagion risk rapidly places government in a position where it must maintain institutions on a going concern basis rather than dealing with their assets on a gone concern basis, and in a crisis of this kind then ordinary share capital becomes the primary—if not the only—indicator of soundness.

C. The Bank Capital Hierarchy

5.11

There are currently no fewer than seven possible types of bank capital.
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5.12

At each stage of the calculation of capital certain deductions are made. These deductions constitute a sort of regulatory provisioning, and are generally calculated by specifying certain assets whose value is to be deducted from capital. It should be clear that the effect of requiring a particular asset to be deducted from capital is equivalent to assuming that its value has been wholly lost.

5.13

There are a complex set of rules which specify which capital can be used in what proportions in respect of which exposures. The principle is that firms are encouraged to hold as much ‘core’ tier 1 as possible. Quantitative limits are applied to other forms of capital—thus, a firm may only hold a certain percentage of its capital in the form of any of the other tiers.

D. Capital Monitoring

5.14

Firms are required to monitor their capital requirements on an ongoing basis. It has never been entirely clear what this requirement actually entails—at the extreme, it could be said to require real-time monitoring. Most large institutions confine themselves to formal assessment on an end-of-day basis (although they will have risk systems which monitor exposures—particularly in trading areas—more frequently). The FSA provides that:



This [requirement] does not necessarily mean that a firm needs to measure the precise amount of its capital resources and its CRR on a daily basis. A firm should, however, be able to demonstrate the adequacy of its capital resources at any particular time if asked to do so by the FSA.

Firms are required to report not only any actual breach of the requirement, but also any expected breach of the requirement—thus a firm which discovers that its capital will be inadequate at some point in the future is required to notify the FSA.

5.15

In this context it is worth noting that in addition to capital adequacy as normally defined, most regulators impose a threshold capital requirement in respect of authorization to engage in specific business—thus, for example a bank is required under the EU capital requirements directives (‘CRD’) to maintain minimum capital of EUR 5m, a non-bank investment firm EUR 730,000, and so on. These requirements are generally only relevant in two circumstances. One is where the institution is starting out—the minimum amount of capital must be subscribed regardless of whether the firm has any exposures at all (and it generally will not). The second is where a firm is being wound up—even after all assets and exposures have been eliminated, there is still a requirement for the firm to maintain this minimum amount of capital until its licence is formally withdrawn. In general, whilst a firm is engaged in investment or banking business, these requirements are not substantial, since the threshold requirement is imposed in parallel with the risk requirement. A firm’s capital requirement is therefore the higher of the threshold requirement or the risk requirement.

E. ‘Gearing’ Rules

5.16

There are rules which regulate the maximum amounts of the different forms of capital which can be used to meet regulatory capital requirements. In broad terms, the effect of these rules is to limit the amount of lower quality capital which can be used to a specified percentage of the total requirement. The rules do not restrict the amount of lower quality capital which can be raised by banks, but have the effect that amounts of capital in excess of the permitted limit are disregarded for the purpose of determining whether the bank has sufficient regulatory capital.

5.17

The gearing rules can be summarized as follows:

(1) There is no limit on the amount of core tier 1 that can be used to make up capital requirements. There are, however, limits on every other tier.

(2) Where a firm has more of a certain type of capital than it is permitted, that capital may be used to make up any other level which is further down the scale up to the limit applied to that lower amount. Thus surplus upper tier 2, for example, may be used as lower tier 2 or tier 3 if there is unused capacity in any of these tiers. However, capital which is surplus to all of the applicable gearing rules is simply disregarded.

(3) At least 50 per cent of total tier 1 capital (after deductions) must be accounted for by core tier 1 capital.

(4) No more than 15 per cent of total tier 1 capital (after deductions) may be accounted for by innovative tier 1 capital.

(5) Innovative tier 1 capital may not be used to meet Pillar one requirements.

(6) Tier 1 capital and tier 2 capital are the only type of capital resources that may be used to meet:

(a) the credit risk capital component;

(b) the operational risk capital requirement;

(c) the counterparty risk capital component; and

(d) the base capital resources requirement.

(7) Total tier 2 (before deductions) may not exceed total tier 1 after deductions.

(8) Lower tier 2 capital resources must not exceed 50 per cent of total tier 1 after deductions.

(9) The total of unused tier 2 and tier 3 may not exceed 250 per cent of total amount of tier 1 capital (after deductions) which is left after meeting the credit risk and operational risk requirements for the institution as a whole. The easiest way to think of this is to imagine that tier 1 is applied first in meeting these two requirements, and anything which is left is used as the base of a trading book which can then be supplemented by 2.5 that amount of tier 3. Non bank investment firms which are subject to a Basel regime have a slightly different and more favourable treatment as regards tier 3—this is explained later.

F. The Components of Capital

5.18

Traditionally capital meant share capital, and some regulators have apparently reverted back to that simple definition in assessing the robustness of bank balance sheets. However, over the last decade a flourishing industry has developed in creating instruments which perform the function of capital without having its legal form. In general, the commercial drivers for the creation of these instruments are either to gain tax advantages for the issuers (interest paid to noteholders is deductible from the bank’s taxable profit, whereas dividends paid to shareholders are not) or to improve earnings per share (by reducing the number of shares in issue whilst retaining the level of earnings). It is debatable how much lasting value the instruments themselves have brought to the market. However, the construction of these instruments has led to a flourishing debate as to what the characteristics of capital should be, and it is useful to encapsulate here the conclusions of that thought process.

G. Tier 1

5.19

The core characteristics of tier 1 are that it:

(1) is able to absorb losses;

(2) is permanent;

(3) ranks for repayment upon winding up, administration or similar procedure after all other debts and liabilities; and

(4) has no fixed costs, that is, payments to holders of these instruments are entirely within the control of the management of the institution in broadly the same way as dividends on ordinary shares.

5.20

There are a number of different types of ‘permanent equity’ capital depending on the legal nature of the institution. These include:

(1) permanent share capital;

(2) eligible partnership capital;

(3) eligible LLP members’ capital;

(4) a perpetual non-cumulative preference share; and

(5) (in the case of a building society) permanent interest-bearing shares (PIBS).

Issuance

5.21

Core tier 1 must be issued directly by the institution concerned, and must be fully paid, with the proceeds of issue immediately and fully available to the firm. Partially paid up share capital counts as capital only to the extent of the amount paid.

Redeemability

5.22

Redemption, for this purpose, includes repayment. Tier 1 should be, according to its own terms, either irredeemable or redeemable only on the winding up of the issuer. This does not mean quite what it says. The UK Companies Act, for example, gives all issuers the right to redeem their shares in certain circumstances, and most instruments are drafted with certain redemption rights vested in the issuer—for example an issuer may give itself the right to redeem innovative tier 1 instruments in the event that changes in tax law render the structure of them not disadvantageous for holders or for the issuer. In general such provisions are permitted, provided that they are at the discretion of the issuer, cannot be exercised without the consent of the relevant regulator, and it is unlikely that the events will arise over the life of the instrument. In the UK, any redemption within five years under such a term requires a formal request to the FSA for a waiver, whereas redemption after five years requires the FSA’s consent.

5.23

A common arrangement is for instruments to be convertible or exchangeable for new securities, or for arrangements to be made whereby the redemption price of the existing securities will be paid through the issue of new securities. These sorts of arrangements include convertible preference shares. There is an issue with arrangements of this kind as to how the conversion process should be regarded for capital purposes. Where the new securities to be issued would qualify in the same tier of capital as the existing security, the existing security is treated as continuously existing, and the redemption and issue of new securities is disregarded.

Permanence

5.24

The issuer of the instrument must be under no obligation to redeem the instrument or to make any distribution or other payment in respect of it. This means that a tier 1 instrument should not count as a liability of the issuer, in the way that (for example) a bond would count as a liability, in that the issuer should never be obliged to make a payment to any holder of a tier 1 instrument.

5.25

The requirement that capital be permanent means that the terms on which it is issued should not provide for any repayment date. However, there is a small difference between a provision which requires that an instrument be repaid on a particular date, and a provision which, although not mandating repayment, provides that something unpleasant will happen if the instrument is not repaid by a particular date. These are known as ‘step-ups’.

5.26

A step-up is a provision in a security whereby the coupon payable on that security increases after a certain date. The aim of a step-up is to create an incentive for the issuer of the security concerned to redeem it. Thus, for example, if the terms of a security provided that the interest rate payable on it would double after 10 years, investors could reasonably assume that it was virtually certain that the issuer would in fact redeem that security after 10 years and replace it with new securities rather than pay the higher rate.

5.27

It may be asked why, if the issuer wished to achieve the aim, it would not simply issue 10-year securities. The reason in this context is that for capital to count as tier 1, it must be perpetual (that is, undated). For investors, however, the longer the term of a security the higher the risk to them of not getting their money back. Thus the longer the term of a security, the higher the return investors will demand for investing in it. The step-up is an attempt to bridge the gap between investors, who would like to see shorter-term redemption, and the issuer, which requires longer-term capital certainty.

5.28

Finally, it should be noted that the unpleasant consequence which attends non-redemption is by no means limited to step-ups. To take an extreme example, a provision that, if an instrument were not redeemed by a particular date, the CEO of the issuing institution would be publicly executed would be highly effective in ensuring redemption but would not qualify as a step-up per se.3 More practically, an instrument which automatically converts into equity on a particular date may also have adverse consequences for the issuer if the conversion goes ahead, since the coupon will cease to be deductible for the issuer for tax purposes and the earnings per share figure for the institution as a whole may be diluted. However, such provisions are not generally recognized by regulators, whose rules in this regard tend to focus exclusively on coupon step-ups.

5.29

Unlike core tier 1 (which must be ordinary equity), the terms of non-core tier 1 (including innovative tier 1) may permit a ‘moderate’ step-up in the coupon due to be paid on the instrument. There is no formal definition of what constitutes a ‘moderate’ step-up in this context, but it is generally interpreted to mean a cumulative step-up of less than 100 basis points4 (less the swap spread between the two rates). However, even a ‘moderate’ step-up is only permitted after the tenth anniversary of the issue of the instrument—thus, for a proposed tier 1 instrument, any step-up at all in the first 10 years of its life makes it ineligible.

5.30

An issuer should be under no obligation to make any payment in respect of a tier 1 instrument if it is to form part of its permanent share capital unless and until the firm is wound up. A tier 1 instrument that forms part of permanent share capital should not therefore count as a liability before the firm is wound up. The fact that relevant company law permits the firm to make earlier repayment does not mean that the tier 1 instruments are not eligible. However, the firm should not be required by any contractual or other obligation arising out of the terms of that capital to repay permanent share capital. Similarly a tier 1 instrument may still qualify if company law allows dividends to be paid on this capital, provided the firm is not contractually or otherwise obliged to pay them. There should therefore be no fixed costs.

Power to defer payments

5.31

The firm must be under no obligation to pay a coupon; unless the obligation can be satisfied by issuing further securities of the same or better quality. In this case any coupon must be either non-cumulative or must, if deferred, be paid by the firm in the form of tier 1 capital. An arrangement under which coupons must be paid if they have been paid on other securities (known as ‘dividend pushers’) is generally regarded as breaching this requirement for unfettered discretion, and as a result dividend pushers may not be included in the terms of tier 1 capital, unless the firm has the option to fund the ‘pushed’ payment in stock.

Loss absorption

5.32

The capital must be able to absorb losses to allow the firm to continue trading and, if it is an innovative tier 1 instrument should not constitute a liability.

Subordination

5.33

To count as innovative tier 1 an instrument may rank for repayment upon winding up, administration or any other similar process no higher than a share of a company. A company may, by its own articles, provide for the securities which it issues to rank in any order which it likes, and although there are doubts as to whether a company could provide that an instrument should be subordinated below the level of ordinary shares,5 it can certainly provide that an instrument may rank pari passu with ordinary shares.

Moral hazard

5.34

This requirement has come into sharp focus as a result of the credit crisis. The key issue here arises where an instrument whose legal form is a deeply subordinated perpetual note is marketed on the basis of promises—explicit or implicit—that the issuer will redeem it at a specified time and will maintain coupon payments regardless of economic performance. Marketing in this way has the effect of creating ‘moral’ obligations on the issuer which it will in practice be obliged to honour unless it is prepared to suffer lasting damage to its reputation. In many respects this issue is not dissimilar to the step-up issue, in that where an issuer has deliberately created an expectation that it will act in a particular way, it should be treated as if it were in fact legally bound to act in that way.

Associate transactions

5.35

An item of capital should not be able to qualify for inclusion as tier 1 capital if the issue of that item of capital by the firm is connected with one or more other transactions which, when taken together with the issue of that item, could result in that item of capital no longer displaying all of the characteristics required. A simple example might be a security issued as part of a deal whereby the issuer promises to repurchase it from the investor on demand.

Reserves

5.36

Accumulated profits, in the form of various reserves, constitute core tier 1. It is sometimes possible to increase these directly—for example a capital contribution should be treated as an increase in reserves. Negative amounts, including any interim net losses must be deducted from reserves. Where trading book valuation adjustments give rise to losses in the current financial year, a firm must also deduct them from reserves. A dividend is foreseeable at the latest when it is proposed by the directors. This creates an asymmetry, in that valuation losses reduce tier 1, but valuation gains do not always increase it. Dividends must be deducted from reserves as soon as they are foreseeable—not when they are declared. Revaluation reserves do not count as tier 1, but form part of tier 2, since they relate to gains which have not yet been realized.

5.37

Some movements on reserves are reversed out by the system. An example is the capitalization of future interest which arises where an interest-bearing asset is sold to a securitization vehicle. The increase in reserves resulting from such capitalization does not count as tier 1.

5.38

A revaluation reserve is not included as part of a bank’s profit and loss account and other reserves. It is dealt with separately and forms part of upper tier 2 capital.

Share premium account

5.39

Share premium accounts arising on the issue of capital instruments are treated as constituting capital of the same form as the instrument to which they relate. Thus the share premium account arising on the issue of cumulative tier 2 preference shares would qualify as tier 2 capital, whereas the share premium account arising on the issue of ordinary shares will count as tier 1 capital. This is, however, subject to the exception that if the terms of the tier 2 instrument provide that the instrument can only be repaid out of new revenue, and that the share premium arising on issue may not be used for the repayment, then the share premium will be treated as tier 1. This creates the unusual situation in which tier 1 capital can be created by issuing a tier 2 instrument.

Externally verified profits

5.40

Externally verified interim net profits count as tier 1, but only once they have been verified by a firm’s external auditors. The amount credited to tier 1 is the amount after deduction of tax, foreseeable dividends and other appropriations.

Innovative tier 1

5.41

The boundary between innovative and non-innovative non-core tier 1 is not a clear one. The investment banking industry has spent many happy years structuring perpetual non-cumulative preference shares and other instruments with features designed to indicate to investors that they will be regularly paid and rapidly redeemed without actually specifying this in the instrument terms. Such features will generally result in the instrument being classified as an innovative instrument, but since the list of possible structural features for instruments of this kind is almost infinite, it is sometimes surprisingly difficult to classify them. The FSA’s rule,6 for example, provides that:



If a tier 1 instrument

(1) is redeemable; and

(2) a reasonable person would think that:

(a) the firm is likely to redeem it; or

(b) the firm is likely to have an economic incentive to redeem it;

that tier 1 instrument is an innovative tier 1 instrument.



Any feature that in conjunction with a call would make a firm more likely to redeem a tier 1 instrument … would normally result in classification as innovative.

5.42

In order to constitute an instrument an innovative tier 1 instrument, it is necessary that the obligations of the issuer under it do not constitute a financial obligation. There are a number of branches of this test. First, the terms of the instrument should not constitute a liability which a person could rely on in seeking to wind up the issuer in court on the basis that it was unable to meet its liabilities. The point here is that in the same way that a company does not treat itself as indebted to shareholders in reckoning its solvency, it should be able to disregard the claims of innovative tier 1 holders in the same way. Second, the institution should not be required to take any obligation to innovative tier 1 holders into account in deciding for itself whether it is able to continue trading; and this assessment must be valid in respect of eg the insolvency law assessment of whether a firm is wrongfully trading.

5.43

Any tier 1 instrument—including ordinary shares—with a cumulative or mandatory coupon should be regarded as an innovative tier 1 instrument.

5.44

Any tier 1 instrument—including ordinary shares—which has or may have a step-up; and which is redeemable at any time (whether before, at or after the time of the step-up) is an innovative tier 1 instrument.

5.45

Indirectly issued tier 1 arises where instruments are issued by a special purpose vehicle (SPV). These structures can operate in two broad ways—one is where the SPV is a subsidiary of an institution and contributes the capital so raised to the institution concerned; the other is where the SPV raises financing and applies that financing to subscribe for new capital in the institution. In the first case, the capital so raised is only permitted to be recognized if the SPV is controlled by the institution, (ie may not operate independently of it—the rights of external investors in the SPV do not affect this control) and all or virtually all of the SPV’s exposures are to the institution or its group. If the SPV is a partnership, this means that the institution must be or control the general partner. In the second case, the capital issued by the SPV must themselves comply with the conditions for qualification as tier 1 as if the SPV was itself an institution seeking to include that capital in its tier 1, and must be exchangeable into tier 1 non-innovative instruments issued by the institution at a fixed conversion ratio in the event that the institution enters a period of distress. The capital issued by the institution itself must have a first call date not sooner than the instrument issued by the SPV, and must match—in terms of its repayment terms—the terms of the instrument issued by the SPV. Where there is more than one SPV, the intermediate SPVs are ignored for this purpose. In some European jurisdictions transactions of this kind have been done through operating subsidiaries or asset owning companies—in the UK the FSA requires any such proposal to be pre-approved, and would be unlikely to give such approval.

Convertible and exchangeable instruments

5.46

Where a tier 1 instrument is redeemable into another tier 1 instrument, there is in theory no reason to limit the terms on which the new instrument is to be created. However, in some old tier 1 structures the terms of the conversion were set by the price of the new instrument at the date of conversion—for example, each £1 preference share converts into as many ordinary shares as may be worth £1 at the market price in the conversion date. The aim of such a structure is of course to give the investor the coupon entitlement of the preference share whilst enabling it to count as nearly as possible as ordinary equity. In accounting terms such a structure is entirely permissible. However, in practice such a structure would create a serious problem for an institution suffering severe credit losses and seeking to raise more capital. This is because in this case the value of the shares in the institution would probably have fallen substantially, the number of shares which would need to be created to satisfy claims under such a note would be very large, and the obligation to issue a large number of new shares would act as a substantial deterrent to any new equity investment being raised by the institution. The FSA has addressed this by providing that any such instrument must be limited in its conversion terms, and in particular the conversion terms must not permit a conversion rate which is more than double the rate prevalent at the time of the issue. The firm is also prohibited under the terms of any such note from issuing on conversion shares with a greater value than the instrument being converted.

5.47

There is also an issue as to whether the firm would be permitted to issue such new instruments. Many company law provisions in many jurisdictions restrict the right of a company to issue new ordinary shares or preference shares, and it is not always possible for either an institution or an investor to be able to say with certainty whether it will be able, on conversion, to issue the securities into which the note is to be converted. Again, the FSA addresses this issue by requiring that an institution may only include such convertible capital as capital if it has obtained authority to issue sufficient securities to satisfy the requirements of the holders on conversion. Thus for a UK entity subject to pre-emption rights, such capital may only be included in regulatory capital if such rights have been disapplied.

Deductions from tier 1

5.48

It will be recalled that the gearing rules limit the different types of capital which a bank may recognize as a percentage of tier 1 capital, and the amount of tier 1 capital which may be recognized for this purpose is the amount of qualifying tier 1 capital less certain deductions. The most important of these is intangible assets—an institution must deduct intangible assets from tier 1 capital. This is one of the most significant divergences between regulatory capital and accounting treatment. Intangible assets include capitalized expenditure, licence rights, and numerous other types of property, some of which are clearly valuable—however, for regulatory purposes all are treated as valueless. There is a particular issue here arising from the treatment of goodwill, in that for accounting purposes goodwill may be capitalized and amortized over time. ‘Goodwill’ in this context almost always arises as the result of acquisition—where a firm acquires another, if there is a difference between the price paid and the value of the balance sheet assets, the difference is ‘goodwill’. Thus if a bank with 100 of capital pays 20 to acquire another with capital of 10, for accounting purposes it will continue to have a value of 100 (made up of 80 of old capital, 10 of newly-acquired capital, and 10 of goodwill), but for regulatory purposes it will have assets of 90. This makes it exceptionally difficult for banks to make cash acquisitions.

5.49

Deferred acquisition cost assets should not be deducted as intangible assets.

5.50

Revaluations of investment properties and equities held in the ‘available for sale’ category may also give rise to tier 1 deductions. Negative revaluations (ie losses on the initial holding value) are deducted from tier 1, but positive revaluations (ie established but unrealized profits) are included in tier 2 capital.

H. Tier 2

5.51

Tier 2 capital includes forms of capital that are subordinated, but do not meet the requirements for permanency and absence of fixed servicing costs that apply to tier 1 capital.

Upper tier 2

5.52

Upper tier 2 capital includes capital which is perpetual (that is, has no fixed term) but cumulative (that is, servicing costs cannot be waived at the issuer’s option, although they may be deferred—for example, cumulative preference shares).

Lower tier 2

5.53

Lower tier 2 comprises subordinated capital which is not perpetual (that is, it will be repaid after a fixed term) or which has fixed servicing costs that cannot be either waived or deferred (for example, most subordinated debt). To be fully valued lower tier 2 must have a residual maturity of at least five years—debt with a shorter maturity than this will be discounted on a sliding scale as its residual maturity decreases. If a tier 2 instrument is or may be subject to a step-up that does not meet the definition of ‘moderate’ (broadly, the step-up is not more than 100 bps),7 then the instrument will be treated as maturing on the date when the step-up takes effect (or, if there are multiple smaller steps up, on the first date that the cumulative step-up exceeds the ‘moderate’ limit). However, a lower limit is imposed on tier 2 instruments between the fifth and the tenth years of their lives. During this period any step-up which would exceed 50 bps (less the swap spread) has the same effect, in that the instrument would be treated as maturing on the date when the spread first exceed the 50 bps limit. Any step-up at all arising in the first five years of an instrument’s life makes it ineligible as tier 2.

5.54

Tier 2 also includes certain revaluation reserves such as reserves arising from the revaluation of land and buildings, including any net unrealized gains for the fair valuation of equities held in the available-for-sale financial assets category; and general or collective (ie not specific) provisions.

Upper tier 2 requirements

5.55

Tier 2 must be subordinated to ordinary creditors—however, there is no requirement that tiers must rank in order of regulatory seniority—it is permissible (although unusual) for upper tier 2 to rank in priority to lower tier 2. The difference is primarily in the dating.

5.56

Upper tier 2 will, in the UK, constitute instruments such as perpetual cumulative preference shares and perpetual subordinated debt. The base requirements are that it:

(1) has no fixed maturity date;

(2) provides for the firm to have the option to defer any coupon on the debt, except payments to be made in kind through the issue of new capital of equivalent seniority;

(3) provides for the loss-absorption capacity of the capital instrument and unpaid coupons, whilst enabling the firm to continue its business;

(4) either the instrument or debt is not redeemable or repayable or it is repayable or redeemable only at the option of the firm. If a firm gives notice of the redemption or repayment of an upper tier 2 instrument, the firm must no longer include it in its upper tier 2 capital resources;

(5) as with tier 1, a firm may not include a dividend pusher in upper tier 2 unless the ‘pushed’ dividend is payable in stock.

5.57

Tier 2 may be created by issuing securities or by borrowing on subordinated terms—unlike tier 1, there is no requirement that tier 2 be composed of securities. However since loan capital is relatively rare amongst banks, the remainder of this discussion refers to instruments. Tier 2 must be unsecured and fully paid up, and any variation of the terms of existing tier 2 requires consent.

5.58

Although tier 2 securities are debt instruments and have the effect of rendering the holders creditors of the issuer, there are very substantial limitations on the rights which holders of tier 2 securities may acquire as a result of their creditor status. The instrument constituting a tier 2 security may not contain any of the events of default found in a normal security, and the only permitted events of default are non-payment of any amount falling due under the terms of the capital instrument or the winding-up of the firm, and the event of default must not affect the subordination (in other words, even if an event of default occurs the claim must still be subordinated). This means that in the event of a non-payment the holder cannot sue the issuer for the debts due, but is restricted to petitioning for the user to be wound up and/or proving for the debt in a liquidation—in which event he will be paid in subordination to other senior creditors. This is achieved through the terms of the note. The company and other laws of the issuer may prescribe that creditors may not renounce all of their rights in this way—where this is the case the notes will still be qualifying tier 2 provided that the rights are renounced to the greatest degree possible under the applicable legal system. Investors must also agree to forego any right of set-off, since if the holder of subordinated debt could set off the debt due to him against amounts due by him to the institution, this would have the effect of promoting the debt due to him to the status of a senior debt.

5.59

Investors need not be deprived of other remedies—it is immaterial whether or not an investor has a non-financial remedy against an issue provided that the non-financial remedy does not in substance amount to a mechanism for obtaining payment. Where such other remedies may result in an award of damages, the claim for damages arising out of such a remedy must, to the greatest extent possible, be subordinated under the subordination provisions of the agreement.

5.60

As with tier 1, an instrument will only qualify as eligible tier 2 if the way in which it is marketed corresponds with its formal structure—thus an instrument sold on the basis of an indication by the issuer that it would buy back the instrument within a few years would not qualify as tier 2. In the same way, an instrument will not be accepted as eligible tier 2 if it is issued as part of a larger transaction the overall effect of which is that the holder of the tier 2 instrument is effectively preferred.

5.61

It is a requirement of the FSA that an issuer must obtain an external legal opinion that an instrument complies with the requirements for tier 2 in order for it to be recognized. There is no obvious reason why this should be required for tier 2 but not tier 1 issuance.

5.62

The debt agreement or terms of the instrument creating tier 2 capital should not contain any clause which might require early repayment of the debt—cross default clauses, negative pledges, and restrictive covenants. A cross default clause is a clause which says that the loan goes into default if any of the borrower’s other loans go into default. It is intended to prevent one creditor being repaid before other creditors, eg obtaining full repayment through the courts. A negative pledge is a clause which puts the loan into default if the borrower gives any further charge over its assets. A restrictive covenant is a term of contract that prevents the issuer from doing something whilst the security remains in force, and, if breached, results in early repayment of the debt. Some covenants, eg relating to the provision of management information or ownership restrictions, are likely to be permissible as long as monetary redress is ruled out, or any payments are covered by the subordination clauses.

Lower tier 2 requirements

5.63

Lower tier 2 must comply with all of the requirements for upper tier 2 save for those concerning repayment. Because lower tier 2 has a fixed repayment date, the issuers capital will, on that date, fall by the amount to be repaid. For this reason issuers of tier 2 are generally required to notify their regulator before the fixed repayment date and to satisfy that regulator that they will have sufficient new capital in place on the repayment date that they will not breach any regulatory requirement by reason of the repayment.

5.64

Lower tier 2 capital means capital which complies with the requirements for upper tier 2 except that it is dated. Where an instrument fails to qualify as upper tier 2 because of a step-up, it is likely that it will qualify as lower tier 2 provided that the step-up does not occur less than five years after the date of issue of the instrument.

5.65

When a lower tier 2 instrument gets within five years of its maturity date, its value as regulatory capital is amortized on a straight line basis over that period—thus when it has four years of life remaining it will count for 80 per cent of its value, when it has three years left it will count for 60 per cent and so on.

5.66

Tier 2 capital includes positive revaluations of equities held in the available for sale category, other investment property, and land and buildings. The amount to be included in capital is the revaluation amount less any probable taxes which would fall to be paid if the property were actually disposed of.

5.67

Firms using the standardized approach may include general/collective provisions in tier 2. However, the value of the general/collective provisions which a firm may include in its tier 2 capital resources may not exceed 1.25 per cent of the sum of: (1) the market risk capital requirement and the operational risk capital requirement, multiplied by a factor of 12.5; and (2) the sum of risk-weighted assets under the standardized approach for credit risk.

5.68

Where capital is issued in a currency other than the accounting currency of the institution, a problem arises in that the value of the capital to the institution will fluctuate in line with the exchange rate between its reporting currency and the currency in which it has issued. This is a particular problem for issuers based in countries with minor currencies who wish to issue in $US or EUR. In general, firms are likely to wish to hedge such exposures, and if they do so then the regulatory system will recognize such hedges. However, in order to obtain regulatory recognition of such hedges, their terms must be broadly those of the capital which they hedge—that is, the hedge counterparty must be subordinated in the same way and to the same extent as the claims of the holders of the instrument being hedged. This makes such swaps very rare in practice.

Provisioning and expected loss

5.69

Where total provisions exceed total expected loss, the balance can be treated as tier 2 capital. This apparently simple outcome requires a certain amount of explanation to justify.

5.70

In broad terms the position under both IFRS and US GAAP is that banks may make specific provisions and collective provisions but not general provisions in their accounts. For this purpose a specific provision is a provision which reflects an actual impairment in the value of a specific asset (classically an event of default such as a breach of a covenant), a collective provision is a provision made as a result of an analysis of a portfolio of exposures on the basis of historical loss experience, and a general provision is a provision in respect of a loss on a portfolio as a whole based on anything other than historical loss data.

5.71

For banks which apply the IRB approaches, provisions can be charged against expected loss. This somewhat uncontroversial-sounding development is in fact the culmination of more than a decade’s discussion on the appropriate treatment of provisions within the regulatory framework.

5.72

A general principle of bank risk management is that capital should only need to be held against the risk of unexpected losses (UL). Expected losses (EL) should be covered either by specific provisions, or by pricing them into the cost of the transaction (known as future margin income).

5.73

Specific provisions are taken through the bank’s profit and loss account, where they are a charge on profits and therefore reduce retained profit (or increase retained loss). However, where an entity takes a provision, the amount provided is taken to a separate provision maintained on the balance sheet. When the loss is actually incurred, the value of the asset is reduced and the value of the provision is equally reduced, thereby ensuring that the loss has no impact on retained profits. Thus provisioning is simply a form of capital creation in respect of future losses—current profits are capitalized to absorb future losses. A provision therefore performs functionally the same purpose as capital.

5.74

The reason that regulators are not happy to regard provisions as capital is that provision balances can be rapidly changed if the bank increases them or runs them down, and they therefore do not meet the ordinary criteria of permanence which regulators require from capital items. Nonetheless, in their capacity as elements of capital whose effect is to absorb losses they require some form of recognition.

5.75

The original approach proposed was that specific provisions should be applied to reduce the risk-weighted assets (‘RWAs’) of the items in respect of which they were taken, whilst collective provisions would count as tier 2 capital (up to 1.25 per cent of RWA). This is the approach which remains in place for banks on the standardized approach. However, this has the result that the treatment of specific provisions is far more favourable than the treatment of collective provisions because, mathematically, the impact of using provisions to offset RWAs in the denominator is greater than adding provisions to the numerator. Because it reduces risk-weighted assets, the latter approach also boosts the ratio of tier 1.

5.76

This would not be a problem if all banks followed broadly the same policies as regards provisioning. However, banks’ collective provisioning policies vary widely (sometimes in order to take account of local tax and other factors), and as a result, banks in different jurisdictions may maintain very different levels of provisions against similar portfolios.

5.77

The solution adopted in Basel to this problem was to pool specific and collective provisions. The regulator then compares the total of all provisions (except for any provisions made against equity or securitization exposures, which are disregarded) with the bank’s total expected loss (‘EL’) figure.8 Where eligible provisions are higher than EL, the surplus may be included in tier 2 up to a maximum of 0.6 per cent of RWA. Where provisions are lower than EL, the difference must be deducted from capital, 50 per cent from tier 1 and 50 per cent from tier 2.

5.78

It may be easiest to explain this by way of an example. For a typical fully drawn corporate receivable with 1 per cent PD, and 45 per cent LGD, the risk weight produced by the IRB function is £97.44 per £100 nominal. The capital requirement in respect of this exposure (ie £97.44 × 8%) is £7.79. The EL for this exposure would be 1% × 45% × £100 (ie £0.45). If the bank has provisions of £0.40 to apply to the exposure, it will be treated as underprovisioned, and the balancing £0.05 will be deducted from capital. If it has provisions of £0.50, the remaining £0.05 will be added to tier 2 capital.

5.79

The effect of these rules is that the pool of provisions is directly matched against the pool of expected losses. Both pools can be removed from the risk capital ratio, leaving only unexpected losses in the denominator, covered by capital in tier 1 and tier 2.

5.80

The upshot of all of this in practice is that an IRB bank may include in its upper tier 2 capital resources positive amounts resulting from the calculation of expected loss amounts up to 0.6 per cent of the risk weighted exposure amounts calculated under that approach.

I. Deductions

Qualifying holdings (holdings in non-financial undertakings)

5.81

A qualifying holding is a direct or indirect holding in a non-financial undertaking which represents 10 per cent or more of the capital or of the voting rights of that undertaking, or which makes it possible to exercise a significant influence over the management of that undertaking.

5.82

For this purpose a non-financial undertaking is an undertaking other than:

(1) a credit institution or financial institution;

(2) an undertaking whose exclusive or main activities are a direct extension of banking or concern services ancillary to banking, such as leasing, factoring, the management of unit trusts, the management of data processing services or any other similar activity; or

(3) an insurer.

Shares do not constitute material holdings if they are not held as investments, are held temporarily during the ordinary course of underwriting, or are held on behalf of others.

5.83

The amount of qualifying holdings that an institution must deduct is:

(1) (if the firm has one or more qualifying holdings that exceeds 15 per cent of its adjusted capital resources) the sum of such excesses; and

(2) to the extent not already deducted in (1), the amount by which the sum of each of that firm’s qualifying holdings exceeds 60 per cent of its adjusted relevant capital resources.

Material holdings (holdings in financial undertakings)

5.84

Material holdings only arise in respect of holdings in banks, credit institutions or other financial institutions. The area of material holdings is one in which there is a strong difference of opinion between different regulators around the world. Although there is broad agreement that investments in unconsolidated subsidiaries engaged in banking and financial activities should be deducted, some regulators strongly believe that cross-holdings of bank capital by other banks should not be deducted, since such holdings are necessary to promote ‘significant and desirable changes taking place in the structure of domestic banking systems’.9 The Basel compromise has been to permit national regulators to require deduction of such cross-holdings where they exceed a materiality threshold in relation to the holding bank’s capital.

5.85

The FSA’s implementation of this policy is that a holding must be deducted as a material holding if it exceeds 10 per cent of the share capital of the issuer.10 When an institution has a holding of this kind, any other subordinated exposure which it has to such an institution will be counted as part of the material holding for the purposes of establishing the total value to be deducted. When such deductions have been made, each individual remaining holding must be assessed, and where the totality of the holding of share capital and subordinated debt in that institution exceeds 10 per cent of the capital of the institution, the excess must be deducted. Finally, the value of all undeducted holdings of share capital or other capital of such institutions must be aggregated, and if the total of all such holdings is greater than 10 per cent of the institutions tier 1 plus tier 2 less deductions, the excess must also be deducted.

5.86

The position of holdings in insurance companies is anomalous in this respect, in that where an institution has a material holding in an insurance company, the amount to be deducted will be the higher of the value of the holding or the proportionate capital resources requirement of the institution attributable to that part of its capital.

5.87

Finally, all holdings in subsidiaries and participations in any other entities must be deducted. This in effect requires the deduction of all holdings which constitute more than 20 per cent of the capital of any entity. It may be noted that whereas subsidiary status arises automatically when share ownership in an entity goes above 50 per cent, for a holding to qualify as a participation (between 20 per cent and 50 per cent) there must be some right of control. This means, amongst other things, that if a bank has no say at all in the affairs of an entity in which it has a substantial equity interest (of less than 50 per cent), the equity interest is not deducted, since the holding will not constitute a participation.

5.88

An important and sometimes misunderstood aspect of material position calculation is that the position to be deducted is the gross position. Where a firm has a material position in another but has hedged that position, the hedge is not taken into account in the material position deduction calculation. This is true whether the position is held in the banking book or the trading book.

Connected lending of a capital nature

5.89

Because of the rules requiring investments in subsidiaries to be deducted, institutions sometimes seek to characterize the provision of finance to corporations as lending where the true nature of the transaction is the provision of capital. The ‘connected lending of a capital nature’ rule is an anti-avoidance rule intended to tackle such structures.11 It applies only to loans provided by an institution to a body which is connected with it—ie it is an associate of or closely connected with the institution, or it and the institution are under common control (but not an entity which is solo-consolidated). The essence of this status is that the loan is made on terms which, whether through contractual, structural, reputational, or other factors, have the economic characteristics of share capital or subordinated debt. This includes situations where the position of the lender from the point of view of maturity and repayment is inferior to that of the senior unsecured and unsubordinated creditors of the borrower. A loan may also be treated as connected lending of a capital nature if it is made to an unconnected party but is made for the purpose of funding directly or indirectly a loan to a connected party of the institution, and conversely will not be treated as connected lending of a capital nature if it is provided to a connected party for the purpose of providing funding to an unconnected party.

5.90

A loan will generally not be treated as connected lending of a capital nature if it is appropriately secured or is repayable on demand. A guarantee may be treated as connected lending of a capital nature.

Expected losses and other negative amounts

5.91

As noted elsewhere,12 an IRB firm must calculate its total expected loss amount and deduct it from total provisions and value adjustments. As we have seen, where this amount is positive it may be added to capital up to the 0.6 per cent limit. Where the result is negative, however, it must deduct that negative amount.

Securitization positions

5.92

An IRB firm must deduct the exposure amount of securitization positions which receive a risk weight of 1250 per cent if it does not include such positions in its calculation of risk-weighted exposure amounts.

5.93

In order to complicate matters, the last-named deductions (material holdings, expected losses, and securitization positions) are made for some purposes but not others. Specifically, they are deducted wholly from tier 2 only for the purposes of establishing the levels of tier 1, tier 2 and tier 3 which are permissible for the institution. For the purposes of publicly reporting the levels of capital which the institution has (ie for tier 3 purposes) they are deducted 50 per cent from tier 1 and 50 per cent from tier 2. This explains why a reporting institution may have slightly more tier 2 than its level of reported tier 1 may seem to permit.

J. Tier 3

5.94

Tier 3 is uncommon amongst banks. In broad terms it is tier 2 capital with a two-year maturity, and can only be used to support trading book exposures. The only real reasons for firms to issue it are flexibility, and the price advantage derived from its shorter maturity. This latter does not always overcome the costs of repeat issuance. It is most commonly encountered in Europe, where the Basel regime has been applied to pure investment firms, and such firms frequently do issue substantial amounts of tier 3.

Upper tier 3

5.95

Tier 3 capital (ie upper tier 3) must have an original maturity of at least two years, and payment of interest or principal is permitted only if, after that payment, the firm’s capital resources would be not less than its capital resources requirement. In broad terms the requirements which apply to tier 2 also apply to tier 3, save that an institution which includes subordinated debt in its tier 3 capital resources must notify the FSA one month in advance of all payments of either interest or principal made when the firm’s capital resources are less than 120 per cent of its capital resources requirement.

Lower tier 3

5.96

Lower tier 3 means unaudited interim trading book profits. These profits should be adjusted for this purpose so that they are net of any foreseeable charges, dividends or losses on other business; and must not already have been taken into account in the calculation of capital.

Deductions from tier 3

5.97

The excess trading book position is the excess of an institution’s aggregate net long (including notional) trading book positions in shares, subordinated debt or any other interest in the capital of credit institutions or financial institutions over 25 per cent of that institution’s capital resources. This must be deducted from total capital (where an institution has tier 3, this is equivalent to deduction from tier 3).

K. Capital Arising from Revaluation of Assets

5.98

Marking to market (or to model) raises the difficult issue of how regulators should treat the impact of changes in the value of such assets on regulatory capital. The reason that this is a problem is that if the value of an available for sale asset goes up, a corresponding adjustment must be made to the other side of the balance sheet, and this is conventionally done in accounting terms by increasing reserves—in regulatory terms, increasing core tier 1. However, the new capital thus created does not meet the regulator’s requirement that in order to be recognized for supervisory purposes capital must be ‘permanent’—indeed, this capital is of the most ephemeral kind, since it may disappear again overnight in the event of a downwards revaluation.

5.99

The solution which regulators have adopted is to disallow some elements of the accounting gain as capital. A bank must therefore not recognize as capital either the fair value reserves related to gains or losses on cash flow hedges of financial instruments measured at amortized cost; or any unrealized gains or losses on debt instruments held in the available-for-sale category. However, this rule applies only to financial instruments. For equities held in the available-for-sale financial assets category, a bank should deduct any net losses from tier 1 capital, and include any net gains (after deduction of deferred tax) in upper tier 2 capital.

5.100

The IAS standard, in its entirety, permits firms to designate liabilities at fair value. The EU has adopted the IAS standards in a modified form, and EU IAS 39 does not permit the recognition of liabilities at fair value. For non-EU institutions, however, the issue still exists. This has a magnificent consequence for regulated entities, since if a bank becomes insolvent the value of its liabilities will shrink. This would result in the reduction of the balance sheet value of its liabilities, with the difference being taken to reserves as an unrealized profit. This would mean that as the bank approached insolvency its nominal capital would increase substantially. The supervisors of the world have therefore created a ‘prudential filter’ to be applied in this case, which in summary operates as a rule that where a company designates its liabilities as held at fair value and takes changes in value through profit and loss, it must add back unrealized losses or subtract unrealized gains in determining the asset value.

L. Deductions for Investment Firms

5.101

It should be mentioned at this point that within the EU (but not generally elsewhere) non-bank investment firms are subject to the requirements of the Basel II regime. At one level this makes good sense, since the Basel market risks regime is a good match for the exposures of such firms (although certain investment firms, such as commodities traders, do not fit easily within the Basel framework). However, the difficulty which this creates is that whereas the Basel rules on exposure quantification may be a good fit, the rules on capital composition are not. There are two primary issues arising from this fit:

(1) An investment firm is primarily a market-oriented entity which takes positions in liquid instruments, and which therefore needs more short-term capital and—in theory—less long-term capital.

(2) As a result of this, an investment firm which takes long-term illiquid positions (such as making loans) and which seeks to rely on investment firm capital should suffer a much heavier regulatory capital charge for such illiquid assets than would a bank.

5.102

This policy is implemented for investment firms through the ‘liquidity deduction’ regime. The essence of this is that in response to item (1), an investment firm is permitted to hold considerably more of its total capital requirement in the form of short-term tier 3 capital than a bank would be permitted to hold. The limit which applies to the two organizations is the same—250 per cent of the tier 1 left after credit, counterparty and operational risk charges are deducted from tiers one and two. However, for an investment firm the value of these deductions should be considerably lower, and as a result a considerably larger percentage of the total capital of an investment firm may constitute tier 3.

5.103

The working assumption for investment firms, and the approach previously outlined, is that they hold only trading book assets, and if they report on this basis they deduct illiquid assets. A firm which deducts illiquid assets is allowed to use 250 per cent of tier 1 less deductions as its qualifying tier 3 limit. However, where an investment firm wishes to hold and weight illiquid assets, it may do so, opting instead to deduct material holdings. A firm which deducts material holdings is subject to a lower tier 3 limit—200 per cent rather than 250 per cent—will be limited in its trading activities (in that it will not be able to hold more than 10 per cent of any individual entity), and will be obliged to maintain more higher-quality capital relative to its trading book. In some respects the deduction of material holdings approach is a half-way house between the illiquid asset deduction approach and ordinary banking book treatment.

M. Bank Capital Resources—Summary Table

5.104

[image: image]

[image: image]




6
THE BANK CAPITAL CALCULATION—BASEL III


A. The Calculation of Bank Capital under Basel III

Core tier 1 capital

Tier 2 capital

Bank holdings in banking, financial, and insurance entities

Basel III and capital requirements



A. The Calculation of Bank Capital under Basel III

6.01

The Basel III definition of capital is much simplified. Tier 1 may consist of common equity tier 1 and some non-equity (‘additional tier 1’). Tier 2 capital is a single class of deferred debt, and tier 3 is abolished.

• Common equity tier 1 must be at least 4.5 per cent of risk-weighted assets at all times.

• Common equity plus additional tier 1 capital must be at least 6.0 per cent of risk-weighted assets.

• Total capital (tier 1 capital plus tier 2 capital) must be at least 8.0 per cent of risk-weighted assets.

Core tier 1 capital

6.02

Common equity tier 1 capital means:

• common shares (or the equivalent for non-joint stock companies);

• stock surplus (share premium) resulting from the issue of instruments included in common equity tier 1;

• retained earnings;

• accumulated other comprehensive income and other disclosed reserves;

• common shares issued by consolidated subsidiaries of the bank and held by third parties (ie minority interest) that meet the criteria for inclusion in common equity tier 1;

• regulatory adjustments applied in the calculation of common equity tier 1.

Common shares

6.03

One of the major policy choices made by Basel was to create strong incentives for banks to raise capital in the form of homogenized shares. The rules disallow shares which differ in any way from others from counting as tier 1, to the extent that it is only begrudgingly accepted that non-voting ordinary shares should qualify as tier 1. The structured preference shares which gave investment bankers so much scope for creativity over the years are therefore confined to tier 2.

6.04

Basel sets out criteria which a common share must comply with in order to qualify as tier 1. These are that the instrument concerned must have the following characteristics:

1. Represents the most subordinated claim in liquidation of the bank.

2. Entitled to a claim on the residual assets that is proportional with its share of issued capital, after all senior claims have been repaid in liquidation (ie has an unlimited and variable claim, not a fixed or capped claim).

3. Principal is perpetual and never repaid outside of liquidation (setting aside discretionary repurchases or other means of effectively reducing capital in a discretionary manner that is allowable under relevant law).

4. The bank does nothing to create an expectation at issuance that the instrument will be bought back, redeemed, or cancelled nor do the statutory or contractual terms provide any feature which might give rise to such an expectation.

5. Distributions are paid out of distributable items (retained earnings included). The level of distributions is not in any way tied or linked to the amount paid in at issuance and is not subject to a contractual cap (except to the extent that a bank is unable to pay distributions that exceed the level of distributable items).

6. There are no circumstances under which the distributions are obligatory. Non-payment is therefore not an event of default.

7. Distributions are paid only after all legal and contractual obligations have been met and payments on more senior capital instruments have been made. This means that there are no preferential distributions, including in respect of other elements classified as the highest quality issued capital.

8. It is the issued capital that takes the first and proportionately greatest share of any losses as they occur. Within the highest quality capital, each instrument absorbs losses on a going concern basis proportionately and pari passu with all the others.

9. The paid in amount is recognized as equity capital (ie not recognized as a liability) for determining balance sheet insolvency.

10. The paid-in amount is classified as equity under the relevant accounting standards.

11. It is directly issued and paid in and the bank cannot directly or indirectly have funded the purchase of the instrument.

12. The criteria also apply to non-joint stock companies, such as mutuals, co-operatives, or savings institutions, taking into account their specific constitution and legal structure. The application of the criteria should preserve the quality of the instruments by requiring that they are deemed fully equivalent to common shares in terms of their capital quality as regards loss absorption and do not possess features which could cause the condition of the bank to be weakened as a going concern during periods of market stress. Supervisors will exchange information on how they apply the criteria to non-joint stock companies in order to ensure consistent implementation.

13. It is only issued with the approval of the owners of the issuing bank, either given directly by the owners or, if permitted by applicable law, given by the Board of Directors or by other persons duly authorized by the owners.

14. It is clearly and separately disclosed on the bank’s balance sheet.

Additional tier 1 capital

6.05

The Basel rules do permit non-common equity to be included in total tier 1 up to a specified limit as ‘additional tier 1’, so structured preference shares and deeply subordinated notes may still have a role to play on bank corporate finance. As with the rules for core tier 1, additional tier 1 includes only share premium accounts and minority interests ascribable to the issue of securities which would themselves qualify for additional tier 1 treatment. The criteria that such instruments must meet are as follows.

6.06

1. Issued and paid in.

2. Subordinated to depositors, general creditors, and subordinated debt of the bank.

3. Is neither secured nor covered by a guarantee of the issuer or related entity or other arrangement that legally or economically enhances the seniority of the claim vis-à-vis bank creditors.

4. Is perpetual, ie there is no maturity date and there are no step-ups or other incentives to redeem.

5. May be callable at the initiative of the issuer only after a minimum of five years:

a. to exercise a call option a bank must receive prior supervisory approval; and

b. a bank must not do anything which creates an expectation that the call will be exercised; and

c. banks must not exercise a call unless:

(i) they replace the called instrument with capital of the same or better quality and the replacement of this capital is done at conditions which are sustainable for the income capacity of the bank; or

(ii) the bank demonstrates that its capital position is well above the minimum capital requirements after the call option is exercised.

6. Any repayment of principal (eg through repurchase or redemption) must be with prior supervisory approval and banks should not assume or create market expectations that supervisory approval will be given.

7. Dividend/coupon discretion:

a. the bank must have full discretion at all times to cancel distributions/payments;

b. cancellation of discretionary payments must not be an event of default;

c. banks must have full access to cancelled payments to meet obligations as they fall due;

d. cancellation of distributions/payments must not impose restrictions on the bank except in relation to distributions to common stockholders.

8. Dividends/coupons must be paid out of distributable items.

9. The instrument cannot have a credit sensitive dividend feature, that is a dividend/coupon that is reset periodically based in whole or in part on the banking organization’s credit standing.

10. The instrument cannot contribute to liabilities exceeding assets if such a balance sheet test forms part of national insolvency law.

11. Instruments classified as liabilities for accounting purposes must have principal loss absorption through either (i) conversion to common shares at an objective pre-specified trigger point or (ii) a write-down mechanism which allocates losses to the instrument at a pre-specified trigger point. The writedown will have the following effects:

a. reduce the claim of the instrument in liquidation;

b. reduce the amount repaid when a call is exercised; and

c. partially or fully reduce coupon/dividend payments on the instrument.

12. Neither the bank nor a related party over which the bank exercises control or significant influence can have purchased the instrument, nor can the bank directly or indirectly have funded the purchase of the instrument.

13. The instrument cannot have any features that hinder recapitalization, such as provisions that require the issuer to compensate investors if a new instrument is issued at a lower price during a specified time frame.

14. If the instrument is not issued out of an operating entity or the holding company in the consolidated group (eg a special purpose vehicle—‘SPV’), proceeds must be immediately available without limitation to an operating entity or the holding company in the consolidated group in a form which meets or exceeds all of the other criteria for inclusion in Additional tier 1 capital Stock surplus (share premium) resulting from the issue of instruments included in Additional tier 1 capital.

Tier 2 capital

6.07

As with tier 1, the rules on tier 2 capital are that it can only include capital which follows the base criteria, share premium, or minority interest resulting from the creation of such capital.

Directly issued instruments

6.08

In principle, tier 2 exists to provide loss absorption on a gone-concern basis—that is, to provide support to senior creditors on an insolvency. It may appear paradoxical that regulators have agreed to allow tier 2 capital to continue at all, since one of the key learnings from the crisis was that in a sufficiently uncertain market government cannot afford to allow any bank to fail, and if a bank is not allowed to fail then gone-concern capital will not absorb losses unless there is some power somewhere which permits such instruments to be written down whilst the bank remains in business. However spurred on by the FSB, most jurisdictions are in the process of implementing bank resolution regimes. The basis of almost all of these regimes is that resolution authorities have discretion to redistribute assets within the failed bank subject to the principle of ‘no creditor worse off’. In this context ‘worse off’ can be unpacked as ‘worse off than that creditor would have been in an insolvency’. Thus in a bank resolution conducted on this basis, losses can be allocated to holders of gone-concern capital, since those holders would have received little or nothing in an insolvency, and can therefore be allocated less than other creditors in a resolution. Tier 2 capital is therefore both useful and effective where the resolution regime applicable to the bank concerned permits it to be written down.

6.09

The criteria for inclusion in tier 2 capital are as follows:

1. Issued and paid in.

2. Subordinated to depositors and general creditors of the bank.

3. Is neither secured nor covered by a guarantee of the issuer or related entity or other arrangement that legally or economically enhances the seniority of the claim vis-à-vis depositors and general bank creditors.

4. Maturity:

a. minimum original maturity of at least five years;

b. recognition in regulatory capital in the remaining five years before maturity will be amortized on a straight line basis;

c. there are no step-ups or other incentives to redeem.

5. May be callable at the initiative of the issuer only after a minimum of five years:

a. To exercise a call option a bank must receive prior supervisory approval;

b. A bank must not do anything that creates an expectation that the call will be exercised; and

c. Banks must not exercise a call unless:

(i) they replace the called instrument with capital of the same or better quality and the replacement of this capital is done at conditions which are sustainable for the income capacity of the bank; or

(ii) the bank demonstrates that its capital position is well above the minimum capital requirements after the call option is exercised.

6. The investor must have no rights to accelerate the repayment of future scheduled payments (coupon or principal), except in bankruptcy and liquidation.

7. The instrument cannot have a credit-sensitive dividend feature, that is a dividend/coupon that is reset periodically based in whole or in part on the banking organization’s credit standing.

8. Neither the bank nor a related party over which the bank exercises control or significant influence can have purchased the instrument, nor can the bank directly or indirectly have funded the purchase of the instrument.

9. If the instrument is not issued out of an operating entity or the holding company in the consolidated group (eg an SPV), proceeds must be immediately available without limitation to an operating entity or the holding company in the consolidated group in a form which meets or exceeds all of the other criteria for inclusion in tier 2 capital.

Indirectly issued instruments

6.10

Capital issued to third parties out of an SPV may not be included in common equity tier 1. However it may be included in consolidated additional tier 1 or tier 2 as if the bank itself (or, if a subsidiary received the proceeds of the issue as capital, that subsidiary) had issued the capital directly to the third parties.

Other components of capital

6.11

General provisions/general loan-loss reserves (for banks using the Standardized Approach for credit risk) may also be included in tier 2 up to a maximum of 1.25 percentage points of credit risk-weighted risk assets calculated under the standardized approach. However this only applies to general provisions—specific provisions relating to identifiable assets or known liabilities should be excluded. For IRB banks, where the total expected loss amount is less than total eligible provisions, banks may treat the difference as tier 2 capital up to a maximum of 0.6 per cent of credit risk-weighted assets calculated under the IRB approach. Basel suggests that national regulators should be permitted to impose a limit lower than 0.6 per cent.

6.12

Minority interests (ie third party investments in the capital of subsidiaries) may only be treated as common equity tier 1 if (a) the capital was raised through the issue of instruments which qualify as common shares for regulatory capital purposes; and (2) the subsidiary that issued the instrument is itself a bank (or an investment firm subject to bank equivalent capital adequacy requirements). However, not all such minority interests may be included in this way. The bank concerned must perform a calculation as to how much of this minority must be excluded from the consolidated return. The essence of this approach is that the capital of the subsidiary is divided into ‘regulatory requirement’ and ‘surplus share capital’. ‘Regulatory requirement’ in this case means the lower of (a) 7 per cent of the RWAs of the subsidiary, or (b) the subsidiaries’ proportionate share of 7 per cent of the RWAs of the group. The capital of the subsidiary over and above the regulatory requirement is then divided into an external investor’s share and a group share based on the amounts subscribed—thus if the group has provided 80 per cent of the capital of the subsidiary and external investors have provided 20 per cent, the group cannot bring into its consolidated capital an amount equal to 20 per cent of the surplus share capital. The basis of this approach is that where a group owns a proportion of an overcapitalized subsidiary, it is wrong to assume that once the losses of the subsidiary have been met the group will have unfettered recourse to the remaining assets of that entity—even minority shareholders have some rights. Similar calculations are also performed to determine the amount of minority capital that can be included in the consolidated return at both the total tier 1 and the total capital (tier 1 plus tier 2) stage. For the total tier 1 calculation the percentage used to calculate the ‘regulatory requirement’ is 8.5 per cent, and for the total capital calculation the percentage used is 10.5 per cent.

Regulatory adjustments

6.13

Another of the substantial changes made by Basel III is the significant increase in the items to be deducted from capital. Basel III had taken a consensus approach to deductions from capital, giving national regulators scope for different approaches and deducting where possible from tier 1 and tier 2. Basel III takes a more restrictive approach, significantly increasing the value of deductions and requiring them generally to be deducted from tier 1.

Intangibles and goodwill

6.14

Goodwill and all other intangibles (except mortgage servicing rights) must be deducted in the calculation of common equity tier 1. This includes goodwill arising out of significant investments in banking, financial, and insurance entities that are outside the scope of regulatory consolidation. The amount to be deducted is the full value of the goodwill net of any associated deferred tax liability which arises from the presence of the goodwill or intangible. Which assets count as intangible assets for this purpose should be determined in accordance with applicable accounting standards.

Deferred tax assets

6.15

Deferred tax assets (DTAs) are increasingly common in the financial sector; generally arising out of operating losses and the carry forward of unused tax losses, or unused tax credits. A deferred tax asset is, put simply, an arrangement by which the bank concerned will have the right in the future to reduce its tax bill by a specified amount. Such arrangements come in two forms—arrangements which can be applied to reduce future tax bills (the usefulness of which depends on the bank making taxable profits at some point in the future), and the (much rarer kind) where the bank has a claim for repayment of tax already paid at some point in the future, regardless of future profits. DTAs which can only be realized by being offset against future profits of the bank are not treated as ‘real’ assets, and must be deducted from common equity tier 1, although they may be offset against deferred tax losses (DTLs) due to the same tax authority. However DTAs relating to temporary differences (eg allowance for credit losses) may be treated as ‘threshold deductions’. Where a bank has both ‘write-off’ DTAs and ‘threshold deduction’ DTAs and also has DTLs which may be written off against them, it is required to pro-rate the DTLs between the two.

6.16

Deferred tax assets must be distinguished from amounts due from tax authorities. These can arise either in respect of reclaimable overpayments, or in respect of current year tax losses carried back to prior years. These are simply claims on the relevant sovereign, and are weighted in the normal fashion.

Cash flow hedge reserve

6.17

Accounting standards permit hedge accounting for three different types of derivative: cash flow hedges, fair value hedges, and net investment hedges. Cash flow hedges are recognized for accounting purposes by crediting a portion of the relevant derivative value into a separate component of the entity’s equity called the cash flow hedge reserve. Basel requires that positive or negative balances on this account should be removed from common equity tier 1—thus positive amounts should be deducted and negative amounts should be added back. It may be argued that this positive value represents a real receivable, and it is hard to see why it should be derecognized. The justification offered by Basel is that the reserve only reflects one-half of the picture (the fair value of the derivative, but not the changes in fair value of the hedged item), and that since these two cancel out in practice, it is unreasonable to allow one component of this calculation to qualify as capital.

Provision shortfall

6.18

Where provisions are less than expected losses, the difference should be deducted from tier 1. The amount deducted should not be reduced to reflect any tax benefit arising from the occurrence of the expected losses.

Gain on sale related to securitization transactions

6.19

Securitizations sometimes give rise to the creation of an immediate profit resulting from the effective capitalization of future margin income (FMI). Any such gain should be deducted from common equity tier 1.

Gains and losses due to changes in own credit risk on fair valued financial liabilities

6.20

All unrealized gains and losses resulting from changes in the fair value of the bank’s own credit risk should be deducted from common equity tier 1.

Defined benefit pension fund assets and liabilities

6.21

Where a bank has a defined benefit pension fund, the asset or liability which is the net balance of that fund will be recognized on the bank’s balance sheet. All liabilities must be fully recognized in the calculation of common equity tier 1, even if they are partially derecognized for other purposes. For each defined benefit pension fund that is an asset on the balance sheet, the asset should be deducted in the calculation of common equity tier 1 net of any associated deferred tax liability which would be extinguished if the asset should become impaired or derecognized under the relevant accounting standards. The reason for this deduction is that such assets are generally not available to the bank, since they will be needed to meet pension commitments of the bank. However, where a fund is overfunded to the extent that it contains surplus assets to which the bank has in effect unrestricted and unfettered access, those assets may be used to offset the deduction.

Investments in own shares (treasury stock)

6.22

All of a bank’s investments in its own common shares, whether held directly or indirectly, will be deducted in the calculation of common equity tier 1 (unless already derecognized under the relevant accounting standards). In addition, any own stock in respect of which the bank has sold a put option (ie the bank can be required to purchase the stock) should be deducted in the calculation of common equity tier 1. This applies in both the banking book and the trading book. Where a bank has either long and short position with the same counterparty, or has long and short positions where the short positions involve no counterparty risk, it may net the two. For this purpose a bank should look through indices to deduct exposures to own shares where they are comprised in that index—however in the context of index trades, the starting point is the net position in the index regardless of the identity of the counterparties.

6.23

In the same way, banks are required to deduct investments in their own additional tier 1 in the calculation of their additional tier 1 capital and must deduct investments in their own tier 2 in the calculation of their tier 2 capital.

Bank holdings in banking, financial, and insurance entities

Smaller holdings

6.24

There was considerable debate within the Basel committee as to the treatment of cross-holdings within the financial sector at the time of the determination of Basel II. As a broad generalization, the EU required such holdings to be deducted from capital, the US did not. The conclusion reached in Basel II (at paras 49(xvi)–(xvii)) was that:



Several G-10 supervisory authorities currently require such a deduction to be made in order to discourage the banking system as a whole from creating cross-holdings of capital, rather than drawing capital from outside investors. The Committee is very conscious that such double-gearing (or ‘double-leveraging’) can have systemic dangers for the banking system by making it more vulnerable to the rapid transmission of problems from one institution to another and some members consider these dangers justify a policy of full deduction of such holdings. Despite these concerns, however, the Committee as a whole is not presently in favour of a general policy of deducting all holdings of other banks’ capital, on the grounds that to do so could impede certain significant and desirable changes taking place in the structure of domestic banking systems. The Committee has nonetheless agreed that individual supervisory authorities should be free at their discretion to apply a policy of deduction, either for all holdings of other banks’ capital, or for holdings which exceed material limits in relation to the holding bank’s capital or the issuing bank’s capital, or on a case-by-case basis.

The only exception from this principle was that ‘reciprocal cross-holdings of bank capital artificially designed to inflate the capital position of the banks will be deducted for capital adequacy purposes’.

6.25

Basel III broadly adopts the EU position. Banks must apply a ‘corresponding deduction approach’ to investments in the capital of other banks, other financial institutions, and insurance entities. This means the deduction should be applied to the same component of capital for which the capital would qualify if it was issued by the bank itself—thus if a bank holds tier 2 capital of an investment firm, it must deduct that holding from its tier 2 capital.

6.26

This principle is moderated for holdings where the bank holds less than 10 per cent of the issued common share capital of the entity. Banks frequently own holdings in other banks or investment firms, arising out of market making or other financial market activities, and requiring the deduction of all such holdings would be onerous. For this purpose banks are permitted to consider their net position (ie gross long positions net of short positions in the same underlying exposure where the maturity of the short position either matches the maturity of the long position or has a residual maturity of at least one year) and underwriting positions held for five working days or less can be excluded.

6.27

If the total of all holdings listed here in aggregate exceed 10 per cent of the bank’s common equity (after applying all other regulatory adjustments in full listed prior to this one) then the amount above 10 per cent is required to be deducted, applying a corresponding deduction approach. This means the deduction should be applied to the same component of capital for which the capital would qualify if it was issued by the bank itself. Thus, assume a bank with 100 of common equity holds positions in another bank which break down as £10 of common equity, £5 of additional tier 1, and £5 of tier 2. The total position in other bank’s capital is £20, of which 50 per cent is tier 1, 25 per cent is additional tier 1, and 25 per cent is tier 2. The amount to be deducted is £10, and this will be deducted as to £5 from tier 1, £2.50 from additional tier 1, and £2.50 from tier 2.

6.28

Holdings below the deduction threshold will be weighted like any other asset.

Significant investments in unconsolidated entities

6.29

In practice this means holdings between 10 per cent and 20 per cent of the capital of the entity concerned, since above that amount an entity will be partially consolidated as an affiliate and below that amount the investment will not be ‘significant’ and fall within the smaller holdings regime previously discussed. Again, the holding to be measured here is the economic holding (ie including both physical and synthetic holdings), and should be the net holding after deducting short positions whose maturity either matches the long positions or has a maturity of one year, and underwriting positions held for five working days or less can be excluded. The corresponding deduction approach should be applied.

6.30

An exemption from deduction is applied to significant investments, mortgage servicing rights (MSRs), and DTAs that arise from temporary differences, up to (in each case) 10 per cent of the capital of the reporting bank. The bank must deduct the amount by which the aggregate of the three items exceeds 15 per cent of its common equity component of tier 1 (calculated prior to the deduction of these items). The undeducted amount will be risk weighted at 250 per cent.

6.31

Note that deduction is only required for investments issued out of a regulated financial entity and included in its regulatory capital—instruments which are not included in the institution’s regulatory capital are not required to be deducted.

6.32

Under Basel II some items could, at the reporting bank’s discretion, be deducted 50 per cent from tier 1 and 50 per cent from tier 2, or carried the option of being either deducted or risk weighted. These items will, under Basel 3, be 1250 per cent risk weighted. Because Basel increases the proportion of total capital which is required to be composed of tier 1, this has the effect of increasing the proportionate impact of these items on tier 1. The items are:

• Certain securitization exposures;

• Certain equity exposures under the PD/LGD approach;

• Non-payment/delivery on non-DVP and non-PVP transactions; and

• Significant investments in commercial entities.

Transitional arrangements

6.33

As noted, in practice both national regulators and banks are hurrying to implement the Basel III requirements at a considerably faster rate than Basel itself recommends. The timetable prescribed by Basel involved national implementation by member countries beginning on 1 January 2013. As of that date banks would be required to meet the following minima:
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6.34

The regulatory adjustments (ie deductions and prudential filters), including amounts above the aggregate 15 per cent limit for significant investments in financial institutions, mortgage servicing rights, and deferred tax assets from temporary differences, will be deducted as to 20 per cent of their value from 1 January 2014, 40 per cent from 1 January 2015, 60 per cent from 1 January 2016, 80 per cent from 1 January 2017, and reach 100 per cent on 1 January 2018. The amount not deducted will continue to be subject to existing national treatments—this phase-in will not affect positions where deduction is already applied.

6.35

Where minority interests in the form of capital issued out of subsidiaries is currently recognized but would not be recognized under Basel III, these minorities will be excluded over time in the same way—thus 20 per cent of this amount should be excluded as from 1 January 2014, 40 per cent as from 1 January 2015, 60 per cent as from 1 January 2016, 80 per cent as from 1 January 2017, and 100 per cent as from 1 January 2018. Public sector capital injections in a form which would not be Basel III compliant will be grandfathered until 1 January 2018.

6.36

Capital instruments that no longer qualify as non-common equity tier 1 capital or tier 2 capital will be phased out beginning 1 January 2013. They will be recognized as to 90 per cent of their value from 1 January 2013, with the cap reducing by 10 percentage points in each subsequent year. The calculation is of the percentage of instruments outstanding as at 1 January 2013, and not of the amount outstanding at the date of the determination—thus early redemption of some ineligible capital instruments will not affect the ‘tapering’ of the value of other instruments. It should be noted that it is not possible to obtain this taper relief in respect of instruments with a step-up which has occurred prior to 2013, and grandfathering ceases for any instrument when its step-up occurs. It is therefore not possible for a bank to take the view that the preservation of capital eligibility can be purchased by paying the higher post-step-up coupon and electing not to redeem. Capital instruments that do not meet the criteria for inclusion in Common Equity Tier 1 will be excluded from Common Equity Tier 1 as of 1 January 2013. However, instruments meeting the following three conditions will be phased out over the same horizon described in paragraph 94(g):

(1) they are issued by a non-joint stock company;

(2) they are treated as equity under the prevailing accounting standards; and

(3) they receive unlimited recognition as part of tier 1 capital under current national banking law.

Basel III and capital requirements

Capital conservation buffer

6.37

The genesis of the concept of the capital conservation buffer seems to be in the US FDIC doctrine of ‘Prompt Corrective Action’, or PCA. The idea behind the PCA framework is that banks deteriorate gradually and predictably, so that it is possible to establish a measured series of policy responses as that decline continues. The PCA framework involves five capital triggers as set out here.
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6.38

If a bank falls into one of the three undercapitalized categories, mandatory restrictions are placed on its activities that become increasingly severe as the bank’s capital ratios deteriorate. Once a bank breaks through the trigger level to become ‘undercapitalized’ it is required to submit and implement a capital restoration plan to its regulator, and is subject to limits on asset growth and restrictions on new lines of business. When a bank becomes ‘significantly undercapitalized’, it is subject to further restrictions, including limits on interest rates paid on deposits, limits on transactions with affiliates and affiliated banks, and others. Finally, once a bank’s tangible equity ratio falls to 2 per cent or less, the bank is considered to be critically undercapitalized and faces not only more stringent restrictions on activities, but also the appointment of a conservator (receiver) within 90 days of becoming critically undercapitalized. The challenge with this approach is, of course, that in reality, banks do not generally enter a slow, predictable decline, but are subject to sudden crises in which their asset values change suddenly and substantially.

6.39

The Basel capital conservation buffer is designed along very similar lines to the PCA regime, with changes in capital trigger levels resulting in behavioural restrictions being imposed on institutions. However Basel uses only a single trigger, and only a single type of restriction. The trigger levels for the Basel buffer are simpler than those for PCA, and are as set out in the table here.
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6.40

The basis of the theory behind the capital conservation buffer is that banks which have made losses and thereby reduced their capital should be required to retain a significant part of their subsequent profits in order to rebuild their capital. There are three concerns which motivate the Basel committee in this regard: dividend payments, share-backs, and staff bonus payments. It should be noted that this rule does not function as a complete ban on these except in the most severe cases, and even in those cases a bank can always restore its ability to engage in dividends, buy-backs, and employee payments by raising new capital. However, in the absence of new capital raising, the basis of the policy is that the share of earnings retained by banks for the purpose of rebuilding their capital buffers should increase the nearer their actual capital levels are to the minimum capital requirement. In particular, the committee is concerned that banks which are in difficulties may find themselves forced to maintaining generous distributions for fear of confirming that they are in difficulties. It argues that not only is this irresponsible from the perspective of an individual bank, putting shareholders interests above depositors, it may also encourage other banks to follow suit. As a consequence, banks in aggregate can end up increasing distributions at the exact point in time when they should be conserving earnings.

6.41

The essence of the proposed framework is that there should be a ‘danger zone’ of 2.5 per cent of tier 1 above the regulatory minimum requirement of 4.5 per cent—thus a bank will only be entirely free of the proposed restrictions on conduct if it has tier 1 capital of 7 per cent or more. However, it should be emphasized that, unlike PCA, a bank which is in the danger zone is not automatically subject to any restrictions on its operations other than the limitation on distributions and employee payments. This is because the committee explicitly deny that the intent of these proposals is to establish a new minimum tier 1 requirement—conversely, they say that they believe that banks’ capital levels will from time to time fall into this range.

6.42

It should be said that this seems unlikely. Most banks could live with buyback and dividend restriction for a period without excessive concern, but the extension of the restriction to bonuses is problematic. Bonuses are a cost of doing business, and a bank which cannot pay bonuses in an investment banking business area is, in effect, required to exit that area. This is likely to result in banks which have a non-trivial investment banking business being required to treat the capital conservation level as a new tier 1 minimum if they wish to maintain their current business model.

6.43

The meaning of the ‘capital conservation’ column is that the institution is required to ‘conserve’ at least the specified percentage of its earnings in the current year. For dividends and buybacks this is relatively straightforward—for example, a bank which is subject to an 80 per cent retention would be unable to pay more than 20 per cent of its post-tax earnings in dividends. Including bonuses in this calculation, however, is more complex. Bonuses are generally pre-tax items, and adding back a pre-tax expense to a post-tax retention is not entirely straightforward (it is necessary to estimate an implied tax charge).

6.44

However, since the cap applies to the totality of bonus, buyback, and dividend, its effect would be that every amount paid in dividend would reduce the amount payable as bonus, and vice versa.

6.45

Items considered to be distributions include dividends and share buybacks, discretionary payments on other tier 1 capital instruments, and discretionary bonus payments to staff. Payments that do not result in a depletion of common equity tier 1, which may for example include certain scrip dividends, are not considered distributions.

6.46

There is also a wrinkle as to the measurement of the common equity tier 1 ratio for this purpose. It will be recalled that Basel III proposes a common equity requirement of 4.5 per cent, a total tier 1 requirement of 6.0 per cent, and a total capital requirement of 8 per cent. It is envisaged that a typical bank will use innovative tier 1 to meet the total tier 1 requirement, and will use tier 2 to meet the total capital requirement. However a bank is not required to issue any of these instruments, and may if it wishes issue only common equity to satisfy all of these requirements. For the purposes of the calculation of the capital conservation requirement, however, any equity used to meet the 6.0 per cent or the 8.0 per cent requirement is disregarded. Thus, a bank with capital of 7 per cent common equity, 1.5 per cent of innovative tier 1, and 2 per cent of tier 2 would satisfy the capital conservation requirement and be exempt from restrictions. However, a bank with 8 per cent of common equity but no innovative tier 1 or tier 2 would be deemed to have a capital conservation buffer of 0 and would be completely restricted, since the equity used to meet the 6 per cent and 8 per cent tests is disregarded in calculating compliance with the buffer.

6.47

The capital conservation framework should be applied at the consolidated level, ie restrictions would be imposed on distributions out of the consolidated group. National supervisors would have the option of applying the regime at the solo level to conserve resources in specific parts of the group.

Transitional arrangements

6.48

The capital conservation buffer will be phased in between 1 January 2016 and year end 2018, becoming fully effective on 1 January 2019. It will begin at 0.625 per cent of RWAs on 1 January 2016 and increase each subsequent year by an additional 0.625 percentage points, to reach its final level of 2.5 per cent of RWAs on 1 January 2019. Countries that experience excessive credit growth should consider accelerating the build-up of the capital conservation buffer and the countercyclical buffer. National authorities have the discretion to impose shorter transition periods and should do so where appropriate. Banks that already meet the minimum ratio requirement during the transition period but remain below the 7 per cent common equity tier 1 target (minimum plus conservation buffer) should maintain prudent earnings retention policies with a view to meeting the conservation buffer as soon as reasonably possible.

Countercyclical buffer

6.49

The idea behind the countercyclical buffer is that bank failure and the overall economic cycle are sometimes closely correlated. It is therefore argued that it is sensible to create a mechanical linkage between bank capital requirements and the macroeconomic environment.

6.50

The concept behind the countercyclical buffer is that bank regulators in a particular jurisdiction should monitor aggregate credit growth in that jurisdiction with the aim of identifying periods of excess growth. At (relatively rare) intervals they may decide that there is an unsustainable credit boom going on within their jurisdiction. At this point they will impose an excess capital requirement on their domestic banks, which will be up to 2.5 per cent of total risk assets. The key issue here is that bank regulators are generally powerless to increase the capital requirements applied to banks from outside their jurisdictions (since capital is generally a home state responsibility). Thus for most developed world regulators, an attempt to address a credit bubble by increasing capital requirements on domestic banks would simply grant a commercial advantage to overseas banks, possibly (in the worst case) creating a positive incentive for them to expand credit in their jurisdiction. The essence of the countercyclical buffer proposal is therefore that regulators should respect each other’s determinations. Thus, if the regulator in Spain wishes to impose a 2 per cent buffer on Spanish lending, regulators in other jurisdictions will impose an equivalent buffer on their banks’ Spanish business. Thus—to extend the example—if a UK bank has 10 per cent of its private sector lending business in Spain, the UK bank will be required by the UK regulator to maintain a countercyclical capital buffer equal to 10 per cent of 2 per cent. For this purpose the amount of the bank’s private sector lending business which is attributable to a particular jurisdiction is calculated as the percentage which the total credit risk charge attributable to exposures in that jurisdiction bears to total credit risk charge across the global portfolio of private sector lending. Thus where a bank has a very high quality portfolio in the jurisdiction concerned it will suffer a relatively lower countercyclical capital charge, and conversely where it has a very low quality portfolio it will suffer a higher charge.

6.51

When considering the jurisdiction to which a private sector credit exposure relates, banks should use, where possible, an ultimate risk basis; ie it should use the country where the guarantor of the exposure resides, not where the exposure has been booked.

Transitional arrangements

6.52

The countercyclical buffer regime will be phased in in parallel with the capital conservation buffer between 1 January 2016 and year end 2018 becoming fully effective on 1 January 2019. This means that the maximum countercyclical buffer requirement will begin at 0.625 per cent of RWAs on 1 January 2016 and increase each subsequent year by an additional 0.625 percentage points, to reach its final maximum of 2.5 per cent of RWAs on 1 January 2019.
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A. Background

7.01

Of all the risks that banks are exposed to, credit risk is the most important and the most intuitively obvious. A one-sentence definition of a banker might be a man who judges credit; a judgement which can be characterized as a decision on how much to lend to whom on what terms. It is, however, important to remember that credit means more than simply loans. If I lend money, I have a credit exposure to the borrower. However, if I buy debt securities I have a credit claim on the issuer; if I enter into a derivative I have a credit claim on the counterparty; if I enter into an agreement to lend money at a future time (a commitment) I still have a contractual exposure to the credit of the borrower. Credit exposures are at the heart of financial transactions. For an economist, the function of a bank is maturity transformation and intertemporal transfers of resources, but in a world where debts were always repaid these functions would be as mechanical as the transmission of water or electricity. It is the unpredictability of credit that differentiates banking from sewerage as a business.

7.02

Finance is, however, about more than credit. The old banker’s maxim ‘lend on the credit, not the security’, is frequently broken in modern banking, and transactions are frequently encountered which are financial transactions but not credit transactions. To take a simple example: a loan to a special purpose vehicle whose only asset is an office block is not, in any meaningful sense, an exposure to the credit of the borrowing entity; it is an exposure to the value of the underlying asset (or, to be precise, to the cash flows which that asset may generate). Thus, although most bank assets are credit exposures, some are not, and there is more to bank capital adequacy than simply weighting credit. However, credit does remain the single most important component of the system.

7.03

Although we are accustomed to think of credit as arising from loan exposures, credit risk goes well beyond loans. In broad terms almost any financial transaction will involve a credit risk, and sometimes more than one credit risk may arise out of the same transaction. The regulatory system distinguishes between simple credit exposures and complex credit exposures—a simple credit exposure is an exposure which arises out of future payment obligations, where the amount due is certain and it is only the likelihood of repayment which varies, and a complex credit exposure is an exposure which arises out of a transaction (such as a derivative) where both the amount due and the likelihood of repayment may vary over the life of the transaction. This section deals (broadly) with simple credit exposures, where the amount of the exposure can be either known or easily estimated. Complex exposures, which typically arise under derivatives, securities lending or long settlement transactions, are dealt with in the chapter on investment banking.

B. Risk Weighting of Assets

7.04

The basis of bank capital regulation is that banks should be required to maintain sufficient capital to make it unlikely that they will become insolvent in the event of a number of credit defaults. The issue for regulators is to determine the extent of the defaults which a bank should hold capital against. Clearly this is in some respect an arbitrary determination—any institution faces the risk that all of its exposures may simultaneously default. This eventuality is treated as sufficiently unlikely to be disregarded. Nonetheless, although the chances of everything defaulting simultaneously can be disregarded, the chances of a number of different exposures defaulting the same time cannot be—indeed, this is the most common explanation for bank failures. Consequently, the challenge for the regulator is to decide the level of unlikelihood which he is seeking to protect against. The fundamental mechanism by which this is done is to ‘weight’ the asset concerned. Since the basic Basel requirement is that the amount of capital held in relation to each individual exposure should be 8 per cent of the risk weighted value of that exposure, then by varying the ‘weighting’ which is applied to each asset we can reflect the relative riskiness of each asset.

7.05

Under the original Basel framework, there was a single calculation methodology applied to all exposures. This had the important consequence that all banks calculated their exposures in the same way; and the same asset would have the same regulatory capital weighting for all banks. Neither of these are true under the Basel II system.

C. The Basel Approaches

7.06

Basel II gives banks three ways to calculate the credit weightings to be applied to assets.1 The first—the ‘standardized’ approach—employs a prescribed set of weightings based on asset type and external credit ratings. The second—the ‘internal ratings based approach’, known as IRB—permits banks to use their own statistical models to generate weightings. The IRB approach is then subdivided into two further approaches, ‘foundation’ and ‘advanced’, depending on the sophistication of the models operated by the relevant bank.

7.07

Each bank must decide whether it is a standardized bank, a foundation IRB bank or an advanced IRB bank. Broadly, once a bank has classified itself it may elect to use a lower approach for some exposures, but may not elect a higher one. Thus, an advanced IRB bank can elect to use a standardized approach for certain exposures, but a standardized bank cannot elect to use the advanced IRB approach for any exposures. The general policy of regulators is to encourage all banks to progress towards advanced IRB status, but it is accepted that the advanced modelling capabilities required for advanced IRB status may not be cost-effective for some classes of institutions to develop.

7.08

In order to explain the basic distinction between the three approaches it is necessary to explain a little about the basics of weighting. In theory, it is possible for any given exposure to estimate Probability of Default (PD), Loss Given Default (LGD) and the Exposure At Default (EAD). PD and LGD are reasonably self-explanatory—PD is the probability of a default occurring on a particular facility, LGD is the estimate of the loss which will be suffered if there is a default (ie the amount by which any recoveries eventually made will fall short of the amount of the exposure). EAD is a little more complex. For a facility such as a term loan, EAD is simply the amount of the loan—on a loan of £100, the expected exposure at default is £100. However, for a revolving credit facility of £100, the amount drawn at any given time may fluctuate, and for such exposures it is also necessary to make an estimate of the amount which is likely to have been drawn when a default occurs, and this is the EAD. EAD also has to be estimated in the context of undrawn commitments, derivative exposures and a variety of other exposures.

7.09

If these three are simply multiplied together, the result is the expected loss amount, or EL—thus:

Expected Loss (EL) = PD × LGD × EAD

Bank capital requirements must clearly be sufficient to meet expected losses. However, in order to protect depositors, it is also necessary for banks to have sufficient capital to be able to withstand unexpected losses. It is clear that there is no limit to the scale of potential unexpected losses. However, by setting appropriate parameters it is possible to quantify what can perhaps best be described as ‘probable unexpected loss’. The ultimate aim of the bank regulatory capital system is to ensure that a bank has sufficient capital to cover both expected loss and probable unexpected loss. In the IRB world this ‘probable unexpected loss’ amount is derived by using the PD as one of the inputs into a formula, the full glory of which is set out in para 7.08. However, for our purposes we can represent it as f(PD).

Probable Expected and Unexpected Loss (UL) = f(PD) × LGD × EAD

f(PD) is always larger than PD, and UL is therefore always larger than EL.

7.10

The basis of weighting is to express UL as a percentage. In the Basle I world, the starting assumption was that the UL for all assets was 8 per cent, but this 8 per cent was varied by a factor (the ‘weighting’) which represented the level of riskiness of the relevant asset—thus government securities were weighted at 0 per cent, mortgage loans were weighted at 50 per cent (equivalent to a UL of 4 per cent) and so on. The weightings used in the Basle I approach (10 per cent, 20 per cent, 50 per cent and 100 per cent) were therefore a composite estimate of PD and LGD in respect of each asset—EAD was dealt with through the credit conversion factor (CCF) regime.

7.11

The Basel two regimes are distinguished by the fact that they arrive at the weighing figure in different ways. In the standardized approach PD and LGD are not visible, since the prescribed weightings embed them. EAD remains visible in the form of the prescribed CCF figures. Within the IRB approach, in contrast, PD, LGD and EAD must be identified and used. The difference between the IRB approaches is that under the foundation approach the bank uses its own models to calculate PD, whilst under the advanced IRB approach it calculates all three. This can be expressed diagrammatically as follows:
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7.12

It may appear from this table that advanced IRB banks will be free to set their own capital requirements in respect of unexpected loss, but this is not quite the case. Although advanced IRB banks will be permitted to determine all of the inputs to the formula to be used for calculating capital requirements, they will still be required to use the formula and the methodology prescribed by the regulator. The Accord also prescribes considerable operational requirements in respect of the systems used by banks to make calculations for the purposes of the IRB approaches. There will therefore continue to be substantial differences between the capital requirement of an advanced IRB bank and its own assessment of its own risk position.

D. Valuation of Exposures

7.13

The calculation of the capital requirement for any exposure is a matter of ascribing a weighting to that exposure—in other words, multiplying the value of the exposure by a percentage figure to arrive at a weighted valuation. The bulk of this chapter concerns the calculation of the weighting percentage, but before considering this we should first think about the number to be weighted—the value of the exposure.

7.14

Even the valuation of simple exposures is by no means always straightforward. It is a fundamental principle of the Accord that an exposure must be valued at the value given to it in its financial accounts. However, this is not as simple a rule as it may appear. UK firms, for example, may account using either International Accounting Standards or UK Financial Reporting Standards and Statements of Standard Accounting Practice, and some may account in accordance with insurance accounts rules, friendly societies accounts rules, building societies accounts rules, or various approved statements of recommended practice. However, the key issue is that the fundamental valuation for any asset is what the auditors say it is. This imports the applicable accounting rules to determine issues such as:

• netting of amounts due to and from the firm;

• the effect of securitization of assets and liabilities;

• leasing of assets;

• assets transferred to or received under a sale and repurchase or stock lending transaction; or

• assets transferred and received by way of initial or variation margin under a derivative or similar transaction.

7.15

However, it is important not to confuse the rule that an exposure has its accounting valuation with the proposition that the capital system follows accounting rules. Once exposures have been identified and valued using the applicable accounting principles, they must be dealt with according to the relevant regulatory capital rules. Thus, for example, the question of whether an asset is part of the trading book or not is a regulatory issue which is determined using regulatory rules, and this determination may well come to a different conclusion than the accounting analysis as to whether the relevant asset is held on an available for sale basis. It is therefore possible that there may be assets which are valued for accounting purposes as available for sale which are held in the banking book.

E. Mark to Market

7.16

The issue of marking exposures to market is one which has recently attracted considerable controversy, and the discussion here is confined to the mechanics of the requirements of the current rules. A short summary of the position as it is in the UK is that for institutions reporting under International Accounting Standards, assets are divided into four classes.

Financial assets at fair value through profit or loss

7.17

Where an asset is held at fair value through profit and loss, it is accounted for at ‘fair value’, and fair value is defined for this purpose as ‘the amount for which an asset could be exchanged, or a liability settled, between knowledgeable, willing parties in an arm’s length transaction’.2

7.18

What this means in practice is that if the value of the asset has increased, the holder books an unrealized profit on the asset, and if it has gone down, the holder books an unrealized loss. This profit or loss is recognized in the profit and loss account and is ultimately reflected in an increase or decrease in the accounting capital of the entity.

7.19

An asset can fall into this category in one of two ways. One is if it is a derivative (except designated hedging instruments) or a financial asset acquired or held for the purpose of selling in the short term or for which there is a recent pattern of short-term profit taking held for trading.3 The second is by designation. The original principle enshrined in the accounting standard was that when a firm acquired any asset, it was required to make a once-for-all determination as to whether the asset was to be held in this category or not. Thereafter the asset could not be reclassified. This rule was intended to prevent firms from avoiding recognizing unrealized losses by reclassifying assets out of the fair value through profit and loss category. However, under the stress of the credit crunch this rule was changed to provide that firms were permitted to reclassify assets out of this category provided that the reclassification was the result of a genuine determination that the asset would now be held to maturity, and that such redesignation occurred only in ‘rare circumstances’.4

Available-for-sale financial assets

7.20

These are non-derivative financial assets designated on initial recognition as available for sale, and are measured at fair value in the same way as financial assets at fair value through profit and loss. The difference between the two classes is that changes in the value of available for sale assets are not taken to the profit and loss account, but are recognized directly in equity, through the statement of changes in equity. Thus if a bank makes a gain or loss on an asset which is held as available for sale, its total accounting capital is raised or lowered accordingly, but its profit or loss will remain unchanged.

Loans and receivables

7.21

Loans and receivables may not be marked to market, and must be accounted for ‘at amortized cost using the effective interest method’. What this means in broad terms is that if you lend £100 the asset value of the loan is likely to be £100 for as long as the loan remains fully performing, and this will be true regardless of fluctuations in interest rates. The full calculation rule is as follows: amortized cost of a financial asset or financial liability is the amount at which the asset or liability is measured at initial recognition (usually ‘cost’) minus any repayments of principal, minus any specific provision or write-off, and plus or minus the cumulative amortization of the difference between that initial amount and the maturity amount calculated using the effective interest method. This is done by looking at the cash flows involved in the transaction and treating any variation as an amortization or overdrawing. Thus if a five-year facility of £100 with an effective interest rate of 10 per cent provided for no repayment of interest at all in the first year (but a double payment in the final year), at the end of the first year the facility would be treated as having increased in value to £110. Conversely if it provided for a double payment in the first year and no payment in the final year, it would be regarded as having dropped in value to £90.

Held-to-maturity investments other than loans and receivables

7.22

This class comprises all assets held by a bank other than those designated as financial assets at fair value through profit and loss and loans and receivables. They are valued in the same way as loans and receivables.

7.23

Wherever possible, a firm must use a ‘mark to market’ approach in order to arrive at fair value. ‘Mark to market’ means, for this purpose, valuing positions at readily available close out prices from independent sources. Where securities are traded on an exchange then exchange closing prices should be used, but where this is not the case screen prices or quotes from independent brokers satisfy the requirement. Marking to market should be done at the price at which a firm could deal—thus positions should normally be marked at buy or sell price of the dealing spread (as appropriate) unless the firm is a significant market maker in a particular position type or is otherwise satisfied that it could close out at the mid-market.

7.24

Where marking to market is not possible, a firm must use mark to model. ‘Marking to model’ means any valuation which has to be benchmarked, extrapolated or otherwise calculated from a market input. Where a bank wishes to mark its positions to model, it should be able to demonstrate to its regulator that the model concerned is suitably robust. There is no formal threshold within the regulatory system as to when mark to model valuations may be used; and in practice accounting conventions are followed.

7.25

Finally, in valuing any individual asset banks are required to deduct any asset recognized in respect of deferred acquisition costs and add back in any liability in respect of deferred income (but exclude from the deduction or addition any asset or liability which will give rise to future cash flows), together with any associated deferred tax.
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8.01

The standardized approach remains the bedrock of the Basel system. Although many of the largest banks are IRB banks, there is probably no bank currently existing which does not use some elements of the standardized approach as part of its overall capital calculation. For such banks the standardized approach provides the fallback in respect of exposures arising out of areas of business where the bank may not have the resource nor the data to model exposures.

8.02

The standardized approach is similar to the Basle I regime in a number of respects. The principal similarity is that a simple pre-determined risk weighting percentage is applied (and, in respect of off-balance sheet exposures, a credit conversion factor) to each exposure of the bank. Credit risk mitigation may then be recognized and serve to reduce the amount of the exposure.

A. Classification of Exposures, Credit Conversion Factors, and Credit Risk Mitigation

8.03

In the standardized approach assets are divided into various different classes. The FSA’s articulation of this classification is as follows:

• claims or contingent claims on central governments or central banks;

• claims or contingent claims on non-central government regional governments or local authorities;

• claims or contingent claims on administrative bodies and non-commercial undertakings (public sector entities or PSEs);

• claims or contingent claims on multilateral development banks (MDBs);

• claims or contingent claims on international organizations;

• claims or contingent claims on banks and regulated investment firms;

• claims or contingent claims on corporates;

• retail claims or contingent retail claims;

• claims or contingent claims secured on real estate property;

• past due items;

• items belonging to high-risk categories;

• covered bonds;

• securitization positions;

• short-term claims on institutions and corporates;

• claims in the form of funds (collective investment undertakings, or CIUs);

• other items.

B. Ratings and Rating Agencies

8.04

The standardized approach is based on standardized credit risk exposure classes. The Basel Accord links these to S&P ratings, but the EU implementation of Basel (the Banking Co-ordination Directive) identifies these classes merely as ‘credit quality steps’ 1 through to 6, a piece of nomenclature deliberately designed to avoid referring to any particular rating provider. However, standardized firms are permitted to determine the credit quality step to which to ascribe any particular exposure by reference to the ratings published by External Credit Assessment Institutions (ECAIs). In the UK the Capital Requirements Regulations 2006 prescribe a mechanism by which the FSA may recognize certain ECAI’s—at the time of writing only Moody’s, Standard and Poor’s, and Fitch-IBCA had been recognized for this purpose.1 An institution may nominate more than one ECAI to use across its product range, but may not ‘cherry-pick’ different ratings for different purposes—the use of different ECAI ratings must be consistent. It is a condition for the use of an ECAI rating that it takes into account both principal and accrued interest (in other words, that it looks at the risk of default on interest as opposed to mere recovery of principal).

8.05

The relevant mappings are as follows:

Standardized—Long term
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Standardized—Short term
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Securitization—Standardized approach

[image: image]

Securitization—IRB approach
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Once an ECAI has been recognized by a regulator, the relevant regulator is obliged to carry out a mapping process under which the ratings of that ECAI will be attributed to these credit quality steps.2

8.06

Where there is only one relevant ECAI rating for a particular issuer, that rating will determine the treatment of all claims on that issuer which are not otherwise rated. Where there are two ratings, the higher of the two should be used. Where there are three or more, the higher of the two lowest should be used.

8.07

Where a rating relates only to a specific claim on an issuer, and the bank has an unrated claim on that issuer, the unrated claim will take the weighting applicable to the rated claim if the unrated claim ranks pari passu with or senior to the rated claim. Similarly, where an issue-specific rating is a low quality assessment (ie maps into a risk weight equal to or higher than that applying to unrated claims) the low quality assessment will apply to claims pari passu with or subordinate to the rated claim. An exception to this is the position as regards covered bonds, which may have a rating higher than the general rating of their issuer because of overcollateralization within the asset pool.

8.08

Where credit risk mitigation is taken into account in arriving at an issue specific rating, that credit risk mitigation will not be recognized for regulatory purposes, since that would constitute double-recognition.

8.09

Short-term ratings may only be used for short-term claims, and may not be used to support long-term ratings. Short-term ratings are taken to be issue-specific—in other words, where an issuer has two short term exposures ranking pari passu, one rated and one unrated, the rating of the rated issue cannot be applied to the unrated issue.

8.10

Ratings used should ordinarily be solicited ratings. Regulators have the power to recognize only solicited ratings, but may in special circumstances recognize unsolicited ratings.

8.11

Institutions may also in certain circumstances use the assessments made by export credit agencies so long as the agency complies with the OECD agreed methodology and publishes its risk scores—in the alternative the risk scores used pursuant to the Arrangement on Officially Supported Export Credits may be used.

8.12

The essence of the risk weighting system is that an exposure is treated as having a value equal to its weighted value rather than its actual value. Thus an exposure to a 20 per cent weighted counterparty is treated as five times less risky than an equivalent exposure to a 100 per cent weighted counterparty. In capital terms, this means that the amount of capital required within Pillar one in respect of each exposure is 8 per cent of the weighted amount—thus the capital required for a £100 exposure to a 100 per cent counterparty is £8, whereas the capital required for a £100 exposure to a 20 per cent weighted counterparty is £1.60.

C. Exposures to Sovereigns
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8.13

All claims on sovereigns and their central banks will be weighted as set out, and the differential treatment for non-OECD sovereigns contained in the Basle I Accord is now abolished. National regulators will have an important discretion in this area allowing them to give a zero weighting in respect of exposures to their own government or central bank where those exposures are both denominated and funded in the domestic currency, regardless of the credit rating of that government. Where a regulator has zero weighted its own sovereign in this way, other regulators may zero weight that sovereign in respect of their own bank’s exposures to it if they see fit. It is highly likely that most national supervisors will exercise this power where necessary, so the result of this will be that most sovereign exposures to significant countries will be 0 per cent weighted where the exposure is in the domestic currency of the sovereign.

8.14

Exposures to sovereigns may also be weighted using the risk scores produced by export credit agencies, using the following weightings:

Export Credit Agency Minimum Export Insurance Premium (MEIP) ranking
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The risk scores published by any ECA may be used so long as that agency complies with the OECD agreed methodology and publishes its risk scores. As an alternative, the risk scores used pursuant to the OECD ‘Arrangement on Officially Supported Export Credits’ may be used.

8.15

For any sovereign where there is no available eligible rating or ECA score, the weighting will be 100 per cent.

Regional governments or local authorities

8.16

This class includes a wide variety of government and quasi-government entities—for example, churches or religious communities with taxation powers3 fall within it. For this purpose regional authorities and local governments may be divided into two classes—those with revenue raising power and those without. Exposures to local authorities which have their own revenue raising powers may be treated as exposures to central government, and other such exposures are treated as shown here. It is the responsibility of the relevant regulator in each EU member state to compile a list of the entities within its jurisdiction which have revenue raising powers—the FSA’s list is to be found in BIPRU 3 Ann 2R. Where an EEA local authority is included on the list prepared by the relevant authority in that jurisdiction, institutions in other member states may treat that classification as determinative.
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8.17

Regional governments must be assigned a weighting according to the credit quality step which applies to the government of the territory in which they operate. There is an important difference between regional governments and central governments in that a central government in an EU territory or in a territory which has fully implemented Basel II gets an automatic 0 per cent weighting for borrowings in its domestic currency. A local authority, by contrast, does not—thus in a jurisdiction where the rating of the central government is below Level 2, borrowing by the central government in local currency would be 0 per cent weighted whereas borrowing by a local authority would be 50 per cent weighted. Where the national government is unrated, the weighting must be not more than 100 per cent.

8.18

Exposures to local authorities with a duration of less than three months attract a 20 per cent weighting in all cases.

Public sector entities

8.19

Public sector entities (PSEs—ie non-commercial bodies which carry out public functions) will in principle be treated as local authorities. National authorities have the option to recognize their own PSEs as sovereign weighted where there is no difference in the risk exposure because of the existence of appropriate guarantees. Foreign authorities may then elect to treat the relevant PSEs in the same way.

Multilateral Development Banks (MDBs)

8.20

MDBs will be treated as banks and not as sovereigns. However, claims on ‘strong’ MDBs will attract a 0 per cent weighting. A ‘strong’ MDB will be one whose debt is largely rated AAA, whose shareholder structure is composed of ‘high quality’ sovereigns with a demonstrated commitment to the institution, which has an adequate level of capital and liquidity and which has conservative financial and lending policies. Claims on the Bank for International Settlements, the International Monetary Fund, the European Central Bank and the European Community automatically receive a 0 per cent weight.

D. Exposures to Banks and Financial Institutions

8.21

Basle I provided that all claims on banks incorporated in OECD countries and claims of less than one year’s maturity on banks incorporated in non-OECD countries were weighted at 20 per cent, with all other claims on banks weighted at 100 per cent. However, as noted, the OECD/Non-OECD distinction has been eliminated within the Basel II framework.

8.22

Basel II offers two options to weighting claims on banks, indicating that supervisors should choose between them. One of these approaches simply reflected the rating of the institution itself, the other reflected the rating of the sovereign in whose territory the bank was incorporated. The latter has been discarded in the EU, but lingers in the EU rule that a bank may never be given a lower risk weighting than that applicable to the government of the territory in which it is established. Since this rule reflects normal rating agency practice, this situation is unlikely to arise in practice.
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It should be noted that the concessionary three-month treatment should only be used to weight a claim on a bank where either the bank has no separate short-term rating, or there being a short-term rating which is better than the long-term rating. Where a short-term rating exists, a bank would ordinarily be expected to use the short-term rating regime (see para 8.60). In a situation where an institution has a short-term rating in existence but that short-term rating gives a less favourable result than the normal rating, the concessionary treatment may not be used. Also, by concession, an institution may opt to treat three-month paper issued by an institution in its domestic currency using a risk weight one category less favourably than that which would apply had the instrument been issued by the relevant national government.

8.23

These weights apply to exposures to securities firms as well as banks, provided that the securities firm in question is subject to equivalent regulation. Securities firms not subject to equivalent regulation will be treated as corporates.

8.24

Claims on recognized third country investment firms, clearing houses and exchanges are treated as exposures to banks.

E. Exposures to Corporates

8.25

This class forms the vast majority of the claims owed to any bank. The basis of the standardized weighting system is:
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8.26

The usual weighting of all claims on corporates under Basle I was 100 per cent. One way of looking at the Basel II regime is that this remains the default position, with a concessionary rating of 20 per cent given to claims on corporates with a rating of at least AA-, a concessionary rating of 50 per cent to those with a rating between A+ and A-, and a penal weighting of 150 per cent given to claims on corporates of a rating of below BB- An unrated corporate continues to receive a 100 per cent rating (or the rate applicable to its government, if higher). This is curious, primarily because it means a corporate which would have a credit rating below BB- can substantially improve the marketability of its debt securities by not obtaining a rating.

8.27

The EU has provided a concession for exposures to lowly rated corporates,4 in that any exposure with a weighting of 150 per cent may have its weighting reduced to 100 per cent if the lending bank applies a value adjustment of at least 20 per cent of the face value of the asset, or may have its weighting reduced to 50 per cent if the institution applies a value adjustment of at least 50 per cent. On paper this looks like a good deal, since:

• Applying no value adjustment, regulatory capital required would be 100 × 150% × 8% = £12

• Applying a £20 value adjustment, regulatory capital required would be (100 − 20) × 100% × 8% = £6.40

• Applying a £50 value adjustment, regulatory capital required would be (100 − 50) × 50% × 8% = £2

However, the key to this is that the value adjustment may not be included in capital, so that in the examples given the £20 and £50 value adjustments will effectively be deducted from capital.

F. Exposures to Retail Customers

8.28

A portfolio of retail exposures is treated as a single asset and weighted at 75 per cent. A portfolio is a retail portfolio if:

• all of the exposures are to an individual or small business;

• the exposure is acquired as part of a diversified portfolio of retail exposures where the effect of the diversification is to reduce the risks on the portfolio as a whole;

• no individual exposure exceeds EUR 1m. For these purposes exposures to connected entities must be aggregated—thus if a bank has a portfolio which contains two EUR 0.6m exposures to two companies with a common parent, the portfolio would not qualify as a retail portfolio. There is a positive obligation on an institution operating under this rule to inform itself as to the degree of connection between persons. For this purpose connected persons includes a company and its owner, as well as two companies in common control.

Retail mortgage lending

8.29

Retail mortgage lending will attract a weighting of 35 per cent where the supervisory authorities are satisfied that the lending is secured by residential property to be occupied or let by the owner. Mortgages granted by personal investment companies also fall within this classification provided that the beneficial owner of the property is a natural person. The 35 per cent weighting is also ascribed to any exposure which constitutes an exposure to a tenant under a property leasing transaction concerning residential property under which the firm is the lessor and the tenant has an option to purchase.

8.30

The primary restriction on this treatment is that the mortgage should not exceed 80 per cent of the value of the property. If the mortgage does exceed 80 per cent, the excess will not be 35 per cent weighted, but will be treated as a retail exposure and weighted at 75 per cent. Thus, where a borrower has a mortgage of £100,000 on a property valued at £100,000, the bank will have two assets—an £80,000 asset weighted at 35 per cent and a £20,000 asset weighted at 75 per cent. It should be noted in passing that this gives an aggregate weighting for the £100,000 asset as 43 per cent.

8.31

For the purpose of applying this test the property must be valued by the firm at least once every three years, or more frequently if market conditions are subject to significant change. Statistical methods may be used for this monitoring unless the loan is in excess of EUR 3m (or if it exceeds 5 per cent of the capital resources of the firm), in which case an independent valuation every three years is required. The lending firm must also have written policies governing the type of collateral which it is prepared to accept, and the requirement for such collateral to be properly insured.

8.32

It is also a condition of this treatment that the criteria for legal certainty should have been fulfilled. Thus:

• the mortgage must be legally enforceable and filed on a timely basis;

• the mortgage must have been registered or perfected according to all relevant requirements; and

• the firm must be able to realize the value of the mortgaged property under the mortgage within a reasonable time frame.

8.33

This rule applies to residential property throughout the EU provided that the lending is in accordance with the requirements of the local regulator, and may also be applied to property outside the EU. However, bafflingly, this treatment is only accorded to property in jurisdictions where the relevant government has implement Basel II—in other jurisdictions, the relevant weighting to be applied is 50 per cent rather than 35 per cent. The idea that there is a necessary link between local implementation of Basel II and the robustness of security interest in residential property is one for which there is no clear logical basis.

G. Commercial Mortgage Exposures

8.34

Commercial mortgage lending is weighted at 100 per cent. National regulators are permitted5 to ascribe a 50 per cent weighting for the tranche of a commercial mortgage loan where the loan-to-value ratio is the lower of 50 per cent of market value or 60 per cent of mortgage lending value. The FSA has not chosen to exercise this discretion, so that all lending by UK banks on the basis of commercial property mortgages will be weighted at 100 per cent in the standardized approach. However, other countries have implemented this discretion, and UK banks lending to borrowers in such countries may apply a 50 per cent weighting to those loans.

8.35

Broadly speaking this concessionary treatment should only be agreed by regulators where the risk of the borrower is not connected to the risk of the property—a condition which would ordinarily exclude from this treatment ‘merchant developer’ arrangements whereby a loan is made to a single-purpose company whose business is to buy and develop a particular building or buildings. However, this restriction may be disapplied by a bank which can demonstrate that its total losses on loans of this type does not exceed 0.3 per cent over a year and that its total losses on commercial mortgage lending of all types has not exceeded 0.5 per cent over a year. If the bank ceases to satisfy that criteria in any year, its ability to disapply the requirement ceases.

H. Overdue Undefaulted Exposures

8.36

Not every overdue asset is defaulted, and an asset need not be written off in full until some time after it has become overdue. There is therefore an issue of how to deal with overdue assets which do not yet satisfy the criteria for default. The treatment is:

• Loans secured on commercial property are to be risk-weighted at 100 per cent as soon as past due.

• Amounts due under residential mortgage loans, net of specific provisions, are to be weighted at 100 per cent once 90 days past due, provided that a 50 per cent weighting may be applied at national discretion where specific provisions have reached 20 per cent of the outstanding amount of the loan.

• All unsecured portions of other loans are to be risk weighted once 90 days past due as follows:

• 150 per cent risk weighting when the regulatory haircut which has been taken (‘value adjustments’ in the language of the directive) are less than 20 per cent of the unsecured part of the outstanding amount of the loan;

• 100 per cent risk weight when value adjustments are no less than 20 per cent of the outstanding amount of the loan;

• 100 per cent risk weight for residential mortgages where value adjustments are less than 20 per cent of the gross debt, falling to 50 per cent if specific provisions exceed 20 per cent;

• 100 per cent for all commercial mortgages.

I. High-Risk Exposures

8.37

This is in some respects the residual class. The Accord makes provision for regulators to have a discretion to designate specific asset classes which they consider to be ‘high-risk’ and to impose upon them a 150 per cent risk weighting. There is no requirement for such designation to be co-ordinated between regulators, and each national regulator may make up its own mind as to what is high risk and what is not. This provision has been carried through into the EU regime, where it also remains unharmonized. By way of illustration, the FSA has exercised this discretion as regards two specific asset classes:

(1) Exposures arising out of venture capital business (whether or not the institution itself actually carries out that business).

(2) Any exposure to a collective investment undertaking that is illiquid and held with a view to long-term sale or realization.

J. Covered Bonds

8.38

The covered bonds regime is unique to the EU—it is not derived from the Accord (which does not specifically mention covered bonds) but is a response by EU lawmakers to local conditions. In broad terms, a covered bond means a bond issued by a bank secured by assets (usually real estate mortgages) owned by that bank. The essence of the product is therefore that the holder benefits from both the credit of the issuing bank and rights over the security pool in the event of the institution’s failure, and these instruments are therefore recognized in the securities markets as having exceptionally low risk. The German Pfandbrief is the most commonly encountered type of covered bond, but most EU member states have a mechanism by which covered bonds may be created.

8.39

Covered bonds must be assigned a risk weight on the basis of the risk weight assigned to senior unsecured exposures to the credit institution which issues them. The following correspondence between risk weights applies:

(1) if the exposures to the institution are assigned a risk weight of 20 per cent, the covered bond must be assigned a risk weight of 10 per cent;

(2) if the exposures to the institution are assigned a risk weight of 50 per cent, the covered bond must be assigned a risk weight of 20 per cent;

(3) if the exposures to the institution are assigned a risk weight of 100 per cent, the covered bond must be assigned a risk weight of 50 per cent; and

(4) if the exposures to the institution are assigned a risk weight of 150 per cent, the covered bond must be assigned a risk weight of 100 per cent.

8.40

A covered bond is defined as a bond that is issued by a credit institution which has its registered office in an EEA State and is subject by law to special public supervision designed to protect bondholders and in particular protection under which sums deriving from the issue of the bond must be invested in conformity with the law in assets which, during the whole period of validity of the bond, are capable of covering claims attaching to the bond and which, in the event of failure of the issuer, would be used on a priority basis for the reimbursement of the principal and payment of the accrued interest. However, a bond which satisfies this definition will only be afforded concessionary weighting if its underlying assets fall within the list specified in the directive.

8.41

The listed permitted underlyings are:

(1) (a) exposures to or guaranteed by central governments, central bank, public sector entities, regional governments and local authorities in the EEA;

(b) (i) exposures to or guaranteed by non-EEA central governments, non-EEA central banks, multilateral development banks, international organizations that qualify for the credit quality step 1;

(ii) exposures to or guaranteed by non-EEA public sector entities, non-EEA regional governments and non-EEA local authorities that are risk weighted as exposures to institutions or central governments and central banks and that qualify for the credit quality step 1;

(iii) exposures in the sense of this point (b) that qualify as a minimum for the credit quality step 2, provided that they do not exceed 20 per cent of the nominal amount of outstanding covered bonds of issuing institutions;

(c) exposures to institutions that qualify for the credit quality step 1 but so that:

(i) the total exposure of this kind must not exceed 15 per cent of the nominal amount of the outstanding covered bonds of the issuing credit institution;

(ii) exposures caused by transmission and management of payments of the obligors of, or liquidation proceeds in respect of, loans secured by real estate to the holders of covered bonds must not be comprised by the 15 per cent limit; and

(iii) exposures to institutions in the EEA with a maturity not exceeding 100 days are not comprised by the step 1 requirement but those institutions must as a minimum qualify for credit quality step 2;

(d) loans secured:

(i) by residential real estate or shares in Finnish residential housing companies up to the lesser of the principal amount of the liens that are combined with any prior liens and 80 per cent of the value of the pledged properties; or

(ii) by senior units issued by French Fonds Communs de Créances or by equivalent securitization entities governed by the laws of an EEA state securitizing residential real estate exposures provided that at least 90 per cent of the assets of such Fonds Communs de Créances or of equivalent securitization entities governed by the laws of an EEA state are composed of mortgages that are combined with any prior liens up to the lesser of the principal amounts due under the units, the principal amounts of the liens, and 80 per cent of the value of the pledged properties and the units qualify for credit quality step 1 where such units do not exceed 20 per cent of the nominal amount of the outstanding issue;

(e) (i) loans secured by commercial real estate or shares in Finnish housing companies up to the lesser of the principal amount of the liens that are combined with any prior liens and 60 per cent of the value of the pledged properties; or

(ii) loans secured by senior units issued by French Fonds Communs de Créances or by equivalent securitization entities governed by the laws of an EEA state securitized commercial real estate exposures provided that, at least, 90 per cent of the assets of such Fonds Communs de Créances or of equivalent securitization entities governed by the laws of an EEA state are composed of mortgages that are combined with any prior liens up to the lesser of the principal amounts due under the units, the principal amounts of the liens, and 60 per cent of the value of the pledged properties and the units qualify for credit quality step 1 where such units do not exceed 20 per cent of the nominal amount of the outstanding issue; or

(iii) a firm may recognize loans secured by commercial real estate as eligible where the loan to value ratio of 60 per cent is exceeded up to a maximum level of 70 per cent if the value of the total assets pledged as collateral for the covered bonds exceed the nominal amount outstanding on the covered bond by at least 10 per cent, and the bondholders’ claim meets the legal certainty requirements; the bondholders’ claim must take priority over all other claims on the collateral; or

(f) loans secured by ships where only liens that are combined with any prior liens within 60 per cent of the value of the pledged ship.

(2) For the purposes of (1)(d)(ii) and (1)(e)(ii) exposures caused by transmission and management of payments of the obligors of, or liquidation proceeds in respect of, loans secured by pledged properties of the senior units or debt securities must not be comprised in calculating the 90 per cent limit.

(3) ‘Collateralized’ includes situations where the assets described in subpoints (1)(a) to (1)(f) are exclusively dedicated in law to the protection of the bond-holders against losses.

(4) Until 31 December 2010 the 20 per cent limit for senior units issued by French Fonds Communs de Créances or by equivalent securitization entities specified in subpoints (d) and (e) does not apply, provided that those senior units have a credit assessment by a nominated ECAI which is the most favourable category of credit assessment made by the ECAI in respect of covered bonds.

(5) Until 31 December 2010 the figure of 60 per cent in (1)(f) can be replaced with a figure of 70 per cent.

Covered bonds whose pool of underlying assets do not meet these requirements but which meet the definition of Article 22(4) of the UCITS Directive and were issued before 31 December 2007 are also eligible for the preferential treatment until their maturity.

K. Securitization Exposures

8.42

There is no standardized approach for securitization paper per se—exposures to securitizations are to be weighted in accordance with the securitization regime. However, the securitization regime itself contains a ‘standardized’ approach, which is compulsory for any standardized bank holding securitization paper.

8.43

The securitization regime is deliberately structured so as to give securitization exposures a higher weighting relative to their credit assessment than equivalent exposures to non-securitization vehicles: this is intended to eliminate correlation effects which would otherwise be recognized here but not elsewhere in the system. However, it is not always obvious when a particular security should be treated as being securitization paper for this purpose, and since the consequences of classification as a securitization can be very adverse, it is important to examine the tests which will be applied in order to determine whether a structure is a securitization. This topic is treated in more detail in paras 18.07 onwards.

What is a securitization?

8.44

It is generally relatively straightforward to identify a securitization, and therefore to identify securitization paper. However, the definition which is used in the Accord is effects-based, and captures any transaction or scheme whereby the credit risk associated with an exposure or pool of exposures is tranched in such a way that:

(a) payments in the transaction or scheme are dependent upon the performance of the exposure or pool of exposures; and

(b) the subordination of tranches determines the distribution of losses during the ongoing life of the transaction or scheme.

Thus the securitization exposure class is characterized by three key elements; tranching, performance dependent payments, and subordination.

Tranching

8.45

This means a structure in which the underlying credit risk of the exposures is repackaged into at least two tranches at the inception of the transaction, and those tranches reflect different degrees of credit risk. Any position which constitutes a first loss position—that is, the expected loss on the portfolio—must be counted as tranches even if they are written off and therefore not carried on the books as assets. For example, residual payment claims resulting from a refundable purchase discount that may or may not be accounted for initially as ‘loss on sale’ have to be counted as tranches.

Performance dependent payment

8.46

This means that the entitlements of the investors are dependent upon the performance of the underlying assets. This must be distinguished from the position as regards a tranched repackaging, where the investor’s entitlements are determined without reference to the performance of the underlying assets, but where investors take the risk of default due to an insufficiency of assets.

Subordination

8.47

Subordination differentiates securitization from ordinary senior/subordinated debt instruments, for which the priority of rights is set only in the liquidation process—that is, senior and subordinated debt both default at the same time, and only the liquidation proceeds are distributed unevenly. With a securitization, individual tranches may default at different times, and some tranches may not default at all even if they recover nothing.

8.48

The easiest way to understand the securitization definition is to consider some specific examples.

‘Pass through’ transactions

In a pass through structure, assets are transferred to a vehicle which issues securities, but all of the securities holders rank pari passu with each other. Such a transaction is not a securitization since there is no tranching. However, some pass through structures have the benefit of a guarantee or other form of credit enhancement provided by the originator or by a wrap provider. These structures will be regarded as securitizations, since the credit enhancement will constitute a first loss position.

Covered bonds

Covered bonds generally do not qualify as securitizations for regulatory purposes, because they do not include at least two different levels of risk, and because they are recourse obligations issued by an institution and not by a bankruptcy remote SPE. However, the funding purpose served by covered bonds is similar to that of traditional securitization, and covered bonds benefit in practice from first loss protection in that the level of collateral in the pool is generally larger than the nominal value of the bonds.

Tranched cover

Where an institution buys funded or unfunded protection to cover part of the risk of an asset, and the protection applies only to a first- or second- loss exposure, such transactions should in principle be treated as synthetic securitizations since they create two different tranches of risk.

Whole loan transactions

These are transactions where a single loan asset is transferred in tranches. Whether or not these transactions constitute securitizations will depend on the terms of the tranching.

Securitization and the specialized lending regime

8.49

As noted, the fact that a transaction is being entered into in respect of a single asset does not of itself prevent the transaction constituting a securitization if it falls within the definition previously set out. Project and asset finance transactions are therefore vulnerable to recharacterization as securitizations. Senior/subordinate financing structures are common in project and asset finance, with the senior/subordinate structure not necessarily limited to the priority of claims on liquidation proceeds upon default of the borrowing entity, but also encompassing contractual clauses on the deferral of payments to the creditor of the subordinated loan. Furthermore, it is quite common to vest the subordinate creditor with the right to initiate and control liquidation procedures or to require the senior loan creditor to assign the senior loan to the subordinated loan creditor.

8.50

Such transactions may be addressed using either the specialized lending regime or the PD/LGD approach where practicable for the institution concerned. It seems clear that there is no supervisory rationale for classing project or asset finance transactions as securitizations—the elimination of correlation benefits which the securitization regime seeks to effect is redundant in this context, since the correlation issue does not generally arise in transactions of this type. The Committee of European Banking Supervisors (CEBS) has therefore recommended that such transactions not be treated as securitizations for regulatory purposes on policy grounds, but has not provided any analysis in support of its view. One possibility would be to argue that the specialized lending and securitization definitions are intended to be mutually exclusive, and that a structure which clearly falls within one therefore necessarily falls outside the other. One of the tests proposed for specialized lending is that ‘the contractual arrangements give the lender a substantial degree of control over the assets and the income that they generate’, and this is in fact a common characteristic of project finance as opposed to securitization structures. The better view is any arrangements which involve the financing of a single asset (or a small number of large assets), under which the lenders have substantial control over the asset financed, constitutes specialized lending and therefore does not constitute securitization.

Weighting of securitization positions—standardized approach

8.51

To calculate the risk-weighted exposure amount of a securitization position under the standardized approach a risk weight must be assigned to the position based on its credit quality. This may be determined by reference to an ECAI credit assessment. Each separate tranche must be considered to be a separate position, as must any credit protection provided to the securitization or any position arising under any derivative, including currency or interest rate contracts—however, overlapping positions may be eliminated, with the position to be weighted being the higher risk position. The exposure value of an on-balance sheet securitization position must be its balance sheet value without regard to valuation adjustments. The exposure value of an off-balance sheet securitization position is its nominal value multiplied by the relevant conversion factor (100 per cent unless otherwise specified).

8.52

The risk-weighted exposure amount of a rated securitization position must be calculated by applying the following table. The outcome varies according to whether the paper held has a long-term or a short-term rating. It will be recalled for this purpose the ‘credit quality steps’ used are not the ordinary scale but the securitization scale (see para 8.05).
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A risk weighting of 1250 per cent is, of course, equal to a full deduction of the amount of the securitization position from capital.

8.53

The risk weighting of any unrated securitization position is 1250 per cent unless the composition of the pool of underlying assets is known at all times. For these purposes, ‘known at all times’ means known sufficiently for the firm to be able accurately to calculate the risk-weighted exposure amounts of the pool under the standardized approach. The firm must know this at the outset of the transaction. During the life of the transaction, it may rely on a contractual prohibition on changes in the composition of the pool that would have the effect of changing the composite weighting to be applied to the pool. In the view of the FSA it would be sufficient for the composition of the pool to be reported to the firm at least daily, via information service providers, secure websites or other appropriate sources.

8.54

In such a case the firm may apply the weighted-average risk weight that would be applied to the securitized exposures under the standardized approach multiplied by a concentration ratio. This concentration ratio is equal to the sum of the nominal amounts of all the tranches divided by the sum of the nominal amounts of the tranches junior to, or pari passu with, the tranche in which the position is held including that tranche itself. Thus if a securitization has a total value of £100, tranched as £85, £10 and £5, and the firm holds the £10 tranche, the concentration ratio will be 6.7 (100/(10 + 5)). The resulting figure is capped at the equivalent of a 1250 per cent weighting and floored in that it must not be less than the risk weight applied to a rated tranche senior to that held by the firm.

8.55

For an originator or sponsor, the risk-weighted exposure amounts in respect of their retained positions are capped at the level of the capital requirement to which they would have been subject had they not securitized the assets. Thus, no firm can make its regulatory capital position worse by doing a securitization.

8.56

One of the very few areas in which Basel 2.5 and Basel III have changed the standardized weighting regime is in respect of the introduction of a new—and penal—set of weightings for ‘resecuritizations’ in the standardized regime. The Basel definition of a ‘resecuritization’ is set out at para 18.66 ff., and the table of risk weights to be applied is set out here.
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Asset backed commercial paper

8.57

An asset backed commercial paper (ABCP) programme is a form of securitization, but some special rules are applied to ABCP exposures. The most important of these is that where a firm holds a senior position (only) in an ABCP programme in circumstances where the first loss tranche is significant and the position held is investment grade, it may attribute to that position a risk weight that is the greater of:

(1) 100 per cent, or

(2) the highest of the risk weights that would be applied to any of the securitized exposures under the standardized approach by a firm holding the exposures.

8.58

Where a firm provides a liquidity facility to an ABCP conduit, the conversion factor to be applied to that facility will be 20 per cent if the facility has an original maturity of one year or less, and 50 per cent if more than one year. The risk weight to be applied is the highest risk weight that would be applied to any of the securitized exposures under the standardized approach by a firm holding the exposures. In order to benefit from these requirements the liquidity facility must satisfy some fairly rigorous conditions; these being:

(1) the facility documentation must identify and limit the circumstances under which the facility may be drawn;

(2) it must not be possible for the facility to be drawn so as to provide credit support by covering losses already incurred at the time of draw—for example, by providing liquidity in respect of exposures in default at the time of draw or by acquiring assets at more than fair value;

(3) the facility must not be used to provide permanent or regular funding for the securitization;

(4) repayment of draws on the facility must not be subordinated to the claims of investors other than to claims arising in respect of interest rate or currency derivative contracts, fees or other such payments, nor be subject to waiver or deferral;

(5) it must not be possible for the facility to be drawn after all applicable credit enhancements from which the liquidity facility would benefit are exhausted; and

(6) the facility must include a provision that results in an automatic reduction in the amount that can be drawn by the amount of exposures that are in default, where default has the meaning given to it for the purposes of the IRB approach, or where the pool of securitized exposures consists of rated instruments, that terminates the facility if the average quality of the pool falls below investment grade.

However, a 0 per cent conversion figure may be applied to a liquidity facility which may be drawn only in the event of general market disruption or that is unconditionally cancellable.

8.59

Credit protection may be recognized in respect of securitization positions in the same way that it is recognized for other positions.

L. Short-Term Claims on Financial Institutions and Corporates

8.60

Where claims on financial institutions and corporates (for example commercial paper) have short-term ratings from External Credit Assessment Institutions (ECAIs), short-term claims on them may be weighted in accordance with those short-term ratings.
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M. Fund Exposures

8.61

‘Collective investment undertaking’ is the blanket term which catches regulated and unregulated investment vehicles, including hedge funds, private equity funds and regulated funds. The regime for holdings of fund units is another part of the capital requirements jigsaw which is unique to the EU—the topic is not mentioned in the accord. However, the scope of the regime is unclear, since there is, surprisingly, no definition of a collective investment undertaking in the EU regulatory system. The nearest available definition is the definition provided in the EU Prospectus Directive of ‘collective investment undertaking other than of the closed-ended type’. This catches:



a unit trust or investment company—

(a) the object of which is the collective investment of capital provided by the public, and which operate on the principle of risk-spreading; and

(b) the units of which are, at the holder’s request, repurchased or redeemed, directly or indirectly, out of the assets of these undertakings.

The second limb of this definition is a description of open-endedness. Thus, if we reason by extension that if it is deleted we can also delete the qualification ‘other than of the closed-ended type’, we would arrive at a working definition as ‘a unit trust or investment company the object of which is the collective investment of capital provided by the public, and which operates on the principle of risk-spreading’. The reference to ‘the public’ here cannot be interpreted consonantly with other directive references (eg offers to the public), since a hedge fund (for example) raises money exclusively through private placement but is nonetheless a collective investment undertaking. Consequently, we should interpret the reference to the public here as being intended to catch any vehicle which exists to provide an investment service to others.

8.62

The basic treatment for any CIU exposure will be a 100 per cent risk weighting, although a firm must ascribe a 150 per cent weighting to a CIU where it perceives that the CIU is abnormally risky—the FSA suggests that this treatment should be applied where the fund is highly leveraged, lacks transparency or invests substantially in very high risk assets which would ordinarily attract a weighting of over 100 per cent. In the rare circumstances where the CIU has a credit assessment by a nominated ECAI, the weighting to be used should be:
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8.63

An institution may in certain circumstances look through a CIU and report its exposures as being to the underlying assets. This may be done where the CIU is managed by a regulated investment management company (regulated in the EEA or in a recognized third jurisdiction), where the fund’s prospectus imposes investment limits which confine its investments to specific asset categories, and where the fund reports in full at least annually. Where the holder is not aware of the fund’s actual investments, it may still weight on a ‘worst of’ basis, assuming that the fund has invested to the greatest extent permissible in the highest weighted assets permissible and so on.

N. Other Assets

8.64

The standard weight for all assets other than those listed here will be 100 per cent. This catches physical assets, and also prepayments and accrued income for which the institution is unable to determine the counterparty. Cash items in the process of collection are 20 per cent weighted; cash in hand is 0 per cent weighted. Gold bullion held in own vaults or on an allocated basis is 0 per cent weighted. Equity and regulatory capital instruments issued by banks and investment firms will be weighted at 100 per cent if they are not deducted from capital.

8.65

For asset sale and repurchase agreements and outright forward purchases, the risk weight ascribed must be that assigned to the asset itself and not that to the transaction counterparty. Thus if I sell a building on a sale and repurchase terms, for the duration of the transaction I will be treated as owning the building.

8.66

It should also be noted here that where a bank is reporting on a solo basis, it is permitted to treat as 0 per cent weighted any exposure to any counterparty which is a parent or subsidiary within its group, provided that the counterparty is included within the same consolidated supervised group as the reporting institution, that both the reporting institution and the counterparty are part of a group risk control policy which is applied in an integrated fashion across the group, and that it is established in a member state (or a state where it is subject to appropriate prudential requirements). This exclusion does not apply, however, to any exposure whose terms are such that it would constitute tier 1 or 2 capital if it were invested in an institution.

O. Off-Balance Sheet Items

8.67

An off-balance sheet item means, for this purpose, a potential exposure of the institution concerned which does not appear on its balance sheet. These are (broadly) contractual obligations of the bank which, if performed, would give rise to an asset, such as a commitment to lend at a future date.

8.68

As was the case under Basle I, the mechanism which is used to bring off-balance sheet assets onto the balance sheet is to include them as assets subject to a ‘credit conversion factor’ or CCF which is intended to reflect the risk of the commitment concerned actually being called upon. The risk-weighted value of off-balance sheet items is multiplied by the credit conversion factor in calculating their capital requirement. Thus, the risk-weighted exposure value for any off-balance sheet exposure is calculated as:

[Value of exposure] × [credit conversion factor] × [risk weighting]

The credit conversion factor must not be confused with the risk weighting—both must be applied to derive the actual risk-weighted exposure for the commitment. Thus, a £100 exposure to a bank under a one-year facility will, under Basel II, have a risk weighting of:

£100 × 20% (bank risk rating) × 20% (credit conversion factor) = £4

8.69

The starting point for CCFs is that off-balance sheet commitments should receive a 100 per cent credit conversion factor—ie should be treated as if they were present, drawn commitments. This treatment is applied to guarantees, credit derivatives, acceptances, endorsements of bills not bearing the name of another credit institution, transactions with recourse, irrevocable standby letters of credit, assets purchased under outright forward purchase agreements, forward deposits, the unpaid portion of partly paid securities, and asset sale and repurchase agreements. The real issue is therefore as to which commitments may attract a lower weighting.

8.70

A 50 per cent CCF can broadly be applied to exposures which do not constitute direct credit substitutes. There are a number of commitment types—notably standby letters of credit, performance bonds and guarantees which sometimes may and sometimes may not constitute direct credit substitutes, depending upon the circumstances.

8.71

A 0 per cent credit conversion factor is applied to exposures (agreements to lend, purchase securities, provide guarantees or acceptance facilities) which are immediately cancellable by the lender or which provide for automatic cancellation on deterioration in the borrower’s creditworthiness. Retail credit lines are treated as being unconditionally cancellable if they can be cancelled to the full extent possible without contravening local consumer protection and related legislation.

8.72

A 20 per cent credit conversion factor is applied to other commitments with an original maturity under one year (other than repo exposures—see para 8.73) that do not fall within the 0 per cent band. Commitments with an original maturity over one year that do not fall within the 0 per cent band (other than repo exposures covered at para 8.73) will default to the 50 per cent CCF category. The 20 per cent CCDF is also applied to documentary credits in relation to exports and other self-liquidating letters of credit—letters of credit which are used for purposes other than trade credit generally carry a 50 per cent weighting depending on their purpose.

8.73

Repos and exposures arising out of securities lending and posting of securities as collateral always attract a 100 per cent CCF regardless of maturity or cancellability.
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A. Introduction to the Basel Risk Model

9.01

Any and every financial institution expects to suffer some level of default—although no bank advances a facility expecting it not to be repaid, every bank knows from experience that some of the facilities which it advances will in fact not be repaid. Consequently, all properly-run banks make some provision for some level of default on their existing assets. This is known as expected loss.

9.02

Most banks will be sufficiently familiar with their own business to be able to estimate reasonably accurately the expected loss on their portfolio of assets as a whole. Consequently it may be asked why it should be necessary to provide a capital requirement any higher than this level. The answer is that this loss experience will not be experienced evenly across time, but is very likely to occur with significant peaks and troughs. Figure 9.1 illustrates the loss experience of a typical bank.

The point here is that at some points losses will be lower than those expected, and at some points they will be higher. Although the trend is a low, continuing loss experience, this experience will be punctuated by incidents of high losses, as well as incidents of very low losses.
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Figure 9.1 Loss experience of a typical bank

Source: Basel Committee on Banking Supervision An explanatory note on the Basel II IRB Risk weight Functions (July 2005).

9.03

It should be clear from this diagram that the task of the regulator is to set a capital requirement which just skims the top of the actual loss experience curve. If the capital requirement is set significantly higher than this, then banks will be penalized by being required to hold excessive capital, if it is set lower, then the risk of bank failure increases.

9.04

The question therefore becomes one of how to set the capital requirement at a level such that the probability of catastrophic default is sufficiently low to be acceptable. Considering the graph on the left in Figure 9.1, we see that although possible default is unlimited, the probability of that default is reflected by the graph on the right. If this is turned on its side, it becomes recognizable as a probability distribution function (that is, a graph where the total area under the curve is equal to 100 per cent probability) (see Figure 9.2). This is a graph of the probability that losses will exceed the sum of expected losses and unexpected losses. Thus the remaining task for the regulator is to determine what point on this graph constitutes an acceptable risk level. If expected losses are covered by provisions (or revenues), and if the capital requirement set is equal to the unexpected loss element of this distribution, then the probability of the institution defaulting will be equal to the area under the graph to the right of the EL + UL figure (together the Value at Risk, or VaR).

9.05

There are two points to note about this graph. The first is that the area under the graph to the left of the EL element is larger than that to the right—in other words, the majority of losses which are expected to occur fall within the existing provisions for expected loss. The second is that the VaR figure can be set anywhere along the curve according to taste—the decision as to where to put it is a purely arbitrary one.
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Figure 9.2 Probability of losses exceeding EL and UL

Source: Basel Committee on Banking Supervision An explanatory note on the Basel II IRB Risk weight Functions (July 2005).

9.06

In Basel II, this level is set at 99.9 per cent. It used to be frequently pointed out (by banks) that this is in theory a standard which guards against events which happen one year in a thousand, and that this was an over-conservative level. However, since the events of the recent past have demonstrated that once in a millennium event may in certain circumstances occur once a week for extended periods, this argument is now less commonly heard.

B. VaR and the Basel Framework

9.07

Thus far we have been considering the entirety of the regulated institution, and assuming that it is possible to calculate the probability of any given default across the total portfolio of assets of the institution. This approach, known as ‘whole bank modelling’, would be the perfect approach to bank capital. Unfortunately, it is impossible—at least with current data. Because of this, the Basel Accord is structured so that the VaR calculation is performed in respect of each individual asset, and the result of each of these individual calculations is added together in order to assess the VaR of the total portfolio of credit exposures held by the bank. The effect of this approach is that each asset is examined in isolation without regard to any other asset—in other words, exposures which compose the bank’s credit portfolio are treated as granular. It is sometimes argued that this necessarily overstates the capital requirements on the portfolio as a whole—the argument being that no more than a certain number of credits are likely to default at any given time—and more recently it has been argued that it may understate the capital requirements for the portfolio as a whole, since the default of one credit may make the default of another more likely. The statistical tools to resolve this are as yet insufficiently developed to encourage regulators to permit them to be used in the regulatory system any time soon, and as a result we are likely to be left with the Basel system for the foreseeable future.

C. The Basic Basel Formula

9.08

The basis of the Basel II approach, it will be remembered, is the capital requirement per exposure, or K, expressed as a percentage of actual exposure. Thus the actual capital requirement for any position is:

Capital Requirement = K × EAD

There is no pleasant way to deal with what comes next, and those of a sensitive disposition may wish to look away now. The actual expression for K is as follows:
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N{} represents the expected normal distribution, G{} represents the inverse of that distribution, and other letters will be defined in the course of the following discussion.

9.09

In order to decode this, it is necessary to go back to what it is trying to do. It should be clear from the graphs that the effect of the formula should be to arrive at an estimate of the area under the graph to the right of the EL amount and to the left of the confidence level. We will call this the ‘default tail’. The percentage capital requirement (K) should therefore be equal to:

K = Default tail × LGD

However, the Basel II model includes one further variable, in that the probability of loss is also a function of the maturity of the exposure, and a further adjustment is made to reflect this. Thus, in the full model:

K = Default tail × Maturity adjustment × LGD

We need to look at these piece by piece.

Maturity adjustment

9.10

The maturity factor is expressed as:
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where b = (0.11852 − 0.05478 × ln(PD))2

b is an adjustment factor based on historic observations, and therefore contains some apparently arbitrary numbers.

9.11

The answer to the question ‘what on earth does all that mean?’ is not important—what really matters is how it functions in practice. Where maturity is less than one year, the maturity adjustment ceases to have any function—it is one. Where maturity is between one and five years, it increases in a straight line until five years is reached. All exposures with a maturity of over five years are, in the Basel II world, treated as if they had a maturity of five years, and so at five years the maturity factor reaches a limit.

9.12

The maturity factor increases faster for high quality credits than for low quality ones. This is because for a low quality credit, the high risk of default is not materially increased by a longer term, whereas for a high quality credit, the longer the maturity the higher the chance that the quality of the credit may deteriorate during the life of the exposure. By way of example, for a AAA credit the effect of the application of the maturity factor is to increase K by a factor of 3.4 times between one year and five years. For a B- credit, by contrast, the increase is only 1.2 times over the same period. For a representative sample of good quality corporate exposures with a 0.25 per cent PD, the weighting at five years would be almost exactly double the weighting at one year.

Default tail

9.13

The default tail is, if anything, even less pretty. It is:
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What is going on here? On the top line, G{PD} is the foundation stone, and is the inverse function of the PD. 0.999 is the 99.9 per cent level of probability which is set for the acceptable level of unexpected loss, and G{0.999} is the inverse function of this level.1

9.14

R is the correlation factor which is built in to the model to reflect the risk that loans will default at the same time. R itself is also a function of PD, in that the lower PD for an exposure the more likely the model assumes it to be that it will default at the same time as other defaults.2 R is arrived at by a formula. The formula for R was derived by looking at historic data for actual correlations, and therefore contains some arbitrary-looking elements. It is:
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You can loosely approximate this as R = 0.12 + 0.12e–50PD. Because of the way this formula works, outputs vary between 24 per cent (for a PD of 0.03, the lowest permitted PD for a non-sovereign) and 12 per cent (for a PD above 10 per cent). The 50 (known as the K factor) serves only to regulate the rate of increase between the bottom and the top—since 50 is (in these terms) relatively large, correlation increases rapidly as credit quality improves. The last bit is the size adjustment, which permits firms with a turnover of less than Eur 50m to reduce their R proportionately according to their turnover—a firm with a turnover of less than Eur 5m gets the full 4 per cent reduction. Thus, whereas for large corporates R varies between 12 per cent and 24 per cent, for a very small corporate R varies between 8 per cent and 20 per cent.

9.15

Because the calculation thus far has relied on the inverse normal distribution, it is necessary to turn it right way up again before it can be used under an ordinary normal distribution curve:

• hence the entirety is put within the N{} function;

• finally, PD is subtracted, since the model is intended to give the probability of total loss, and expected loss must be subtracted in order to yield a figure for unexpected loss.

Consequences

9.16

The formula gives a very roughly ‘square root’ shaped graph when drawn. Across the curve as a whole the trend line is that an increase in PD of 4 times results in an increase in requirements of around 1.5 times. However, small changes in PD at the top end of the credit curve have a very significant impact. Thus, according to Annex V of the Accord, for a representative corporate exposure a PD of 0.10 per cent gives a capital requirement of 30 per cent, whereas a PD of 0.40 per cent gives a requirement of 63 per cent—more than double. More typically, a PD of 1 per cent gives a requirement of 92 per cent whereas a PD of 4 per cent gives a requirement of 140 per cent—almost exactly 1.5 times.

D. Putting It All Together

9.17

This is a good moment to revisit the core unexpected loss formula, which it will be recalled was either:

£Capital Requirement = EAD × default tail × maturity adjustment × LGD

%Capital Requirement (K) = Default tail × maturity adjustment × LGD

Without doing any arithmetic at all, what can we know about the output of this formula? Well, we know that things which are multiplied together scale linearly—that is, if you double any one element, you double the total. It seems intuitive that if you double the size of the exposure you double the capital charge. However, it is equally true that if you halve loss given default (LGD), you halve the capital requirement; if you double the maturity adjustment, you double the capital requirement. We also know that the default tail changes relatively slowly at the worse end of the credit spectrum but rapidly at the better end—thus a relatively small change in the credit quality of a good exposure will result in a significant change to the capital requirement, whereas an equivalent change in a worse exposure results in relatively little change. Applying this normatively; assuming that you can do nothing about the credit quality of your borrower, you can reduce your credit exposure to that borrower by reducing the size of the outstanding facility, or by reducing its maturity, or by reducing the expected loss on default by taking collateral. All of this seems so intuitively obvious that it is necessary to pause for a moment to realize that this relative coherence between credit risk management and the regulatory capital system is in fact brand new, and is the finest flower of the new dispensation.

E. The Retail Exposures Formula

9.18

Because nothing is ever simple, the accord looks as if it has a number of different formulae for different types of exposures—in particular, retail exposures. However, pleasingly this is not quite the case. Residential Mortgages, Qualifying Revolving Retail Exposures and Other Retail Exposures in fact use the same calculation to determine K, but with one fluctuation. This is that instead of the formula for R already given, they use a different mechanism. For the first two of these this is relatively easy to understand; since for residential mortgages R is fixed at 15 per cent and for QRRE at 4 per cent. However, for other retail exposures the correlation is:
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It should be clear that this is the same formula as already used save with the upper and lower limits changed from 12 per cent and 24 per cent to 3 per cent and 16 per cent. Also since the K-factor is set at 35 rather than 50, the rate of increase between the bottom and the top is flattened. The absence of the size factor should be no surprise, since retail portfolios do not have turnovers.

F. Translating between Capital Requirements and Risk Weightings

9.19

The Basle I approach employed an idea of risk-weighted assets. A weighting factor was applied to an asset value and the result was the risk-weighted asset figure to which the 8 per cent requirement was to be applied. Thus, for an exposure of £100 to a bank, the risk weighting was 20 per cent so the RWA figure was £20 and the capital requirement 8 per cent of £20—that is, £1.60. The Basel II approach calculates a capital requirement (K) for each individual exposure. It is sometimes necessary to translate these into RWAs. This is a reasonably straightforward process, and is done by grossing up the figure for K by 8 per cent—thus, where an asset has, under Basel II, a capital requirement of £2, the RWA figure is £2/8 per cent, that is, £25 (since, dividing by 8 per cent is equivalent to multiplying by 12.5).

G. Model Types

9.20

The Basel II framework is based on the Asymptotic Single Risk Factor (ASRF) model. Translated, this means a model which has only one variable—in this case PD. The reason that the Basel Committee on Banking Supervision (BCBS) uses this model is not because it is convinced of its essential rightness, but rather because the model which it was required to develop had to apply equally across a wide variety of different portfolios of assets owned by the different types of banks which would be subject to the accord. Thus, the function which the accord had to perform drove the selection of the ASRF approach. This leads to the slightly counterintuitive fact that although the ASRF approach is the approach which the BCBS itself uses, it does not take the view that ASRF is necessarily the approach which banks should take—and indeed banks are encouraged to use other models which better reflect their actual risks.

H. Illustrative Risk Weights

9.21

For those who did not wish to face the foregoing, some relief is now provided in the form of an illustrative table provided as Annex 5 to the Accord itself. These figures were calculated using a representative data series, and are provided only as illustrations of the sorts of output which the Basel model might produce when applied to a relatively typical set of loss data. They are, however, informative.

Illustrative IRB risk weights for UL
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9.22

The way that this works in practice is as follows. As noted:

EL = PD × LGD × EAD

Capital requirement = f(PD) × LGD × EAD

By way of illustration, take a fully drawn senior £1m facility where the client is a large corporate with a PD of 1 per cent.

EL = 1% × 45% × £1m = £4,500

When the 1% PD and the other factors are put into the formula, f(1%) = 16.41%.

Capital requirement = 16.41% × 45% × £1m = £73,856

The relationship between EL and capital requirement varies as the riskiness of the asset increases. For a more risky asset the formula yields a greater unexpected loss risk relative to the expected loss, and vice versa.

I. Modelling in Practice

9.23

For those who have considered the idea of mathematical modelling in all its purity, there are a number of surprises which are encountered when we turn to consider the way in which models are actually deployed within banks.

9.24

It will appear from the foregoing that a specific calculation can be made for each individual exposure by an IRB bank. However, this would clearly be impossible for a number of reasons, not least that if a bank has actual default data in respect of an individual borrower it is unlikely (except for some very specialized lenders) to lend to that borrower again. Thus, the essence of the use of a model is that it must be used to assess a borrower against a pool of expected loss data, and to grade him within that pool. The most important decision with respect to any exposure is therefore to decide which type of borrower he is.

9.25

It is also clearly possible—in theory—to calculate the risk of every individual borrower to as many decimal places as may be required. However, once a borrower has been allocated to a specific type, it should be clear that this calculation will produce the same result as for any other borrower allocated to that type. The precision generated by the trail of decimal points is in fact spurious.

9.26

The practical consequence of this is that credit risk models are in fact used to allocate quantitative factors to qualitative judgements made by bankers. The way in which this is most commonly encountered is that a bank will operate an internal ‘rating’ system, with each potential borrower allocated a risk grade which loosely mimics the function of an external rating. Since this is broadly how most large banks have operated for some time, the most interesting aspect of the IRB approach is the extent to which it can be rolled out within a bank without impacting the way in which the bank makes its ordinary commercial decisions. The aim of the exercise is not to affect banks’ credit judgements or credit pricing, but to enable their existing judgements to be more accurately translated into credit risk capital requirements.

J. Variations in Credit Risk Weightings between Firms

9.27

The single most important aspect of the introduction of the Basel II approach to capital requirements is that the capital required in respect of any particular asset will vary over the life of that asset. Each asset must be reassessed at least annually, and certain high risk credits must be reassessed more frequently than this. In addition, any credit must be reassessed when new information comes to light. Under the existing regime, by contrast, the weighting of a drawn asset does not vary, and when a loan is made or an asset purchased the capital required in respect of that asset can be known. Under Basel II, by contrast, a weakening in the credit quality of a borrower will cause the capital requirements in respect of exposures to that borrower to increase. Predicting a bank’s capital requirements in the future will therefore become harder.

K. Inputs and Outputs

The ‘use’ test

9.28

Under the Basel regime banks are prohibited from operating two separate risk calculation models, one for the regulator and one for themselves. The systems and processes which the bank uses to generate these risks must be consistent with their internal use by the bank. This is known as the ‘use’ test. The test is set out at para 444 of the Accord as follows:



444. Internal ratings and default and loss estimates must play an essential role in the credit approval, risk management, internal capital allocations, and corporate governance functions of banks using the IRB approach. Ratings systems and estimates designed and implemented exclusively for the purpose of qualifying for the IRB approach and used only to provide IRB inputs are not acceptable. It is recognized that banks will not necessarily be using exactly the same estimates for both IRB and all internal purposes. For example, pricing models are likely to use PDs and LGDs relevant to the life of the asset. Where there are such differences, a bank must document them and demonstrate their reasonableness to the supervisor.

9.29

The practical effect of this is that regulators are in effect prescribing both the mechanism by which the bank assesses risk and the design parameters by which a bank’s risk model should be constructed and maintained. Supervision in this area is backed up by the requirements that all material aspects of the rating and estimation process must be approved by the bank’s board of directors and senior management. Further, although a bank is permitted to estimate its PDs, LGDs, and EADs using any mechanism that it desires, the output of its models will be benchmarked against other models and backtested using similar default data. Thus, although the regulators have been careful not to prescribe a specific model for PD estimation, the effect of the regulatory system will be to harmonize these models across institutions.

The meaning of default

9.30

Since the core of the IRB approach is the calculation of PD, and the core of the concept of PD is the definition of ‘default’, it is reasonable to begin with this. Institutions vary widely in their definitions of what constitutes ‘default’ and one of the greater problems for banks seeking to adopt the IRB approach has been verifying their historic loan performance information to tally their internal classification of an asset as ‘defaulted’ with that prescribed by the regulators.

9.31

For the regulators, a default has occurred when:

• The bank considers that the obligor is unlikely to pay its credit obligations to the banking group in full, without recourse by the bank to actions such as realizing security (if held).

• The obligor is past due more than 90 days (for commercial counterparties) or up to 180 days (for retail and public sector entity (‘PSE’) exposures) on any material credit obligation to the banking group. Overdrafts will be considered as being past due once the customer has breached an advised limit or been advised of a limit lower than current outstandings.

• The matters which the regulators suggest be taken into account in determining unlikeliness to pay include:

• The bank puts the credit obligation on non-accrued status.

• The bank makes a charge-off or account-specific provision resulting from a significant perceived decline in credit quality subsequent to the bank taking on the exposure.

• The bank sells the credit obligation at a material credit-related economic loss.

• The bank consents to a distressed restructuring of the credit obligation where this is likely to result in a diminished financial obligation caused by the material forgiveness, or postponement, of principal, interest or (where relevant) fees.

• The bank has filed for the obligor’s bankruptcy or a similar order in respect of the obligor’s credit obligation to the banking group.

• The obligor has sought or has been placed in bankruptcy or similar protection where this would avoid or delay repayment of the credit obligation to the banking group.3

9.32

For commercial obligors default is a unitary concept, and once an obligor is categorized as being in default then all exposures to that obligor are treated as defaulted. It should be noted that in this system default is not forever—an obligor may move from defaulted to non-defaulted status and back again.

9.33

There are a number of special provisions relating to default in the context of retail exposures. Most importantly, a good deal of discretion is provided in respect of the definition of default for retail exposures, with regulators permitted to allow banks up to 180 days without classifying an exposure as defaulted. Also, for retail obligors default is assessed on a per exposure basis, so that a retail obligor can be in default on one exposure but in good standing on another. Unauthorized overdrafts count as exposures from the day the credit is granted.

Validation of PD estimates

9.34

For retail exposures, a bank is expected to estimate PD primarily by using its own internal data. Other data may be used if the bank can prove that the other data is strongly linked to the bank’s own lending procedures and its internal risk provides. With respect to commercial exposures, a bank may validate its PD estimation techniques in one of three ways:

(a) it may use its internal default data, either on a stand-alone basis or by pooling its data with the data of other institutions (provided that that data is comparable with its own).

(b) it may map its internal grades to the scale used by an external credit assessment institution, and then attribute the default rate used by the institution to its own grades. If this process is relied on, a detailed description of the default definitions used and the mapping process must be created.

(c) it may use estimates drawn from statistical default prediction models.

In each of these cases, the approach must be validated by comparison with an appropriate pool of data. Whether the data is internal, external or pooled, and for both commercial and retail exposures, there must be at least five years available data from one of these sources before any PD approach can be considered validated.

Loss given default

9.35

In estimating loss given default (‘LGD’), the loss which is to be estimated is economic loss and not accounting loss. Thus, where a particular exposure has an economic value higher than that of the mere accounting value (perhaps because it is a loan at above-market rates), the loss measured must be the full economic value. Conversely, in considering recoveries from defaulted borrowers, the loss recorded must take account of the costs incurred by the bank in making recoveries. For this reason, loss estimates must be grounded in long-run recovery figures, and must not be based on simple valuation of collateral assets.

9.36

A bank is also required to assess LGD by using ‘downturn’ figures. This means in practice that the bank must estimate an LGD for each facility that aims to reflect economic downturn conditions where necessary to capture the relevant risks. This figure cannot be less than the long-run average loss for the type of facility. Establishing figures for this is remarkably difficult. If a bank has data on losses observed during periods of high credit losses it should of course use them, but such information was until recently unlikely to be readily available. Banks are encouraged to generate appropriate estimates using either internal or external data, but this process is proving to be difficult in practice. However, the regulators view that the less data a bank has, the higher the level of conservatism it should build into its estimates has driven considerable co-operation between banks in developing such databases.

9.37

The rules for calculating LGD vary between exposure classes. For corporate, sovereign and bank exposures, estimates must be based on data that covers ‘one complete economic cycle’, and in any event at least seven years. It is compulsory to use all available data—in other words, a bank cannot deliberately restrict itself to using only figures from the last cycle. For retail data, by contrast, a bank may deliberately disregard historic data if it can demonstrate that recent data are a better predictor of loss—presumably because of the rapid development of retail credit means that historic data might present an unduly favourable picture. However, even for retail exposures the minimum required data observation period is five years.

Exposure at default

9.38

Exposure at default (‘EAD’) is the estimated gross exposure at the date of default. For on-balance sheet exposures EAD should never be less than the current drawn amount (after recognizing netting), but otherwise may be estimated in the usual fashion as the long-run average for similar facilities and borrowers in an economic downturn. Given that in many cases there is a positive correlation between EAD and PD (the harder you are pressed for money the more you are likely to want to borrow) the EAD figure should be adjusted to reflect a level of conservatism. In the same way that LGD is to some extent a function of the banks’ recoveries expertise, EAD exposure is to some extent a function of the banks’ expertise in monitoring such exposures, and this should be taken into account in assessing the level of conservatism to be included in these estimates. Estimates of EAD must be established over historic data covering no less than seven years (for commercial exposure) or five years (for retail exposures). As for LGD, corporate, sovereign and bank exposures must be assessed across the whole of the available data set, whereas retail may be measured on a shorter term with more weight given to recent loss experience.

L. Becoming an IRB Firm

9.39

The minimum requirements for eligibility for adoption of IRB include the following: there must be a meaningful differentiation of credit risks; there must be completeness and integrity of rating assignment; there must be oversight of the rating system and processes; the criteria of the rating system; estimation of probability of default (PD); data collections and IT system; the use of internal ratings; internal validation; and disclosure requirements (which are described and required under Pillar 3).

9.40

In order to adopt the IRB approach, a bank must be able to demonstrate that it is already using IRB methodology to run its business, and has been for the last three years. A bank seeking to use the foundation IRB approach must demonstrate that it has been generating PDs, and a bank seeking to use the advanced IRB basis must demonstrate that it has been generating PDs, LGDs, and EADs, with in each case the output of that system driving both the taking on of credit risk within the bank and the management of the bank’s overall credit position by senior management.

9.41

Once a bank adopts IRB in respect of part of its asset book, regulators will expect it to extend the use of the approach across the entire institution. However, it is accepted that this is unlikely to be possible on day one; consequently, most institutions will find themselves operating a mix of IRB and non-IRB approaches. Regulators accept that there may be issues rolling out the IRB approach both across asset classes and across business units—thus an institution may be permitted to adopt an IRB approach for a particular asset class in one business unit whilst continuing to adopt the standardized approach for that asset class in a different business unit. However, an institution will not be permitted to adopt an IRB for only some of the sub-classes of exposures within a business unit. Put simply, this means that the smallest unit of IRB migration is a business class within a business unit.

9.42

An exception from this general flexibility is that any bank which adopts an IRB approach for any corporate bank, sovereign or retail asset class must immediately adopt the IRB approach in relation to equity exposures. This is because the treatment of equity exposures under the IRB approach is significantly less favourable than that used under any other approach.

9.43

Once an institution has adopted an IRB approach, it will not generally be permitted to move back to the standardized approach. In addition, when an institution adopts an IRB approach, the regulators will expect it to have put in place a plan covering roll-out to all other significant asset classes and business units over time. However, regulators have expressed their willingness to permit immaterial business units and asset class exposures to remain on the standardized approach.

Eligibility for the IRB approach

9.44

In principle all banks will be forced to adopt the standardized approach unless they can demonstrate that they should be permitted to use one of the IRB approaches. Regulators will only permit a bank to use an IRB approach when it can demonstrate that it has an economic model which is appropriate, effective and can be validated by back testing against live data. The three core requirements are that the rating system must give:

(a) a meaningful assessment of borrower and transaction characteristics;

(b) a meaningful differentiation of risk; and

(c) reasonably accurate and consistent quantitative estimates of risk.

These are continuing tests, and there are some interesting consequences to this. To take a simple example, assume that a bank which has previously conducted a broad range of activities begins to narrow its product range. If it does not refine its model, the level of risk differentiation which the model provides may be insufficient to satisfy the requirements with respect to the asset portfolio. If this happened, the bank would cease to qualify to use the IRB approach, and would be required to revert to the standardized approach until it had developed its model sufficiently to reflect the composition of its new portfolio.

9.45

The model must reflect two distinct factors; the risk of default and transaction-specific factors. The first of these is reasonably straightforward, and in broad terms there will only ever be one PD per borrower, regardless of the form which the exposure to that borrower takes (there are a very few exceptions to this; eg a sovereign borrowing in its own currency may have a different PD from that applied to borrowing in its own currency). The second reflects a wide variety of transaction-specific factors—seniority, security, etc. In both cases, the bank must appropriately differentiate between exposures to different members of the same legal group, and ensure that connected entities with similar credit positions are appropriately classified.

9.46

The output of a bank internal model is conventionally expressed as an internal borrower grading. These systems must contain at least seven non-defaulted grades and at least one defaulted grade. The output of the system must result in exposures being reasonably distributed across the grades, with no concentration. A system which allocated a majority of exposures to any one grade would probably fail this test.

9.47

Where retail exposures are being modelled, borrowers are allocated to pools and modelling is done at the pool level. The key here is that there should be a sufficiently large number of pools, and the exposures within each pool must be broadly homogeneous. Thus, pool allocation becomes paramount. Risk drivers to be considered when assigning exposures to a pool include:

• borrower risk characteristics (such as borrower type, age, and occupation);

• transaction risk characteristics, including product and/or collateral type;

• delinquency of exposure.

9.48

The most difficult part of the retail rating requirements is the requirement that ‘the grade descriptions and criteria must be sufficiently detailed to allow those charged with assigning ratings to consistently assign the same grade to borrowers or facilities posing similar risk.’ Banks are permitted to rely on external gradings (such as credit scoring by independent agencies) but may not do this to the exclusion of other information which they have.

9.49

It should also be noted that banks’ gradings are expected to embody a prudent level of conservatism by taking into account adverse economic conditions and/or the occurrence of unexpected events. The scope of this requirement is limited to those conditions ‘which are likely to occur over a business cycle within the respective industry/geographic region.’ This requirement (known as ‘through the cycle rating’) poses great difficulty for banks in practice, since small variations in the ‘worst case’ economic downturn envisaged can have significant repercussions for calculated credit exposures.

9.50

Where regulators assess the appropriateness of a bank’s use of a model, they will require the model to be demonstrated against the bank’s own loss database. They will also require the model to be appropriately documented, and for there to be a full description of the structure of the model and the theories on which it is based. This may pose problems for banks which use models bought in from third party suppliers. In principle, the regulators take the view that the fact that the bank is relying on a bought in model is no excuse for the bank not to know the details of its operation. However, where those details are commercially confidential to the model supplier, the regulator will be prepared to deal directly with the supplier to obtain the information which it requires. Where banks are dealing directly with model suppliers, it is therefore important to ensure that suppliers are prepared to furnish this information to regulators upon request.

9.51

Because models are tested against historic loss data, the requirements that banks must maintain this data in a usable form are particularly important. In particular, banks are required to retain internal data relating to their own internal gradings and the performance of their models as well as loss data relating to exposures in order to track the predictive capabilities of their models.

9.52

Models must also be stress tested. Although the bank may broadly determine its own requirements as regards stress testing, regulators may prescribe specific scenarios or fact patterns against which the model should be tested.

Corporate governance

9.53

The core of the regulator’s requirements as regards the governance of the bank’s risk assessment process are set out in paras 438 to 440 of the accord. These are worth quoting in full:



438. All material aspects of the rating and estimation processes must be approved by the bank’s board of directors or a designated committee thereof and senior management. These parties must possess a general understanding of the bank’s risk rating system and detailed comprehension of its associated management reports. Senior management must provide notice to the board of directors or a designated committee thereof of material changes or exceptions from established policies that will materially impact the operations of the bank’s rating system.

439. Senior management also must have a good understanding of the rating system’s design and operation, and must approve material differences between established procedure and actual practice. Management must also ensure, on an ongoing basis, that the rating system is operating properly. Management and staff in the credit control function must meet regularly to discuss the performance of the rating process, areas needing improvement, and the status of efforts to improve previously identified deficiencies.

440. Internal ratings must be an essential part of the reporting to these parties. Reporting must include risk profile by grade, migration across grades, estimation of the relevant parameters per grade, and comparison of realized default rates (and LGDs and EADs for banks on advanced approaches) against expectations. Reporting frequencies may vary with the significance and type of information and the level of the recipient.

9.54

In addition to involvement in the design, management and operation of the bank’s risk systems, the regulators require that the internal risk ratings generated by these systems must be an essential part of the reporting to these parties. These reports must include risk profile by grade, migration across grades, estimation of the relevant parameters per grade, and comparison of realized default rates (and LGDs and EADs for banks on advanced approaches) against expectations.

9.55

Part of the responsibilities of the board of the bank under the accord is to ensure that the bank has appropriate credit risk exposure management procedures in place. These will include establishment of independent credit risk control units which are responsible for the design and implementation of internal rating systems. The unit must be functionally independent of the business units, and its areas of responsibility must include:

• testing and monitoring internal grades;

• production and analysis of summary reports from the bank’s rating system, to include historical default data sorted by rating at the time of default and one year prior to default, grade migration analyses, and monitoring of trends in key rating criteria;

• implementing procedures to verify that rating definitions are consistently applied across departments and geographic areas;

• reviewing and documenting any changes to the rating process, including the reasons for the changes; and

• reviewing the rating criteria to evaluate if they remain predictive of risk. Changes to the rating process, criteria or individual rating parameters must be documented and retained for supervisors to review.

9.56

It is a sensible rule—and one which has been formalized by many regulators—that the person responsible for initial assignment and periodic review of ratings should not stand directly to benefit from the extension of credit. In simple terms, this means that the salesman whose bonus depends on the deal being executed should not be the man making the credit decision. The more mechanized the rating process is the easier this will be to achieve, and conversely the greater the degree of human judgement involved, the harder it will be. The requirements here are for both written policies of independence as regards the rating process, and a more nebulous requirement that ‘credit policies and underwriting procedures must reinforce and foster the independence of the rating process.’

9.57

At a practical level, procedures to be followed at the point of deciding upon a credit exposure must be carefully documented. The first, and most difficult, flashpoint is the situation where the decision of those charged with assessing the exposure differs from the output of the risk model. Where the bank’s systems permit the internal rating to be overridden by expert human judgement, the mechanisms by which this can be achieved must be particularly carefully documented.

9.58

It is also important to ensure that procedures are in place to ensure that:

• all exposures are reassessed at least annually;

• high risk exposures are assessed more frequently;

• the bank has a process in place to obtain and update relevant material on the borrowers financial condition, and on other relevant information (such as the quality of collateral);

• receipt of new information by the bank automatically triggers reassessment.

In the context of retail pools, the periodic review requirement may be satisfied by a representative sample of the pool.
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10.01

The building blocks of the IRB are the asset categories. Each asset category uses a different methodology to ascribe risk weightings to exposures, and in many cases the attribution of a particular asset to one class rather than another will have an impact on the amount of regulatory capital it requires. The asset classes are as follows:



	Classification

	Sub-classifications




	Corporate exposures

	Specialized lending (SL); comprising

Project Finance (PF)

Object Finance (OF)

Commodities Finance (CF)

Income-producing Real Estate (IPRE)

High-volatility Commercial Real Estate (HVCRE)




	Sovereign exposures

Bank exposures

Retail exposures

	Exposures secured by residential properties

Qualifying revolving exposures




	Equity exposures

Eligible purchased receivables

	Retail receivables

Corporate receivables





A. Corporate, Sovereign, and Bank Exposures

10.02

Under Basel II, all of these exposures are weighted using the same approach—this approach will therefore apply to the large majority of exposures of an IRB bank. Basel III imposes a different and higher weighting on some bank exposures, which is set out at para 10.40 et seq.

10.03

The definitions of ‘corporate’, ‘sovereign’ and ‘bank’ (‘institution’ in the EU, to include investment firms) correspond with those used for the standardized approach. Thus sovereigns includes entities designated as sovereigns and public sector entities under the standardized approach, along with those multilateral institutions which attract a 0 per cent weighting under that approach. A corporate exposure for this purpose includes any exposure to a firm apart from ‘specialized lending’ (see later).

10.04

A key step in estimating any IRB parameter is preparing the Reference Data Set (RDS) for that parameter. This involves a variety of challenges, including choosing the sample size, the length of time series, reliance on external data, the treatment of defaulted positions that have generated no loss, and the length of recovery processes (incomplete workout).

PD

10.05

The probability of default for all three types of exposure is calculated in the same way under Basel II. However, for bank and corporate exposures a 0.03 per cent floor is imposed, so that only sovereign exposures may be treated as absolutely risk-free in this respect. The PD of an obligor in default must be 100 per cent—that is, the PD may not reflect the possibility of the default being cured.

LGD

10.06

The primary difference between foundation and advanced IRB banks is that foundation IRB banks must use the prescribed figures for LGD, whereas an Advanced IRB bank may model it. LGD is an important component of risk weighting. Given the fundamental equation that:

f(PD) × LGD × EAD = RWA

it will be seen that any change in LGD changes RWA proportionately—halve LGD and you halve RWA, double LGD and you double RWA. Thus the calculation and attribution of LGD figures are sensitive and important.

LGD—Foundation IRB Banks

10.07

Under the foundation IRB approach, LGDs are prescribed by the regulator according to asset type. The table of applicable LGDs is:



	Covered Bonds

	12.5% (11.25% until 2010)




	Senior exposures

	45%




	Subordinated exposures

	75%




	Equity exposures

	90%





The key issue here is the distinction between ordinary, senior, and subordinated exposures. In some circumstances (where there is express subordination in the constitutive documents) the point will be free from doubt, but issues such as economic subordination (senior unsecured debt owed by a borrower whose assets are pledged as security to other creditors) and structural subordination (senior unsecured debt owed by a company whose assets are held in a subsidiary) will create difficulties in implementation.

LGD—Advanced IRB Banks

10.08

Where LGD is modelled by the bank, the LGD calculation should be based on the definitions of default and economic loss used by the institution, which should be consistent with the provisions contained in the CRD. LGD estimates should reflect the experience and practices of the individual institution. This means in practice that institutions cannot rely on industry-wide estimates without adjusting them to reflect their own position where necessary.

10.09

An advanced IRB bank’s LGD model should generally take collateral into account. Advanced IRB banks reflect collateral through their LGD modelling rather than through the collateral framework set out in Chapter 9.

10.10

Estimated LGDs are assigned to current facilities (both defaulted and non-defaulted) and used to calculate capital requirements for its exposures. Estimated LGDs are based on the realized LGDs for the applicable Reference Data Set (RDS). However, estimated LGDs are likely to differ from the historic average realized LGDs in the RDS because the former needs to incorporate expectations of future recovery rates. This involves calculating a long-run forward looking recovery rate for the facility grade or pool, taking both current and future economic circumstances into account. The institution should produce an LGD estimate appropriate for an economic downturn (‘downturn LGD’) if this is more conservative than the long-run average.

10.11

In addition to expected LGD, an institution must also produce a best estimate of expected loss for defaulted exposures given current economic circumstances and exposure status. The difference between this amount and the estimated LGD derived from the RDS stems from the possibility of additional losses during the recovery period, and represents the unexpected loss capital requirement for the defaulted exposure.

Downturn LGDs

10.12

Conditional expected loss is calculated by applying a function to the PD figure and by using a ‘downturn’ LGD figure. The key to the idea of the ‘downturn’ LGD is that the regulator was either unwilling or unable to apply a meaningful function to LGD—thus whereas UL PD is the result of a complex formula, banks are able to use their own unfettered discretion to estimate ‘downturn’ LGD. Thus the full formula is:

Conditional EL = f(PD) × Downturn LGD × EAD

One of the more difficult discussions around LGD is the issue relating to ‘downturn LGDs’. An institution is required to use LGD estimates that are ‘appropriate for an economic downturn’ if those are more conservative than the long-run average. The basis for this requirement is the idea that LGD for a portfolio of loans fluctuates according to the economic conditions, such that in a downturn LGDs would be larger overall—a principle which could be articulated as ‘a falling tide sinks all boats’. Possibly more importantly, it is likely that an economic downturn may both increase probability of default and increase loss given default. Accordingly, LGD parameters need to be calculated assuming that conditions where credit losses are substantially higher than the long-run average. Under such conditions default rates are expected to be high, so that if recovery rates are negatively related to default rates, LGD parameters must embed forecasts of future recovery rates that are lower than those expected during more neutral conditions. It is, however, open to an institution do demonstrate to its regulator on the basis of its data and models that in particular sectors recovery rates are expected to be independent of future default rates. If this can be done then there is no requirement to use higher LGD figures.

LGD—Loss Data

10.13

The risk data set (‘RDS’) for LGD should include only exposures to defaulted obligors, since it is only after a formal default that loss given default can be calculated (note that in this respect the RDS for LGD is different from that for PD, which must also contain undefaulted experience). It should also include factors that can be used to group the defaulted facilities in meaningful ways.

Ideally, the RDS should:

• cover at least one full business cycle;

• contain all defaults that have occurred within the considered time frame;

• contain data for calculating realized LGDs;

• include all relevant information needed to estimate the risk parameters;

• include data on the relevant drivers of loss.

10.14

In some cases realized LGD may be zero. This will happen if, for example, a breach is cured with no material direct or indirect cost associated with collecting on the instrument, and no loss caused by material discount effects (for example, if the default was caused solely by the 90 day past due criterion, and payment obligations were subsequently completely fulfilled). It is also possible for realized LGD to be positive—for example, where a default is cured without loss but the effect of the default is to increase the rate payable by the borrower on the facility over the default period. However, estimated LGDs may never be less than zero. Where the RDS contains a large number of zero-loss LGDs, regulators are likely to be concerned that the institution is, for example, using an inappropriately early definition of default or that the RDS contains some facilities which are not true defaults (for example, technical defaults such as small outstanding charges on repaid loans).

LGD—Risk drivers

10.15

Expected LGDs should be allocated to facilities in accordance with risk drivers, and the RDS should, where possible, capture for each default the part played by relevant risk factors in the default. Consequently the analysis of risk drivers is important. CEBS1 has suggested that the risk drivers for assessing LGD exposures can be grouped according to the following five categories:

(1) Transaction related, including facility type, collateral, guarantees from third parties, seniority, time in default, seasoning, loan to value (LTV), and recovery procedures.

(2) Borrower related, including borrower size (as it relates to transaction characteristics), exposure size, firm specific capital structure (as it relates to the firm’s ability to satisfy the claims of its creditors in the event that it defaults), geographic region, industrial sector, and line of business.

(3) Institution related, including internal organization and internal governance, relevant events such as mergers, and specific entities within the group dedicated to recoveries such as ‘bad credit institutions’.

(4) External, including interest rates and legal framework (and, as a consequence, the length of the recovery process).

(5) Other risk factors.

Each institution is responsible for identifying and investigating additional risk drivers that are relevant to its specific circumstances. Institutions should collect data on what they consider to be the main drivers of loss for a given group of facilities, and should include the most material drivers in their LGD estimation process. The institution’s judgements as to which risk drivers are most material should be appropriately documented and should be discussed with supervisors.

LGD—Estimation methodologies

10.16

Supervisors do not prescribe any specific technique for LGD estimation (or for that matter any other IRB parameters). However, institutions will have to demonstrate that the methods they choose are appropriate to the institution’s activities and the portfolios to which they apply. The theoretical assumptions underlying the models should also be justified, and the approach must be based on quantitative information—the CRD does not permit the use of estimates based purely on judgemental considerations.

10.17

The four main approaches to LGD estimation are Workout LGD, Market LGD, Implied Market LGD, and Implied Historical LGD.

(1) Workout LGD. This is created by analysing the cash flows resulting from the workout and/or collections process, properly discounted, are calculated. Calculations for the exposures that are currently held by the institution have to be based on actual recovery data in order to produce a forward looking estimate. The calculation should not be based solely on the market value of collateral; appropriate adjustments should be applied. The calculation of default weighted average of realized LGDs requires the use of all observed defaults in the data sources. Observed defaults include incomplete workout cases, although they will not have values for the final realization of LGD because the recovery process has not ended. The Workout LGD technique can be applied using either direct estimates or a two-step approach. Under a direct estimate approach, the specific characteristics of the proposed facility are compared with the factors present in existing defaults, and a quantitative LGD estimate is derived for the specific exposure. Under a two-step approach, an average LGD is estimated for all exposures covered by the same facility grade or pool, and the facility is allocated to that pool.

(2) Market LGD. As an alternative to Workout LGD, the RDS may instead be derived from the observation of market prices on defaulted bonds or marketable loans soon after default or upon their emergence from bankruptcy. This approach may be used where data is scarce.

(3) Implied Market LGD. It is also possible to derive estimated LGDs from the market prices of non-defaulted loans or bonds or credit default instruments. These are referred to as Implied Market LGDs. Implied Market LGDs may be used where no other data are available to produce reliable estimates, and if validation results show that these estimates are reliable. The market and implied market LGD techniques are unlikely to be acceptable to regulators unless the market from which the price is derived is deep and liquid and there are good reasons for the scarcity of data. According to the Committee of European Banking Supervisors (CEBS) it is unlikely that any use of market LGD can be made for the bulk of the loan portfolio.

(4) Implied Historical LGD. The implied historical LGD technique is allowed only for the retail exposure class. It is derived by creating a realized loss figure for a retail portfolio by dividing the total loss divided by the total number of exposures in the pool, while the ‘average realized LGD’ is the same total loss divided by the number of defaulted exposures in the pool. This is accepted where institutions can estimate the expected loss for every facility rating grade or pool of exposures.

LGD for expected loss

10.18

Institutions that calculate their own estimates of LGD should use downturn LGDs both in calculating risk-weighted exposure amounts and in calculating expected loss for exposures that are not in default (if this is more conservative than the long-run average). However, for defaulted exposures, the CRD requires the use of an estimate of expected loss (ELBE) that should be the best estimate of expected loss, given current economic circumstances. In such cases, LGD is defined as the sum of ELBE and a measure reflecting possible additional unexpected losses during the recovery period. If downturn conditions are relevant to a certain type of exposures, then this should be taken into account in measuring the possibility of additional unexpected losses during the workout period. This treatment does not apply to exposures under the double default treatment, since, by definition, EL for these exposures is set at zero.

Recognizing double default

10.19

This is a special regime available for certain types of credit protection in respect of certain assets in certain circumstances. This approach—‘the double-default approach’—applies where the protected asset is a corporate, insurance, government, or retail portfolio (ie not an exposure to a bank, securities firm, equity, securitization, or non-credit asset) and the protection provider is an institution, non-guaranteed export credit agency, or insurance undertaking which has ‘sufficient’ expertise in providing unfunded credit protection and either: (a) is a regulated bank or equivalent and had at the time the protection was provided an external credit rating equal to step 3; or (b) had at the time the protection was provided an external credit weighting equal to step 2; or (c) has at the time of assessment an internal credit weighting equal to step 3.

10.20

The rationale for the double-default regime requires a word of explanation. Where an exposure has the benefit of a guarantee or credit protection, the normal treatment is to substitute the credit of the guarantor for the credit of the underlying exposure. Where the guarantor is a better credit than the underlying, this results in an improvement in the risk weighting of the exposure. However, where the guarantor is a worse credit than the underlying, this means that the guarantee will have no consequences at all for the regulatory capital treatment of the exposure. This is clearly not an entirely accurate reflection of reality, since in practice the existence of a second credit claim reduces the risk somewhat. However, it is in accordance with the additive structure of the Basel Accord. It was felt, however, that in some cases (notably those where products were ‘wrapped’ by specialist credit providers) this policy should be relaxed slightly, since in such cases the combination of two very high quality credits could be shown to have a significant impact on overall risk.

10.21

In such cases, the risk-weighted exposure amount calculated using the formula previously set out is adjusted. This operates as a two-stage process. In the first stage the exposure value for the underlying obligation is calculated using the PD of the obligor but the LGD of the protection provider. This yields a risk weighting for the exposure (RW). This figure is then reduced by reference to the following formula:

New risk weighted exposure amount = RW × exposure value × (0.15 + 160 × PDpp)

PDpp is the PD of the protection provider.

10.22

It should be clear from this that the application of the formula will only produce a benefit to the bank where the PDpp is less than (roughly) 0.53%, since at any level above this the multiplier will be greater than one. This means that only protection providers of very high quality will confer any benefit under this regime.

B. Exposure at Default

10.23

Crudely put, EAD is an estimate of how much higher an institution’s exposure will be to a borrower on default than it is at the time of the calculation. There are two ways in which EAD typically comes into play. One is where the exposure is in the form of a revolving or undrawn commitment, where the amount currently drawn by the borrower is less than that which could be drawn if the facility were fully utilized. The second is where the exposure arises in the form of a guarantee or similar arrangement, where the current obligation is zero but where the bank may at some point in the future incur an obligation to pay. More generally, banking book exposures will change over time for a number of reasons—additional drawings under existing facilities; or under new facilities to existing or even new borrowers; repayments (whether scheduled, voluntary or lender-induced) under facilities; or accrual/payment of interest and charges.

10.24

It is a view widely held by regulators that bank risk systems potentially understate capital requirements on facilities where balances are not fully drawn. Hence the direct focus has been on increased drawings under existing facilities. Some simple rules were incorporated into the Basle I framework to address these, but those rules were primitive and (particularly as regards the nil weighting for exposures of under one year) had spawned structures created specifically to arbitrage those rules.

10.25

It is probably fair to say that for most banks operating under Basle I, the Basle I rules were used internally as a proxy for EAD. As a result, the development of EAD modelling within institutions seems to have generally lagged well behind that of PD and LGD, and there is considerably less consensus amongst banks or regulators as to the way in which EAD should be calculated.

10.26

It is a core principle of EAD estimation that the EAD figure for an exposure may never be lower than the amount currently drawn—in other words, the institution may not estimate that there will be a net reduction of exposures prior to default. This is true even if there is good reason to believe that such a reduction will in fact take place. Partially as a consequence of this, EAD is not explicitly affected by the maturity of facilities.

10.27

The core requirement for EAD has been stated as that the EAD required for IRB purposes is the exposure(s) expected to be outstanding under a borrower’s current facilities should it go into default in the next year, assuming that economic downturn conditions occur in the next year; and assuming that, other than any changes resulting from the economic downturn conditions, a firm’s policies and practices for controlling exposures remain unchanged from what they are at present. As with other aspects of the IRB framework, the EAD estimates to be used for capital purposes are based on the realized EADs in the reference data set of exposures that have gone into default in the past. This basic historic data needs to be adjusted to take account of, inter alia, changes in policies and practices and to produce an orientation towards an economic downturn. Estimated EAD cannot be less than current drawings.

10.28

The exposure value for leases must be the discounted minimum lease payments. Minimum lease payments are the payments over the lease term that the lessee is or can be required to make and any bargain option (ie option the exercise of which is reasonably certain). Any guaranteed residual value fulfilling the criteria for unfunded credit protection should also be included in the minimum lease payments.

10.29

Where an exposure takes the form of securities or commodities sold, posted or lent under repurchase transactions or securities or commodities lending or borrowing transactions, long settlement transactions and margin lending transactions, the exposure value must be the value of the securities or commodities. Where a volatility adjustment is required to be applied by the collateral method used, that volatility adjustment must be added to the exposure. Exposures under derivative instruments are to be calculated in accordance with the rules applicable to derivatives.

10.30

For IRB purposes exposures must be measured gross of value adjustments. Where on-balance sheet exposures are calculated after taking account of netting, or where netting is used under a repo or lending or borrowing arrangement, the institution must calculate exposure in accordance with the credit risk mitigation netting rules.

Netting and EAD

10.31

In the own estimates approaches, netting is relevant to the calculation of current exposures, but is also relevant to the calculation of future exposures. The circumstance in which this is most clear is where a bank operates a cash pooling arrangement for a group of companies and manages its exposures to that group on a net basis. For such an arrangement some borrowers can be significantly in debt provided that others have countervailing positive balances. In general, such exposures should be treated as net balances, and EAD calculated on a net basis, provided that the firm meets the general conditions for on-balance sheet netting.

10.32

The issue also arises in the case of securities underwritings. Clearly where a firm agrees to buy securities it has an exposure to the securities issuers. The question is as to what recognition should be given within the system to the fact that by the time it receives the securities it will have made arrangements to sell them on to other investors. It is clearly objectionable to regulators to take the view that a firm should reduce its EAD on the basis of an intention to sell off its exposure. However, given the strong and enduring market practice in this area, regulators clearly take some comfort from the fact that underwriters invariably do sell off such holdings, and as a result regulators are prepared to permit IRB banks to alleviate their positions by recognizing this intention.

Commitments—when should a CF/EAD be applied?

10.33

This question can be restated as when does an arrangement become a commitment? Under the Basle I regime a facility attracted a non-zero CF only if it was committed and had a drawdown period of one year or more. However, even then there was considerable scope for debate as to when a facility became sufficiently ‘committed’ to warrant a capital requirement being applied to it. To take a simple example, a bank is approached by an investor who is contemplating entering a contested auction for a particular asset. The bank agrees in principle that it would be prepared to lend to the investor to finance the asset on specific terms subject to credit review. At this stage the bank may be aware that the investor is in discussion with several other banks. The investor enters the auction, and makes the winning bid subject to diligence. It commences diligence, and simultaneously commences negotiations with the bank as to the detailed terms of the facility. At some point these terms are agreed and documented in a facility letter, subject to documentation. When diligence is completed, the loan agreement will be documented and, on completion the loan will be drawn. The question for the regulator is at what stage the bank should begin to recognize that it has a commitment? Banks have sometimes argued that since they are only formally legally committed at the documentation stage, that no charge should be applied prior to that stage. However, both regulators and bank management recognize that industry practice is that reliance is—justifiably—placed on banks at a very early stage in such discussions, and that in practice a bank could not withdraw from an informal commitment of this kind without doing serious and lasting damage to its commercial reputation and standing. Thus, whatever the point at which the commitment is recognized, it must be at some point earlier than final documentation.

10.34

The issue for regulators here is getting the balance right between, on the one hand, not wanting to apply a capital requirement too early in the facility negotiation approach and where the prospects of its being completed may be quite low; and on the other of allowing too much liberalism such that the existence of conditions precedent has the effect of setting the regulatory capital charge to zero until the time that a drawing is virtually certain.

10.35

The FSA’s guidance on calculating CFs is to the effect that ‘a firm should treat a facility as an exposure from the earliest date at which a customer is able to make drawings under it’. However, this is perceived by FSA as a backstop—that is, that it represents the last possible date on which it may be possible not to allocate a CF to a facility—and is not intended to set out the commencement date for the weighting. The broad principles to be applied seem to be as follows:

(1) An EAD/CF is required on a facility from the time that a borrower is advised by the bank that it has agreed the facility is to be made available. Where there is a strong possibility that the facility will not eventually be taken up, that may be reflected through a reduction in the EAD/CF applied.

(2) Internal indications of willingness to provide facilities in the future which have not been advised to the customer do not generally require an EAD/CF. However, where the bank has taken a firm decision to make funds available to the borrower, an EAD/CF is required from the time that that fact is recorded on its systems, although for a facility where this would ordinarily be confirmed to the borrower, this may be suspended until the communication has been made.

(3) An EAD/CF should not be applied where a facility is subject to a full credit assessment by the bank, resulting in a re-rating or a confirmation of the rating of the borrower.

10.36

As with LGD, estimation of EAD is intended to be oriented towards what happens in a downturn, either by the expected default weighted average over a long run, or the direct use of estimates appropriate for a downturn if the conversion factors are expected to be higher in a downturn. However, this is difficult, since EAD will be heavily influenced by lender behaviour—either through transactional lenders taking action to cut their lines, through borrowers increasing utilizations, and by the impact on the cash flow of the borrower of the actions of other lenders.

Maturity

10.37

One of the more interesting underlying assumptions within the Basel II framework is the imposition of a five-year deemed maturity for all long-term facilities—that is, any exposure with a term of more than five years is assumed to be a five-year exposure. Where an exposure is subject to a formal repayment schedule the maturity will be a weighted average of the maturities over the repayment periods (with a maximum of five years). In any situation where the position of the parties does not permit the institution to calculate this amount, the value of M to be used must be the maximum remaining time in years that the obligor is permitted to take to fully discharge its contractual obligations.

10.38

Time to default is primarily a factor for PD—the longer the repayment period the greater the chance of a default during it. However, it also has some relevance to EAD—for example, the EAD would be expected to be different if a borrower defaults in two years’ time, than if it defaults in one year’s time. However, there is no immediately intuitive association between time and quantum—it does not necessarily follow that a borrower going bust in two years’ time will owe more or less than one going bust in one year’s time. A bank could argue that the maximum exposure at the end of a two-year period should be reduced by the value of the facilities which would expire in that time—this, the maximum EAD over a period should be the value of the currently existing facilities which would still be drawable at that time (thus, for example, if an institution has credit lines of £200m open to a particular borrower of which £100m would have expired by the end of a two-year period, it could validly argue that the maximum commitment over the two-year period should be the lower figure). However, this would be to disregard the fact that banks conventionally grant new lines to replace existing lines, and to assume that existing lines would not be renewed would be unrealistic.

10.39

CEBS2 has recommended that the time horizon to be used for EAD calculation should be one year unless a firm can demonstrate that another period would be more conservative. However, where one year is the term used, firms need not hold capital against facilities, or proportions of facilities that cannot be drawn down within the next year; and, where facilities can be drawn down within the next year, firms may in principle reduce their estimates to the extent that they can demonstrate that they are able and willing, based on a combination of empirical evidence, current policies, and documentary protection to prevent further drawings.

Basel III and Financial Sector Exposures under IRB—the Asset Value Correlation multiplier

10.40

The AVC multiplier is implemented in order to embed in the regulatory system the assumption that all financial institutions are to some degree correlated with each other. The AVC multiplier does not attempt to reflect the extent to which this may be the case in practice, but is simply a levy on all exposures to financial institutions calculated roughly according to their existing creditworthiness. The AVC multiplier is effected by applying a correlation factor to the IRB model for all financial institution exposures.

10.41

It will be remembered that the IRB formula for exposures not in default is as follows:

Correlation (R) = 0.12 × (1 − EXP(−50 × PD))/(1 − EXP(−50)) + 0.24 × [1 − (1 − EXP(−50 × PD))/(1 − EXP(−50))]

Maturity adjustment (b) = (0.11852 − 0.05478 × ln(PD))^2

Capital requirement (K) = [LGD × N[(1 − R)^ −0.5 × G(PD) + (R/(1 − R))^0.5 × G(0.999)] − PD × LGD] × (1 − 1.5 × b)^-1 × (1 + (M − 2.5) × b)

Risk-weighted assets (RWA) = K × 12.5 × EAD

For financial institutions a multiplier of 1.25 is applied to the correlation parameter of all exposures to financial institutions. Thus the normal R is replaced by R_FI as follows:

Correlation (R_FI) = 1.25 × [0.12 × (1 − EXP(−50 × PD))/(1 − EXP(−50)) + 0.24 × [1 − (1 − EXP(−50 × PD))/(1 − EXP(−50))]]

The effect of this multiplier is very roughly to increase capital requirements by 35% for exposures to the largest institutions.

10.42

The key to this is of course the definition of ‘financial institution’ for this purpose. Basel goes about this as follows:

• Regulated financial institutions whose total assets are greater than or equal to US $100 billion. The most recent audited financial statement of the parent company and consolidated subsidiaries must be used in order to determine asset size. For this purpose a regulated financial institution is defined as a parent and its subsidiaries where any substantial legal entity in the consolidated group is supervised by a regulator that imposes prudential requirements consistent with international norms. These include, but are not limited to, prudentially regulated Insurance Companies, Broker/Dealers, Banks, Thrifts and Futures Commission Merchants;

• Unregulated financial institutions, regardless of size. Unregulated financial institutions are, for the purposes of this paragraph, legal entities whose main business includes: the management of financial assets, lending, factoring, leasing, provision of credit enhancements, securitization, investments, financial custody, central counterparty services, proprietary trading, and other financial services activities identified by supervisors.

It should be noted that the effect of this regime is to prescribe a premium for exposures to both large banks and all non-bank financial entities regardless of size. Exposures to smaller banks, however, are relatively advantaged within this structure, being exempt from the premium and treated as analogous to corporate exposures.

Highly leveraged counterparties

10.43

Prior to the crisis, it had been almost an article of faith amongst regulators that the next major financial market problem would arise out of the hedge fund sector. Hedge funds were perceived by regulators to be unregulated and highly leveraged, and although fund managers were generally (for UK although not for US funds) regulated and hedge funds in general averaged leverage ratios a fraction of those of the banks, they were still regarded as highly dubious. Although the hedge fund sector emerged blameless from the crisis, regulators retained this suspicious attitude into the post-crisis environment, and Basel III therefore saw the fruition of plans which had been discussed well before the crisis for increasing the risk charge attributable to these funds. Although hedge fund leverage is generally lower than that of banks, it is equally generally higher than that of most corporates, and the hook on which the exposure is hung is the designation of ‘highly leveraged counterparty’.

10.44

It is fair to note, however, that the policy basis of this proposal is wider than simply an attack on hedge funds. Bank regulators are clear-eyed about the fact that increases in bank capital requirements will drive financial business into the non-bank sector, and confidently expect non-banks to grow faster than banks as suppliers of credit to the real economy. This will of course mean that some of the financial risk which currently resides within the banking system will relocate outside the banking system. This is unproblematic if that risk is genuinely removed from the banking system. What concerns regulators, however, is that if non-bank entities fund themselves through bank borrowing, the banks will be as exposed to those risks as they would have been had they remained on their balance sheets. The basis of this proposal, looking forward, is therefore that any exposure to a highly leveraged counterparty should attract a higher risk charge, with the aim of decreasing exposures between the banking and the shadow banking system.

10.45

The committee argues that since exposures to hedge funds are in general margined, the rules mentioned (which have the effect of significantly increasing the capital requirements for margined transactions) will have the effect of increasing the risk charge applied to exposures to hedge funds. However, in order to supplement this the rules on PD calculation will be amended so that ‘PD estimates for borrowers that are highly leveraged or for borrowers whose assets are predominantly traded assets must reflect the performance of the underlying assets based on periods of stressed volatilities’.

Basel III, LGD, and EAD

Wrong-way risk

10.46

Basel is concerned about the existence of wrong-way risk. ‘Wrong-way’ risk is generally regarded as a phenomenon which arises when correlated exposures are treated as uncorrelated—thus credit protection purchased from an entity on that entity’s own risk would generally fall within this description. However wrong-way risk is by no means always this easy to identify, and the regulators would like to see more focus on the topic by the industry. Three measures are introduced to address the issue.

10.47

The first is a general requirement that ‘Banks should monitor general wrong way risk by product, by region, by industry, or by other categories that are germane to the business.’ The second is a requirement that any position which has any significant element of wrong-way risk should be disregarded for netting purposes, and should otherwise be treated as of no value—this is achieved in practice by requiring an LGD of 100% to be used.

10.48

These measures, however, address only specific cases, and operate with the grain of existing bank practice. The third measure is much more important, and addresses a much larger issue. This is that in a crisis everything falls out of bed at the same time, and the risk manager finds himself in a world where everything is correlated with everything else.

10.49

The first part of this is the requirement for Banks to conduct stress testing and scenario analyses must be designed to identify risk factors that are positively correlated with counterparty creditworthiness. Such testing needs to address contagion arising by region, by industry, or by other categories that are germane to the business.

10.50

Transactions with counterparties where ‘specific’ wrong-way risk has been identified—notably where entities are within the same group—need to be treated differently when calculating the EAD for such exposures. A bank is exposed to ‘specific wrong-way risk’ if future exposure to a specific counterparty is highly correlated with the counterparty’s probability of default. For example, a company writing put options on its own stock creates wrong-way exposures for the buyer that are specific to the counterparty. Procedures to assess specific wrong-way risk need to include both procedures for identifying this risk at the outset of the transaction, but also procedures for identifying when such risk may arise during the course of the transaction because of external factors (such as changes in the sources of funding or credit dependencies of the entity concerned).

10.51

Instruments where there is specific wrong-way risk may not be included within a netting set with other transactions. Thus if a bank has purchased credit protection from a counterparty on a variety of names including the counterparty’s own, the CDS referencing the counterparty itself may not be included in the same netting set as the other CDS. Furthermore, for any such single-name CDS where specific wrong-way risk has been identified, EAD must be calculated on the assumption that the underlying issuer is in liquidation, and LGD for Advanced or Foundation IRB banks must be set to 100 per cent for such swap transactions. For banks using the Standardized Approach, the risk weight to use is that of an unsecured transaction. For equity derivatives, bond options, securities financing transactions EAD equals the value of the transaction on a default of the underlying security. Inasmuch as this makes reuse of possibly existing (market risk) calculations (for IRC) that already contain an LGD assumption, the LGD must be set to 100 per cent.

C. Specialized Lending

10.52

The specialized lending regime addresses a problem which is inherent in the credit risk weighting system; that being that it weights credit exposures. For the vast majority of banking transactions this works appropriately. However, the approach breaks down to some extent where the exposure undertaken is an exposure to an asset—as is the case with asset finance and some project finance transactions. In these cases a PD/LGD approach can be implemented, but the implementation is considerably more difficult than with other asset types. This is partially due to a smaller universe of experiences, but partly also to the fact that the risk indicators approach does not apply in situations where asset valuations may be driven by a wide variety of factors only some of which can be modelled. Of course, institutions with a sufficiently detailed database of default data may be able to calculate PD and LGD for asset based exposures, and in this case they will be permitted to do so. However, for institutions which do not have this capability but wish to engage in project and other asset finance lending, the specialized lending regime provides a mechanism by which they can do so.

10.53

The specialized lending regime may only be applied in particular circumstances. These are that:

(1) the exposure concerned is to an entity which was created specifically to finance and/or operate physical assets;

(2) the contractual arrangements give the lender a substantial degree of control over the assets and the income that they generate; and

(3) the primary source of repayment of the obligation is the income generated by the assets being financed, rather than the independent capacity of a broader commercial enterprise.

10.54

In general, the following transaction types will fit within the specialized lending criteria:

Project Finance. A method of funding where the lender looks primarily to the revenues generated by a single project for his return, and where the lender’s exposure is calculated by reference to the receipts of a single-project company and the collateral value of the project’s assets.

Object Finance. A method of funding the acquisition of physical assets, where the primary income of the borrower will be related to lease or rental contracts and where the borrower is an SPV or otherwise has no independent capacity to repay the loan.

Commodities Finance. Structured short-term lending to finance inventories or receivables of exchange-traded commodities, where the borrower has no independent capacity to repay the loan.

Income-Producing Real Estate. Financing the construction of specific buildings where repayment of the finance is to be provided through cash flows generated by the asset in the form of rent or sale proceeds.

High-Volatility Commercial Real Estate. Investment in types of income-producing real estate which the national regulator considers to be high volatility exposures.

10.55

For each class of asset, the project must be judged against the criteria in Table 10.1.

Table 10.1 Supervisory Rating Grades for Project Finance Exposures
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Table 10.2 Supervisory Rating Grades for Income-Producing Real Estate
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Table 10.3 Supervisory Rating Grades for Asset Finance Exposures
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Table 10.4 Supervisory Rating Grades for Commodities Finance Exposure
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10.56

The analytical process involved is entirely judgemental, and the allocation of characteristics to categories is, in practice, one which relies predominantly on the expertise of the classifier. Once this analysis has been performed, the exposure is allocated to one of five risk categories, these being:
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10.57

Expected loss figures for specialized finance exposures should be as follows:
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D. Retail and Mortgage Exposures

Retail exposures

10.58

Retail exposures are approached in a different way from corporate, bank and sovereign receivables, in that rather than each individual borrower being given a credit rating, exposures are assessed on a portfolio basis. This permits the institution concerned to recognize correlation effects within the portfolio, and as a result a diversified retail portfolio is likely to be treated as a better credit than an equivalent exposure to a corporate borrower.

10.59

The rationale for the existence of the retail exposures regime is to recognize the superior risk characteristics possessed by a highly diversified pool of non-granular exposures. This enables a separate capital calculation to be applied to that portfolio to take those characteristics into account. This means that the approach is only appropriate where exposures are managed as homogeneous pools rather than as individual exposures.

10.60

The criteria used within the IRB approach for an exposure to qualify as a retail exposure are broadly similar to those used in the standardized approach. However, firms are required by the FSA to maintain detailed policies to discriminate between retail and non-retail exposures, and the FSA has said that it does not regard a simple reliance on the EUR 1m threshold as sufficient.3 The class of assets eligible with the IRB approach may be slightly wider—for example, the present value of retail minimum lease payments is eligible to be treated as a retail exposure. The IRB approach also requires that the exposures be managed as an aggregate and not as individual exposures.

10.61

Firms may group their retail exposures as they wish, and in particular may segment them by collateral type, by obligor risk characteristics, by transaction risk type, or by delinquency. A firm must assess, test and validate its model and its loss data at least as effectively as it updates its corporate model, and the retail model must meet IRB standards. As noted in the section on models, the IRB model applied to retail exposures gives a lower figure than that for equivalent corporate exposures.

Specialized retail exposures

10.62

There are two specialized classes of retail exposures, both of which have their exposures calculated slightly differently. For exposures secured by real estate, the correlation formula is not used, but correlation is taken to be 0.15 in all cases. For overdrafts and credit card receivables (known for this purpose as qualifying revolving retail exposures), the same is true but the factor to be used should be 0.04.

10.63

The practical effect of these adjustments is that the risk weighting of qualifying revolving retail exposures is for most purposes substantially less than the weighting which would be given to ordinary retail exposures. However, it is notable that the effect of using a fixed factor rather than the formula means that at higher PD levels the risk weighted figure is actually higher than it would be if the formula were used. Thus, the examples set out in Annex 5 of the Accord give the following illustrative risk weights for the three different classes.
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10.64

The figures for mortgage lending look remarkably high in this table. However, this is because all of these figures are calculated using a common LGD of 45 per cent. In reality the LGD for a retail mortgage is considerably smaller than that for any other form of retail exposure, and as a result when the mortgage formula is applied to a realistic LGD the actual risk weightings achieved are significantly lower than those previously set out for general retail.

10.65

For these purposes the technical definition of a qualifying revolving exposure means a portfolio of exposures to individuals where outstanding balances are permitted to fluctuate based on the customers own decisions up to a limit. These balances must be unsecured, uncommitted, must revolve in practice as well as in theory and be subject to a maximum limit of �100,000 per individual exposure. The portfolio as a whole must exhibit a sufficiently high margin income that its expected net (after expenses) future margin income over the next 12 months will cover expected loss on the portfolio in that period by at least two standard deviations. Technically there are a number of types of retail facility which could be made to fit within this definition, but the FSA has expressed the view that it is unlikely that any arrangement other than credit card receivables and overdrafts will be accepted as being within it.4

Default in the retail portfolio

10.66

The definition of default is slightly different for the retail portfolio. For exposures to enterprises managed within the retail portfolio, an exposure is treated as defaulted when it reaches 90 days past due—as with any other exposure. However, for true retail exposures this can be extended to 180 days past due if the relevant regulator considers it appropriate. It should be noted that the BCD recognizes that a regulator which has implemented the Basel II Accord is entitled to set a definition of default within its jurisdiction and other regulators are entitled to apply that rule in the interests of competitive equality. Thus, if the Austrian regulator (for example) were to determine that the appropriate period for Austrian retail exposures was 100 days, UK banks lending into Austria would be entitled to use the 100 day figure in respect of their portfolio of Austrian retail exposures.

10.67

A firm must maintain a database of retail exposures and use it to generate estimates of PD, LGD and CCF calculated on long run default experience. It is permissible to use third party databases for this purpose, but only where there is a strong link between the firm’s assignment process and risk profile and that of the external data used. At least one of the data sources used (external, internal, or pooled) must include data over a period of at least five years, and if it covers a longer period then that period must be used, unless the firm can convince the FSA that the more recent data is a better predictor of loss.

10.68

For retail losses, further drawings may be reflected either in LGD or in CCF.

E. Eligible Purchased Receivables

10.69

Purchased receivables, as with retail exposures, are assessed on a portfolio rather than an individual basis. There is in practice no difference between purchased and home-grown retail receivables. However, corporate receivables may be treated in accordance with this approach if they satisfy certain conditions.

10.70

In principle, if an institution acquires a portfolio of corporate receivables it is required to treat them as individual corporate exposures. However, if the portfolio satisfies certain conditions, it may be treated as a single asset using the top-down methodology employed for retail exposures. As with retail exposures, use of this approach significantly reduces the total risk exposure of the portfolio. The conditions are:

• the receivables must be purchased from an unrelated third party, and may not be originated by the holder;

• the receivables must have been created at arm’s length (thus, for example, intercompany debts are ineligible);

• the maturity of the exposures must not be greater than one year (unless the exposures are fully secured by collateral);

• the portfolio must be sufficiently diversified (this limit may be set by national regulators);

• the claim must be on the whole pool. In general, any tranching of claims will have the effect of disallowing the use of this treatment and requiring the investor to use the securitization treatment (see later). However, the existence of a right of recourse to the seller will not have this effect.

10.71

The approach to risk weighting corporate receivables involves the purchasing bank estimating a one-year expected loss amount. This expected loss figure is then decomposed into its components of PD and LGD. The exposure is then treated as an exposure to a single corporate borrower with those PD and LGD attributes.

F. Equity Exposures

10.72

The regulatory capital system takes a broad definition of the notion of equity. Lawyers who are accustomed to consider ‘equity’ as that which is treated as share capital under the applicable company law are therefore required to refocus their attention on subordination as the primary determinant of equity status. For these purposes, equity means:

(1) non-debt exposures conveying a subordinated, residual claim on the assets or income of the issuer, and

(2) debt exposures the economic substance of which is similar to the exposures specified in (1).

This includes debt-like equity instruments (such as preference shares) and equity-like debt instruments (such as the most subordinated notes issued out of a tranched securitization or repackaging). It also clearly includes instruments whose effect is to pass on the economic equivalent of equities whilst remaining legally debt instruments. However, in some circumstances it may be remarkably difficult to identify precisely which instruments fall within this definition and which do not.

10.73

Equity exposures include both voting and non-voting interests. An instrument which is irredeemable, does not embody an obligation on the part of the issuer, and grants the holder a residual claim on the assets or income of the issuer and is automatically characterized as equity. However, instruments which have the characteristics commonly encountered in innovative bank tier 1 instruments (such as stock settlement or infinite deferral of payment obligations) may be characterized as equity at the election of the regulator. The substance over form approach is adopted both ways—preference shares and other instruments which, although legally equity, have the economic characteristics of debt are not caught by this definition.

10.74

If a bank holds sufficient equity in a particular entity, that entity will be treated as part of the bank’s group. Thus the broad position in respect of any hold in a financial entity is as follows:
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10.75

The issue of equity held on bank balance sheets was historically of relatively little importance in the UK system, although in continental Europe the ‘relationship’ model of banking where banks held equity stakes in their customers was for a time more common. However, the major driver behind the increase in the amount of bank equity investment is the rise of private equity investment.

10.76

Within the standardized approach, equity investments are weighted at 100 per cent. The Accord suggests that regulators should have discretion to weight ‘higher risk portfolios’ at 150 per cent, but within the EU 100 per cent seems to have been adopted as the default weighting. The reason that this is important here is that many IRB banks have not progressed to any of the IRB approaches to weighting equity holdings, and remain on the standardized approach. The reason for this is not hard to discern—this is one of the relatively few areas in which all of the available IRB approaches are likely to produce a significantly higher capital requirement than the standardized approach.

10.77

Within the IRB approach there are three possible treatments for equity exposures. These are:

(1) the simple risk weight approach;

(2) the internal models approach; and

(3) the PD/LGD approach.

The first two of these are described in the Accord as the ‘market-based’ approach. This is also one of the areas in which EU (and therefore UK) regulation diverges significantly from the Accord.

10.78

In all of these cases the valuation of the exposure requires some thought. Broadly, the value is the value used in the accounts, whether the fair value or the lower of cost or net realizable value. However, hedging instruments may be recognized in calculating the value of the holdings as long as they have a maturity of at least one year and, unusually for the banking book, long and short positions may be set off against each other to calculate the net exposure. Unfunded protection may also be recognized as reducing this exposure.

The simple risk weight approach for equity

10.79

The simple risk weight approach as set out in the Accord provides that institutions should apply a 300 per cent weight to equity holdings that are publicly traded and a 400 per cent risk weight to all other equity holdings.

10.80

The BCD, by contrast, provides that equities should be weighted at either of 190 per cent, for private equity exposures in well-diversified portfolios, 290 per cent for exchange traded equity exposures, and 370 per cent for all other equity exposures.

10.81

The expected loss figures to be used in calculating EL for equity are 0.8 per cent for private equity exposures in well-diversified portfolios and for exchange traded equity exposures, and 2.4 per cent for all other equity exposures.

The PD/LGD approach for equity

10.82

The idea of using a PD/LGD approach for equity seems to lawyers to be absurd—equity, by definition, does not ‘default’, since it does not embed a payment obligation. Consequently it should not be possible to calculate either PD or LGD. The reason that the concept does make sense may be ascertained by referring back to the definition of ‘equity’ used for this purpose set out in para 8.60. For regulatory purposes equity means the most junior capital within a structure, and does not refer to legal form. Thus the most junior piece of any financing will be likely to be considered to be equity for this purpose.

10.83

This approach employs the same approach as the foundation IRB approach for corporate exposures. The PD to be used must be estimated in the same way as that applied for debt exposures. Slightly higher minimum PD levels are imposed for equities under the BCD:

• 0.09 per cent for exchange traded equity exposures where the investment is part of a long-term customer relationship;

• 0.09 for non-exchange traded equity exposures where the returns on the investment are based on regular cash flows not derived from capital gains;

• 0.4 per cent for exchange traded equity exposures (including short positions); and

• 1.25 per cent for all other equities.

These figures compare with the 0.03 per cent minimum requirement for corporate debt exposures. The calculation of the RWA of the exposure is the same as for corporate and other exposures under the IRB formula.

10.84

The LGD to be used in the PD/LGD model is prescribed even for advanced IRB banks. It is set as 65 per cent for private equity holdings in sufficiently diversified portfolios, and 90 per cent in all other cases. A minimum risk weighting of 100 per cent is required for all public equities held as part of a long-term customer relationship and all private equity holdings not held for the purposes of achieving capital gain.

10.85

There is also an interesting quirk of the system as regards unfunded credit protection. Ordinarily, the purchaser of credit protection under the IRB approach substitutes an exposure to the protection seller—calculated as a function of the protection seller’s PD and LGD—for the exposure to the underlying asset. Broadly, the same approach applies where an IRB bank buys unfunded protection on an equity exposure. However, where protection is bought against an equity exposure, the LGD to be used on the protected portion is that which was initially applicable to the underlying equities—65 per cent for private equity in sufficiently diversified portfolios, 90 per cent for others. Thus the RWA calculation for an exposure subject to this form of protection is calculated using the PD of the guarantor and the LGD of the guaranteed exposure

10.86

The maturity assigned to all equity exposures should be five years.

The internal models approach for equity

10.87

The internal models method requires institutions to use their internal risk models to calculate the potential loss on the institutions equity holdings and to multiply that figure by 12.5 (the reciprocal of 8 per cent) to derive a risk-weighted assets figure for the holding. The main requirement for the internal models approach is that the total risk capital charge across the model as a whole must not be less than that which would have applied if the PD/LGD approach had been used. The requirements which apply to the use of this model are broadly similar to those which apply for the use of any other model—the model must be robust, must have been effectively back-tested against data, must be integrated into the institution’s management information systems and must be verified at appropriate intervals.
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A. Introduction

11.01

Credit risk mitigation is the portmanteau term which covers the various different ways in which an exposure can be reduced for regulatory reporting purposes. Formally there are three ways of doing this: netting against an existing exposure owed by the bank to the borrower; taking (certain types of) collateral; and obtaining cover from third parties in the form of guarantees or similar contracts. It may be noted that there are a very large number of techniques which are used in the real world by banks to improve their position as lenders which are simply disregarded by the regulatory system, of which the most important are probably loan covenants. No matter how restrictive the undertakings which a borrower gives a bank as to the way in which it manages its business or the way in which it will repay its loan, this protection will not be recognized for regulatory purposes. It is commonly argued that the fact that covenants are disregarded in this way is part of the reason why, during the credit boom of the mid-2000s, covenants on loans (especially to private equity borrowers) became less and less restrictive. However, the reason why such covenants are generally disregarded by the regulatory system is simply that it is almost impossible to quantify the impact of relatively tighter or looser covenants in the calculation of risk capital, and in risk capital, as in so many areas, that which cannot be reliably quantified must be completely disregarded.

11.02

The other situation in which this problem arises is with regard to arrangements (common in structures such as project and export finance, but found in many areas) where a particular loan is committed to be paid out of a particular stream of income arising from a third party. A typical example of an arrangement of this kind is where a bank finances the construction of a power station on terms that the government of the country concerned commits to buy the output of the power station in a minimum quantity for a fixed term. The purchase price is then paid into a designated account (over which the borrower may have no control) on terms that the money paid into the account will be used to repay the debt to the bank. In such an arrangement the bank may regard itself as particularly safe, but it is almost impossible to bring such arrangements within the Basel collateral regime. Even if the purchase price were paid into the account in advance, the bank could only claim to be formally collateralized if it had some sort of perfected security interest over the account. However, since the account is unlikely to be funded, what the bank has is something economically similar to a guarantee by the relevant government. However, even this is uncertain, since the relevant government is only likely to pay money into the account if the electricity is actually produced. Thus the claim on the government is insufficiently certain to constitute a guarantee, and in any event the claim is indirect, and in broad terms only direct guarantees may be recognized for regulatory capital purposes.

11.03

The upshot of all of this is that there are many ways in which a bank can structure an exposure in such a way as to reduce its credit exposure considerably, but without receiving any formal regulatory capital benefit for that reduction. It may be objected that if the Advanced IRB mechanism were sufficiently effective then in the fullness of time such outcomes would be reflected in the AIRB database of actual recoveries, and would from there find their way into the capital return. The difficulty with this analysis is not that it is not true—it is—but that it is true only after a sufficiently large database of loss exposure has been accumulated. For projects of a type where only a few dozen may be undertaken in any given decade, the relevant database will have been accumulated too late to be any practical help.

B. Netting

11.04

The simplest method of reducing an exposure from a borrower to a bank is to set it off against another exposure owed by the bank to the borrower. Although in general borrowers owe banks more than banks owe them, in practice very many borrowers have at least some claims on their bank, if only in the form of positive balances on current accounts. The issue for regulators is therefore the simple one of whether the two should be permitted to be netted off against each other. The core determination here is a legal one; specifically, whether in the insolvency of the borrower the bank would be able to refuse to pay the positive balance to the liquidator of the borrower by setting off against that balance the amount due to it on the relevant loan or other exposure. Consequently regulators have in the past required banks to obtain formal legal opinions from external counsel before permitting them to set off balances for regulatory capital purposes. The Basel II regime is more liberal, in that it requires banks to be confident that they have a ‘well-founded legal basis’ for netting exposures,1 but does not prescribe any requirement for formal legal opinions.

11.05

In principle anything which can be netted or set off as a matter of law can be netted or set off for regulatory capital purposes. However there is one very important exception to this principle; that being the rule that on balance sheet exposures and off balance sheet exposures may not be netted off against each other.

On balance sheet netting

11.06

An on balance sheet exposure means for this purpose a loan or a deposit. This rule is restrictively construed in the EU—even if an exposure is recorded in the accounts of the bank as an asset or a liability, it may not be subject to formal on balance sheet netting unless it is either a loan or a deposit.2 Thus not every claim which may be netted as a matter of law may be netted for regulatory capital purposes, and claims which are on balance sheet for accounting purposes but which do not fall within the definition of loan or deposit may not be netted for capital purposes.

11.07

The core rule for on balance sheet netting is that it is only permitted where the exposures are mutual, arise in the same right between the same persons, and would be effective in the insolvency of the counterparty.3 The effect of recognizing an on balance sheet netting arrangement is not—paradoxically—simply to reduce the relevant exposure to the net balance, but to treat the balance due to the bank as collateralized by cash equal to the value of the deposit held by the bank for the borrower. The rules on cash collateralization will therefore apply.

Off balance sheet netting and master netting agreements

11.08

Off balance sheet netting is a concept which requires a moment’s thought. Where two banks have, for example, entered into a series of contracts between themselves, there will at any given time be a net amount owing between them by one side to the other. This is an on balance sheet exposure, in that in accounting terms it is an amount due or payable. The netting which goes into the calculation of this amount is not a ‘netting’ in the regulatory sense of the word, but an accounting process, and the rules which govern the way in which the netting should be performed are the accounting rules. Separately, the regulatory system imposes a risk charge in respect of the notional liability which could arise from changes in the value of the derivative positions. This is a pure regulatory capital charge, and its calculation is discussed in the section on derivatives in Chapter 15.

11.09

The issue which arises as regards master netting arrangements is different from both of these, and is in effect an anti-avoidance rule. The essence of this point is that if a client owes a bank money and delivers securities to it as collateral, the value of those securities will be adjusted (a ‘risk haircut’) to reflect the risk of future downward fluctuation in their price. However, it is possible to document such transactions on terms that the obligations concerned would ordinarily qualify for netting (for example in a derivative or a repo) it should not be possible for the bank to simply net the two exposures off against each other, since this would provide a mechanism whereby the haircuts applied to collateral could be evaded. This it is necessary to extend the collateral haircuts regime to off balance sheet transactions which have the effect of collateralized transactions—repurchase transactions, securities or commodities lending or borrowing transactions, or other capital market-driven transactions. The effect of this rule is to impose a risk capital charge on the net position which would otherwise be arrived at under derivatives relating to repo transactions, securities or commodities lending or borrowing transactions, or other capital markets transactions.

11.10

The essence of this approach is that it is based on the following formula:

Exposure = (net position) + (haircut for each security) + (net FX volatility adjustment)

This can be formally stated as:

[image: image]

where:

(1) E is the exposure value for each separate exposure under the agreement that would apply in the absence of the credit protection;

(2) C is the value of the securities or commodities borrowed, purchased or received or the cash borrowed or received in respect of each such exposure;

(3) Σ(E) is the sum of all Es under the agreement;

(4) Σ(C) is the sum of all Cs under the agreement;

(5) Efx is the net position (positive or negative) in a given currency other than the settlement currency of the agreement;

(6) Hsec is the volatility adjustment appropriate to a particular type of security;

(7) Hfx is the foreign exchange volatility adjustment; and

(8) E* is the fully adjusted exposure value.

11.11

The volatility figures to be used in this formula may be derived using either the ‘supervisory volatility adjustments approach’ or the ‘own estimates of volatility adjustments approach’. The distinction between the two is clear from the names—in the first case the calculation is performed using supervisory figures; whilst in the latter the calculation is performed using the bank’s own estimates.

11.12

There is an ‘advanced’ approach permitted for firms who have permission to use their internal models to estimate the potential change in value of the unsecured exposure amount (ΣE–ΣC). This model must take into account correlation effects between security positions subject to a master netting agreement as well as the liquidity of the instruments concerned. The formula is:

E* = max {0, [Σ E − Σ C) + (VaR output of the internal models)]}

where:

(1) E is the exposure value for each separate exposure under the agreement that would apply in the absence of the credit protection;

(2) C is the value of the securities borrowed, purchased or received or the cash borrowed or received in respect of each such exposure;

(3) Σ (E) is the sum of all Es under the agreement; and

(4) Σ (C) is the sum of all Cs under the agreement.

C. Collateral

11.13

Basel II contains three approaches to collateral. The simplest is that which is applied by Advanced IRB banks, who are permitted to reflect the loss mitigating effects of collateral through their modelling of LGD. Other banks must use one of the ‘comprehensive’ approach or the ‘simple’ approach. The simple approach is broadly a replication of the existing Basel approach, where the credit weighting of the underlying asset is replaced by the credit weighting of the collateral, subject to a floor. The comprehensive approach permits a slightly wider range of collateral to be recognized—notably shares traded on a recognized exchange—and operates by reducing the absolute value of the exposure. Firms must operate under either the simple or the comprehensive approach in the banking book—not both. Only the comprehensive approach may be used in the trading book.

The simple approach

11.14

The simple approach differs from the Basle I approach in two major ways. First, it significantly expands the range of collateral which is available for use. Second, it imposes a series of haircuts as to the value of the collateral. The logic of Basle I was that the only assets recognized as collateral (cash and government securities) were treated as risk free, and therefore reduced the exposure pound for pound. However, given the wider range of assets eligible to be used as collateral in the Basel II approach, mandatory regulatory haircuts are applied to the value of both the exposure collateralized and the collateral assets.

11.15

In the simple approach, eligible collateral includes:

• cash on deposit with the bank;

• gold;

• debt securities rated BB- (Sovereigns), BBB- (other issuers) or A3/P3 or above;

• bank issued senior debt securities which are listed on a recognized exchange and are not subordinated, whether rated or not (as long as the bank holding the collateral has no reason to believe that the issue justifies a rating below BBB- or A-3/P-3);

• equities included in a main index;

• units in funds where there is a daily price and the fund invests only in instruments which would themselves be eligible collateral.

11.16

The following conditions apply to both the simple and comprehensive approaches:

• documentation must be legally binding and enforceable in all jurisdictions;

• the firm must take all necessary steps to maintain collateral;

• there must be no material positive correlation between the credit quality of the counterparty and the value of the collateral;

• the firm must have the right to liquidate or take legal possession of collateral;

• the firm must have clear and robust procedures for the timely liquidation of collateral.

Under the simple approach, collateral must be pledged for the life of the exposure and revalued at least every six months. The risk weight of the collateralized asset will be the risk weight of the collateral. This will be subject to a floor of 20 per cent unless:

(a) the transaction is covered by the core repo market participant concession (see para 11.26) (0 per cent);

(b) the transaction is a repo market transaction which is not entered into by a core market participant but complies with the requirements and has no currency mismatch (10 per cent);

(c) the transaction is an OTC derivative transaction which is subject to daily mark to market and cash collateralized without a currency mismatch (0 per cent);

(d) the transaction is an OTC derivative transaction which is subject to daily mark to market and collateralized by PSE or sovereign securities qualifying for a 0 per cent weighting under the standardized approach above (10 per cent);

(e) the collateral is cash on deposit and there is no currency mismatch (0 per cent); or

(f) the collateral is in the form of sovereign/PSE securities and is discounted by 20 per cent of its market value (0 per cent).

It should also be noted that where the exposure collateralized is an OTC transaction, a different calculation is applied.

The comprehensive approach

11.17

The comprehensive approach adds two further classes of eligible assets as collateral:

• equities which are listed on a recognized exchange but are not included in a main index;

• regulated investment funds which invest in such securities.

The major distinction between the simple and the comprehensive approach is that in the simple approach the weighting ascribed to the collateralized portion of the exposure is the weighting of the relevant collateral. In the comprehensive approach, by contrast, the absolute value of the collateralized exposure is reduced to reflect the collateral, with the balance (if any) being weighted in accordance with the underlying credit. This calculation is performed by comparing the current value of the exposure (subject to a value adjustment) with the current value of the collateral received (also subject to a value adjustment). The value adjustments are intended to reflect the risk of adverse change in value, and are generally referred to as ‘haircuts’.

11.18

The size of the haircut will vary according to the nature of the asset. The value of the underlying exposure will be increased by a factor and the value of the collateral will be reduced by a factor. The reduced value of the collateral will then be subtracted from the increased value of the original exposure. If the reduced value of the collateral exceeds the increased value of the original exposure, the exposure will be treated as completely collateralized and there will be no capital charge. If the reduced value of the collateral is less than the increased value of the original exposure, the difference will be treated as uncollateralized and weighted according to the appropriate weighting for the original exposure. This can be expressed as:

(Original exposure × (1 + haircut)) − (collateral value × (1 − haircut)) = exposure

11.19

Thus, for example, assume that a bank has an exposure of £100 to a counterparty and takes collateral in respect of that exposure, and that the haircut for both original exposure and collateral is 15 per cent.

• For the bank to treat the exposure as completely risk free he would have to obtain £135 or more of collateral: (100 × 115%) − (135 × 85%) = 0

• If the bank receives £100 of collateral, it will be left with an exposure to the client of £30: (100 × 115%) − (100 × 85%) = 30.

An exposure cannot be negative, so if the collateral amount exceeds the amount required to zero weight the exposure, the remaining collateral is disregarded for this purpose.

11.20

If the collateral is denominated in a different currency to the original exposure then its value will be further reduced by an additional 8 per cent haircut to reflect this. Thus in the example, £149 worth of $US denominated collateral would be needed to achieve a 0 per cent exposure: (100 × 115%) − (149 × 77%) = 0.

Haircuts

11.21

The value of the haircut (H) is based on the price volatility of the asset concerned. It is applied to the exposure collateralized to reflect the risk that this exposure will increase, and is applied to the collateral received to reflect the risk that the value of the collateral will decrease. The Accord specifies two varieties of haircut: standard supervisory haircuts and own estimates.

Standard supervisory haircuts

11.22

These figures are based on daily marking to market, daily remargining and a 10 business day holding period for the collateralized asset. The haircuts are as follows:

Debt securities

[image: image]







	Other collateral

	 




	Main index equities and gold

	15




	Other equities (including convertibles)

listed on a recognized exchange

	25




	Cash in same currency

	0




	Mutual funds

	Highest haircut applicable to any asset which the fund can invest in




	Currency haircut

	 




	Additional currency risk

	8





Own estimates for haircuts

11.23

Own estimates may be used to calculate market price and currency volatility haircuts.

Secured lending transactions

11.24

Collateralized transactions can be loosely divided into three different types; repo-style transactions, capital markets (ie collateralized OTC derivative) transactions and secured lending. In general repo-style and capital-market style transactions will satisfy the requirement for daily valuation and remargining and will be calculated as set out, whereas secured lending transactions will be revalued less frequently and are unlikely to provide for remargining. The haircuts used for secured lending transactions are calculated by applying to the previously mentioned haircuts a formula which increases the haircut according to the intervals between revaluations. The formula works on a ‘square root of time’ basis, and gives the following multipliers:

[image: image]

These multipliers mean that in some cases collateral will be completely ineffective to reduce exposure, since the haircut to be applied will exceed 100 per cent. However, note that taking collateral can never increase an exposure.

11.25

Banks who have received approval to operate a market risk model may be permitted to use their own H figures instead of those stated here. However, in operating such an approach banks will be required to approach exposures individually, and will not be permitted to take correlation into account.

Government repo market concession

11.26

There is a concessionary regime available for government repo market trading. A national supervisor may permit firms in its jurisdiction which are ‘Core Market Participants’ in its government repo market to apply a 0 per cent H in respect of their exposures in that market, and if a national supervisor has exercised this right then other supervisors may give the same benefit to firms which they regulate which participate in that market. However,4 firms which use VaR modelling to establish H may not take advantage of this concession.

11.27

Core market participants may include, at the discretion of the national supervisor, sovereigns, central banks and PSEs, banks and securities firms, financial firms, regulated mutual funds, regulated pension funds, and recognized clearing organizations.

11.28

The conditions for using 0 per cent H are that the firm should be a core market participant and the transactions must have the following characteristics:

• the repo’d asset is a sovereign or PSE security;

• the exposure and the collateral are denominated in the same currency;

• the transaction is either overnight or subject to daily mark to market and revaluation;

• the transaction is documented using standard market documentation and is settled through a robust settlement system which is usually used for transactions of this type, and that documentation must provide that:

• Close-out on failure to remargin takes place within four days of the failure;

• The transaction is immediately terminable on any default or other failure to deliver; and

• Upon any default the counterparty may seize and liquidate the collateral.

D. Unfunded Credit Protection

11.29

Where an entity receives unfunded credit protection (in the form of a guarantee or credit derivative), the guarantee or credit derivative must satisfy certain requirements. These are that:

(1) the guarantee must represent a direct claim on the protection provider;

(2) the guarantee must be explicitly referenced to specific exposures or a specific pool of exposures, so that the extent of the cover is clearly defined and incontrovertible;

(3) unless the protection purchaser (ie the bank) does not pay its consideration, the contract must be irrevocable;

(4) there must be no clause in the contract that would allow the protection provider to unilaterally cancel the contract or that would increase the effective cost of cover as a result of the deteriorating credit quality of the hedged exposure;

(5) the contract must be unconditional; there should be no clause outside the direct control of the bank which could prevent the protection provider from being obliged to pay out in a timely manner in the event that the original counterparty fails to make the payment(s) due;

(6) on the qualifying default/non-payment of the counterparty, the bank must be able to call on the guarantee without the need to commence legal action against the counterparty for payment; and

(7) for a bank to take advantage of the full risk mitigation offered by the guarantee, the guarantee must cover all unpaid obligations of the counterparty. If only certain payments are covered then the guarantee can only be used to mitigate part of the risk.

In addition to the operational requirements, Basel II also requires that eligible guarantors must be rated A- or better and have a lower risk weighting than the original counterparty (Basel II, paragraph 195). Further, under Basel II, paragraph 118, there is a minimum standard of legal certainty that applies to all credit risk mitigation techniques. The requirements for legal certainty, in so far as they apply to the Policy, are as follows:

• the credit risk mitigation instrument must be binding on all parties; and

• the credit risk mitigation instrument must be legally enforceable in all relevant jurisdictions.

11.30

A similar set of criteria are in place with respect to credit derivatives. These are that:

(a) The credit events specified by the contracting parties must at a minimum cover:

(i) failure to pay the amounts due under terms of the underlying obligation that are in effect at the time of such failure (with a grace period that is closely in line with the grace period in the underlying obligation);

(ii) bankruptcy, insolvency or inability of the obligor to pay its debts, or its failure or admission in writing of its inability generally to pay its debts as they become due, and analogous events; and

(iii) restructuring of the underlying obligation involving forgiveness or postponement of principal, interest or fees that results in a credit loss event (ie charge-off, specific provision or other similar debit to the profit and loss account).

(b) If the credit derivative covers obligations that do not include the underlying obligation, section (g) governs whether the asset mismatch is permissible.

(c) The credit derivative shall not terminate prior to expiration of any grace period required for a default on the underlying obligation to occur as a result of a failure to pay.

(d) Credit derivatives allowing for cash settlement are recognized for capital purposes insofar as a robust valuation process is in place in order to estimate loss reliably. There must be a clearly specified period for obtaining post-credit event valuations of the underlying obligation. If the reference obligation specified in the credit derivative for purposes of cash settlement is different than the underlying obligation, section (g) governs whether the asset mismatch is permissible.

(e) If the protection purchaser’s right/ability to transfer the underlying obligation to the protection provider is required for settlement, the terms of the underlying obligation must provide that any required consent to such transfer may not be unreasonably withheld.

(f) The identity of the parties responsible for determining whether a credit event has occurred must be clearly defined. This determination must not be the sole responsibility of the protection seller. The protection buyer must have the right/ability to inform the protection provider of the occurrence of a credit event.

(g) A mismatch between the underlying obligation and the reference obligation under the credit derivative (ie the obligation used for purposes of determining cash settlement value or the deliverable obligation) is permissible if (1) the reference obligation ranks pari passu with or is junior to the underlying obligation, and (2) the underlying obligation and reference obligation share the same obligor (ie the same legal entity) and legally enforceable cross-default or cross-acceleration clauses are in place.

(h) A mismatch between the underlying obligation and the obligation used for purposes of determining whether a credit event has occurred is permissible if (1) the latter obligation ranks pari passu with or is junior to the underlying obligation, and (2) the underlying obligation and reference obligation share the same obligor (ie the same legal entity) and legally enforceable cross-default or cross-acceleration clauses are in place.

11.31

When the restructuring of the underlying obligation is not covered by the credit derivative, but the other requirements are met, partial recognition of the credit derivative will be allowed. If the amount of the credit derivative is less than or equal to the amount of the underlying obligation, 60 per cent of the amount of the hedge can be recognized as covered. If the amount of the credit derivative is larger than that of the underlying obligation, then the amount of eligible hedge is capped at 60 per cent of the amount of the underlying obligation.

Effect of unfunded credit protection

11.32

Where these requirements are satisfied, the treatment which is applied is that the protected portion of the exposure is assigned the risk weighting of the protection provider. The uncovered portion remains attributable to the underlying counterparty, and is weighted accordingly. Thus, no haircuts are applied unless there is a currency mismatch between the underlying obligation and the protection. Where there is a currency mismatch, the amount of the exposure deemed to be protected will be reduced by the appropriate haircut—for a bank using the standard supervisory haircuts this will be 8 per cent, but a bank which uses its own models to generate haircuts will be permitted to use the output of those models for this purpose. The haircuts are scaled up using the square root of time formula depending on the frequency of revaluation.

11.33

Where there is a maturity mismatch between the asset protected and the protection contract (ie where the protection has a shorter duration than the asset protected), the following hierarchy applies:

(a) If the original maturity of the exposure was less than one year, a mismatching hedge will not be recognized.

(b) If the residual maturity of the hedged exposure is less than three months, a mismatched hedge will not be recognized.

(c) If the residual maturity of the protection is between one and five years, the value of the hedge will be reduced by a formula. Thus the value protected will be taken to be:

P × (t − 0.25)/(T − 0.25)

Where:

t is the residual maturity of the protection in years (or T, if lower) and T is the residual maturity of the exposure in years (or five years, if lower).

(d) If the residual maturity of the protection is more than five years, the mismatch will be disregarded.

11.34

Where any protection contract includes a materiality threshold below which no payment is due under the protection, that materiality threshold will be treated as a first loss piece and is required to be deducted from capital by the bank purchasing the protection.

Multiple default credit derivatives

11.35

A first to default credit derivative is a credit derivative written on a basket of assets under which the protection buyer receives a payment on the default of any asset in the basket. Conventionally such derivatives pay out only once—if there is a second or a third default in the basket, no further payment will be made. For these arrangements, the bank may recognize the derivative by assuming that the derivative covers the asset in the basket with the highest regulatory capital charge, provided that the notional amount payable under the derivative is greater than or equal to the value of the asset. For the bank providing the protection, if the product has an external credit assessment from an eligible credit assessment institution, the risk weight applied to securitization tranches will be applied. If the product is not rated by an eligible external credit assessment institution, the risk weights of the assets included in the basket will be aggregated up to a maximum of 1250 per cent and multiplied by the nominal amount of the protection provided by the credit derivative to obtain the risk-weighted asset amount.

11.36

A similar treatment is applied to second-to-default derivatives—that is, derivatives where the second default among the assets within the basket triggers the credit protection. In this case the bank obtaining credit protection through such a product will not be able to recognize any capital relief (unless first-default-protection has also been obtained or when one of the assets within the basket has already defaulted). For banks providing credit protection through such a product, the capital treatment is the same as for a first to default product, except that the asset with the lowest risk-weighted amount can be excluded from the calculation.
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A. Introduction

12.01

Market risk was a relative latecomer to the Basel framework—although the original Accord was signed in 1988, it was only in 1996 that the amendment to incorporate market risks was implemented. The original Accord dealt only with credit risk: the working assumption being that bank assets would typically be loans. In strict theory, of course, all financial assets are credit assets; the point being that a person who has lent £100 to company X is, in credit terms, in the same position as a person who owns a £100 security issued by company X. However—again in strict theory—the difference is that whereas the owner of the loan is obliged to wait until it is repaid, the owner of the security will be able to sell it. This means that whereas the owner of the loan is exposed to the whole risk of the creditor for the whole period of the loan, the owner of the security is exposed primarily to the market for the securities for the period that it would take him to find a buyer in the market for the security. The holder of the security is still, of course, exposed to the credit risk of the issuer, since if the issuer suddenly defaults the amount recovered by the security holder will be the same as the amount recovered by the lender. However, whereas the lender may have a multi-year risk exposure, the security holder is treated as having an exposure measured in days.

12.02

In the simplified terms of Basle I (which tended to regard all exposures of less than one year as credit risk free) this meant that the credit risk inherent in securities could be disregarded. This did not, of course, mean that securities were risk free. What it did mean was that the risk inherent in a security was not the credit risk of the issuer but the risk of the market moving against the holder of the security before he could sell it. For market securities, therefore, the measure of risk was an approximation to the risk of the market in which the security was traded. This meant that this risk could be subdivided in two—specific risk, or the risk that the price of the specific security would move, and general market risk, or the risk that the whole market would move, taking the security with it. More importantly, it meant that the risk on market securities was substantially less than the risk on credit exposures, since the likelihood of the market for a particular security dropping to zero over a short period was clearly much less than the likelihood of a creditor failing to repay over a long exposure period. The trading book therefore became the preferred place to hold any asset which could be held in eligible (ie tradeable security) form.

12.03

The inclusion of assets in the trading book has a further advantage for banks. In general netting in the banking book may only be recognized within broad limits, and hedging is not recognized other than within the collateral framework. Thus, in the banking book a firm which held securities issued by an issuer but had a matching short position in those securities would be required to take a full capital charge on the securities without taking the short position into account. In the trading book, however, the risk charge is applied to net trading positions—that is, positions which have been calculated taking into account any relevant long and short positions in the same underlying security or exposure. Thus, a large long and an equally large short in the same securities may result in almost no risk capital charge being applied to either position. It is worth noting that trading book offset is an entirely different thing from netting. In the trading book, a long position arising under a derivative with A can be set off against a short position with B, despite the fact that the two positions could not be legally netted. Conversely, a long position in security X with A cannot be netted against a short position in security Y with A, even if the two arise under a single netting arrangement. Credit risk exposure to A is calculated on the basis of the net value, but the two positions both attract a separate market risk charge.

B. Trading Book Eligibility

12.04

One of the biggest single issues in regulatory capital regulation has therefore been for some years the question of which exposures could be held in the trading book. This is a question to which the answer was (and is) surprisingly unclear. The core test is straightforward—as Basel II says:



A trading book consists of positions in financial instruments and commodities held either with trading intent or in order to hedge other elements of the trading book. To be eligible for trading book capital treatment, financial instruments must either be free of any restrictive covenants on their tradability or able to be hedged completely. In addition, positions should be frequently and accurately valued, and the portfolio should be actively managed.1

For this purpose a ‘financial instrument’ is any contract that gives rise to both a financial asset of one entity and a financial liability or equity instrument of another entity, whether cash or derivative. The definition of ‘trading intent’ includes positions:



‘held intentionally for short-term resale and/or with the intent of benefiting from actual or expected short-term price movements or to lock in arbitrage profits, and may include for example proprietary positions, positions arising from client servicing (eg matched principal broking) and market making.’2

12.05

These rules, although useful at a high level of generality, do not help much with specific cases. Can a listed bond issued by a minor corporate and known to be completely illiquid be held within a trading book? How about hedge fund units; structured notes, tailored derivatives or other structures? Although some of these issues were considered at the Basel level, it was felt that there was little to be gained by becoming more prescriptive on the issue. The position therefore remained (and remains) that responsibility for writing detailed rules on eligibility for trading book has been passed back to the regulated firms. Banks are required to have a clearly defined trading book policy for determining which exposures to include in, and to exclude from, the trading book.

12.06

The development in this area which was new to Basel II was an attempt to indicate the sorts of criteria which such policies should include. For reasons already given, at the time when Basel II was finalized the pressure on regulated firms to hold assets in their trading books was substantial, and was by no means always effectively resisted. Consequently a list of criteria were identified which banks should have regard to in drafting and implementing their trading book admission policies. These are:

• The activities the bank considers to be trading and as constituting part of the trading book for regulatory capital purposes.

• The extent to which an exposure can be marked to market daily by reference to an active, liquid two-way market.

• For exposures that are marked to model, the extent to which the bank can:

• identify the material risks of the exposure;

• hedge the material risks of the exposure and the extent to which hedging instruments would have an active, liquid two-way market;

• derive reliable estimates for the key assumptions and parameters used in the model.

• The extent to which the bank can and is required to generate valuations for the exposure that can be validated externally in a consistent manner.

• The extent to which legal restrictions or other operational requirements would impede the bank’s ability to effect an immediate liquidation of the exposure.

• The extent to which the bank is required to, and can, actively risk manage the exposure within its trading operations.

• The extent to which the bank may transfer risk or exposures between the banking and the trading books and criteria for such transfers.3

• These points were supplemented by a series of criteria to be applied in deciding whether any individual position should receive trading book treatment:

• Clearly documented trading strategy for the position/instrument or portfolios, approved by senior management (which would include expected holding horizon).

• Clearly defined policies and procedures for the active management of the position, which must include:

• positions are managed on a trading desk;

• position limits are set and monitored for appropriateness;

• dealers have the autonomy to enter into/manage the position within agreed limits and according to the agreed strategy;

• positions are marked to market at least daily and when marking to model the parameters must be assessed on a daily basis;

• positions are reported to senior management as an integral part of the institution’s risk management process; and

• positions are actively monitored with reference to market information sources (assessment should be made of the market liquidity or the ability to hedge positions or the portfolio risk profiles). This would include assessing the quality and availability of market inputs to the valuation process, level of market turnover, sizes of positions traded in the market, etc.

• Clearly defined policy and procedures to monitor the positions against the bank’s trading strategy including the monitoring of turnover and stale positions in the bank’s trading book.4

12.07

A final quirk in relation to the trading book is that banks frequently hedge through their trading book positions held in their banking book. This works well for foreign exchange hedges, where exposure is calculated across the entire bank position. However, for exposures which are calculated differently in the banking and trading books (notably credit), it is necessary to create an ‘imaginary’ derivative between the banking and trading book in order to reflect the effect of such hedging (in effect, the trading book leg of the derivative cancels out the external positions taken on, and the positions are treated as hedged in the banking book). The existence of this ‘imaginary’ derivative caused some banks to wonder whether such derivatives could be put on without an external leg, so that the hedge between the banking and trading book could be given effect as if it were a real transaction. Not surprisingly, this idea is scotched in the Accord—the existence of the imaginary derivative is affirmed, but it can only qualify as credit protection in the banking book if it is backed up with identical protection purchased from third party protection sellers in the trading book.

Trading book eligibility under Basel 2.5

12.08

Basel 2.5 gave guidance that open equity stakes in hedge funds, private equity investments, positions in a securitization warehouse, and real estate holdings were not appropriate for inclusion in the trading book in any circumstances, ‘owing to significant constraints on the ability of banks to liquidate these positions and value them reliably on a daily basis’. This return to the Basle I accord, where certain securities were prohibited from the trading book on ideological grounds, regardless of their actual liquidity or tradability, may not have been a forward step. However, it is the Committee’s view that, at the present time, open equity stakes in hedge funds, private equity investments, positions in a securitization warehouse, and real estate holdings do not meet the definition of the trading book, owing to significant constraints on the ability of banks to liquidate these positions and value them reliably on a daily basis.

C. Trading and Market Exposures

Position risk requirement

12.09

The key to market risk is the calculation of position risk requirement (PRR). A firm must calculate a PRR in respect of:

• all its trading book positions;

• all foreign exchange positions, including those arising out of banking commitments (such as guarantees in foreign currencies) which may give rise to currency exposures. This must be calculated regardless of whether the exposure is a banking book or a trading book exposure; and

• all positions in commodities (including physical commodities) whether or not in the trading book.

A firm must be able to monitor its total PRR on an intra-day basis. This does not require a real-time information system—PRR is in practice generally controlled on an intra-day basis by setting position limits for individual books.

12.10

There are no fewer than six different PRR calculations:

(1) Interest rate PRR (includes debt securities).

(2) Equity PRR.

(3) Commodity PRR.

(4) Foreign currency PRR.

(5) Option PRR.

(6) Collective investment undertaking PRR.

Where an instrument does not fall neatly within any of these approaches, the approach to be used is the existing approach which is most closely analogous to it. A firm is not required to use these, and it may use a different system, provided that it can demonstrate that the output of that system is in all circumstances higher than the PRR which would be applied. If the firm is unable to perform this calculation, the ultimate fallback is to a percentage of exposure approach—the percentage being 100 per cent unless a lower value can be agreed with the supervisor.

Interest rate PRR

12.11

The interest rate PRR is likely to constitute the largest component of any bank’s PRR, as the greatest market exposure that such banks are likely to have will be in the debt securities market. However, interest rate PRR goes well beyond fixed income securities, and includes:

• futures, forwards or synthetic futures on debt securities;

• futures, forwards or synthetic futures on debt indices or baskets;

• interest rate futures or forward rate agreements (FRAs);

• interest rate swaps or foreign currency swaps;

• deferred start interest rate swaps or foreign currency swaps;

• the interest rate leg of an equity swap (unless the firm uses the basic interest rate PRR calculation for equity derivatives);

• the cash leg of a repurchase agreement or a reverse repurchase agreement;

• cash borrowings or deposits;

• options on a debt security, a basket of debt securities, a debt security index, an interest rate or an interest rate future or swap (including an option on a future on a debt security) (unless the firm calculates a PRR on the option using the option PRR method);

• dual currency bonds;

• foreign currency futures or forwards;

• gold futures or forwards;

• forwards, futures or options (except cliquets) on an equity, basket of equities or equity index unless the firm uses the basic method;

• credit derivatives.

12.12

A firm calculates its interest rate PRR by taking each position that it has in the trading book—whether long or short—and calculating a net position. Derivative and other positions which give rise to interest rate exposure are converted into notional positions in a hypothetical debt security, and positions in such hypothetical securities may be netted off against actual securities. Thus, if a firm has a physical long position in a security and a hypothetical short position of the same size arising out of a derivative, its net position for this purpose will be treated as being zero.

12.13

The interest rate PRR calculation divides interest rate risk into the risk of loss from a general move in market interest rates, and the risk of loss from an individual debt security’s price changing for reasons other than a general move in market interest rates. These are called general market risk and specific risk respectively. Once the notional positions have been established, two calculations are made for each individual position; the interest rate PRR calculation for general market risk and the interest rate PRR calculation for specific risk. Once these calculations have been made, the totals are added together to establish the total interest rate risk PRR.

12.14

All net positions, whether long or short, must be converted on a daily basis into the firm’s base currency at the prevailing spot exchange rate before their aggregation, and the firm must calculate the capital requirement for general market risk and specific risk in each individual currency separately.

12.15

A firm’s interest rate PRR calculation must include all trading book positions in debt securities, preference shares and convertibles, except for positions in convertibles which have been included in the firm’s equity PRR calculation; positions which have already been deducted from capital, or positions which hedge options. It must also include securities which belong to the firm but which have been lent or repo’d (although not securities which have been borrowed and then relent, or reverse repo’d and then repo’d, since these are not regarded as belonging to the firm for this purpose).

12.16

An alternative (and simplified) method of calculating interest rate PRR is provided within the equity rules. This is the basic interest rate PRR calculation, and is generally used by firms whose trading business is confined mainly or exclusively to equity business, and who find themselves exposed to interest rate risk in their trading books because of the interest rate leg of equity swaps. Equity derivatives are excluded from the interest rate PRR calculation if they have been included in the basic interest rate PRR calculation.5

12.17

The approach to calculation is the same for all instruments—they are converted into notional positions in:

(1) the underlying debt security, where the instrument depends on the price (or yield) of a specific debt security; or

(2) notional debt securities to capture the pure interest rate risk arising from future payments and receipts of cash (including notional payments and receipts) which, because they are designed to represent pure general market risk (and not specific risk), are called zero-specific-risk securities; or

(3) both (1) and (2).

12.18

Notional positions in actual debt securities must be valued as the nominal amount underlying the contract at the current market price of the debt security; and positions in zero-specific-risk securities must be valued using either a present value approach (under which the zero-specific-risk security is assigned a value equal to the present value of all the future cash flows that it represents); or, if this cannot be calculated, the notional principal amount.

Position netting

12.19

As noted, PRRs are charged on net positions in the trading book. A firm must not net positions (including notional positions) unless those positions are in the same debt security. This requirement is strictly construed—securities are only treated as being capable of being netted against each other if they enjoy the same rights in all respects; and are fungible with each other. Thus identical securities which are not fungible cannot be netted for this purpose. There is a wrinkle here, as where securities are issued as part of a ‘tap’ of an existing issue, it may take some time before the new securities become fungible with the existing securities. Positions may therefore be netted where securities are not immediately fungible but will become fungible within 180 days and thereafter the debt security of one tranche can be delivered in settlement of the other tranche.

12.20

The reason for this strictness may not be immediately apparent—after all, if securities are functionally identical why should opposite positions not be offsettable? The reason is that although such an economic match may eliminate credit risk, it does not eliminate market risk. If I am entitled to receive securities A and obliged to deliver securities B, then I am exposed to market risk on B since when my obligation to deliver falls due I will not be able to deliver unless I can buy B in the market. The fact that I will own securities A is, for this purpose, irrelevant.

12.21

This analysis becomes more complex for credit derivatives. Where a firm’s position in a security arises out of a credit derivative, it does not know precisely which security will be delivered under the derivative. This is because the protection seller under a credit derivative is entitled to deliver whatever security is, at the time of settlement, the cheapest security to obtain and deliver. The position of the two parties is therefore asymmetrical. A protection seller has a notional short position in the cheapest to deliver security. However, he is not required to deliver that security, but may elect to deliver any security which is deliverable under the CDS. Thus, a long position in any security which is deliverable under the CDS may be set off against the short position created by the CDS. A protection buyer, however, cannot set off the long position which he has in the cheapest to deliver security against any other position, since he can never say that the two positions are ‘the same’ as he does not know what the cheapest to deliver security will be.

12.22

Where a firm enters into a derivative or other contract which creates a pure exposure to interest rates (such as a rate derivative), the position is taken into the trading book by being deemed to be a position in a ‘zero-specific-risk security’—in other words, an imaginary security issued by a risk-free issuer with a term and a yield equal to that which has been bought or sold under the derivative. Firms which deal heavily in the interest rate markets amass very large positions in these imaginary securities. Such positions can be netted like any other position, but zero specific risk security positions may only be netted if:

(1) they are denominated in the same currency;

(2) their coupons do not differ by more than 15 basis points; and

(3) they mature:

(a) on the same day, if they have residual maturities of less than one month;

(b) within seven days of each other, if they have residual maturities of between one month and one year; and

(c) within 30 days of each other, if they have residual maturities in excess of one year.

Notional legs

12.23

Futures, forwards and similar contracts on debt securities involve the creation of a notional leg. This ‘leg’ is similar to that of Miss Kilmansegg in that it is entirely imaginary. It therefore requires a word of explanation.

12.24

When a firm buys a future on a debt security, it agrees to pay money in the future in exchange for the delivery of a debt security. This gives it a notional long position in the relevant debt security which, as we have seen, can be netted off against short positions in arriving at the total interest rate PRR. However, a method must be found for reflecting the price which it will pay for that security. This is done by pretending that the firm has a short position in a zero-coupon zero-specific risk security with a maturity equal to the expiry date of the future. The point here is that a zero-coupon security is simply a right to receive a sum of money at a future time, and a short position in a zero-coupon security is simply an obligation to pay money at a future time. For a seller of a future the position is simply reversed—the seller is treated as having a short position in the security to be delivered, and a long position in a zero-coupon zero-specific risk instrument reflecting that amount which will be received on the exercise of the future.

12.25

The reason for introducing the notional security concept is that the security so introduced enables the payment obligation to be valued—it is simply the amount discounted by the risk-free return rate over the period to maturity. Thus, all derivatives can be reduced to positions in securities. Basket derivatives may be either reduced to a series of derivatives on individual underlying securities, or treated as exposures to a single notional security having the repayment characteristics of the basket and a specific risk PRA and a general market risk PRA equal to the highest that would apply to the debt securities in the basket or index.

12.26

This simple but powerful technique can be used to disassemble complex trades including forward rate agreements, interest rate swaps, options, and swaptions. For trades where one leg is an interest rate swap (ie equity swaps and the forward cash legs of repo and reverse repo agreements), that leg must be converted into a notional position in a zero-specific risk security. A cash borrowing or deposit must be treated as a notional position in a zero coupon zero-specific-risk security which has a value, coupon and maturity equal to the market value of the borrowing or deposit.

Specific risk

12.27

The specific risk portion of the interest rate PRR for each debt security is calculated by multiplying the market value of the individual net position (long or short) by the appropriate PRA from Table 12.1.

12.28

There are two important points to note about Table 12.1. One is that for the purposes of this analysis, the classification of debt securities must be performed using the criteria set out in the standardized approach, even by IRB banks (it will be recalled that the classification of exposures differs slightly between the standardized and the IRB approaches). The second is that there is something of a chasm between the treatments afforded for ‘qualifying debt securities’ and other debt securities. In practice the issue of whether a security can be classified as a qualifying debt security or not is of very great significance as regards the position of investors in that security. A debt security is a qualifying debt security if:

Table 12.1 Position Risk Adjustments
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(1) it is rated as investment grade;6 or

(2) it has a PD which, because of the solvency of the issuer, is at least equivalent to investment grade; or

(3) it is a debt security for which a credit rating by a nominated ECAI is unavailable but which:

(a) is considered by the bank to be sufficiently liquid;

(b) is considered by the bank to be investment grade; and

(c) is listed on at least one regulated market or designated investment exchange; or

(4) is issued by a bank or investment firm subject to Basel-like supervision and is considered by the bank to be at least investment grade.

General market risk

12.29

The general market risk portion of the interest rate PRR for each currency is calculated using one of three methods:

(1) the interest rate simplified maturity method;

(2) the interest rate maturity method; or

(3) the interest rate duration method.

The interest rate simplified maturity method weights individual net positions to reflect their price sensitivity to changes in interest rates. The weights are related to the coupon and the residual maturity of the instrument (or the next interest rate re-fix date for floating rate items). Under the interest rate simplified maturity method, the portion of the interest rate PRR for general market risk equals the sum of each individual net position (long or short) multiplied by the appropriate PRA, which may vary from 0 per cent to 12.5 per cent according to coupon and duration.

The interest rate maturity method builds on the interest rate simplified maturity method by partially recognizing offsetting positions.

The interest rate duration method produces a more accurate measure of interest rate risk than the maturity methods but it is also more complex to calculate. Details of the calculation mechanism may be found in paras 718(i) to 718(vii) of the Accord.

D. Equity PRR and Basic Interest Rate PRR for Equity Derivatives

12.30

A firm calculates its equity requirement in much the same way as it calculates its interest rate requirement—that is, it calculates a net position in each equity, applying one of two methods: the simplified equity method or the standard equity method. A firm does not have to use the same method for all equities, and may mix the two. The results for each position are then added together to give a total capital requirement. The mechanism used to determine which securities should be treated as being within the trading book calculation for this purpose are the same as those for debt securities.

12.31

Instruments which result in notional positions in equities include:

• depository receipts;

• convertibles where:

(a) the convertible is trading at a market price of less than 110 per cent of the underlying equity; and the first date at which conversion can take place is less than three months ahead, or the next such date (where the first has passed) is less than a year ahead; or

(b) the conditions in (a) are not met but the firm includes the convertible in its equity PRR calculation rather than including it in its interest rate PRR calculation;

• futures, forwards, CFDs and synthetic futures on a single equity;

• futures, forwards, CFDs and synthetic futures on a basket of equities or equity index;

• equity legs of an equity swap;

• options or warrants on a single equity, an equity future, a basket of equities or an equity index.

12.32

Unless specified otherwise, the value of each notional equity position equals the quantity of that equity underlying the instrument multiplied by the current market value of the equity. Thus, for example, if a share is valued at 250p and a firm goes short of the share by agreeing to sell it in five years’ time for 300p, the value of the position is 250p. The risk inherent in the term of the transaction (five years) will be captured by the creation of a notional position in a zero-coupon security which will be captured in the calculation of the interest rate PRR.

12.33

A depository receipt is treated as a notional position in the underlying equity. A convertible is also treated as a position in the equity into which it converts. However, since this price may well show a profit or loss on the current value of the convertible, the value of such profits or losses is added to (for losses) or subtracted from (for profits) the firm’s equity PRR. As with debt securities, a position in a derivative linked to an index may be treated as a position in a single composite instrument—however, such trades are significantly more common in the equity world.

12.34

Where a firm has entered into a swap under whose terms it will either pay or receive the value of an equity, this leg of the swap will be treated as a long or short (as appropriate) position in the underlying equity. The same applies for swaps which reference equity baskets or equity indices.

Standard equity method

12.35

The standard equity method divides the risk of loss from a firm’s equity positions into the risk of loss from a general move in a country’s equity market and the risk of loss from an individual equity’s price changing relative to that country’s equity market. These are called ‘general market risk’ and ‘specific risk’ respectively. Under the standard equity method, a firm must group equity positions into country portfolios and then add the PRRs for specific risk and the PRRs for general market risk for each country portfolio.

Standard equity model—specific risk

12.36

The specific risk calculation is performed by multiplying the net position in each equity, equity index or equity basket, and by multiplying its market value (long or short) by the appropriate PRA from the table.







	Qualifying equities

	2%




	Qualifying equity indices

	0%




	All other equities, equity indices or equities baskets

	4%





12.37

The rule for being a qualifying equity is obscure. In principle, any equity which is a constituent of a main index (in the UK, the FTSE All Share) may be a qualifying equity. However, an equity ceases to be a qualifying equity if either: (a) the issuer has issued debt securities all of which are credit quality step 1, 2 or 3; or (b) it forms too large a component of the country portfolio held by the reporting firm. What this latter test means in practice is that if an equity forms more than 10 per cent of the country portfolio held by that firm it ceases to be a qualifying equity. For these purposes, a qualifying equity index is any index which is composed of equities traded on a main exchange, and is constructed in such a way that:

(a) it contains at least 20 equities;

(b) no single equity represents more than 20 per cent of the total index; and

(c) no five equities combined represent more than 60 per cent of the total index.

Standard equity method—general market risk

12.38

The basic rule for the equity method is that general market risk is the net value (ignoring the sign) of each separate country portfolio multiplied by 8 per cent. This is the ‘first method’.

12.39

The FSA permits different country portfolios to be netted off against each other—this approach is known as the ‘second method’.7 It is permissible only in respect of country portfolios which includes at least four OECD member country portfolios, where no individual country portfolio comprises more than 30 per cent of the total gross value of country portfolios included; and the total net value of country portfolios included is zero. At first glance this appears almost irrelevant, since no trading position of this complexity will ever net out to precisely zero except by accident. However, what this rule means in practice is that a reporting firm may select parts of its equity trading portfolio which do net out in this way, treat them as separate country portfolios, and apply this treatment to them. This will leave the firm with a net zero position treated under this method, and a number of non-zero positions which will each be weighted using the first method. The capital charge which is applied under the second method is calculated using a ‘sum of the squares’ approach. This results in a significantly smaller weighting for the totality of the positions concerned than would be obtained under the first method.

Simplified equity interest rate PRR

12.40

Equity transactions may give rise to interest rate exposure—for example under equity forward, future or option calculations. A firm which uses an interest rate risk PRR calculation is permitted to use that calculation in respect of the interest rate component of equity trades. However, there are a number of equity trading firms which do not have the systems in place to calculate interest PRR. Consequently the equity trading rules contain a simplified interest rate PRR calculation which can be used by such firms. This calculation is deliberately calibrated to give a higher capital charge than would be obtained under the interest rate PRR method, largely since it does not permit the offsetting of long and short interest rate positions.

12.41

The simplified equity approach may only be applied to a forward, future, option or swap on an equity, basket of equities or equity index. It is simply that the market value of the notional equity position underlying the instrument is multiplied by the amount in the table. The results are summed, ignoring the sign, and the balance will be the interest rate risk charge.
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12.42

Finally, a firm is required to take a further risk charge where it nets a position in a specific equity against a position held synthetically under equity index future, forward, or contract for differences (‘CFD’). This charge is intended to reflect the risk that the index might not move fully in line with the prices of its components. The effect of this is that where a firm holds an equity index future and is short of a basket of equities which exactly replicate that index, the position will not net precisely to zero since this charge will still be incurred. The same applies if a firm holds opposite positions in a future, forward or CFD on an equity index that are not identical in respect of either their maturity or their composition or both.

E. Commodity PRR

12.43

Commodity PRRs are calculated in much the same way as other PRRs. A firm’s commodity PRR calculation must be performed over the firm’s entire commodity position, regardless of whether the position is a trading book or non-trading book positions. Clearly all physical commodity positions must be included, even if they are lent or repo’d, and conversely such positions need not be included if they are held as part of a repo or stock lending transaction.

12.44

For this purpose gold is regarded as a currency and not a commodity—consequently gold positions are treated under the foreign exchange position risk requirement (‘FX PRR’).

12.45

An issue which is particularly important for commodities is that there is a separate PRR calculation provided for options. Many commodity trades are in the form of options, and the issue is therefore whether they should be treated under the commodity PRR rules or under the option PRR rules. (A warrant relating to an investment must be treated as an option on that investment.) The broad answer is that where an option or warrant has a substantial in the money value, the reporting institution may choose whether to apply the option PRR or the relevant underlying PRR (in the case of a commodity warrant, the commodity PRR). However, where the option or warrant has negligible in the money value, the option PRR must be applied. Clearly the simplest approach administratively is to apply the option PRR to all option positions, since this avoids the requirement for periodic reclassification. However, the application of the option method generally results in a higher capital charge than the application of the other methods, and as a result performing this exercise may well be justified.

12.46

The synthetic positions which are required to be treated as commodity positions are:

• forwards, futures, CFDs, synthetic futures and options on a single commodity;

• a commitment to buy or sell a single commodity at an average of spot prices prevailing over some future period;

• forwards, futures, CFDs, synthetic futures, and options on a commodity index commodity swaps.

12.47

The approach which is adopted for calculating the commodity PRR is: express each relevant commodity position in terms of whatever the standard unit of measurement of the commodity concerned may be; express the spot price in each commodity in the firm’s base currency at current spot foreign exchange rates; calculate an individual PRR for each commodity; and sum the resulting individual PRRs.

12.48

A forward position in a commodity is treated as having a notional value equal to the amount of the commodity due to be delivered under the forward. Commodity index futures and commodity index options are divided into notional positions, one for each of the constituent commodities in the index. A commodity swap is treated as a series of notional positions, one for each payment under the swap.

12.49

A firm must calculate a commodity PRR for each commodity separately. There are three approaches which can be used—the commodity simplified approach, the commodity maturity ladder approach, or the commodity extended maturity ladder approach. Different approaches may be used for different commodities, although two different approaches may not be used for the same commodity. For this purpose, each different grade or brand of a particular commodity is treated as a different commodity—thus Arabica coffee is treated as a different commodity from Robusta. This can sometimes be a difficult distinction to make—the FSA has provided guidance that different types of a commodity should only be regarded as the same if either: (a) they can be delivered against each other; or (b) they are close substitutes and have price movements which have exhibited a stable correlation coefficient of at least 0.9 over the last 12 months.8 A firm seeking to rely on the latter must monitor the correlation, and cease to treat the commodities as the same if the relationship relied upon breaks down.

The simplified approach

12.50

The simplified approach involves establishing a net position in the commodity concerned, and applying a weighting of 15 per cent of the net position multiplied by the spot price for the commodity; plus 3 per cent of the gross position (long plus short, ignoring the sign) multiplied by the spot price for the commodity.

The maturity ladder approach

12.51

A firm must use a separate maturity ladder for each commodity. The calculation is done in a series of steps:

Step 1: offset long and short positions maturing within 10 business days of each other.

Step 2: allocate the positions remaining after step 1 to the appropriate maturity band in the table (physical commodity positions are allocated to band 1).

Step 3: match long and short positions within each band. In each instance, calculate a spread charge equal to the matched amount multiplied first by the spot price for the commodity and then by the spread rate of 3 per cent.

Step 4: carry unmatched positions remaining after step 3 to another band where they can be matched, then match them. Do this until all matching possibilities are exhausted. Each time a position is carried, a carry charge is applied of the value of the carried position, multiplied by the 0.6 per cent carry charge, multiplied by the number of ‘rungs’ on the ladder over which the position is carried. This charge is in addition to the spread charge, which is calculated as in step 3.

Step 5: for any remaining unmatched positions, calculate the outright charge on the remaining positions. The outright charge equals the remaining position (ignoring the sign) multiplied by the spot price for the commodity and the outright rate of 15 per cent.







	Band 1

	0 to 1 month




	Band 2

	1 month to 3 months




	Band 3

	3 months to 6 months




	Band 4

	6 months to 1 year




	Band 5

	1 year to 2 years




	Band 6

	2 years to 3 years




	Band 7

	3 years





The extended maturity ladder approach

12.52

The extended maturity ladder approach is intended as an accommodation for large commodities firms which have a diversified commodities portfolio but which do not yet have the systems in place to be able to satisfy the FSA’s requirements for the use of VAR models. The maturity ladder itself is the same as for the maturity ladder approach, and the difference between the two approaches is simply that instead of applying a fixed outright rate of 15 per cent, carry rate of 0.6 per cent, and spread rate of 3 per cent, the firm may use the figures in the table here.
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These rates are arrived at on the basis that the reporting firm has positions across a number of different commodities within each of these categories, and are lower than the rates which are applied in the other approaches since they reflect the different risks and volatilities which are likely to apply to different commodities within these categories. As a result, a firm which does not have a number of positions with differing maturities across a number of commodities within each of these categories will not be permitted to use this approach. Where a firm has a position in a multi-commodity index which cuts across these categories, it must use the highest applicable figure to the notional of the entire index.

12.53

Finally, firms are required to consider taking a further charge to reflect liquidity. This is a particularly important issue in the commodity markets, since a long position deliverable in nine months’ time is no safeguard against an obligation to make physical delivery tomorrow. Again, no specific rules are provided in respect of the calculation of such a charge.

F. Foreign Currency PRR

12.54

The calculation for foreign currency PRR is structurally similar to other PRR calculations. A firm calculates its open currency position in each currency by:

(1) calculating the net position in each foreign currency;

(2) converting each such net position into its base currency equivalent at current spot rates;

(3) summing all short net positions and summing all long net positions calculated under (1) and (2); and

(4) selecting the larger sum (ignoring the sign) from (3).

12.55

A separate exercise is performed to establish the firm’s net position in gold. Once these positions have been established, the absolute value (regardless of whether it is long or short) of the net positions in each currency and in gold are calculated in the bank’s reporting currency and added together. This figure is multiplied by 8 per cent to give a capital requirement. The foreign currency PRR calculation is performed over all currency exposures, whether in the trading or the banking book. In this context, a foreign currency exposure is created wherever an asset is held in a currency which is different from the reporting currency of the relevant bank—thus if a UK bank reporting in sterling holds a dollar denominated asset, the result is a foreign currency position which must be included in the currency PRR calculation. Clearly all spot and forward positions on gold and foreign currency must also be included in the calculation, as must foreign-currency denominated irrevocable guarantees (and similar instruments) that are certain to be called and likely to be irrecoverable. The rule on options is the same as for commodities—options with a substantial value may be treated under either method. However, swaps and other transactions which have been entered into in order fully to hedge net future foreign currency income or expenses which are known but not yet accrued are excluded from the foreign currency PRR calculation.

12.56

Where a contract is based on a basket of currencies, the firm can choose either to derive notional positions in each of the constituent currencies or treat it as a single notional position in a separate notional currency.

12.57

Although the calculation applies across the banking and trading books, there is a difference as to how it is applied. Within the banking book, a forward position in a currency is treated as having its nominal value—thus an obligation to pay $100 has a value of $100, whether the obligation falls to be performed today or in a year’s time. In the trading book, by contrast, a position is valued at its present value—thus, in the trading book an obligation to pay $100 in a year’s time would have a value of (say) $96. This has the effect of reducing the charge applied to the exposure in the trading book. However, this is to some degree offset by the fact that in the trading book the contract which gave rise to the obligation to pay $100 in a year’s time would attract an interest rate PRR charge to reflect the implied interest rate exposure on the transaction.

12.58

A foreign currency swap is treated as long notional position in the currency in which the firm has contracted to receive interest and principal; and a short notional position in the currency in which the firm has contracted to pay interest and principal. Currency options, when included in the foreign currency PRR calculation, are treated as foreign currency forwards. A forward, future, synthetic future or CFD on gold must be treated as a notional position in gold with a value equal to the amount of gold underlying multiplied by the current spot price for gold.

12.59

It frequently happens that firms come to own units in funds which are denominated in one currency but where the investments of the fund are made in another currency. An example might be a UK, sterling-reporting fund which invests in US equities. A holding of units in such a fund is treated as a holding in the relevant foreign currency calculated on the basis that the fund has invested to the greatest extent permissible in assets denominated in the relevant foreign currency. Where a firm has an investment in a fund dedicated to more than one market, such that it does not know the exposure of the fund, it must treat the exposure as an exposure in a separate currency which cannot be netted against any other currency position.

G. Option PRR9

12.60

All derivatives can be decomposed into puts and calls. This is true both for OTC derivatives and for warrants and other structured securities. Consequently the option PRR methodology gives the basis for the calculation of PRR for all derivatives trading.

12.61

An option is necessarily an option over something, and that something is likely to be a financial asset. The first question about any option is therefore likely to be that of whether it is to be treated as an option or as a synthetic holding in whatever the underlying asset is. When does a FTSE option cease to be a synthetic position in FTSE shares and become an option? The answer which the regulatory system applies to this question is that broadly a derivative position is an option position if its value (ie the amount by which it is ‘in the money’10) is less than the capital charge which would apply to the underlying. If the option is: (a) heavily in the money; and (b) is a relatively simple structure (American, European, Bermudan or Asian), then the reporting institution may choose to treat the position either as an option position or as a synthetic position in the underlying asset. Complex option structures are always treated under the option method.

12.62

Firms are required to use the option PRR calculation for options which do not have a substantial value, but may elect whether to use the option method or a method based on the underlying where the option does have a substantial value. Thus, in principle a firm’s option PRR calculation must include:

(1) each trading book position in an option on an equity, interest rate or debt security;

(2) each trading book position in a warrant on an equity or debt security;

(3) each trading book position in a CIU (Collective Investment Undertaking); and

(4) each trading book and non-trading book position in an option on a commodity, currency or gold, except to the extent that the firm is permitted, and has elected, to use one of the other approaches.

12.63

An option has a substantial value for this purpose if its in the money percentage is greater than the appropriate Position Risk Adjustment (‘PRA’). Both of these terms require explanation. The ‘in the money percentage’ is simply the difference between the current market price of the underlying and the strike price of the option expressed as a percentage of the current market price. Thus, where a bank has an option to pay a strike price of 40 to acquire an asset worth 100, the in the money percentage will be 60 per cent, since that is the percentage of the value of the underlying which is embedded in the option. The ‘appropriate PRA’ for a position is the PRA under this regime for the relevant underlying: this is 8 per cent or 12 per cent for equities, 15 per cent for commodities and so on. For debt securities and interest rate derivatives, the appropriate PRA is the sum, of the specific market risk and the general market risk PRA. Notably, CIUs are given a PRA of 32 per cent.

12.64

In broad terms, the option method operates by converting each option into a position in the underlying notional, with positions in interest rate options converted into positions in notional zero specific risk securities with a deemed maturity date of the date of payment under the option. Interestingly, however, before making this calculation a firm may net options themselves off against each other, provided that the options concerned have the same strike price, maturity, and underlying. Firms may also treat as options trades entered into as part of a single strategy for this purpose where the transactions are entered into with the same counterparty as part of the same transaction—thus, for example, where a bank enters into a synthetic long put with a particular counterparty by buying a call option and going short of the underlying, the entire transaction may be treated as a single purchased option. This potentially opens up scope for arbitrage between the option PRR rules and other rules, and as a result the application of this rule is subject to a ‘floor’ provision that it may not be used to achieve a greater degree of netting than would be possible under other approaches.

The option standard method

12.65

Capital for options is relatively straightforward for purchased options—a purchased option gives rise to a long or short position in the underlying asset, and has a book value. The simplest approach is therefore to say that the capital requirement should be the PRR for the underlying asset. However, there is a problem with this approach; that being that a very large exposure can be taken on an asset through the purchase of a very cheap option. In these circumstances, the maximum exposure of the owner of the option is the value at which he is carrying the option, since the value of an option can never fall below zero, and the maximum loss to which he is exposed is the loss of the value of the option. Consequently the approach which is adopted is that the capital requirement which is applied to the owner of a written option is the lesser of: (a) the market value of the derived position multiplied by the appropriate PRA; and (b) the market value of the option. Equally, there can be circumstances in which an option has a positive net value. If I own an option whose value is positive by more than the PRA attributable to the securities concerned, then I am treated as being in a risk free position. This is because the inherent value in the option is greater than the risk charge which would be attributed to a direct holding in the underlying assets.

12.66

The position for the writer of an option is slightly more complex. In principle the writer of an option is exposed to the whole of the value of the underlying position—the writer of a put is at risk of having the underlying delivered to him, and the writer of a call is at risk of having to deliver the underlying—and so in principle the writer of an option is exposed to the full value of the underlying multiplied by the PRA. However, the chance of his having to do so is not 100 per cent, since the question of whether an option will actually be exercised or not depends on whether it is in the money or not on maturity. It is not possible to know whether any particular option will be out of the money at maturity, but a proxy can be obtained by asking whether the option is out of the money at the time when the capital calculation is made. Thus, if an option is out of the money, the PRR which is applied to its writer is the market value of the derived position multiplied by the appropriate PRA, but this amount is reduced by the amount (if any) by which the amount the option or warrant is out of the money. Thus, if a warrant is out of the money by an amount greater than the PRR of the underlying position the writer of the option does not take any capital charge in respect of the option (subject to a maximum reduction to zero).

12.67

Under the option standard method, the PRR for underwriting or sub-underwriting an issue of warrants is the net underwriting position (or reduced net underwriting position) multiplied by the current market price of the underlying securities multiplied by the appropriate PRA, but the result can be limited to the value of the net underwriting position (or reduced net underwriting position) calculated using the issue price of the warrant.

12.68

Options are sometimes purchased or sold for the purpose of hedging a position. Where this is done, the option may be treated as a hedge, and not under the option PRR method. Where this is done, the position is broadly that the option hedging method may only be used for the options which actually hedge another position (in other words, there must be a position in an equity, debt security or a currency which the option actually hedges). Where this is the case, the approach (in broad terms) is that instead of applying one PRR to the hedged position and another to the hedge, a single PRR is applied to both positions equal to the PRR which would apply to the one unhedged position.

12.69

Exceptions to this treatment are made for digital options (where the PRR is simply the maximum loss of the option), Quantos (where a firm must add 8 per cent to the PRA when applying the option standard method), and cliquets (which have a separate and detailed treatment all their own—a good exposition may be found in para 7.6.30 of the FSA’s BIPRU sourcebook).

12.70

Where the option methods are applied to commodities, the liquidity provision relating to the availability of commodities for delivery must be applied to the option in the same way in which they would be applied to any other option position.

Options on funds

12.71

Options on funds (or CIUs—as they are referred to by the regulators) present interesting problems in this context. Until relatively recently fund units would have been unlikely to be found in trading books. However, the rise of hedge fund business, and in particular prime brokerage services which offered fund unit placement, trading and liquidity provision have resulted in trading in fund units becoming a significant activity.

12.72

The basic principle is that a firm must in general treat a fund unit as a fund unit. Fund units are subject to a very high PRR of 32 per cent, which is assessed in order to reflect the fact that the holder of a fund unit generally does not know what the underlying assets and liabilities of the fund are at the time when he comes to value that unit. However, this is not of course true of all funds, and where an investor can reasonably claim to know what a fund invests in, he may be permitted to treat the holding in the fund unit as a holding in the underlying assets held by the fund. There are two ways in which this is permitted; the standard CIU method and the modified CIU method.

12.73

The basic condition which the fund must satisfy before an investor is permitted to use either of these methods are that the fund’s units must be redeemable in cash out of the fund’s assets on a daily basis. This of course excludes almost all hedge and other funds, since in general it is only regulated funds which will comply with this criterion. The other criteria which apply are all mandatory for regulated open-ended funds, and include segregation of assets in the hands of a separate custodian and a requirement that the fund must report at least semi-annually in such a way as to permit investors to assess compliance with these restrictions.

12.74

Needless to say a fund would not attract look-through treatment if its manager had absolute power to invest in any type of asset. Consequently, look-through is only available if the fund’s prospectus restricts the categories of assets that it is authorized to invest in, the relative limits and the methodologies to calculate them, and limits on leverage and counterparty exposure.

12.75

Where a firm has full transparency into the assets of a fund into which it invests on a daily the firm may treat itself as having a position in those assets, and may calculate the securities PRR for position risk (general market risk and specific risk) for those positions in accordance with the methods set out in the securities PRR requirements or, if the firm has a VaR model permission, in accordance with the methods set out in the section on VaR models. There are two circumstances in which this may happen. One is where the fund is a private arrangement between a relatively small number of investors. The other is where the fund is established with the express intention of replicating an index or static basket of securities. For the first case, actual information about the specific underlying portfolio, and this is uncommon in fund arrangements. For the second case, where the fund is established to track an index, a unit holder may assume without information that the fund is in fact tracking that index, provided that the fund has an explicit mandate to do so, and it can be demonstrated that a very high minimum correlation between the movement of the unit price in the fund and the movements in the underlying basket can be demonstrated over the most recent six months.

12.76

Under this approach, netting is permitted between positions in the underlying investments of the fund and other positions held by the firm, as long as the firm holds a sufficient quantity of units to allow for redemption/creation in exchange for the underlying investments.

12.77

There is also a ‘modified’ approach, which can be used where a fund is limited in its range of permitted investments. The modified approach applies where a fund is only permitted to invest in certain types of investments. It operates by assuming that the fund is fully invested up to its maximum permitted limit in the most ‘expensive’ type of asset (for risk capital purposes) that it is permitted to invest in. The purpose of this approach is that funds which are limited to high quality assets—(notably money market funds) obtain some relief from the 32 per cent weighting which they would otherwise attract—thus if a fund is limited to investing in a range of assets of which the worst available PRA would be 8 per cent, the holding of the units may be given a PRA of 8 per cent. It does not matter that the investor knows that some of the fund’s investments are in assets which would attract a lower PRA—the calculation is made on the ‘worst permissible investments’ basis. This approach clearly does not give rise to netting of positions.

H. Annex—A Guide to Option Terminology

12.78
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13
SECURITIES UNDERWRITING

13.01

Underwriting poses special problems for investment firm capital adequacy. An underwriting position is in principle a trading position—it is bought in order to be sold—and is generally properly dealt with in the trading book. However, unissued or unallocated securities have a number of anomalous features—for example, they do not give rise to specific market risk, since their price does not change—and the structure of underwriting does not fit easily within either the option or the ‘synthetic short’ analysis which is used for ordinary trading activities. Consequently, a specialized regime exists to deal with it. It should be noted that the underwriting regime only applies to new securities—meaning either securities which are created for the purpose of the offer being underwritten, or securities which have not previously been offered for sale to the public at large or admitted to trading on a regulated market. A placing of securities already in existence, for example, would not be permitted to take advantage of the underwriting regime. It should also be noted that the regime does not apply to underwritings of syndicated loans, since it is restricted to offerings of securities. The regime also does not catch grey market dealings—that is, dealings entered into on a ‘when issued’ basis which are effected before the securities concerned become tradeable.

13.02

The CRD therefore provides a special regime to accommodate the particular risks inherent in underwriting.1 The essence of the underwriting capital regime is that the charge varies through the period of the offering. For this purpose, there are two key periods. The first is the period from the date of ‘initial commitment’ (the date on which the institution first gave a commitment to underwrite) to the date of firm commitment (generally referred to as ‘working day 0’). The second is the period from working day 0 until the end of the fifth day thereafter (‘working day 5’). After working day 5 the regime ceases to apply, and firms must deal with any positions arising out of the underwriting in the normal fashion.

13.03

The date of initial commitment is the date on which a firm commits to underwrite. This may be a commitment given to the issuer, or to a third party, or to a sub-underwriter. The commitment need not be a legal commitment, and the fact that it is conditional or subject to conditions precedent is not relevant for this purpose. The rule here appears to be the same as that which applies to loan commitments, and is subject to the same carve-out—that a firm which would otherwise be treated as committed is not treated as committed if it has an absolute and unconditional right to withdraw from the underwriting at any time.

13.04

Working day 0 is the day on which the underwriter becomes unconditionally committed to acquire a known quantity of securities at a specified price. For an equity offer this is generally the day on which the lists are closed and the allocation announced (or, for a rights issue, the date on which the offer becomes closed to acceptances). For a debt offer, it is generally the date of allotment and payment.

13.05

In respect of an underwriting, a firm must calculate its net position in the securities underwritten. The net position is the position which the firm has agreed to assume through underwriting, net of any sub-underwriting arrangements which it has put in place and which are confirmed in writing. For this purpose, forward sales in the grey market which have been confirmed in writing may be treated as equivalent to sub-underwriting. If a firm is required to assess its commitment before allocation, it must assess that commitment at the size of the largest amount of securities which it could be compelled to receive. Informal arrangements, and undocumented grey market sales, are not effective to reduce these positions.

13.06

Firms who are lead managers in an underwriting may overallot the securities being offered. When this is done, it is usual (in the equity but not in the debt market) for the lead manager to have an arrangement with the issuer (known as a ‘greenshoe’) by which the issuer agrees to make further securities available to the lead manager if the offering goes so well that the overallotted shares are fully taken up. Where a lead manager has overallotted and has the benefit of a greenshoe, he may set off the greenshoe against the overallotment position for the purposes of calculating his net underwriting position.

13.07

The approach to the capital calculation begins with calculating the net underwriting position in the securities which the underwriter has. For equities, this amount is then reduced by a factor. The percentage of the net underwriting position which is included in the capital calculation is as follows:
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Equity positions arising out of underwriting may only be treated under the simplified equity method.

13.08

The position for debt securities is slightly more complex, in that these reductions are only applied to the specific market risk of the position—the position itself is applied in full in the calculation of the general market risk from the day of initial commitment. By way of counterbalance, however, the reduction in specific risk between the date of initial commitment and working day 0 is to 0 per cent, rather than 10 per cent as for equities.

13.09

It should also be noted that there is a concession within the regime for large exposures. Underwriting can involve firms with relatively small capital accepting large underwriting positions on the basis that they have sub-underwritten them. In this context, even the 10 per cent percentage could be too large for their capital bases. Consequently, for the purposes of calculating the amount of an underwriting position to be included in the large exposures calculation, a discount of 0 per cent is applied from the date of initial commitment until the end of working day 1. Thereafter the position size used for large exposures purposes is the same as previously given.
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TRADING BOOK MODELS


A. ‘CAD 1’ Models
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Securitization positions in the trading book

Correlation trading



14.01

Risk models come in a bewildering variety of types. However, for market risk purposes there are two types which may be used within the framework. The simplest is the ‘CAD 1’ model—named after the first Capital Adequacy Directive, which permitted such models to be sued in the calculation of regulatory capital. The VaR model is more complex.

A. ‘CAD 1’ Models

14.02

CAD 1 models come in two forms—interest rate risk pre-processing models, and option risk aggregation models. An interest rate pre-processing model may—at its simplest—be applied to collections of interest rate forwards, futures, options and warrants along with bonds giving rise to such positions, and used to resolve all of these into a single notional position which can be plugged into the interest PRR calculation. Their function is, broadly, to avoid the necessity for analysing complex portfolios by resolving those portfolios into simpler positions which are then put through the normal PRR calculation. An option risk aggregation model performs roughly the same function for interest rate, equity, foreign currency, commodity, and fund options.

14.03

Use of a model for trading book purposes is much like the use of a model for credit modelling purposes in that it is in the discretion of the regulator. Thus in order to permit a bank to use a model the regulator must be satisfied not only with the model itself, but with the way in which it is integrated into the management and operations of the bank. Before granting a waiver, the FSA generally engages in a detailed due diligence process which is likely to involve a programme of visits to the institution concerned, meetings with management, financial control, front office, operations, systems and development, IT, and internal audit. It will generally commission an expert report from a firm of consultants on the model before approving its use. One of the consequences of this is that the making of changes to a model may well require regulatory consent.

B. VaR Models

14.04

We have already examined the broad outline of a VaR model (see Chapter 7). In the context of a trading book, the function of the model is to estimate the worst case potential loss on a particular trading position in the event of a market downturn.

14.05

The function of a VaR model is as a risk management model which uses a statistical measure to predict profit and loss movement ranges with a confidence interval. What this means in practice is that the output of a VaR model should be an estimate of the worst expected loss on a portfolio resulting from market movements over a period of time within a specified confidence level. In general, the specified confidence level is 99 per cent, and the specified period is 10 days, so in which case the VaR models should estimate the worst possible outcome for 99 out of 100 periods in which the holder of the portfolio was unable to liquidate any of the portfolio for 10 days and during that time the market responded in accordance with its historic tendencies. In theory, of course, the worst possible loss is a 100 per cent loss, but the unlikelihood of the market going from any level to absolute zero over a 10-day period is more than 99 per cent improbable, so is disregarded. The question, therefore, is what is the greatest drop in values which has a more than one per cent chance of happening.

14.06

From these results PRR charges can be calculated. Regulators are careful not to prescribe any particular type of model, but encourage forms to experiment with differing approaches in the interests of maximizing risk analysis capability. VaR models may be applied to interest rate general and/or specific market risk, equity general and specific risk, CIU risk, foreign currency risk, and commodity risk. A VaR model is a complex beast, and in general can only be established once it has been validated through application to historical data and after a period of parallel running, in which its output can be tested against real-time price movements.

14.07

The ‘use test’ is applied to VaR models in the same way as it is to credit models. That is, a firm may not operate a VaR model solely for the purpose of calculating PRRs—the VaR model must be fully integrated into the daily risk management proves of the firm, and serve as the basis for risk reporting to senior management who, in turn, are required to be actively involved in the risk control process. The firm must also have a Risk Control Unit, which is required to produce and analyse daily reports on the output of the model and to conduct initial and continuing validation of the model itself.

14.08

The FSA divides types of securities into four broad classes, and in general each application by a bank to extend its VaR model to another of these will require FSA approval. However, the FSA takes the view that once an institution has developed a VaR model and applied it to one of these classes, it should seek to extend the model to all of them. The classes are:

(1) linear products, which comprise securities with linear pay-offs (eg bonds and equities) and derivative products which have linear pay-offs in the underlying risk factor (eg interest rate swaps, FRAs, total return swaps);

(2) European, American and Bermudan put and call options (including caps, floors and swaptions) and investments with these features;

(3) Asian options, digital options, single barrier options, double barrier options lookback options, forward starting options, compound options and investments with these features; and

(4) all other option based products (eg basket options, Quantos, outperformance options, timing options) and investments with these features.

14.09

Basel 2.5 also reasserts that factors that are deemed relevant for pricing should be included as risk factors in the value-at-risk model. Where a risk factor is incorporated in a pricing model but not in the value-at-risk model, the bank must justify this omission to the satisfaction of its supervisor. In addition, the value-at-risk model must capture non-linearities for options and other relevant products (eg mortgage-backed securities, tranched exposures or nth-to-default credit derivatives), as well as correlation risk and basis risk (eg between credit default swaps and bonds). Moreover, the supervisor has to be satisfied that proxies are used which show a good track record for the actual position held.

C. The Multiplication Factor

14.10

A ‘multiplication factor’ is generally built into the mechanism by which the output of the model is incorporated into the PRR calculation. In general, the multiplication factor is three, although it may be increased if there have been instances where the model has not performed accurately in backtesting, or if the regulator perceives that there are weaknesses in systems and controls around the model. Thus, once the VaR model has been established, the model PRR resulting from it will be the average of the daily VaR over the last 60 days multiplied by the appropriate multiplication factor for the model. By exception, if the model’s VaR assessment for the day is higher than this number, then this is taken.

D. Basel 2.5

Stressed VaR

14.11

One of the most important changes introduced by the Basel 2.5 documents was the idea that in addition to calculating VaR in the normal fashion, a bank must also calculate a ‘stressed VaR’. The stressed VaR calculation must take into account a one-year observation period relating to significant losses, which must be calculated in addition to the value-at-risk based on the most recent one-year observation period. This means in practice that a bank calculating a VaR figure over a normal historic period must also calculate VaR over a historic stressed period in which significant losses were suffered.

14.12

This is done by taking the existing model and applying it to the bank’s existing portfolio using model inputs calibrated to historical data from a continuous 12-month period of significant financial stress relevant to the bank’s portfolio. In practice, this means asking how the portfolio would have performed in 2007/8, although firms are given leeway to assume other shocks. The stressed VaR calculation should be done at least weekly.

14.13

The stressed VaR figure is then used in determining the bank’s capital requirements. The way that this is done in practice is by providing that the daily capital requirement is the sum of historic VaR (the higher of yesterday or a 60-day moving average) plus stressed VaR (again, the higher of yesterday’s or a 60-day moving average). Both historic VaR and stressed VaR are multiplied by a multiplier set by the regulator which cannot be less than 3.

The incremental risk charge (IRC)

14.14

The Incremental Risk Charge is in some respects the most important part of the Basel 2.5 architecture. During the crisis, banks suffered significantly worse losses on their trading positions than their risk models had led them to expect would be the case. It may be noted in passing that this was by no means a universal phenomenon—some institutions with large trading activities suffered very little in the crisis, and some with relatively small trading activities suffered significantly. However, where institutions suffered significant trading losses, hindsight provides a simple and satisfactory explanation of why this was the case. Mathematical models express the prices of investments as numerical values. From this simplification, it is an easy and simple error to conclude that because (in order for the model to work) the asset has a value ascribed to it at all times, it will necessarily be tradeable at that value at all times. It is reasonably clear in principle how this belief develops—if two institutions conclude independently that a particular asset is worth X, there is no reason in a normal market why they should not be prepared to buy or sell that asset at that value. The key to this, of course, is the phrase ‘in a normal market’. Where asset values in a market are affected by extraneous considerations (for example a shortage of liquidity) then congruence of valuation does not necessarily result in transaction—if A and B both believe that the value of the asset is X, but both are short of immediate cash, then they may both agree on the value, but if both are sellers then neither can sell to the other. In order for the asset to be sold, it is necessary for one to drop its asking price sufficiently low that the value of the asset to the other is greater than the combination of its estimate of the true value plus the benefit foregone by parting with the purchase price. In an environment where cash is at a premium, this latter may be very significant. Thus in the depths of the market crisis trading institutions were required to discount the selling price of traded assets by 30, 40, or 50 per cent before they could be converted into cash—where, that is, buyers could be found at all. The impact of sales at these prices was wholly unanticipated by the models which had been used to model trading book risk. It is not true to say that trading book models did not reflect the risk of asset illiquidity—a model which ignored this risk completely would have been dismissed by banks and regulators as inadequate—but it is true to say that the models massively underestimated the extent to which liquidity could and would disappear in a crisis, and therefore massively overestimated the risks of loss of value in trading book assets. To this extent it is true that standard Basel II models underestimated risk in the trading book.

14.15

Trading book models are also blamed for the increase in leverage in the financial system. The issue here is that a liquid, tradeable debt security is generally regarded as a lower risk asset than a loan, since in principle the security can be easily and quickly liquidated through sale in the market, whilst the loan must be held to maturity. The argument here, in its strongest form, is that because banks were increasingly holding securities rather than loans, they convinced themselves that the risk on these assets was lower because of the liquidity which would be available in a crisis, having failed to realize that it would be precisely that crisis which would eliminate that liquidity. Here, again, it is argued that the prevalence of trading books, and trading book treatment, encouraged banks to overcommit themselves through underestimation of their exposure to loss.

14.16

As a consequence, the trading book capital charge for a bank using the internal models approach for market risk will be subject to a general market risk capital charge (and a specific risk capital charge to the extent that the bank has approval to model specific risk) measured using a 10-day value-at-risk at the 99 per cent confidence level and a stressed value-at-risk. A bank that has approval to model specific risk will also be subject to an incremental risk capital charge. The scope and implementation requirements for general market risk will remain unchanged from the current market risk regime. For a bank that has approval to model specific risk, the 10-day value-at-risk estimate will be subject to the same multiplier as for general market risk. The separate surcharge for specific risk under the current framework will be eliminated. Banks must calculate a stressed value-at-risk based on historical data from a continuous 12-month period of significant financial stress. For credit sensitive positions held in the trading book, banks must calculate an incremental risk capital charge (IRC) which captures downgrade and default risk at a longer liquidity horizon. The incremental risk capital charge (IRC) is intended to capture default risk as well as migration risk.

14.17

One of the underlying objectives of the Basel 2.5 changes was to achieve broad consistency between capital charges for similar positions (adjusted for illiquidity) held in the banking and trading books. Since the Basel II Framework reflects a 99.9 per cent soundness standard over a one-year capital horizon for banking book credit models, the IRC is also described in these terms. In the context of the trading book this means that the IRC model must measure losses due to default and migration at the 99.9 per cent confidence interval over a capital horizon of one year, taking into account the liquidity horizons applicable to individual trading positions or sets of positions.

14.18

This means that for each IRC-covered position, the model should capture the impact of rebalancing positions at the end of their liquidity horizons so as to achieve a constant level of risk over a one-year capital horizon. Put simply, the model assumes that the bank seeks a continuing level of risk and return from its portfolio, and when one component of that portfolio falls in value, it purchases another so as to maintain the level of yield and risk (measured by VaR), recording the loss as it does so. The frequency of the assumed rebalancing must be governed by the liquidity horizon for a given position. The liquidity horizon represents the time required to sell the position or to hedge all material risks covered by the IRC model in a stressed market. However the liquidity horizon for any position or set of positions has a floor of three months, and non-investment-grade positions are expected to have a longer assumed liquidity horizon than similar investment-grade positions. Liquidity is not absolutely required to be assessed on a position by position basis—a bank is permitted to assess liquidity on an aggregated basis (‘buckets’—eg investment-grade European corporate exposures not part of a core CDS index). The liquidity horizon is expected to be greater for positions that are concentrated, reflecting the longer period needed to liquidate such positions.

14.19

One of the enduring lessons of 2007/8 was that almost all financial assets are broadly correlated through the financial markets, and this clustering effect can be clearly visible within broad market segments. A bank’s IRC model must include the impact of such clustering of default and migration events—if one type of asset defaults, similar assets can be assumed to be downgraded. Thus, other things being equal, a concentrated portfolio should attract a higher capital charge than a more granular portfolio.

14.20

Within the IRC model, exposure amounts may be netted only when long and short positions refer to the same financial instrument. Otherwise, exposure amounts must be captured on a gross basis. Thus, hedging or diversification effects associated with long and short positions involving different instruments or different securities of the same obligor (‘intra-obligor hedges’), as well as long and short positions in different issuers (‘interobligor hedges’), may not be recognized through netting of exposure amounts. Rather, such effects may only be recognized by capturing and modelling separately the gross long and short positions in the different instruments or securities. Term mismatches must be recognized and the risks of the uncovered period included in the IRC calculation. IRC models are also required to incorporate the effect of non-linear price movements resulting from optionality.

14.21

Owing to the high confidence standard and long capital horizon of the IRC, robust direct validation of the IRC model through standard backtesting methods at the 99.9 per cent/one-year soundness standard will not be possible. Banks will therefore have to exercise their ingenuities in order to demonstrate the validity of their models. This may be done using stress tests, sensitivity analyses, and scenario analyses, and should not be limited to the range of events experienced historically.

Securitization positions in the trading book

14.22

A specific aspect of the Basel III changes has been the focus on securitization products. It is hard to conclude that this is anything other than a response to media hype—the Basel definition of a ‘securitization’ is generic and unspecific, but this is in many respects an early example of ‘product’ regulation, and illustrates that the first hurdle in product regulation—defining what the product is that one wishes to regulate—is skipped at the regulator’s peril.

14.23

The effect of the Basel III changes is significantly to increase the extent of the ‘step’ which is encountered between ‘ordinary’ exposures—whether arising out of holdings of bonds or derivative exposures—and exposures which are the result of ‘securitization’ structures. Otherwise identical exposures receive different—sometimes radically different—treatments according to whether they are deemed to be securitization exposures or not.

14.24

It is fair to note that the Basel committee does not maintain that its proposed treatment is necessarily the correct one. The rationalization which is offered for the proposed changes is that:



The Committee as a whole has not yet agreed that currently existing methodologies used by banks adequately capture incremental risks of all securitized products. Until the Committee can be satisfied that a methodology adequately captures incremental risks for all securitized products, the capital charges of the standardized measurement method will in general be applied to these products.

Put simply, the committee does not believe that banks’ trading book models work for securitization positions.

14.25

The upshot of this is that, in a nutshell, securitization positions held in the trading book will be subject to the same capital charges as securitizations held in the banking book. However, recall that there are two substantial differences between the trading book and the banking book. One is that positions in the trading book are measured using an assumption of liquidity. The other is that positions in the trading book are measured net—longs and shorts are aggregated to create a net position. The rejection of the use of trading book treatment had the effect of displacing the assumption of liquidity—to some extent, a self-fulfilling prophecy; since the fact that banks are effectively rendered unable to trade securitization paper has had this effect.

Correlation trading

14.26

The first point which arose when these proposals were put forward was the position of correlation trading books. Correlation trading is—loosely—trading on the relative correlation of a portfolio of underlying assets. Imagine a pool of assets which have been securitized. If the assets are highly correlated with each other, they will all default together, and the AAA piece is not notably safer than the junior piece. If, however, they are completely uncorrelated, then the AAA piece is much safer than the junior piece. In practice correlation trading is not generally done between pieces of the same securitization, but across components of indices—thus, an investor might, for example, formulate a strategy based on the extent to which the components of the FTSE were correlated with each other.

14.27

The definition of the correlation trading book was set out as follows:



the correlation trading portfolio incorporates securitization exposures and nth-to-default credit derivatives that meet the following criteria:



The positions are neither resecuritization positions, nor derivatives of securitization exposures that do not provide a pro-rata share in the proceeds of a securitization tranche (this therefore excludes options on a securitization tranche, or a synthetically leveraged super-senior tranche);



and



All reference entities are single-name products, including single-name credit derivatives, for which a liquid two-way market exists. This will include commonly traded indices based on these reference entities. A two-way market is deemed to exist where there are independent bona fide offers to buy and sell so that a price reasonably related to the last sales price or current bona fide competitive bid and offer quotations can be determined within one day and settled at such price within a relatively short time conforming to trade custom.



Positions which reference an underlying that would be treated as a retail exposure, a residential mortgage exposure or a commercial mortgage exposure under the standardized approach to credit risk are not included in the correlation trading portfolio. Positions which reference a claim on a special purpose entity are not included either. A bank may also include in the correlation trading portfolio positions that hedge the positions described above and which are neither securitization exposures nor nth-to-default credit derivatives and where a liquid two-way market as described above exists for the instrument or its underlyings.

14.28

Correlation trading on this basis would be done by entering into derivatives which create similar interests across the FTSE. These are, of course, synthetic securitization positions in the language of Basel. The point was forcefully made by the industry to the committee that no matter how visceral their dislike of securitization, the banning of correlation trading was an unintended by-product of that dislike. This point was accepted as transparently true, and a carve-out regime was included in the Basel 2.5 documentation.

14.29

The effect of the carve-out was that banks might be allowed by their supervisor to apply their trading book models to calculate the capital requirement for their correlation book. However, this requirement was subject to the strict minimum requirements. In particular, regulators determined a set of specific, predetermined stress scenarios to be applied to the relevant portfolio. However, more importantly, the committee provided that no matter how accurate the bank’s model proved to be, and no matter how extreme the stress tests, these positions must at all times carry a minimum capital charge of 8 per cent. The Basel committee observed that they believed that the Basel 2.5 treatment of trading book assets would ‘increase market risk capital requirements by an average of three to four times’. The industry has suggested that the true outcome for active banks may be more than double that.

14.30

Another important point in Basel 2.5 related to valuation. The basis of Basel II was the proposition that the basis of regulatory capital calculations should be the accounting value of the assets concerned. This was fine in principle, but had possibly failed to take fully into account that accounting standards, in the interests of ensuring fairness and comparability, required asset valuation to be based on empirical (and therefore backward-looking) data. During the crisis it was felt by regulators that banks had used this rule to hide behind, arguing that because accounting standards permitted them only to either make provisions or to impair the value of assets, they were (reluctantly) compelled to give those assets full value. Consequently the Basel 2.5 amendments provided that the scope of the prudent valuation guidance was extended to all positions subject to fair value accounting and that regulators should have the ability to require adjustments to current value beyond those required by financial reporting standards, in particular where there is uncertainty around the current realizable value of a position due to illiquidity.

14.31

The Basel 2.5 changes were required to be brought into force by 31 December 2010, and in the EU this was done by CRD III.
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A. Introduction

15.01

Credit derivatives require special treatment in the trading as well as the banking book. The structure of a credit default swap (‘CDS’) is relatively straightforward—one party (the protection buyer) agrees that it will pay a fee to another (the protection seller). The operative part of the agreement is triggered if one of a number of events occurs in relation to an underlying entity (conventionally referred to as ‘defaults’, although these events include events which would not necessarily constitute defaults under a normal loan agreement). The underlying entity is generally referred to as the ‘reference entity’. If a default occurs with respect to the reference entity, the protection buyer may deliver a specified type of asset issued by the reference entity to the protection seller. In return, the protection seller must pay to the protection buyer an amount equal to the non-defaulted value of the asset. Thus, if A owns a bond worth £100 issued by X, it may purchase credit protection on that bond from B. In this example, A is the ‘protection buyer’, B is the ‘protection seller’, and X is the ‘reference entity’. If X defaults, A is entitled to deliver the bond to B and B is obliged to pay £100 to A. This is a ‘physically settled’ CDS, referred to as such because of the requirement to actually make physical delivery of the relevant asset to the protection seller. A more commonly encountered variant is the ‘cash settled’ CDS. In a cash settled CDS there is no physical delivery, and the protection seller is required to pay to the protection buyer an amount equal to the difference between the nominal value of the reference asset and the current market value of the reference asset post default.

15.02

It should be clear from this example that the essence of what is going on here is that A is entering into an at the money put option with B in respect of the reference asset in exchange for an option premium. The ordinary treatment for this transaction in the trading book would be relatively straightforward—A would be treated as having a long position in a put, and B would be treated as having a short position in that put. However, credit derivatives are generally more complex than this. The reasons for this are twofold.

15.03

First, a credit derivative generally references credit rather than a specific asset. Thus, in the example given, what A is seeking to do is to buy protection not on a specific asset, but on any credit exposure to X. This is generally done by identifying a fairly wide class of ‘reference assets’ issued by X—which may include public bonds, private bonds or loans existing from time to time—and provide that a default on any one of these may constitute a ‘credit event’ giving rise to a claim under the CDS. Thus, the terms of the contract will provide that the right to claim against B will be triggered by the occurrence of an event of default in respect of any asset falling within the class of reference assets.

15.04

Second, the terms of the contract will provide that once a credit event has occurred, A may deliver to B any asset issued by X which falls within the class of ‘deliverable obligations’. The class of deliverable obligations may be the same as the class of reference obligations, but it need not be. Thus it could well be the case that loans to X fall within the class of reference obligations (such that a default on a loan by X would constitute a credit event) but the class of deliverable obligations could include only securities issued by X.

15.05

Thus the essence of the CDS is that if a particular event happens with respect to one class of obligations of X, the protection buyer will be entitled to put to the protection seller any asset of its choosing falling within the class of deliverable obligations. This is clearly quite far removed from a traditional option structure, since neither the buyer nor the seller of the option know which security the option relates to.

15.06

It is important, for a variety of reasons, that there is no engagement anywhere that the person buying protection should actually own (or be exposed to) any asset relating to X at the time when he enters into the contract. It is therefore perfectly possible that A might enter into the CDS with B at a time when he had no exposure to X at all. A’s motivation for doing this might be that he believed that a default would take place with respect to X, and that, if this happened, he would be able to purchase assets in the market at a discounted value reflecting the default and then deliver them to B in order to receive their full pre-default value. By buying ‘bare’ protection in this way, A in effect goes short of the credit of X. Conversely, by selling protection B in effect goes long of the credit of X, since if X does not default he will receive the premium payments over the life of the contract for no cost. It should also be clear that the premium received by B should be the difference between the actual market rate charged to X by the market (the credit spread) and the hypothetical risk-free rate which the market would charge to a risk-free borrower, since B is effectively assuming this risk. Thus B would be placed in the economic position of a person who borrows risk-free and lends to X at a normal market spread. There is one final refinement to bear in mind, and that is that the protection buyer should discount the premium paid to B to reflect the cost of the credit exposure which it is assuming to B. Thus, the position in which B should end up should be the net position which it would have if it borrowed at its normal credit risk spread and lent on the basis of X’s normal risk spread.

15.07

It should be clear from the foregoing that although CDSs can be simplistically regarded as options, in practice they are sufficiently unlike normal option transactions as to be a fairly bad fit with the option regime. Consequently a separate regime is created for them.

15.08

The starting point is the position as regards a total return swap. Where a person has written a total return swap with another—ie has agreed to pay to that other the costs of owning the asset, in exchange for its agreement to pay over the benefit of the asset—he must treat himself as having a long position in the general and specific market risk of the reference obligation, and a short position in the general market risk of a zero-specific-risk security with a maturity equivalent to the period until the next interest fixing and which is assigned a 0 per cent risk weight under the standardized approach to credit risk.

15.09

The difference between this position and the position of a protection seller under a credit default swap is that the protection seller does not have a position for general market risk. For the purposes of specific risk, the protection seller must treat itself as having a synthetic long position in an obligation of the reference entity. Premium or interest payments due must be represented as notional positions in zero-specific-risk securities.

15.10

Credit derivatives are sometimes embedded in structured securities, known as ‘credit linked notes’ (‘CLNs’). The easiest way to think of a credit linked note is that it replicates the position where the protection seller writes the CDS but at the same time advances to the protection seller the value of the protected asset as collateral. When wrapped together in note form, this cocktail produces an arrangement under which the note buyer pays to the issuer the value of the note, and receives back an enhanced coupon which is the sum of the interest rate payable by the issuer and the protection premium due in respect of the underlying reference entity. In the event that a credit event occurs in respect of the reference entity, the issuer simply reduces the amount which it is due to pay back under the note—thus if a CLN is issued for £100 in respect of reference entity X, there is a credit even in respect of X and the value of the deliverable assets is 50% of the protected value, the terms of the notes will provide that the repayment of £50 by the issuer will discharge all of its obligations under the notes. Note that with CLNs, the note issuer is the protection buyer, and the note investor is the protection seller.

B. Notional Positions

15.11

A single name credit linked note creates a long position in the general market risk of the note itself, as an interest rate product. For the purpose of specific risk, two notional positions are created; one in an obligation of the reference entity, another in the issuer of the note. However, where the credit linked note has an external rating and meets the conditions for a qualifying debt security, a single long position with the specific risk of the note need only be recorded.

15.12

There is, of course, no reason why CDSs or CLNs should be confined to a single reference entity, and it is not uncommon for protection structures to cover a basket of different reference entities. The terms of such contracts are generally that if any one of a basket of reference entities suffers a credit default, then the asset concerned may be put to the protection provider. These contracts can take a variety of forms, and may provide either that the protection seller is required to cover only the loss suffered by the first default in the basket (a ‘first to default structure’) or that the protection seller is required to cover all defaults until the principal of the protection amount is exhausted.

15.13

A first to default credit derivative creates a position for the notional amount in an obligation of each reference entity, and the PRRs for each holding are added together. However, if the maximum payment which can be made under the structure is lower than this amount, the maximum payment amount may be taken as the PRR requirement for specific risk.

15.14

Where a protection seller sells a notional amount of protection on a basket of names, it is treated as having a position in each reference entity, with the total notional amount of the contract assigned across the positions according to the proportion of the total notional amount that each exposure to a reference entity represents. Where more than one obligation of a reference entity can be selected, the obligation with the highest risk weighting determines the specific risk.

C. Recognition of Risk Reduction

15.15

In broad terms, the position of the protection buyer is the mirror image of the position of the protection seller. This only really breaks down with credit linked notes, since the issuer of a credit linked note does not have a short position in itself. There is, however, an issue as regards term. A protection seller who sells three-year protection is acquiring a synthetic asset with a three-year maturity, and this is true regardless of the maturity of the underlying assets. For a protection buyer, however, if there is a maturity mismatch between the protection which it has bought and the term of the underlying assets, then it is incompletely hedged. This matters because a firm may take an allowance for protection provided by credit derivatives in respect of cash positions which it holds. The issue here is that if a firm holds an asset, and buys credit protection in respect of that asset under which the asset is both a reference asset and a deliverable asset, then it is in the position that it would be if it held the cash asset and had entered into a forward sale in respect of that asset. Under ordinary trading book principles, this would result in the asset and the future being netted in the calculation of the trading book position. However, as we saw, CDSs are protean in their structure, and it is frequently the case that the question of whether the two sides of the transaction are matched is not entirely straightforward. CDSs are therefore allocated into three classes for the purposes of determining whether such netting is available.

Full offset. This applies where positions are created by completely identical instruments (ie CDSs with identical terms as to reference and deliverable assets, or total return swaps on identical terms), or where a cash position is hedged by a CDS where the cash asset is the reference obligation (this will generally only arise under a total return swap).

80 per cent offset. This applies where there is an exact match of reference obligation, maturity and currency, and there is no other term in the CDs which would cause its value to deviate materially from the price movements of the cash position.

Partial allowance. A partial allowance is permitted where the reference obligation and the underlying obligation have the same obligor, have legally enforceable cross-default clauses, and the reference obligation is not senior to the underlying obligation. The effect of a partial allowance is that the PRR of both sides of the transaction is calculated but only the higher of the two PRRs applies.

15.16

Once these allowances have been made, a specific risk PRR must be taken against the remaining position. Where there is no allowance or set-off, a separate specific risk PRR must be taken for each side of the position.

15.17

As noted, a CDS gives rise to a specific risk capital charge, and because the underlying assets are assumed to be credit assets, the charge concerned will be an interest rate PRR. This calculated as the higher of the charge which would be arrived at under the normal interest rate PRR method and the result of the ‘ordinary credit default swap PRR method.’ The ordinary credit default swap method is broadly six times the loss which would be caused by a change in credit spreads plus four times the PRR of the long position to which it is exposed. A different (and more onerous) calculation is applied to securitization CDSs.

15.18

Many CDSs entered into in the trading book are likely to be components of synthetic securitizations. There is a separate treatment provided for such CDSs which is more onerous—and more complex—than that imposed on other types of CDSs. The specific risk portion of interest rate PRR for securitization swaps is the sum of the valuation change capital charge (a calculation based on a prescribed stress test matrix) and the default capital charge (loosely a grossed-up figure based on the risk weight which the position would attract under the normal securitization framework). If the result of this calculation is lower than the charge which would have been arrived at under the normal trading book rules for CDS, that charge is used instead.

D. Nth-to-default

15.19

An nth-to-default credit derivative is a contract where the payoff is based on the nth asset to default in a basket of underlying reference instruments—that is, a 2nd-to-default credit derivative is a derivative which pays out when the second asset in a basket defaults. Once the nth default occurs the transaction terminates and is settled. The capital charge against each net nth-to-default credit derivative position applies irrespective of whether the bank has a long or short position, ie obtains or provides protection.

15.20

The capital charge for specific risk for a first-to-default credit derivative is the lesser of (1) the sum of the specific risk capital charges for the individual reference credit instruments in the basket, and (2) the maximum possible credit event payment under the contract. Where a bank has positions in underlying assets, the first-to-default CDS will be taken to hedge the position with the lowest specific risk.

15.21

The capital charge for specific risk for an nth-to-default credit derivative with n greater than one is the lesser of the sum of (1) the specific risk capital charges for the individual reference credit instruments in the basket but disregarding the (n−1) obligations with the lowest specific risk capital charges; and (2) the maximum possible credit event payment under the contract. Where a bank has positions in the underlying instruments, no hedging benefit may be recognized.

15.22

If a first or other nth-to-default credit derivative is externally rated, then the protection seller must calculate the specific risk capital charge using the rating of the derivative and apply the respective securitization risk weights.
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A. Introduction

16.01

Trading book exposures are generally assessed as giving rise to position risk (‘PR’) rather than counterparty or credit risk (‘CR’). However, a number of trading book exposure types may give rise to both. To take a simple example, if a firm purchases a security in the cash market it will have a position risk on that holding. If it enters into a derivative under which it is liable to receive the value of the security it has two risks—a position risk on the security, and a counterparty risk on the derivative counterparty. Such exposure can also arise under free deliveries, unsettled transactions and repo agreements as well as margin lending arrangements and long settlement transactions.

16.02

The broad principle is—unsurprisingly—that once a firm has calculated its exposure values to any particular counterparty, it must risk weight the resulting exposures in accordance with the approach which it uses to calculate its ordinary credit risk exposures—standardized or IRB, as the case may be.

16.03

Under Basel II, no CCR was attributed in the trading book to a transaction entered into with a central counterparty, to which an exposure of 0 per cent was allocated. Under Basel III, a base requirement of 2 per cent is attributed as set out in Chapter 23.

B. Credit Derivatives

16.04

No CCR is attributed to a credit derivative entered into in the banking book, since these are already dealt with under the existing banking book rules. For credit derivatives in the trading book (including total return swaps), a PFCE (potential future credit exposure) figure must be calculated by multiplying the nominal amount of the instrument by 5 per cent where the reference obligation would be a qualifying debt security, or 10 per cent otherwise. Where the notional exposure arising from the swap represents a long position in the underlying, 0 per cent is used.

16.05

For a first to default transaction, the appropriate percentage for the potential future credit exposure will be determined by the lowest credit quality of the underlying obligations in the basket. If there are non-qualifying items in the basket, the percentage applicable to the non-qualifying reference obligation should be used. For second and subsequent to default transactions, underlying assets should continue to be allocated according to credit quality—ie for a second to default transaction, the applicable percentage figure is the percentage applicable to the second lowest credit quality.

16.06

Where a credit derivative included in the trading book forms part of an internal hedge and the credit protection is recognised for the purposes of the calculation of the credit risk capital component, there is deemed to be no counterparty risk arising from the position in the credit derivative.

C. Collateral in the Trading Book

16.07

Credit exposures can clearly be mitigated by collateral whether they are in the banking or the trading book. The treatment of collateral in the trading book is in principle the same as in the banking book, and firms are required to apply in the trading book the same collateral treatment which they apply to their banking book positions. However, the collateral rules which are applied to trading book exposures are slightly more generous than those which apply in the banking book. In particular, in the context of repo transactions, securities or commodities lending or borrowing transactions, all instruments and commodities eligible to be held in the trading book may be recognised as eligible collateral. For long settlement transactions and financial derivatives in the trading book, commodities eligible to be held in the trading book may be recognized as eligible collateral. The volatility adjustment which is applied in such cases is the adjustment which applies to non-main-index equities.

16.08

A particular problem arises in this context as regards master netting agreements where such agreements cover both trading book and banking book transactions. Where such a master agreement covers repo or securities lending in the trading book, all of the transactions which the agreement covers must comply with the stricter eligibility rules which apply in the banking book. What this means in practice is that the relaxation in collateral eligibility previously described is not available for agreements which are subject to a master netting agreement which also covers banking book transactions.

D. Double Default in the Trading Book

16.09

The double default calculation provided for in the IRB approach is based on the formula involving an IRB risk weighting multiplied by a function of the protection provider, and this approach applies in the trading book as well as the banking book. There are, however, some ways in which this approach is applied differently in the trading book. First, in the trading book value adjustments made to take account of the credit quality of the counterparty may be included in the calculation of total exposure—this is an exception to the usual rule that valuation adjustments taken in respect of credit quality may not be included in exposure calculations.1 Second, if the trading book approach recognizes the credit risk of the counterparty in full, then the expected loss for the counterparty risk exposure (and therefore the risk weighted amount under the IRB approach) must be zero.

16.10

There is a wrinkle as regards credit exposures to clearing houses. In general, exposures to clearing houses have a weighting of 0 per cent. However, this only applies to exposures ‘resulting from’ transactions cleared by the clearing house. A clearing house member may make payments to the clearing house for reasons which are not directly related to particular transactions (for example, where a clearing house enters into money market transactions with banks as part of its proprietary treasury operations. These payments are not covered by the 0 per cent weighting, and are therefore treated as exposures to a regulated financial institution.

16.11

For the purposes of counterparty credit risk, a firm may net exposures arising from items in the trading book against exposures arising from items in the non-trading book. Where this is done, the net balance must be allocated to whichever book had the greater gross balance—thus if there is a large positive exposure in the trading book and a smaller negative exposure in the banking book, the resulting net positive balance must be dealt with under the trading book rules. However, this calculation must be performed carefully, since some rules may not tally—for example, if the net balance falls within the banking book, the calculation will have to be reperformed, since some of the collateral recognized in the trading book may not be eligible under the banking book rules.

E. Rules Common to Banking and Trading Books

Unsettled transactions

16.12

Unsettled transactions may arise in respect of both the trading and the non-trading book, and this rule applies in respect of both. No transaction is instantaneously settled, and all transactions are unsettled for some period of time, even if that period is measured in minutes. The effect of this rule is therefore to define the point at which a capital charge is required to be taken on the basis that the period for which the transaction has remained unsettled has become excessive.

16.13

The rule applies to securities, currency, and commodities transactions but does not apply to repo or securities lending exposures. It begins with the establishment of the due settlement date. This will be determined by reference to practice in the particular market concerned. Once this date has passed, the firm must calculate its potential settlement exposure. This is defined as the amount which the firm could lose if the trade were not to settle, and is calculated as the difference between the agreed settlement price of the transaction and the current market value. Thus, if a firm has agreed to buy 100 securities at £1 each, if the price of the securities rises to £2 after the settlement date then the potential settlement exposure is £100 (£1 × 100 = £100, less £2 × 100 = £200). Note that if the price of the securities were to fall rather than rise, there would be no potential settlement exposure, since the firm would not be exposed to any risk of loss.

16.14

The capital requirement for an unsettled transaction is calculated by multiplying the potential settlement exposure by a factor. The factor is set out in the following table.

[image: image]

Free deliveries

16.15

In modern securities, currency and commodities markets, the ordinary mechanism for the settlement of transactions is delivery against payment, or DVP, by which delivery of securities and the payment of the price occur simultaneously. However, there may be circumstances in which, for a variety of reasons, one side is prepared to permit one half of a transaction to be performed before the other half. For the reporting bank, this could happen in one of two ways—it could either pay for assets before receiving them, or deliver assets before receiving payment for them. Both of these circumstances are caught by the free delivery rule. The rule on free deliveries applies in respect of the trading book and the non-trading book. It applies only where at least one day has elapsed between the payment and the non-delivery.

16.16

Free delivery treatment varies according to whether the free delivery is in the banking or the trading book. In the banking book, the treatment resembles that for unsettled transactions, in that it begins with a determination of the positive exposure of the firm. Thus, if the firm has paid for but not received 100 securities valued at £1, if the value of the securities increases to £2 then the firm’s exposure is £100. For a banking book exposure, from the payment date to a day four days thereafter, the firm may treat itself as having a counterparty exposure to the transaction counterparty calculated in accordance with its normal means of calculating banking book counterparty exposures. However, when the transaction becomes more than five days old, the transaction—plus any positive exposure arising on the unsettled transaction—must be deducted from capital.

16.17

In the trading book, the position is slightly different, in that up to the first capital payment leg there is no capital charge, but thereafter the position is treated as for the banking book. An IRB firm may, however, elect not to perform this calculation, but simply to allocate standardized weighting to all such exposures in the trading book. Finally, a blanket 100 per cent weighting may be applied to all free delivery exposures where the total firm exposure arising from such exposures is not material.

F. Basel III and CCR

Counterparty credit risk

16.18

A central feature of the Basel III view of the world is that the existing risk models failed to capture the risks inherent in the assets which banks owned. This shortfall was particularly apparent in the trading book. As a result, the committee has proposed a series of changes to the approach to credit risk in the trading and banking books, aimed specifically at counterparty credit risk, credit valuation adjustments, and wrong-way risk.

General wrong-way risk

16.19

This is to be captured through the introduction of a ‘worst of’ approach to EPE for banks who have permission to use internal models to calculate exposures (for EPE, see Chapter 17 para 17.32 et seq). In effect, banks will be obliged to perform two EPE calculations; one based on three years’ historic market experience, and the other based on a ‘stress calibration’. This calculation must be done on a whole portfolio basis, and not counterparty by counterparty. A ‘stress calibration’ is performed by assessing the current portfolio against a three-year historic period which included a period of stress to the bank’s counterparties generally. An oversimplified summary of this approach is that until we suffer an even bigger market crisis than the one just gone, banks will be required to use the data from that market crisis in calculating the likely diminution in value in their portfolios. Regulators will ascertain whether the stress involved is severe enough by requiring banks to assess representative portfolios against the two (historic and stressed) data sets and noting the difference between them. If the difference is small, regulators will be likely to conclude that the level of stress used to calculate the stressed EPE is insufficient.

Credit Value Adjustment—the ‘bond equivalent approach’

16.20

The bond equivalent approach is in many respects exactly what it says it is, but it is necessary to unpack the notion a little. Where a bank has an exposure to a counterparty arising out of (say) a derivative position, it will take a charge to reflect the likelihood that the counterparty will default and another charge to represent its exposure to market fluctuation generally. What it does not do under the Basel II system is to take a charge aimed at reflecting the fact that if the counterparty’s credit standing weakens, the value of its claim will decline. This can be justified. When a lender books a loan asset he treats himself as exposed only to credit risk and not to fluctuations in the value of the asset, since he does not propose to sell that asset. However a trader can put himself in an identical position by deciding to hold the relevant asset to maturity—put simply, traders are not obliged to sell assets in a weak market. The difficulty with applying this reasoning to the trader, however, is that even though traders can always elect to hold to maturity, their accounts will not be compiled on that basis, and in particular the loss resulting from the deterioration in the value of trading positions will impact their accounting value and regulatory capital almost immediately. Thus once a bank has elected to hold an asset in the trading book it is exposed to credit value fluctuations in a way that it would not be if the asset were held in the banking book, and as a result it is required to take a charge to reflect that fact (except as regards transactions with CCPs and repo transactions).

16.21

The operation of the calculation of the CVA charge can be most clearly seen in the context of banks which have internal model approval to calculate counterparty credit risk and market risk. Such institutions must pretend that the exposure to the counterparty is a bond issued by that counterparty, with a maturity equal to the longest contractual maturity across the netting sets with that counterparty, and apply a risk charge equal to the risk charge that they would apply to such a bond using the bank’s VaR model for bonds. This approach means that the CVA is unconnected with issues such as the nature of the underlying assets or other market factors—it reflects only the ‘pure’ credit exposures inherent in the net value of the trades. The CVA charge includes both general and special CCR for the counterparty, but does not include Incremental Risk Charge (see pp. 242–46). In general no offset is permitted—thus a trade with one counterparty hedged with another would give rise to two separate CVA charges, with each unaffected by the existence of the other. Also, only exposures which are managed as direct hedges may be needed. Thus, if a bank has an exposure to A arising out of purchased CDS and A is also a counterparty in some other capacity, the positions can be netted off for CVA calculation purposes if the CDSS was acquired specifically as a hedge against the other position, but not otherwise. In addition, this applies only in respect of single-name and Index CDS—other types of CDS (such as tranched or nth-to-default) cannot be used to reduce CVA in any event.

16.22

Not all banks have permission to model all of their portfolios, and a simplified method is provided for arriving at CVA figures for unmodelled exposures. The simplified method is not simple, and the formula can be found in new paragraphs 97–105 of the Basel II framework. However, some idea of the relative impact of the charge is that for each counterparty a multiplication factor Wi (based on external rating) is used to reflect risk, and in the final formula the risk charge is proportional to the square root of Wi.
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The right-hand column serves no mathematical function beyond providing an indication as to how fast the CVA charge increases as the credit standing of a counterparty deteriorates.

16.23

The CVA charge is added to the ordinary market risk charge for capital purposes—thus the total CCR for any bank is its normal CCR calculation plus the CVA figure.

Collateralized counterparties and margin period of risk

16.24

The adjustments made by the Basel III provisions to OTC derivatives revolve around margin issues. It is now well known that where a market is in crisis, positions which are apparently risk free because they are collateralized may become sources of risk. This is because where the value of such a position moves significantly, risk only remains low if the counterparty is able immediately to produce the significant amounts of new collateral necessary to ensure that the position remains fully collateralized. The relevant documentation will almost always provide that each counterparty should provide new margin daily equal to the amount of the movement (daily re-margining and mark-to-market valuation) but in rapid and illiquid markets this may not alone be sufficient. The approach which Basel II takes to this is to require the bank to assume that no new collateral is provided for a set period, to model the increase in exposure which would result, and to take that increase as the exposure value (effective EPE). The basic set periods are five business days for netting sets consisting only of repo-style transactions, and 10 business days for all other netting sets. However, Basel III provides that in some cases a higher period is imposed:

• If a netting set includes more than 5,000 trades at any point during a quarter, a period of 20 business days is imposed for the margin period of risk for the following quarter.

• If a netting set contains one or more trades involving either illiquid collateral or illiquid OTC derivatives (ie derivatives that cannot be easily replaced), a supervisory floor of 20 business days is imposed for the margin period of risk. For these purposes, ‘illiquid collateral’ means collateral that would not be readily available in stressed market conditions, and ‘OTC derivatives that cannot be easily replaced’ is to be assessed in the same way. A derivative is likely to qualify as illiquid for this purpose if it is not marked daily or is valued using models with inputs that are not observed in the market. In addition, concentration of trades and collateral on a particular counterparty should be taken into account in assessing how easily an entire position could be replaced.

16.25

It is also a known phenomenon that where banks are being called for significant amounts of margin, margin call disputes increase rapidly. Consequently an anti-avoidance rule is introduced such that if more than two margin call disputes have arisen in any particular netting set over the previous two quarters that have lasted longer than the basic set periods, then for the next two quarters the period used must be at least double the set period for the next two quarters.

16.26

Some margin agreements may not provide for daily remargining, but for remargining every n days. In such cases the period to be sued is the set period plus n days minus one day. The minimum holding period for various products is summarized in the following table.
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Downgrade triggers

16.27

Derivative documentation frequently provides that where a counterparty is downgraded, it will immediately provide further collateral to its counterparty to compensate for the increased credit risk which that counterparty is now running. However, counterparties which have recently been downgraded are not always ideally placed to provide further collateral immediately. Consequently, a provision is introduced which prevents banks from assuming in their risk models that any such collateral will be provided.

Collateral management

16.28

It is also required that a bank may only apply the internal model method to modelling collateralized transactions if it has an adequately staffed and resourced collateral management unit whose responsibilities include:

• calculating and making margin calls;

• managing margin call disputes;

• reporting levels of independent amounts, initial margins, and variation margins accurately on a daily basis;

• controlling the integrity of the data used to make margin calls, and ensuring that it is consistent and reconciled regularly with all relevant sources of data within the bank;

• tracking the extent of reuse of collateral (both cash and non-cash) and the rights that the bank gives away to its respective counterparties for the collateral that it posts;

• tracking concentration to individual collateral asset classes accepted by the banks;

• ensuring the accurate reflection of legal terms in collateral and netting agreements into exposure measurements.

The collateral management unit must report on a regular basis to senior management.

Securitization and resecuritization collateral

16.29

The general principle adopted by Basel III is that resecuritization interests are not eligible for financial collateral regardless of their credit rating. This prohibition applies whether the bank is using the supervisory haircuts method, their own estimates of haircuts method, the repo VaR method, or the internal model method.

Securitization interests remain eligible collateral, and the standard supervisory haircut formula is amended as follows:
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COUNTERPARTY CREDIT RISK FOR DERIVATIVES, SECURITIES FINANCING, AND LONG SETTLEMENT EXPOSURES


A. Introduction

B. Calculating Exposures

C. The Mark to Market Method

PFE calculation

Netting within the mark to market method

D. The Standardized Method

E. Credit Risk Exposure Calculation

F. The CCR Internal Model Method

Contractual netting within the CCR regime

CCR models and securities financing transactions



A. Introduction

17.01

The effect of the rules set out in this chapter is that certain exposures whose value can fluctuate over time should be treated as having a greater degree of risk than their actual mark to market value. In order to explain why this is, consider a bank which owns 100 of shares in A, but also has a derivative in place with X under which it is entitled to be paid the value of 100 shares in A. Clearly both positions give rise to the same risk as to the future price of A, and both will be valued by reference to the value of the shares in A. There is, however, a difference between the two. For the physical position, fluctuations in the value of the shares will result simply in gains or losses to the holder. Fluctuations in the value of the derivative, however, bring in an extra factor. This is that if the value of the shares in A increases, the bank’s credit exposure to X will increase. The rules set out in this chapter seek to capture this extra level of risk by treating the value of the derivative as being slightly higher than its mark to market value; thereby requiring a slightly higher level of capital to be held against it. This is the counterparty credit risk requirement (‘CCR’).

17.02

What is being calculated here is either the valuation amount (for standardized banks) or the EAD (for IRB banks)—that is, the value of the credit exposure. The rules apply to three different types of transaction: derivatives, securities financing, and long settlement transaction.

17.03

‘Derivatives’ is not a term with a defined meaning, but for this purpose the BCD helpfully essays an inclusive definition. For BCD purposes a derivative means:

(1) an interest-rate contract, being:

(a) a single-currency interest rate swap;

(b) a basis-swap;

(c) a forward rate agreement;

(d) an interest-rate future;

(e) a purchased interest-rate option; and

(f) other contracts of similar nature.

(2) a foreign currency contract or contract concerning gold, being:

(a) a cross-currency interest-rate swap;

(b) a forward foreign currency contract;

(c) a currency future;

(d) a currency option purchased;

(e) other contracts of a similar nature; and

(f) a contract concerning gold of a nature similar to (2)(a) to (e).

(3) a contract of a nature similar to those in 1(a) to (e) and 2(a) to (d) concerning other reference items or indices, including as a minimum all instruments specified in points 4 to 7, 9 and 10 of Section C of Annex I to the MiFID not otherwise included in (1) or (2).1

17.04

The term ‘securities financing transaction’ is a portmanteau term which includes a number of different transaction types. The most significant of these are repo (short for repurchase) transactions, in which one party sells securities to another on the basis that it will buy them back again at a future date at a specified price, and stock lending transactions, in which one party transfers title to securities to another on the basis that it will be able to call for the return of those securities on the specified date. It may be helpful to note at this point that although repo and stock lending transactions look almost identical to lawyers, in economic terms they are very different. A repo is economically equivalent to a borrowing of a specific amount of money secured on the stock transferred, with an interest rate charged on that money in terms of the differential between the purchase price and the repurchase price. This effectively gives the participants a long or short interest rate position on the repo price. A stock loan is economically equivalent to a borrowing of stock against collateral, and the lender is in principle rewarded with a lending fee rather than an interest rate. Amongst other advantages, this makes stock loans easier to administer for lending institutions. The best way to envisage the difference between the two is that in a repo, the amount of the repayment is fixed and the amount of securities collateral therefore varies. In a stock loan, the value of the repayment varies, so the amount of securities used does not.

17.05

Securities financing transactions also include margin lending transactions, where an institution lends money to a customer in order for that customer to purchase, sell, hold or otherwise trade in securities. The aim of this provision was to catch ‘prime brokerage’ and similar arrangements, where banks provided leverage to securities investors by extending credit based exclusively on securities portfolios. A distinction is drawn here between securities financing transactions (that is, loan transactions entered into for the express purpose of financing securities business) and lending transactions which just happen to be collateralized by securities. The distinction is, however, not exactly a bright line.

17.06

The rules also apply to long settlement transactions. In some respects this is an anti-avoidance measure. If I agree to sell securities on terms that the buyer need only pay for them in 12 months’ time, what I have created is in fact a securities financing contract, but in legal and regulatory terms it is a contract for sale. The rule which is applied is therefore that any contract for the sale of a security, a commodity, or a foreign currency amount against cash, other financial instruments, or commodities, or vice versa may be treated as a long settlement transaction. This will be the case where the settlement or delivery date is contractually specified as more than the lower of the market standard for the particular transaction and five business days after the date on which the firm enters into the transaction. Thus any sale of securities which has a settlement period of more than five days will be a long settlement transaction.

17.07

Finally, it should be noted that the fertile minds of derivatives lawyers and financial structurers have produced—and still produce—a bewildering array of instruments and structures. Regulators in general accept that any set of rules developed for generic classes of derivatives will produce anomalous results in certain circumstances. Consequently the FSA has adopted a ‘non-standard transactions’ rule2 which provides simply that: (a) where a transaction is non-standard as regards the market as a whole; and (b) the application of the stated rules would result in a material understatement of the counterparty credit risk to which the firm is exposed, the firm must adjust the credit risk applied to the particular transaction and must consult the FSA as to that treatment. Although there is a slight air of desperation in the drafting of this rule, this does no more than reflect the practical impossibility of developing a credit regime which will apply across all conceivable transaction types.

B. Calculating Exposures

17.08

Derivative exposures are generally effected under ISDA or other master documents which provide for broad netting. Exposures with any given counterparty are assessed using netting sets (see later). Where there is more than one netting set, there is more than one exposure (see later).

17.09

Exposures to certain central counterparties attract a CCR of zero under Basel II, and a CCR of 2 per cent under Basel III. This is a concession designed to encourage central counterparty use, and applies only where the central counterparty’s credit risk exposure with all participants in its arrangements are fully collateralized on a daily basis. However, this concession is not available for exposures arising from collateral held by the central counterparty for the participant to mitigate losses in the event of the default of other participants in the central counterparty’s arrangements—broadly, default fund contributions.

17.10

The basis of the valuation mechanism prescribed for derivative and other variable transactions is first to establish the amount due under the transaction, and then to apply a regulatory ‘haircut’ to that amount to arrive at the appropriate exposure value or EAD. This calculation is performed using one of three approaches; being:

• mark to market method;

• standardized method;

• internal model method.

One or other of these methods must be applied to derivatives and securities financing transactions within a single entity—they cannot be mixed for different derivative types. There is one exception to this rule which arises from the fact that the rules require a firm to use the mark to market approach for any non-linear exposure for which it cannot calculate a model value.3 Methods may be mixed across different group members in accordance with the consolidation rules. A firm must calculate the exposure value of a long settlement transaction in accordance with either one of these methods or, if it is permitted to use it, the master netting agreement internal models approach. If a firm enters into a transaction which is structurally a long settlement transaction in order to execute a trade which is structurally a derivative or securities financing trade, it may opt to simply treat that trade as a derivative or securities financing trade and apply to it whatever calculation method it applies to such transactions. The use of the long settlement approach is therefore, in effect, optional for derivatives trading firms with established processes.

17.11

The inclusion of long settlement transactions within this framework focuses attention on the fact that although a firm is most unlikely to engage in derivatives or financing transactions by mistake or through inadvertence, it may well, for a variety of good reasons, find itself party to long settlement transactions. There is therefore a concessionary rule which has the effect that a firm may, if it wishes, weight long settlement transactions using the mark to market method and the standardized approach to credit weighting regardless of any other factor.

17.12

Finally, the collateral rules apply where credit protection is purchased against an asset held in the banking book. Where such protection is held, the credit exposure on the relevant credit derivative is, for the purpose of this section set to zero. This is because the counterparty risk concerned is already accounted for in the collateral rules. Equally, where a firm has sold protection out of the banking book and as a result is treated as having the asset protected on its books, the CCR for the sold derivative is also set to zero.

C. The Mark to Market Method

17.13

The basis of the mark to market method is that the firm concerned must undertake a two-stage calculation. First, it must determine the current replacement cost of all contracts with positive values at market prices. This gives a mark to market value for each contract. Secondly, the firm must determine the ‘add-on’ to be applied to each contract, known as the potential future exposure (‘PFE’). The exposure value for this purpose is then calculated as the sum of the mark to market value and the PFE.

17.14

Since the market value of a particular contract will be the value of the net obligation arising under the contract, the netting of the different legs of the derivative contract is already embedded in the valuation. Consequently the adjusted value of the mark to market value of these contracts will constitute the capital requirement to be applied to these positions.

PFE calculation

17.15

The PFE is calculated my multiplying the nominal principal amount of the underlying contract by the percentage set out in the table here.
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Any contract not falling within one of the columns is treated as falling within the highest column. Where a contract requires more than one payment of principle, a separate multiplier should be applied to each payment to be made as if it were the only payment, and the PFEs for each payment are then totalled. For resetting contracts, maturity should be treated as the period until the next reset date.4

17.16

Once again, we note that this table is onerous for commodity dealings. For firms which apply the commodity extended maturity ladder (a regime created for commodity specialists—see para 12.51) there is a concessionary regime which applies the following percentages to commodity derivative exposures.
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17.17

PFEs should in theory be applied to all contracts, whether or not they have a positive mark to market value. Thus a fixed floating interest rate derivative which currently has a negative value for the reporting bank will nonetheless attract a PFE. However, this only applies where there is some possibility of a positive amount being paid to the institution at some point. For a contract such as a written option—where the bank receives a payment up-front and the only remaining issue is as to how much (if anything) it will have to pay out to the counterparty, no PFE should apply.

17.18

When a PFE is applied to a position where the mark to market exposure of the contract is negative, the exposure value of the contract is not deducted. However, where the exposure relates to collateral provided to cover a contract with a negative mark to market value—for example, where the reporting bank has provided a counterparty with £100 of collateral to cover the bank’s obligations under a contract which has a negative mark to market for it of £20—it is permitted to deduct the £20 from the £100 before calculating the PFE.

17.19

The determination of the principal amount of the contract is not always straightforward—some derivatives may provide that the principal will change on the occurrence of particular events. In the case of such contracts firms must reflect the effect of such provisions in their calculation.

Netting within the mark to market method

17.20

Where a number of obligations arise under a contract which provides for netting by novation (that is, where the terms of the contract have the effect that no matter how many individual transactions are entered into under the contract, only a single net amount will ever be payable), both the mark to market value and the PFE should be calculated on the net balance payable under the novation. However, it is relatively unusual to encounter full netting by novation arrangements in derivatives, and the vast majority of derivatives transactions are done under close-out netting provisions. Under a close-out netting arrangement, multiple transactions done under the relevant agreement continue to be separately settled unless an event of default occurs, whereupon the netting provisions take effect and the obligations under the contract are reduced to a single net amount. Where a contract contains close-out netting provisions, the mark to market amount is calculated on a net basis in the same way as for novation netting. However, the PFE is increased by a factor which represents the increased level of risk which regulators consider to attach to close-out netting over novation netting. The relevant calculation is:

PCEred = 0.4 * PCEgross ++ 0.6 * NGR * PCEgross

where:

(a) PCEred = the reduced figure for potential future credit exposure for all contracts with a given counterparty included in a legally valid bilateral netting agreement;

(b) PCEgross = the sum of the figures for potential future credit exposure for all contracts with a given counterparty which are included in a legally valid bilateral netting agreement and are calculated by multiplying their notional principal amounts by the PFE percentages;5 and

(c) NGR = ‘net-to-gross ratio’: the quotient of the net replacement cost for all contracts included in a legally valid bilateral netting agreement with a given counterparty (numerator) and the gross replacement cost for all contracts included in a legally valid bilateral netting agreement with that counterparty (denominator).

It should be noted that the effect of this formula is that positions that net to zero will usually have a significant positive value, and that this value may be significant for large netted positions.

D. The Standardized Method

17.21

The basis of the standardized method is that derivatives are disaggregated into one or more ‘payment legs’. A transaction which involves mutual payments—for example, a fixed-floating interest rate swap—has two payment legs. Unless these obligations are denominated in the same currency and are payable on a net basis, they are treated as gross obligations even if the contractual documentation permits netting of payments. This includes the notional principal of the transaction. Where a payment leg gives rise to interest or FX risk, the position must be included in the calculation of the appropriate foreign exchange risk or interest rate risk calculation (however, payments with a remaining maturity of less than one year are disregarded for interest rate risk purposes).

17.22

In general, the risk position for any transaction relating to financial instruments with a linear risk profile is the effective notional value of the position—that is the value of the underlying financial instruments established as current market price multiplied by quantity. Where the obligation is to make payments of a specified calculated amount (such as a fixed-floating swap), the exposure is the notional value of the outstanding gross payments multiplied by modified duration. Modified duration is a measure of the weighted average term to maturity of a security, and for this purpose is calculated as the delta of the value of the position divided by the delta of the interest level. In this calculation risk positions are assigned ‘signs’ according to whether the position is positive or negative for the reporting institution.

17.23

Collateral must be reflected in the calculation of the position, with collateral posted treated as an obligation immediately due to the counterparty, and collateral received treated as a claim immediately due from the counterparty. The effect of this is to net the collateral against the claim due. Where the collateral is the ‘wrong way’—eg where an institution has provided collateral to a counterparty, but at the time of the transaction has money due to that counterparty rather than receivable from it, the collateral simply increases the credit risk exposure of the institution to the counterparty.

17.24

The standardized method may only be used for financial derivative instruments and long settlement transactions—it does not apply to securities financing arrangements. Also, it may only be used for derivatives with a ‘linear’ risk profile. A linear risk profile is a term which describes a transaction where the amount due under the transaction varies directly with another factor. An example might be an obligation to deliver a specified number of specified securities, where the value of the derivative is the number of securities multiplied by the market price of those securities, as the amount due will vary directly with the market price. A non-linear risk profile would arise under a transaction where the obligation was to pay a variable amount on the occurrence of a specified uncertain event, since for such a transaction the return does not vary directly with any single underlying factor. In general, non-linear risks must be dealt with by applying the mark to market method. This must be applied even where the form has a CAD 1 model or a VaR model if that model is not capable of estimating the delta or modified duration of the position. Each such exposure must be treated as a separate exposure—that is, no two non-linear positions treated under the mark to market method may be netted against each other.

E. Credit Risk Exposure Calculation

17.25

Once the reporting firm has established its individual risk positions, it must calculate its net exposure. In principle, the exposure calculation is done instrument by instrument—thus, long and short notional positions in any identical instrument may be set off against each other. Positions in each instrument constitute a ‘hedging set’ of positions—thus long and short positions in any particular instrument are treated as hedging each other.

17.26

Underlying financial instruments other than debt instruments must be assigned by a firm to the same respective hedging sets only if they are identical or ‘similar’ instruments.

• For equities, similar instruments are those of the same issuer. An equity index is treated as a separate issuer.

• For precious metals, similar instruments are those of the same metal. A precious metal index is treated as a separate precious metal.

• For electric power, similar instruments are those delivery rights and obligations that refer to the same peak or off-peak load time interval within any 24-hour interval.

• Actual and synthetic positions in debt instruments of a certain issuer, or from reference debt instruments of the same issuer that are emulated by payment legs, or that underlie a credit default swap, may be included in the same hedging set.

• For certain low risk instruments, positions in different instruments may be grouped together into a ‘hedging set’. Instruments may be included in a hedging set if: (a) they are in the same currency; (b) they satisfy the criteria for an interest rate specific risk PRR of less than 1.6 per cent (see para 12.28); and (c) they fall within the same grouping in the table set out here

• There is one hedging set for each issuer of a reference debt instrument that underlies a credit default swap.
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17.27

It is important to remember that the exposure which is being calculated here is the exposure to one particular counterparty. It is therefore a precondition for the inclusion of any exposure in a hedging set that it be covered by a netting agreement which permits the exposure to be set off against other exposures to the same counterparty. Thus if a reporting institution has an exposure to a particular counterparty which arises under a stand-alone agreement which is not covered by the general netting arrangements between it and the counterparty, it may not include that position within any hedging set, and must treat it as giving rise to a separate stand alone exposure.

17.28

Once the net positions in the various different notional underlying instruments and exposure classes have been calculated, those positions must be turned into a credit requirement through the use of a CCR multiplier. The weightings to be used are those set out in Table 17.1.

Table 17.1 CCR multipliers
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17.29

Once all this has been done, the firm must finally calculate its actual exposure value net of collateral. This is done by calculating:

(a) the current market value of the total portfolio of transactions included in the netting set, less the current market value of all of the collateral held in respect of those transactions;

(b) the sum of the risk positions (after collateral) of each hedging set within the netting set, weighted using the appropriate CCR multiplier.

The higher of these two figures is the actual exposure value. The effect of this is that each netting set exposure has a floor equal to market value less collateral (ie the exposure can never be less than the net mark to market value of the exposure to the counterparty), but that where the risk adjusted calculation gives a higher figure, it is that higher figure which is used. This would generally be expected to be the case.

17.30

Finally, the total exposure calculated in this way is multiplied by a scaling factor if 1.4 (β or beta). This scaling factor was introduced at the Basel level in order to ensure a degree of robustness within the system, and its calculation is well beyond the scope of this work. However, its effect is that if the product of the calculation described is £10m, then the credit exposure which will arise from the CCR standardized method will be taken to be £14m, and this will be the exposure at default of the position.

F. The CCR Internal Model Method

17.31

A CCR internal model is, as it sounds, a model which is used by an institution to counterparty credit risk. The output of a CCR model is the credit risk requirement (CRR) for the exposures modelled. There are few generally applicable rules which can be specified in respect of such models—they are developed by banks and approved and reviewed independently by regulators. Such models may well not catch all of the types of derivatives which fall within the CRR regime—where this is the case the firm may use one of the other CRR methods for such exposure. However, a firm which has introduced a CRR model for part of its CRR exposures is expected to roll out that model to their exposures (except immaterial exposures) within a reasonable period of time, and in particular is expected to apply that model to new types of derivative transaction which it enters into. However, in general, regulators will try very hard to avoid a firm ‘cherry-picking’ its exposures, using a CRR model where it gains an advantage from doing so but using the standardized or mark to market methods where this would produce a lower risk charge.

17.32

CCR models, like any other CCR calculation, work at the level of the netting set. They must compute the exposure value for the netting set at each future date, and should catch movement in collateral values. The output of a model should be an estimate of effective positive exposure (EPE). EPE is defined as the weighted average effective exposure level (EE) at a series of times during the first year of exposure based on a variety of estimates of different market risk factors. The principle for the calculation of effective EE is simply that it can go up but not down—thus if the output of the firm’s model suggests that EE over the next 12 months would be:
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then effective EE would be:
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17.33

It is a principle that the output of the CCR model—no matter how high it may be—must be multiplied by α (alpha). α, like β, is 1.4, but whereas β is set by regulatory fiat at 1.4, α is in principle either 1.4 or such higher number as the regulator may choose to require. However, if a firm can demonstrate that the output of its model is always at least 1.2 times EPE, then the regulator may give the firm permission to disapply the modifier.

17.34

A CRR model may take into account collateral by reducing the exposure to the relevant counterparty. However, if this is done it is important that the collateral not be reflected in any other calculation, since this would result in double-counting.

17.35

The requirements for the establishment, verification and operation of a CCR model are very similar to those which apply to the development and operation of a credit model. The firm must have a control unit that is responsible for the design and implementation of its CCR management system, including the initial and ongoing validation of the model, and this unit must control input data integrity and produce and analyse reports on the output of the firm’s risk measurement model, including an evaluation of the relationship between measures of risk exposure and credit and trading limits. The unit must be independent from the parts of the business responsible for originating, renewing or trading exposures and free from undue influence; it must be adequately staffed; and it must report directly to the senior management of the firm.

17.36

CCR models are also subject to the use test, in that a CCR model may not be sued for regulatory reporting if it is not closely integrated into the actual credit risk management process of the firm. It is not permitted to use a model for regulatory reporting unless the results of the same model are also used by the firm itself for that purpose. CCR models must be appropriately stress-tested.

17.37

Firms must be able to demonstrate to their regulator that their models have sufficient flexibility to capture general and specific wrong-way risk. General wrong-way risk is the risk that the probability of default of counterparties is correlated with another factor which is sued in the calculation. An example would be an interest rate derivative with a highly leveraged counterparty—the effect of this could be that increases in interest rates could reduce the exposure to the counterparty on the specific transaction, but increase the likelihood of the counterparty actually defaulting. Specific wrong way risk arises where the risk is embedded in a particular transaction—taking a synthetic exposure to the credit of X and accepting collateral in the form of other credit claims on X would be an example. There is no specific rule relating to the way in which this is done, but regulators will require firms to show that they have considered and incorporated into their model the existence of wrong-way risk.

17.38

As with all of the model provisions of Basel, the ruse specify that the model must be validated and operated by reference to data which are validated independently of the business line, cover at least three years, and reflect a full business cycle.

Contractual netting within the CCR regime

17.39

The netting requirements imposed in calculating CCR risk are slightly different from those applied in the calculation of on-balance sheet netting, since they must contemplate close-out and novation netting as well as simple set-off. However, the basic principle remains the same—netting may not be recognized unless it is legally robust and supported by appropriate legal opinions.

17.40

The CCR netting regime applies to simple bilateral agreements relating to individual products or groups of products (generally referred to as master agreements). There are three groups of products for this purpose:

(1) financial derivatives;

(2) repo and securities lending;

(3) margin lending.

Within these groups netting may be recognized across different agreements. However, in order to net across these groups—in other words, to net exposures arising under a repo agreement against exposures arising under a derivative transaction two criteria must be met. First, the firm must have in place with the counterparty ‘contractual cross product netting agreements’—that is, written bilateral agreements which create a single legal obligation covering all included bilateral master agreements and transactions belonging to different product categories. Multilateral arrangements do not fall within this classification. Second, the firm must have a recognized CCR internal model. Firms which operate the CCR mark to market or standardized methods may not net across these classes.

17.41

The criteria which must be satisfied before netting can be recognized are as follows:

(1) the firm must have a contractual netting agreement with its counterparty which creates a single legal obligation, covering all included transactions, such that, in the event of a counterparty’s failure to perform owing to default, bankruptcy, liquidation or any other similar circumstance, the firm would have a claim to receive or an obligation to pay only the net sum of the positive and negative mark-to-market values of included individual transactions;

(2) the firm must be in a position to provide its regulator, if requested, written and reasoned legal opinions to the effect that, in the event of a legal challenge, the relevant courts and administrative authorities would, in the cases described under (1), find that the firm’s claims and obligations would be limited to the net sum, as described in (1), under:

(a) the law of the jurisdiction in which the counterparty is incorporated and, if a foreign branch of an undertaking is involved, also under the law of the jurisdiction in which the branch is located; or

(b) the law that governs the individual transactions included; or

(c) the law that governs any contract or agreement necessary to effect the contractual netting;

(3) the firm must have procedures in place to ensure that the legal validity of its contractual netting is kept under review in the light of possible changes in the relevant laws;

(4) the firm must maintain all required documentation in its files;

(5) the effects of netting must be factored into the firm’s measurement of each counterparty’s aggregate credit risk exposure and the firm must manage its CCR on such a basis; and

(6) the firm must aggregate credit risk to each counterparty to arrive at a single legal exposure across transactions; this aggregation must be factored into credit limit purposes and internal capital purposes.

17.42

There is an interesting quirk in the position of EU national supervisors as regards netting. Ordinarily, the judgement as to whether a particular legal opinion constitutes a ‘clean’ legal opinion is a matter for the home regulator alone. However, under the BCD, where a regulator in one of the jurisdictions required to be covered by (2) is not satisfied that the laws of its jurisdiction are sufficiently robust to permit netting, no other regulator may recognize netting which involves that jurisdiction.7 Thus, regulators cannot designate their jurisdictions as ‘good’ jurisdictions, but they can designate them as ‘bad’ jurisdictions, and if they do the latter then their decision is unquestionable by other regulators.

17.43

A firm must not recognize for netting purposes any contract which contains a ‘walkaway’ clause—that is, a clause which permits a non-defaulting counterparty to make limited payments only, or no payments at all, to the estate of the defaulter, even if the defaulter is a net creditor. This is true whether or not it is possible to obtain a clean netting opinion on the contract in the relevant jurisdictions.

17.44

In order for a cross-product netting agreement to be recognized for netting purposes, the netting effected under the agreement and the legal opinions relating to the agreement must include all of the agreements within the cross-product netting agreement. Thus a cross-product netting agreement may only be recognized if:

(a) the netting it effects captures all (and not some only) of the master agreements which it covers;

(b) the legal opinions address the validity of the entire agreement across all of the relevant products; and

(c) the bilateral agreements included under the cross-product master continue to comply on a stand-alone basis with the requirements for recognition.

CCR models and securities financing transactions

17.45

Where a firm has a CCR model which covers securities financing transactions, it should use that model to calculate its exposure. If it has a master netting agreement internal model, it may use that model. If it has both, it may choose which approach to apply. If it has neither, it may either use the master netting agreement approach contained in the collateral rules (if it is permitted to do so—a firm which uses the financial collateral simple method will not be permitted to do this). If all of this fails, then it will be obliged to treat the exposure as a collateralized receivable and apply the relevant collateral method (simple or comprehensive, as appropriate) to recognize the securities financed as collateral. However, it should be noted that the financial collateral simple method is not available in respect of securities financing transactions in the trading book.
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A. Introduction

18.01

Given that the Basel Accord is intended to reflect credit risk, it might have been expected that the rationale for a separate treatment of securitization exposures would have disappeared, and that exposures to securitization vehicles would be evaluated in exactly the same way as exposures to other types of vehicles, based on credit characteristics. In fact, exactly the opposite is the case.

18.02

The reason for this lies in the difference between ‘top-down’ and ‘bottom-up’ portfolio valuations. Top-down valuations take correlation effects into account—therefore, the risk of default on a portfolio valued on a top-down basis is less than the sum of the risks of default of the individual components, since not all of the constituents of the portfolio are likely to default at once. Conversely, bottom-up valuations are simply the sum of the risk of default of the individual components. Thus, for any portfolio, the top-down risk will be less than the bottom-up risk. The principle which the Accord applies is that a top-down approach should only be used for certain classes of assets (retail loans and purchased receivables), and all other classes of receivables should be assessed using a bottom-up approach.

18.03

Securitization presents a problem for this approach. The problem is that once a pool of assets has been securitized, the capital which is required to be held against such notes must be calculated by assessing the default risk of these notes. This is calculated by assessing the risk arising on the portfolio of assets owned by the securitization vehicle. This calculation is, necessarily, made using a top-down approach, since the risk of default of notes issued by the securitization vehicle is necessarily the risk on the individual assets held by that vehicle adjusted for correlation risk.

18.04

The problem which this creates for the Basel structure is that it creates the theoretical possibility that a firm could take assets which it is required to evaluate using a bottom-up approach, securities them, buy back the securitization notes, and obtain a reduction in its total capital requirement (since the total risk of all of the securitization notes will reflect correlation effects within the securitization vehicle, and will therefore be a top-down evaluation—which, by definition, will be less than the bottom-up figure).

18.05

The draftsmen of the Accord have responded to this problem by creating a series of approaches to securitization exposures which have the effect of imposing a higher capital requirement on those exposures than their rating or PD would require if they were any other class of exposure. Where an interest is defined as a securitization interest, it therefore has a heavier capital requirement than would be the case were it not so defined.

18.06

A further, and potentially more serious, problem is that the standardized approach to unrated assets gives a 100 per cent default weighting—a weighting which would be very advantageous for many securitization tranches. As a result, the securitization framework proceeds from the fundamental principle that securitization exposures should be deducted unless there is a good reason to give them some better treatment. Good reasons can be manufactured, but it is still the case that a bank purchasing an unrated note in a securitization where it does not have full information in respect of the underlying asset pool should expect to have to deduct it.

B. What is a Securitization?

18.07

It should therefore be clear that the potential consequences of a structure being held to be a ‘securitization’ are significant. It is therefore distressing that the regulatory system almost goes out of its way to avoid delivering precision on this point.

18.08

As with many public decisions this, although uncomfortable, is not unjustifiable. The core principle on which the Accord proceeds is that:



Since securitisations may be structured in many different ways, the capital treatment of a securitisation exposure must be determined on the basis of its economic substance rather than its legal form … [S]upervisors will look to the economic substance of a transaction to determine whether it should be subject to the securitisation framework for purposes of determining regulatory capital.1

The test is therefore one of economic substance rather than legal form.

18.09

The Accord provides some more helpful definitions of ‘traditional’ and ‘synthetic’ securitizations.



A traditional securitisation is a structure where the cash flow from an underlying pool of exposures is used to service at least two different stratified risk positions or tranches reflecting different degrees of credit risk. Payments to the investors depend upon the performance of the specified underlying exposures, as opposed to being derived from an obligation of the entity originating those exposures. The stratified/tranched structures that characterise securitisations differ from ordinary senior/subordinated debt instruments in that junior securitisation tranches can absorb losses without interrupting contractual payments to more senior tranches, whereas subordination in a senior/subordinated debt structure is a matter of priority of rights to the proceeds of liquidation.2



…



A synthetic securitisation is a structure with at least two different stratified risk positions or tranches that reflect different degrees of credit risk where credit risk of an underlying pool of exposures is transferred, in whole or in part, through the use of funded (e.g. credit-linked notes) or unfunded (e.g. credit default swaps) credit derivatives or guarantees that serve to hedge the credit risk of the portfolio. Accordingly, the investors’ potential risk is dependent upon the performance of the underlying pool.3

Given the significance of the drafting of these provisions, it is appropriate to provide the equivalent definition as it has been translated into the CRD. The relevant sections (subsections 37 to 39 of Article 4) read:



(37) ‘traditional securitisation’ means a securitisation involving the economic transfer of the exposures being securitised to a securitisation special purpose entity which issues securities. This shall be accomplished by the transfer of ownership of the securitised exposures from the originator credit institution or through sub-participation. The securities issued do not represent payment obligations of the originator credit institution;

(38) ‘synthetic securitisation’ means a securitisation where the tranching is achieved by the use of credit derivatives or guarantees, and the pool of exposures is not removed from the balance sheet of the originator credit institution;

(39) ‘tranche’ means a contractually established segment of the credit risk associated with an exposure or number of exposures, where a position in the segment entails a risk of credit loss greater than or less than a position of the same amount in each other such segment, without taking account of credit protection provided by third parties directly to the holders of positions in the segment or in other segments

This latter forms the basis of the rules of the FSA and other EU regulators.

18.10

At first glance this looks alarming. The drafting is clearly effective to catch mainstream securitizations, along with asset-backed securities, mortgage-backed securities, credit enhancements, liquidity facilities, interest rate or currency swaps, credit derivatives and tranched cover. It is also notable that there is nothing in the definition which limits the concept by reference to types of underlyings—on this basis you could securitize racehorses. However, there are many financing structures which involve tranching of some form or other which are not intended to be securitizations, and which would cause great difficulty for banks if they were to fall within the securitization framework.

18.11

The reason that this is not more problematic is that there are three substantial ‘safer harbours’ for tranched financings. The first is the fact that a securitization, by definition, involves a pool of underlying assets. An arrangement with respect to a single asset cannot constitute a securitization. The second is the exclusion for ‘subordination’ set out in the Basel definition of a traditional securitization. The logic of this statement may be questionable, but in policy terms the exclusion of subordination arrangements from the class of securitizations saves the majority of leveraged finance and structured lending transactions. The third substantial safe harbour is the ‘specialized financing’ regime, which covers real estate, project and asset financing arrangements. It seems to be established (although it is nowhere positively stated) that an exposure which falls within both the securitization and the specialized finance definitions will fall within the specialized finance rather than the securitization field. Thus another substantial chunk of tranched financing is preserved from the securitization regime.

18.12

Unfortunately, however, there is still considerable scope for structured finance transactions to fall within the securitization regime inadvertently, and considerable care must be taken in analysing structures for this reason.

18.13

The selection of tranching as the touchstone for securitization has the interesting consequence that any single-tranche repackaging of a pool of assets is not a securitization. This applies to credit derivative exposures as well as formal repackagings. However, it is remarkably difficult in many cases to be satisfied that a repackaging is in fact single tranche—for example, a single tranche repackaging which has the benefit of a liquidity facility may well be classified as tranched if the liquidity facility is repayable in advance of the securities issued. In the same way, including features such as synthetic yield traps in credit derivative structures could give rise to arguments that the CDS had become a synthetic securitization, with potentially adverse consequences for bank protection sellers.

18.14

It is not, in general, possible to resolve issues as to the securitization or otherwise status by textual analysis of the relevant rules. In practice dialogue with supervisors is likely to be the only way in which a meaningful set of ground rules come to be developed in this regard.

C. True Sale and Derecognition of Assets

18.15

The starting point for the securitization regime is that where a bank originates a securitization, the assets concerned should appear on its balance sheet unless the criteria for derecognition of those assets can be satisfied. A bank may act as originator in a number of ways. The most common is the situation where a bank accumulates assets on its own balance sheet and then sells them to a securitization vehicle. However, banks may be originators with respect to assets even if they never own the relevant assets directly. A bank which funds an SPV which then acquires assets is an originator, as is a bank which neither sells not funds assets, but merely acts as a sponsor of a vehicle which raises money from third parties and acquires assets from other third parties—this is common with asset backed commercial paper (ABCP) vehicles. Thus wherever a bank is involved in the establishment of a securitization or repackaging vehicle, the management or advising of such a vehicle, the placement of securities for such a vehicle or the provision of liquidity or credit enhancement to it, it is at risk of having the vehicle’s assets treated as its own (and therefore of having to hold capital against them) unless it can satisfy the derecognition conditions.

18.16

A bank may originate a securitization by putting into the securitization assets which it currently owns. Where this happens, the question is as to whether the assets should be treated as no longer owned by the bank. However, a bank may also originate a securitization by arranging for a vehicle to raise money from third parties and then spend that money on acquiring assets from third parties. In this case the starting point is that the assets are brought onto the balance sheet of the bank by reason of the fact that they have been acquired by a securitization vehicle in respect of which the bank is the originator. This produces the apparent paradox that the bank is seeking to remove from its balance sheet assets which, on an accounting analysis, were never on it in the first place. This helps to illustrate the fact that in the context of securitization and its treatment for regulatory purposes, the accounting and regulatory analyses of any given situation may be very different.

18.17

There is an interesting issue here about the scope of the securitization regime as regards the origin of the assets securitized. The FSA states that the rules on the treatment of assets which are securitized only apply to assets originated in the non-trading book, and do not apply to assets in the trading book.4 Although not immediately intuitively obvious, this is in fact correct. Where assets are purchased into the trading book and sold on to a securitization vehicle, the ordinary trading book rules will apply, and those assets will be netted through the ordinary trading book mechanics. For a synthetic securitization of trading book assets the treatment which will apply will be the ordinary trading book treatment of CDSs, which again will result in a net exposure. Thus it is only in the context of assets originated in the banking book that the securitization assets regime really applies.

18.18

Once assets have been identified as securitization assets in a securitization where a bank is an originator, the bank can only remove those assets from its regulatory report if it satisfies the criteria for derecognition. The most important of these is the requirement that the transaction result in some actual transfer of risk, and that that transfer be ‘significant’. For this purpose the FSA has suggested that a transfer should be treated as ‘significant’ where the proportion of risk transferred is at least equal to the proportion by which the capital requirement is reduced5—put simply, if the effect of the transaction is to reduce the capital requirement for the originator by 25 per cent, then at least 25 per cent of the risk must have been transferred outside the bank group.

18.19

Where a securitization transfers no meaningful risk, or where the amount of risk transferred does not meet the test for being ‘significant’ (as would be the case where, for example, the originator retained the risky pieces of the transaction) then it is disregarded. This is important, since as noted, the effect of the securitization regime is to increase the overall capital requirement which is applied to securitization exposures. The guiding principle here is that the originator should never find himself in a worse position than he would have been in had he retained the securitized assets on his own balance sheet.

18.20

Provided that a securitization satisfies the basic test of transferring significant risk, the assets concerned will be derecognized providing that the securitization structure satisfies certain minimum tests. Given that the securitization regime captures both traditional and synthetic securitizations, a separate set of tests are provided in each case.

18.21

For traditional securitizations the tests are as follows:

(1) The transferor does not maintain effective or indirect control over the transferred exposures. A transferor will be presumed to have maintained effective control over the transferred credit risk exposures if it:

(a) is able to repurchase from the transferee the previously transferred exposures in order to realize their benefits; or

(b) is obligated to retain the risk of the transferred exposures; but not

(c) if it is merely appointed as servicer in respect of the assets.

(2) The assets are effectively legally isolated from the transferor and its creditors on insolvency (eg through the sale of assets or through subparticipation). This test is not satisfied unless a legal opinion as to the effectiveness of the transfer has been obtained from appropriate external legal counsel.

(3) The securities issued confer no rights against the originator, but only a claim to the underlying assets.

(4) The transferee is a special purpose entity (‘SPE’) and beneficial interests in that SPE are freely transferable.

(5) Clean-up calls6 must satisfy the conditions:

(a) their exercise must not be mandatory, in substance or in form;

(b) they must not be structured to provide credit enhancement (ie to avoid allocating losses to be absorbed by credit enhancements or positions held by investors or otherwise structured); and

(c) they must only be exercisable when 10 per cent or less of the original underlying portfolio or reference portfolio value remains.

(6) Certain prohibited provisions must not appear in the securitization framework:

(a) the originating bank must not be required to alter systematically the underlying exposures such that the pool’s weighted average credit quality is improved unless this is achieved by selling assets to independent and unaffiliated third parties at market prices;

(b) the framework must not allow for increases in a retained first loss position or credit enhancement provided by the originating bank after the transaction’s inception;

(c) there must be no provision for an increase in the yield payable to parties other than the originating bank, such as investors and third-party providers of credit enhancements, in response to a deterioration in the credit quality of the underlying pool (‘step-ups’).

(7) The documentation must reflect the economic reality of the transaction.

18.22

For synthetic securitizations, the tests are:

(1) The contractual arrangements must satisfy the same tests as for a traditional securitization—that is, the documentation must be effective, legally binding and covered by external legal opinions. The obligations of the originator must be limited in the same way—thus if the underlying quality of the pool deteriorates the originator should not be required to improve the pool or increase the amount of premium to be paid.

(2) The protection provided should not:

(a) be subject to significant materiality thresholds below which credit protection is deemed not to be triggered even if a credit event occurs, or

(b) allow for the termination of the protection due to deterioration in the credit quality of the underlying exposures.

(3) The protection should not contain clauses that provide for increases in a retained first loss position or credit enhancement provided by the originating bank after the transaction’s inception.

(4) Any clause in a synthetic securitization which provides for a feature which is economically equivalent to a clean-up call must comply with the requirements for a clean-up call in a traditional securitization.

‘Derecognition’ for synthetic securitizations

18.23

Derecognition for traditional securitizations is a relatively straightforward concept—the assets concerned are simply removed from the balance sheet. Derecognition for synthetic securitizations is slightly more complex. We need here to restate the basis of the definition of a synthetic securitization—an arrangement where a bank has transferred a significant portion of the risk of a pool of assets held on its own balance sheet by buying protection from eligible protection providers on a tranched basis. The difficulty here is that many CDSs are ‘tranched’ in the sense that they provide for a ‘threshold’ loss amount which, if it occurs, constitutes a loss borne by the protection buyer rather than a protection seller. Such arrangements are economically identical to a first loss/second loss tranching arrangement, and therefore constitute tranching. Thus, in a situation where an issuer has purchased protection directly on a pool of receivables whilst retaining a ‘first loss’ exposure in the form of a minimum threshold before the protection can be called, the arrangements will constitute a synthetic securitization.

18.24

The regulatory treatment of this position is that the bank must analyse the entire portfolio as a securitization, identifying tranches which it has retained and tranches which it has sold. It must then treat those tranches as it would any other securitization tranche. Thus, in the example given, the bank would analyse the transaction into a first loss and a senior piece. It would apply to the exposure which it retained (the minimum threshold amount) the treatment accorded to first loss pieces of securitizations—generally deduction from capital. It would then consider the second loss piece. In general there are two possible ways that this can come out. One is where the credit protection purchased is unfunded. In this case the treatment applied to the assets composing the pool is simply the substitution of the risk weight of the protection provider for the risk weight of the underlying asset. The other is where the protection is funded—that is, where the protection provider has put up cash collateral equal to the value of the assets. In this case the ordinary cash collateralization rules will apply, and the risk exposure on the assets will generally be reduced to zero.

18.25

There is one wrinkle to this treatment. Where an asset is sold to a securitization special purpose vehicle (SPV), the transfer is generally permanent (or, if it is not, off-balance sheet treatment for the assets transferred is unlikely to be achieved). Synthetic securitizations are based on guarantees and credit default swaps, both of which almost invariably exist for a specified period of time and have a termination date. This creates no issues where the termination date of the protection must necessarily fall due after the relevant assets have matured. However, it is clearly the case that sometimes the duration of the protection will be less than the maximum theoretical duration of the assets (this is a particular problem in the mortgage markets, since the legal maturity of a mortgage in the UK is generally 25 years). This problem is particularly acute since the duration of protection for this purpose is taken to be the first date on which it can be cancelled by the protection provider, in the same way as any other item of unfunded credit protection (see para 11.33).

18.26

The simplest approach to this problem would be to require that protection must equal the duration of the assets protected in order to be eligible for recognition. However, this would place insupportable difficulties in the way of many synthetic securitizations. A mechanism is therefore provided for the resolution of this problem, based on two assumptions. The first is that any asset or protection with a maturity of over five years should be treated as if it had a maturity of five years—thus if a bank owns assets with a 20-year maturity and has protected them with synthetic securitization protection with a five-year maturity there is deemed to be no mismatch. The second is that maturity mismatches are deemed to have an impact on a sliding scale over time, with a six-month mismatch between (say) five-year assets and four-year six-month protection having relatively little impact, whereas a six-month mismatch between two-year assets and one-year six-month protection being very significant. The relevant formula is slightly different from that which is normally applied to maturity mismatches (see para 11.33), and is:
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where:

RW(Ass) is risk weighted exposure amounts for exposures if they had not been securitized calculated on a pro-rata basis;

RW(SP) is risk weighted exposure amounts calculated under BIPRU 9.6.3 G as if there was no maturity mismatch;

T is maturity of the underlying exposures expressed in years;

t is maturity of credit protection expressed in years; and

t* is 0.25.

Implicit support, or ‘de-derecognition’

18.27

In certain circumstances an originator who has transferred assets via a securitization may be compelled by the regulator to take the assets back again. This will arise where the originator is held to have provided ‘implicit support’ for the securitization. Implicit support may be defined as any action taken by the sponsor which would have the effect of reducing potential or actual losses to investors. Classical examples of implicit support would include repurchase of securitization notes at a price above the market price or substituting assets into the pool with the aim of improving the quality of the overall pool.

18.28

In order for support to constitute implicit support it must be implicit—that is, it must not be pursuant to a formal obligation on the originator set out in the securitization documentation. Where a sponsor commits itself in securitization documentation to do certain things which have the effect of supporting the pool, it may do those things without being held to have provided implicit support. The converse of this, of course, is that where an originator sets out in a document that it may do certain things, for regulatory capital purpose it will be treated as having done them in full. Thus, if a sponsor agrees that it may if called upon contribute up to a certain percentage of the pool in the form of capital support, that capital support will be treated as having been contributed in full, and the relevant deduction made from its capital.

18.29

The most common forms of implicit support are the buying back of notes from investors and the recomposition of asset pools. As to note buybacks, there is no prohibition on originators purchasing interests in their own securitizations, provided that such purchases are undertaken at fair market value on an arm’s length basis and have been subjected to the normal credit and liquidity review processes of the relevant bank.

18.30

There is also an issue as regards sanctions for implicit support. The FSA, for example, treats the provision of implicit support as a free-standing breach of its rules, capable of being sanctioned like any other regulatory breach. However, the draftsmen of the Accord (and, to be fair, the BCD, with less excuse), did not feel that they could provide for disciplinary consequences for breaches of prudential rules, not least because of the wide variety of different consequences. Consequently the Accord provides only that a bank which has provided implicit support to a securitization vehicle must publicly acknowledge the fact that it has done so.

D. Risk Weighting of Securitization Exposures

18.31

Any exposure to a securitization must be weighted under the securitization regime and not under the ordinary regime. This includes exposures arising from interest rate or currency derivatives, as well as any credit protection provided to a securitization vehicle. Where an exposure to a securitization arises through an off balance sheet arrangement, the arrangement must be converted into an on balance sheet exposure using a credit conversion factor of 100 per cent.

18.32

Where an IRB bank calculates the weighting of a securitization position, the size of the position used to calculate the exposure is the gross position before value adjustments. However, the risk weighted exposure amount of any securitization position may be reduced by 12.5 times the amount of any value adjustments actually made. However, where the position is carried with a risk weight of 1250 per cent, value adjustments used in this way may not also be taken into account in the expected loss calculation.

18.33

It may sometimes happen that a bank which holds a securitization position receives credit support in relation to that securitization position, either from the SPV or from a third party. In broad terms the position here is the same as that for any other position subject to credit support—where the credit support is cash collateral the value of the exposure will be reduced in accordance with the rules set out in Chapter 9.

18.34

It may sometimes occur that a firm has overlapping positions in a securitization—that is, two or more positions which have the characteristic that only one of them can be actually lost, or (more usually) that the occurrence of a loss on one will reduce pro tanto the loss on the other. Where this is the case the exposures should be netted against each other to produce an exposure value equal to the largest loss actually capable of being made, and this exposure should be weighted using the approach which gives the highest weighting.

E. Weighting Holdings of Securitization Positions—the Standardized Approach

18.35

The position of a standardized bank which holds securitization positions is set out in paras 8.42 to 8.57 for the Basel II regime. The basis of the standardized approach is that securitization exposures with a rating of BBB- or above will carry the same capital requirements as notes issued by a corporate with the same rating. Divergence begins in the BB+ to BB- range, where notes issued by a corporate would carry a 100 per cent weighting but securitization exposures held by independent investors carry a 350 per cent weighting. Below this level, notes issued by a corporate would carry a 150 per cent weighting whereas notes issued by a securitization vehicle will be deducted from capital.

18.36

In the standardized approach, the risk weighting of the originator or sponsor is capped at the amount which would be applied to the relevant exposures had they not been securitized. Thus an originator or sponsor can never suffer a higher charge as a result of a securitization than they would have done had they held the entirety of the pool on their own balance sheet. However, this rule applies only to the portfolio as a whole—it would be perfectly possible for an originator to sell 50 per cent of the risk on a portfolio and find itself with a capital charge equal to 90 per cent of the charge to which it was originally subject.

18.37

In general, all positions in unrated securitizations must be deducted. However, there are some securitizations where external ratings are not sought. In such circumstances there is a relaxation of the rule that all securitization exposures which are not rated must be deducted. This arises in two circumstances; where the investor holds an exposure to a defined portfolio in which it has full transparency as to the underlying assets, and where the investor holds a second loss or better piece of an asset-backed commercial paper programme. Where the investor has full transparency,7 it may calculate the capital requirement which would be applied to the underlying asset pool and weight its exposure as a proportion of that exposure multiplied by a concentration ratio. Thus, there are three parts to this process, which can be expressed as:

Capital weighting of pool × % holding in pool × concentration ratio

The concentration ratio here is the sum of all of the nominal amounts of all of the tranches divided by the sum of the nominal amounts of the tranches junior to that held, including the position itself. Thus, imagine an unrated securitization with a value of £100 divided into £60 senior, £30 mezzanine and £10 first loss. Imagine that a bank holds £15 of the mezzanine tranche. The concentration ratio which will be applied will be £100 (the nominal amount of all the tranches) divided by £40 (the sum of the tranches junior to and including the one held), or 2.5. The risk-weighted exposure amount will therefore be 15 per cent of the amount which it would be if the assets were held on balance sheet multiplied by 2.5. The concentration ratio could get very large if such holdings were to extend to very junior tranches, and the total is therefore capped at full deduction of 1250 per cent weighting. This approach may also be used for unrated tranches of securitizations where there are more senior rated pieces, but in this case the charge is floored at the risk-weighted exposure amount which would apply if the holding were a holding in the rated tranche—in other words, this approach cannot be used to give a junior tranche a lower requirement than that which would apply to a more senior tranche.

18.38

A different rule applies where the holding is a holding in an unrated ABCP programme. In this case, where the position is in an investment grade tranche other than a first loss position (generally a second loss position) and where the holder of the tranche does not also provide first loss support, the position may be given a weighting equal to the higher of 100 per cent or the weighting which would apply under the standardized approach to the highest rated of the underlying assets in the pool—thus if some of the assets in the pool would carry a 150 per cent weighting then the weighting to be applied to the tranche would be 150 per cent, but if the highest rated asset in the pool were 50 per cent, the weighting to be applied to the tranche would be 100 per cent.

Liquidity facilities

18.39

Where a standardized bank has advanced a liquidity facility to a securitization, it may treat the exposure as carrying a risk weight of the highest weight which would apply to any asset in the pool under the standardized approach without the 100 per cent floor, and in addition may apply a 20 per cent conversion factor if the term of the liquidity facility is under one year, and a 50 per cent conversion factor if the term is over one year. This treatment only applies if the liquidity facility satisfies some fairly rigorous requirements; notably:

• the liquidity facility documentation must clearly identify and limit the circumstances under which the facility may be drawn;

• it must not be possible for the facility to be drawn so as to provide credit support by covering losses already incurred at the time of draw—for example, by providing liquidity in respect of exposures in default at the time of draw or by acquiring assets at more than fair value;

• the facility must not be used to provide permanent or regular funding for the securitization;

• repayment of draws on the facility must not be subordinated to the claims of investors other than to claims arising in respect of interest rate or currency derivative contracts, fees or other such payments, nor be subject to waiver or deferral;

• it must not be possible for the facility to be drawn after all applicable credit enhancements from which the liquidity facility would benefit are exhausted; and

• the facility must include a provision that results in an automatic reduction in the amount that can be drawn by the amount of exposures that are in default, where default has the meaning given to it for the purposes of the IRB approach, or where the pool of securitized exposures consists of rated instruments, that terminates the facility if the average quality of the pool falls below investment grade.

These requirements go to both the terms of the facility document and the way in which it is to be used in practice.

18.40

A further concession—although one rarely encountered in practice—is granted for a liquidity facility which meets all of the conditions set out and, in addition, either:

(a) may be drawn only in the event of general market disruption, or

(b) is unconditionally cancellable and where repayment of draws on the facility are senior to any other claims on the vehicle.

Such facilities have a 0 per cent conversion factor and are therefore treated as credit risk free.

18.41

For synthetic securitizations under the standardized approach a credit conversion factor must be applied to the exposure. The credit conversion factor prescribed for such exposures is 100 per cent, regardless of tenor (this may be compared with the figure used in the standardized approach of 50 per cent for exposures of more than one year and 20 per cent for exposures of less than one year).

F. The IRB Approach

18.42

There are three methods available to IRB firms for calculating the capital charge to be applied to securitization positions. It is important to understand that the default position for any securitization holding is deduction—thus the default treatment for any exposure which does not fit within one of these approaches is deduction.

18.43

The fundamental approach is the ratings based approach (RBA), which—as it implies—derives securitization capital charges from the external ratings given to the relevant position. The RBA may be applied both to securitization tranches which are actually rated and securitization tranches which have an ‘inferred’ rating—that is, which are unrated but which are senior to or pari passu with tranches which are rated, and which have maturities which are longer than those of the rated positions.

18.44

Firms which are able to do so may use the supervisory formula approach (SFA)—however, it is relatively rare for any firm other than an originator or sponsor to be able to calculate an SFA requirement, and in general bank investors in securitization paper are not in a position to use the SFA to calculate their requirement for that paper.

18.45

The ABCP internal assessment approach (IAA) is, as it sounds, only available for ABCPs.

The ratings based approach

18.46

The basis of the ratings based approach is, as it sounds, the external rating of the paper issued by the securitization vehicle.
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The supervisory formula approach

18.47

The supervisory formula approach (SFA) is a mechanism which is used to evaluate securitization positions. The basis of the SFA is that where an IRB bank can calculate the capital charge which would have applied to a particular portfolio of assets on its own balance sheet, it can evaluate securitization exposures by (in effect) assuming that that IRB level constitutes the ‘first loss’ component of the exposure, deducting exposures below that level, but treating exposures above that level as senior (and therefore lower risk). The paradigmatic situation for SFA use is where a bank has originated a portfolio of assets and has then transferred some risk on the portfolio to others whilst retaining exposures itself. Thus a bank which had purchased protection on a portfolio of assets could use the SFA to evaluate its remaining risk exposure. Since SFA can only be used in circumstances where the bank concerned has complete oversight of the underlying assets, it is not generally capable of being used by protection sellers.

18.48

The SFA cannot be used to reduce the risk weight of a resecuritization position below 20 per cent, or to reduce the risk weight of any securitization position below 7 per cent.

18.49

The basis of the SFA is that the risk weight to be applied to any exposure must be the greater of:

(a) 0.0056 × T (i.e. the 7% floor) or
(S [L + T] − S [L])

For this purpose S(L) is
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where
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18.50

In this calculation, S is the supervisory formula itself, and is a formula of considerable complexity. However the formula is based on a simple input; KIRB. defined as the IRB capital requirement including the EL portion for the underlying exposures in the pool, calculated in accordance with the bank’s IRB model as if the exposures in the pool were held directly by the bank. This calculation should reflect the effects of any credit risk mitigant that is applied on the underlying exposures (either individually or to the entire pool), and hence benefits all of the securitization exposures.

18.51

The essential features of the supervisory formula approach are that it is at heart a pure model based estimate of the pool’s aggregate systematic or non-diversifiable credit risk that is attributable to a first loss position covering losses up to and including KIRB. Because the tranche of interest covers losses over a specified range (defined in terms of L and T), the tranche’s systematic risk can be represented as S[L + T] − S[L]. It is, however, deliberately structured to embed a supervisory add-on. This is put in place to address a substantial step in capital requirements which would otherwise affect relatively thin mezzanine tranches lying just below and just above the KIRB boundary: all tranches at or below KIRB would be deducted from capital, whereas a very thin tranche just above KIRB would incur a pure model-based percentage capital requirement that could vary between zero and one, depending on the number of effective underlying exposures (N). The supervisory add-on applies primarily to positions just above KIRB, and its quantitative effect diminishes rapidly as the distance from KIRB widens.

18.52

Under the SFA, a bank must deduct from regulatory capital any securitization exposures (or parts thereof) that absorb losses at or below the level of KIRB. However, the specific securitization exposures that are subject to this deduction treatment under the SFA may change over time in response to variation in the credit quality of the pool of underlying exposures. For example, if the pool’s IRB capital requirement were to increase after the inception of a securitization, additional portions of unrated securitization exposures may fall below KIRB and thus become subject to deduction under the SFA. Therefore, if a bank owns an unrated first-loss securitization exposure well in excess of KIRB, the capital requirement on the exposure could climb rapidly in the event of marked deterioration in the credit quality of the underlying exposures.

18.53

Apart from the risk-weight floor and other supervisory adjustments described, the supervisory formula attempts to be as consistent as possible with the parameters and assumptions of the IRB framework that would apply to the underlying exposures if held directly by a bank.

18.54

It should also be noted that under the SFA, the cost of capital in relation to mezzanine tranches tends to increase as the effective number of underlying exposures in the pool (N) declines. The importance of pool granularity depends on the pool’s average loss severity rate, and for small values of N, the framework implies that, as this increases, systematic risk is significantly shifted toward senior tranches. For highly granular pools, such as securitizations of retail exposures, this would have no influence on the SFA capital requirement.

18.55

The concessions available for liquidity facilities within the IRB approach are as for the standardized regime (see para 18.39).

The ABCP IAA

18.56

The ABCP IAA does not—again paradoxically—apply to commercial paper. What it does apply to is exposures such as liquidity facilities and credit enhancements which are advanced by a bank to an ABCP of which it is the sponsor. The essence of the IAA is that where the ABCP conduit itself is rated, the bank may treat its unrated exposures to the conduit as having the benefit of an inferred rating derived from the rating of the CP issued by the conduit.

G. Revolving Credit Securitizations

18.57

A revolving credit securitization is a securitization of (usually retail) revolving assets (such as credit card balances, overdrafts and similar assets), and its distinguishing characteristic is that the pool of assets underlying the securitization is continually maturing and being redrawn. It should be emphasized that the starting point for the approach set out in the Accord is that revolving credit securitizations should, in principle, be treated like any other securitization, and investors in notes issued by revolving credit securitization vehicles are in this respect in no different a position than holders of any other type of securitization. The position of the originator, however, is different. This is because of the effect of a feature of a standard revolving credit securitization known as early amortization. The treatment of an originator of a revolving credit securitization is therefore that it should calculate an additional risk charge to reflect this risk.

18.58

It must be noted that the concern arises as a specific incident of the securitization of revolving assets. Securitizations where the underlying assets do not revolve, but where the life of a vehicle is extended by arrangements whereby the redemption proceeds of assets held within the structure are used to purchase new assets (‘replenishment structures’) are not affected by these rules, even where the terms of the notes issued provide for early amortization. Equally these issues do not arise where an early amortization provision is triggered only by external factors (change of law and similar events). It is only where the relevant early amortization provision is triggered by a change in the performance of the securitized assets that the provisions of these early amortization rules apply.

18.59

The problem with revolving credit assets (such as overdrafts) is that it is never possible to be confident what any individual component of the pool will be worth on any specific day in the future. Consequently a revolving credit securitization must be structured so that the pool of receivables is at all times worth at least an amount equal to the amount due to the noteholders. This means that in practice the pool will have to be larger than the value of the notes issued. This means that the originator must contribute into the pool a larger quantity of assets than is required to back the claims of the noteholders, and it will continue to own the excess assets within the pool. The resulting structure is shown in Figure 18.1.
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Figure 18.1 A revolving credit securitization

18.60

An early amortization provision is a provision by which, on the occurrence of a specified event, the revolving structure ceases to revolve. As the assets in the pool are paid down, the amounts received are used to repay noteholders’ interests, and further drawings on the facilities become a matter for the originator alone. Thus, the effect of an early amortization is to transfer the assets back to the sponsor. Again in principle this is not problematic. However, the problem in practice is that ‘good’ assets are likely to repay faster than bad ones, and bad ones—by definition—may not repay at all. Consequently if all of the receipts from the pool on an early amortization were to be used to repay noteholders, the result would be that the noteholders would get cash and the originator would be left with the credit problems—in effect the originator would have first loss exposure. The revolving securitization rules are an attempt to deal with this problem.

18.61

The basis of the approach is to divide early amortization provisions into ‘controlled’ and ‘non-controlled’. In broad terms a ‘controlled’ early amortization is a structure which seeks to allocate credit risks on the pool as a whole between the originator and the noteholders in a relatively equitable fashion, and an ‘uncontrolled’ early amortization is one where the noteholders effectively receive priority. A ‘controlled’ early amortization is defined as an amortization which occurs where: (a) investors remain exposed to losses on the underlying portfolio during the amortization period; (b) investors and originator share pro rata in amounts received; (c) an amortization period is prescribed, and amortization payments are made through that period, at a rate such that investors are not fully paid out until at least 90 per cent of the total underlying assets have either been repaid or become defaulted; and (d) the speed of the repayment is not more rapid than would be achieved by straight line amortization over the amortization period. A ‘non-controlled’ early amortization is simply any early amortization provision which does not meet these criteria. The position of the originator of a revolving credit securitization is that it must treat itself as being exposed to the originator’s share on a normal basis, and to the noteholders’ share on a credit conversion basis.

Treatment of the originator’s share

18.62

Provided that the originator’s share is not subordinate to investor’s interests, the originator should treat itself as continuing to own the assets which constitute the originators share—ie it should not treat this exposure as a securitization exposure. The originator’s position is capped such that the total charge to the originator of both parts of the securitization should not be greater than the charge which would apply if it had held all of the assets on his own balance sheet.

18.63

For a controlled early amortization structure, the general rule is that the investor is treated as being in a position equal to where he would have been had the assets not been securitized, but may apply a conversion factor equal to 90 per cent to the position he holds. However, for securitizations of retail credit card lines and other retail exposures which are uncommitted and unconditionally cancellable, a lower conversion factor is applied depending on the ‘excess spread’ (ie the level by which the total income on the portfolio exceeds the interest costs payable to noteholders). Where the three month average level of excess spread is more than 133.33 per cent of the ‘trapping point’ (ie the early amortization trigger point plus 4.5 percentage points unless the documentation provides a different figure) the conversion factor will be 0 per cent, and the noteholders’ portion will be treated as risk free. As the level of excess spread decreases the conversion factor increases, and at a level of excess spread below 25 per cent of the trapping level, the conversion factor will be 40 per cent.

18.64

For an uncontrolled early amortization structure, the requirement is 100 per cent rather than 90 per cent. Again, for securitizations of retail credit card lines and other retail exposures which are uncommitted and unconditionally cancellable, a lower conversion factor is available, but in this case the limit can vary up to 100 per cent if the three-month average excess spread is below 50 per cent of the trapping level.

H. Securitization and Basel III

18.65

The main changes to affect the regulatory capital treatment of securitization exposures were implemented by the Basel 2.5 rather than the Basel III reforms, and as a result generally came into force in 2012. The cumulative impact of these changes on securitization can be summarized as follows:

1. Resecuritization. IRB banks are required to apply higher risk weights to securitization exposures, and a higher risk weight is added to the standardized regime.

2. Use of Ratings Subject to Self-guarantee. Banks must treat as unrated exposures where the rating is based on guarantees or similar support provided by the bank itself.

3. Operational Requirements for Credit Analysis. Banks are required to perform a minimum level of credit analysis on securitizations position held—if a bank were to breach these standards and rely solely on the rating agency rating, the exposure would be deducted.

4. Liquidity Facilities. In the standardized approach, the CCF for eligible liquidity facilities of less than one year is raised from 20 to 50 per cent, and in the IRB approach the treatment of liquidity facilities as credit support is tightened.

5. General Market Disruption. Favourable capital treatment afforded general market disruption LFs under the standardized approach and under the Supervisory Formula Approach (SFA) in the IRB Approach is eliminated.

Resecuritization

18.66

The definition of a resecuritization is:



A resecuritization exposure is a securitization exposure in which the risk associated with an underlying pool of exposures is tranched and at least one of the underlying exposures is a securitization exposure. In addition, an exposure to one or more resecuritization exposures is a resecuritization exposure.

18.67

Given the breadth and lack of detail in the definition of a securitization, it could be said that this definition does not materially improve the position. It is also noted that ‘Given the complexity of many securitization transactions, banks are encouraged to consult with their national supervisors when there is uncertainty about whether a particular structured credit position should be considered a resecuritization exposure.’

18.68

This definition captures any tranched financing arrangement where even one of the underlying assets is itself a tranched financing arrangement. However, since a synthetic securitization is also a securitization for this purpose, a credit derivative providing credit protection for a CDOsquared tranche is a resecuritization exposure. The definition also catches ABCP programmes.

18.69

The application of this definition in the context of ABCP programmes is problematic. In a classical multi-seller ABCP programme, it is usual for the person who sells the loans into the conduit to provide first-loss protection in respect of those loans, and the sponsor of the programme would provide a further layer of loss cover in the form of a liquidity facility, either at the level of an individual pool (e.g. ‘pool-specific liquidity facility’) and/or across all the pools (e.g. ‘programme-wide credit enhancement’). Because of this tranching, an ABCP programme is generally characterized as a securitization.

18.70

Provided that the asset pool does not contain securitization (i.e. tranched) exposures, the exposure of the programme sponsor will be a securitization exposure but not a resecuritization exposure. A pool-specific liquidity facility generally would not be a resecuritization exposure provided that the underlying pool did not itself contain securitization exposures. A programme-wide credit enhancement covering only some of the losses above the seller-provided protection across the various pools generally would constitute a tranching of the risk of a pool of multiple assets, and would constitute a resecuritization if even one of the assets held in the pool as a whole were a securitization or resecuritization exposure.

18.71

The CP issued by an ABCP vehicle would, of course, constitute a resecuritization if it were tranched. However, where the vehicle issues a single class of CP, then this CP generally would not be considered a resecuritization exposure provided that either

(1) the programme-wide credit enhancement was not a resecuritization, or

(2) the CP was fully supported by the sponsoring bank (ie where the sponsor provides support to an extent that leaves the CP effectively exposed to the default risk of the sponsor, instead of the underlying pools or assets) so that the external rating of the CP was based primarily on the credit quality of the bank sponsor.

18.72

Under the Basel II framework, there is no distinction between advanced IRB and foundation IRB for securitization exposures. The comparison between the original and the restated securitization weightings is set out here.
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18.73

It should be clear from this that the risk weighting of tranches of securitizations held in the banking book has not changed, and that the primary effect of these rule changes is that securitization positions held in the trading book may no longer be rated using the trading book model, but must be weighted as if they were banking book positions. This is equivalent to the adoption by the regulators of a position that all liquidity in all securitizations is imaginary, and will immediately disappear in a crisis.

18.74

Deduction is required for unrated positions except for those ordinarily excluded from deduction in the standardized approach: that is,

(1) the most senior position in a securitization (where a look-through approach may be applied if the composition of the underlying pool is known at all times);

(2) second loss exposures to ABCP conduits (provided that the first loss position is substantial);

(3) eligible liquidity facilities (where the risk weight may be the highest risk weight assigned to any of the underlying individual exposures covered by the facility).

18.75

An IRB bank may apply the supervisory formula approach to an unrated position if it has the information to do so. If not, it must apply a capital charge equal to 8 per cent of the weighted-average risk weight that would be applied to the securitized exposures under the standardized approach, multiplied by a concentration ratio. If the concentration ratio is 12.5 or higher the position has to be deducted from capital. An anti-avoidance rule provides that the requirement so calculated may not be lower than the specific risk capital charge applicable to a more senior tranche.

18.76

The ratings-based approach risk weight tables were modified to add two additional columns as shown here.

[image: Image]

[image: Image]

18.77

To maintain consistency between the RBA and the SFA, the SFA floor risk weight is set at 20 per cent for resecuritization exposures. It remains at 7 per cent for other securitization exposures. In this way, senior resecuritization exposures would not be able to avoid the higher risk weight applicable in the RBA for resecuritization by using the SFA.

Self-guarantees

18.78

This rule is an anti-avoidance rule based on a quirk of the old system uncovered during the crisis. When an ABCP sponsor realizes that there are no buyers for the CP issued by a particular vehicle, he can either allow the ABCP vehicle to draw on the liquidity facility which he has provided, or purchase and hold the CP himself. In a perfect world both of these would give the same regulatory capital outcome, since their practical effect is identical. However, where the ABCP paper is rated, they do not, since if the liquidity facility is drawn the bank will be left with an exposure to an SPV, whereas if it buys the paper it will be left holding highly rated securitization paper. Worse—from a regulator’s perspective—the reason that that securitization paper is highly rated is because the securitization vehicle has the benefit of the liquidity facility, which for those purposes performs the same function as a partial guarantee from the sponsor itself. Thus the bank is able to improve its credit position by taking advantage of its own guarantee—an outcome which has no basis in logic or sense. As a result, the regulators changed the regime so that a bank is not permitted to use any external credit assessment for risk-weighting purposes where that credit assessment is at least partly based on unfunded support provided by the bank. This means that the bank must treat the ABCP as if it were not rated. This treatment also applies in the trading book, since a bank’s capital requirement for such exposures held in the trading book can be no less than the amount required under the banking book.

18.79

Where a bank has acquired assets which are covered by its own guarantee in this way, it is however allowed to recognize the overlap. The key point here is that if a bank with a liquidity facility exposure buys the paper issued by the relevant vehicle, some of the money drawn on the liquidity facility would come back to it through its holding of the notes. Banks are therefore permitted to limit their exposure to the largest amount which they could actually lose. Thus, for example, where a bank has given a liquidity facility to a vehicle which covers 100 per cent of its assets, and then buys 20 per cent of the paper issued by it, its total regulatory exposure will be 120 per cent—the facility plus the holding of notes the bank’s total exposure. However it is allowed to derecognize the 20 per cent so that its maximum weighted asset is the amount which it could be called upon to pay out. Thus, if a bank gave a facility that covered 90 per cent of their portfolio of a vehicle and then bought 20 per cent of the paper, its ordinary exposure would be 110 per cent, but it may limit that at 100 per cent.

Standardized approach resecuritization risk weights

18.80
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Credit analysis

18.81

The issues surrounding credit analysis and rating are amongst the more difficult of those with which regulators have to grapple. It is an article of faith amongst regulators and many commentators that at least some banks dispense with their own credit analysis completely, relying exclusively on the output of credit rating agencies to make their investment decisions, and that many others give ‘undue’ weight to credit ratings from agencies in making decisions. This view is broadly unsupported by evidence, and is hotly rejected by the banks themselves. This creates the difficult regulatory problem of how to make rules to tackle a problem which those involved deny exists. The regulators have responded to this by making rules specifying the minimum levels of information which the investor must be given, arguing that if he does not have this information then he cannot argue that he is analyzing the position sufficiently.

18.82

The most interesting aspect of the rules in some respects is the draconian penalty for non-compliance. If a bank does not meet these requirements in analysing its securitization exposures, it is required to deduct all of its securitization exposures from capital, regardless of seniority.

18.83

A bank can only apply its own credit analysis to securitization positions when it has the necessary information on the underlying assets. Consequently a bank can only hold a securitization position without deducting it when it has the following information on the underlying exposures:
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18.84

Under the IRB Approach, securitization liquidity facilities are treated as any other securitization exposure and receive a CCF of 100 per cent unless the facility is considered a general market disruption facility. Since facilities are not generally rated, this means that the bank must apply either the IAA or the SFA and, if neither can be used, the facility must be deducted from capital. However under the IAA, the bank uses its internal ratings to determine the quality of the exposure, and this is then mapped to the RBA. This means that it is necessary to determine whether the liquidity facility is ‘senior’. In general, a liquidity facility supporting an ABCP programme would not be the most senior position within the programme—that position would be held by the commercial paper which benefits from the liquidity support. However a liquidity facility which covers all losses on the underlying receivables pool9 may be treated as a senior exposure so that no cash flows from the underlying pool could be transferred to other creditors until any liquidity draw.
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A. Operational Risk

19.01

Operational risk is the ‘risk of loss resulting from inadequate or failed internal processes, people and systems or from external events’.

19.02

The key to understanding the operational risk charge is to distinguish between it and the Pillar two charge. The Pillar two charge is intended to constitute, inter alia, an assessment by the regulators of the effectiveness of the control systems within the bank. The operational risk charge is intended to be a quantification of the effectiveness of the bank’s systems. Put simply, Pillar two assesses the risk that the bank will make the wrong commercial decision, and the operational risk charge assesses the risk that the decision will be incompetently executed in such a way as to lose money for the bank.

19.03

The approach which the regulator requires to be taken to operational risk is a quantitative one based on historic failures. Risk control systems assessed under Pillar two are assessed on the basis of what they are likely to achieve in the future. Operational risk control systems assessed under Pillar one are measured on their actual historical performance. Changes to operational risk controls may eventually have an impact on loss experience, but should not be reflected in the operational risk charge until this is demonstrable.

19.04

At this point, however, it should be noted that it remains a regulatory imperative for banks to control their operational risk exposure. The existing requirements on operational risk control (see later) have not been revoked (or even affected) by the Basel II operational risk proposals. The principles require a bank to put in place procedures to control and reduce operational risk;1 Basel II puts in place a mechanism by which the level of operational risk that a bank is exposed to should be measured. The two are complementary.

19.05

The primary difficulty with operational loss is to capture data and to categorize it. An ideal operational loss database identifies each loss event according to cause and severity. However, although it is not usually difficult to identify an unexpected financial loss to the bank, it is somewhat harder to decide whether it is an operational loss caused by failed systems or a commercial loss caused by a bad business decision. To take a simple example, assume that a bank decided to save money by not employing external counsel to document a transaction, and as a result discovered that the amount advanced was irrecoverable because of a documentation error. Would this be legal operational risk or a loss resulting from unsuccessfully taking a commercial risk? Issues also arise in quantifying operational risks. Assume that a money centre bank which is due to make a $100m payment through the payment system inadvertently makes the payment twice. The second, inadvertent payment is noted by the recipient, who returns it? Is this: (a) not an operational risk, since the process worked and the money was returned; (b) an operational risk with a severity of 0; or (c) an operational risk with a severity of $100m. None of these categorizations seem to fit the facts particularly well.

19.06

Basel II offers three approaches: the basic indicator approach, the standardized approach, and the advanced measurement approach.

19.07

Two of the three mechanisms which Basel provides for calculating operational risk eschew the analysis of operational risks themselves, and operate on a percentage of lead indicator basis. However, the third, known as the ‘Advanced Measurement Approach’ (AMA), permits banks to assess the actual incidence and severity of operational risk within the institution, and to model a charge based on that information.

B. The Basic Indicator Approach

19.08

The basic indicator approach is exactly that—a bank is required to hold capital equal to 15 per cent of its average annual gross income—interest and non-interest—over the previous three years. Gross income means the sum of the following items:

• interest receivable and similar income;

• interest payable and similar charges;

• income from shares and other variable/fixed-yield securities;

• commissions/fees receivable;

• net profit or net loss on financial operations;

• other operating income.

The gross income calculation should exclude: (a) any provisions (eg for unpaid interest); (b) any profit or loss arising from the sale of securities held in the banking book; (c) extraordinary or irregular items; and (d) any income derived from insurance. Technically the sum of these could be negative—where this is the case the three-year average should be calculated taking any negative number as zero.

19.09

Clearly gross income means income before the deduction of operating costs. An issue does arise, however, where a service is outsourced to another regulated entity, since this would give rise to double counting of operational risk within the system. Thus, by concession, the CRD provides that where a regulated firm outsources an activity to another regulated firm, the outsourcer may deduct the fee paid for the outsourcing from its calculation of gross income.

19.10

Profits and losses on securities trades—both unrealized and realized—are excluded from the gross income calculation. However, profits and losses arising from the revaluation of trading items (ie items held on an available for sale basis) should be included in the gross income calculation. A justification can be constructed for this—operational risk may arise from a revaluation, but not from an absolute sale, since the completion of the absolute sale will (in theory) reveal any operational risk incurred. However, the consequence in practice is that proprietary trading activities will attract a relatively low operational risk charge compared with other credit operations.

19.11

The basic indicator approach is the default approach to operational risk, and as such there are no criteria which are to be satisfied before it can be used. However, the Accord notes that operational risk should, at the least, be managed in accordance with the Basel Committee Guidance on Sound practices for the Management and Supervision of Operational Risk, published February 2003, and the FSA requires all firms to meet basic standards of management.

19.12

The calculation of operational risk requirements is clearly problematic for firms which are start-ups, or which have been through a sufficiently radical restructuring on the last three years to render their gross income data irrelevant. FSA permits these firms to use forecast income instead of historic income in such circumstances.

C. Standard and Advanced Measurement Approaches—Criteria for Use

19.13

An institution must comply with certain operational risk management criteria before using the Standard or Advanced Measurement Approaches. It is interesting to compare these criteria, as shown in Table 19.1.

Table 19.1 Comparison of Standardized Approach and Advanced Measurement Approach

[image: Image]

[image: Image]

[image: Image]

D. The Standardized Approach—The Charge

19.14

Provided that a bank satisfies the eligibility criteria, it is entitled to use the standardized approach to set its operational risk charge. This approach involves segmenting the business of the bank into eight business lines. In each case, the average gross income of that business line for the last three years is established, and that figure is multiplied by the multiplier for that business line. The sum of these calculations is the total operational risk charge for the bank. The business lines and their multipliers are as shown in Table 19.2.

Table 19.2 Business Lines and their Multipliers
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E. Advanced Measurement Approach—The Charge

19.15

A bank may initiate AMA use by applying it to only part of its operations, and it may continue to use the Basic Indicator Approach or Standardized Approach for the balance. As with the IRB, it is intended that once a bank commences using the AMA for part of its undertaking, it will commit itself to rolling out the AMA across all of its business. There are no hard rules as to the segments which the AMA should be applied—a bank can segment its business according to business line, legal structure, geography, or any other internally determined basis, and may apply the AMA within any one or more of those segments.

19.16

The threshold conditions which must be satisfied before a bank is permitted to use the AMA in any part of its business are:

• all operational risks of the bank’s global, consolidated operations for the relevant area are captured;

• all of the bank’s operations that are covered by the AMA, meet the qualitative criteria for using an AMA, while those parts of its operations that are using one of the simpler approaches meet the qualifying criteria for that approach;

• on the date of implementation of an AMA, a significant part of the bank’s legal entities and business lines.

19.17

Once a bank has been approved to use the AMA, it is to some extent on its own—Basel does not specify the structure of the calculation or the factors which should be taken into account. However, it does require that the system must measure at least the risks prescribed by Basel in Annexe 7 of CP3 as being components of operational risk (see Table 19.3).

Table 19.3 Components of Operational Risk
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19.18

Having identified these loss categories, each loss category must be analysed in relation to a number of risk factors. There are a number of ways of doing this, but one of the most common is the use of so-called Key Risk Indicators (KRI). These may include:

• Control environment drivers—eg

• policy;

• personnel;

• processes;

• management information systems.

• Business environment drivers—eg

• legal complexity;

• process complexity;

• regulatory complexity;

• speed of change.

19.19

There are several hundred KRIs floating around the industry, since each operational risk unit is exposed to different risks. For each KRI, a risk level should be established. Clearly, each business line within the bank will have a different set of KRIs, and frequently different KRIs may apply to business units operating in different jurisdictions. The key is to identify ‘operational risk units’ within the bank; that is, parts of the bank’s business which have the same basic operational risk exposures. A set of KRIs should then be compiled for each operational unit. The result of this process should be a matrix.
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Each cell of the matrix looks like this:
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19.20

The process of calculating the operational risk charge is therefore, in theory, very simple. For each risk category one multiplies each KRI by the loss severity in respect of losses to that business from that particular risk source and totals the result. The sum of the value of all of the cells of the matrix is then the operational risk charge of the organization.

19.21

The bank must also meet a series of regulatory criteria in relation to its AMA model:

• It must be able to demonstrate statistically to its regulator that the output from its model meets the same test of model reliability as the advanced IRB model (ie a one year holding period and a 99.9 per cent confidence interval).

• Its model must operate on an additive rather than a correlation-based approach (ie it must sum the risks arising from the various exposures without taking account of the correlation between them and the unlikelihood of all these risks occurring in the same period).

• The system must use collected internal data. The bank must operate an internal data collection system which maps data to a matrix allocating loss both by business area and by loss category, which is comprehensive in that it captures all losses wherever occurring caused by operational factors (including recovery values) and which is able to map failures in central functions (such as IT) to business areas.

• The model must use relevant external data (such as public or pooled industry data), at least in respect of exposure to infrequent but potentially severe loss.

• The system must refer to factors reflecting the business environment and internal control systems and must be capable of scenario analysis using expert inputs from business managers and others to assess plausible severe losses.

• The system must be based on a credible, transparent, well-documented and verifiable process, which must enable regulators and others to identify the relative importance placed on the relevant inputs.

• The system must not double-count risk mitigants of processes already recognized in other parts of the system. Conversely, it must not include losses due to credit factors already reflected in other part of the Basel framework.

19.22

Under the AMA a bank will be given some credit for risk mitigants (such as operational loss insurance) limited to 20 per cent of the total operational risk charge. The criteria for operational risk mitigants to be recognized are that:

• the insurance provider has a minimum claims paying ability rating of A (or equivalent);

• the insurance policy must have an initial term of no less than one year. For policies with a residual term of less than one year, the bank must make appropriate haircuts reflecting the declining residual term of the policy, up to a full 100 per cent haircut for policies with a residual term of 90 days or less;

• the insurance policy has a minimum notice period for cancellation and non-renewal of the contract;

• the insurance policy has no exclusions or limitations based upon regulatory action or for the receiver or liquidator of a failed bank;

• the insurance coverage has been explicitly mapped to the actual operational risk loss exposure of the institution;

• the insurance is provided by a third party entity. In the case of insurance through captives and affiliates, the exposure has to be laid off to an independent third party entity, for example through re-insurance, which meets the eligibility criteria;

• the framework for recognizing insurance is well reasoned and documented;

• the bank discloses the reduction of the operational risk capital charge due to insurance.

F. Corporate Governance and Operational Risk

19.23

Regulators have been concerned about operational risk for some time, and in February 2003 the Basel Committee produced a document entitled ‘sound practices for the management and supervision of operational risk’. This document took a corporate governance-based approach to operational risk control, and set out 10 principles as follows:

Principle 1: The board of directors should be aware of the major aspects of the bank’s operational risks as a distinct risk category that should be managed, and it should approve and periodically review the bank’s operational risk management framework. The framework should provide a firm-wide definition of operational risk and lay down the principles of how operational risk is to be identified, assessed, monitored, and controlled/mitigated.

Principle 2: The board of directors should ensure that the bank’s operational risk management framework is subject to effective and comprehensive internal audit by operationally independent, appropriately trained and competent staff. The internal audit function should not be directly responsible for operational risk management.

Principle 3: Senior management should have responsibility for implementing the operational risk management framework approved by the board of directors. The framework should be consistently implemented throughout the whole banking organisation, and all levels of staff should understand their responsibilities with respect to operational risk management. Senior management should also have responsibility for developing policies, processes and procedures for managing operational risk in all of the bank’s material products, activities, processes and systems.

Risk Management: Identification, Assessment, Monitoring, and Mitigation/Control

Principle 4: Banks should identify and assess the operational risk inherent in all material products, activities, processes and systems. Banks should also ensure that before new products, activities, processes and systems are introduced or undertaken, the operational risk inherent in them is subject to adequate assessment procedures.

Principle 5: Banks should implement a process to regularly monitor operational risk profiles and material exposures to losses. There should be regular reporting of pertinent information to senior management and the board of directors that supports the proactive management of operational risk.

Principle 6: Banks should have policies, processes and procedures to control and/or mitigate material operational risks. Banks should periodically review their risk limitation and control strategies and should adjust their operational risk profile accordingly using appropriate strategies, in light of their overall risk appetite and profile.

Principle 7: Banks should have in place contingency and business continuity plans to ensure their ability to operate on an ongoing basis and limit losses in the event of severe business disruption.

Role of Supervisors

Principle 8: Banking supervisors should require that all banks, regardless of size, have an effective framework in place to identify, assess, monitor and control/mitigate material operational risks as part of an overall approach to risk management.

Principle 9: Supervisors should conduct, directly or indirectly, regular independent evaluation of a bank’s policies, procedures and practices related to operational risks. Supervisors should ensure that there are appropriate mechanisms in place which allow them to remain apprised of developments at banks.

Role of Disclosure

Principle 10: Banks should make sufficient public disclosure to allow market participants to assess their approach to operational risk management.

19.24

The most important point to make about these principles is that they have not been revoked (or even affected) by the Basel II operational risk proposals. The principles require a bank to put in place procedures to control and reduce operational risk; Basel II puts in place a mechanism by which the level of operational risk that a bank is exposed to should be measured.
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A. The Large Exposures Regime

20.01

The large exposures regime is one of the two substantial components of the prudential capital regulatory system—the other being liquidity—which did not fall within the Basel II regime. Liquidity has now been brought within the Basel III regime, and it is likely that in the fullness of time large exposures will also be harmonized in this way. However, unlike liquidity, large exposures are dealt with within the EU capital directives,1 and it is that regime which forms the basis for this chapter.

20.02

The essence of the large exposures regime is the idea that banks should diversify their risk. The defining moment in the UK for large exposures risk was the collapse of Johnson Matthey Bankers in 1984. Johnson Matthey, although apparently a creditworthy bank, had concentrated its exposures to such an extent that two exposures to companies controlled by associated businessmen totalled 76 per cent and 34 per cent of the bank’s capital base.2 Failure of two of its customers was sufficient to nearly wipe out the bank’s capital. JMB was under an obligation to report these exposures to the Bank of England, but had not done so in a way which indicated their significance. Partly as a result, the large exposures regime was tightened at the UK and at the EU level, and in particular formal limits were introduced as to the extent of permitted exposure to any given customer.

20.03

There are three core rules which are relevant for the large exposures regime. One is the rule that any exposure which is sufficiently ‘large’ should be reported to the regulator; the second is that the totality of large exposures should not exceed 8 times the bank’s capital; the third is that no single exposure should be permitted to exceed 25 per cent of capital. The definition of a ‘large’ exposure for this purpose is an exposure which exceeds 10 per cent of the firm’s large exposures capital. Thus, for a bank with £10m of capital, any exposure larger than £1m must be reported, no individual exposure may be larger than £2.5m, and the total of all exposures larger than £1m may not exceed £80m.

20.04

It should be explained at this point that the large exposures capital base is slightly different from ordinary regulatory capital. The differences are not great, and are largely positive—thus large exposures capital base may include surplus provisions above the normal 0.6 per cent limit, and need not deduct expected loss or securitization positions. Banking book limits are assessed using a base figure of tier 1 plus tier 2 less deductions and subject to these differences, and tier 3 is included in the capital base which is used in calculating the trading book limits (but not the banking book limits).

20.05

The large exposures rules are in principle straightforward. However, the question of what constitutes an ‘exposure’ is an extremely complex one, and much of the difficulty which the large exposures regime poses for banks arises out of this question. The issue is that banks will in general asses their exposures counterparty by counterparty, treating different legal entities as distinct from each other. The large exposures regime, however, requires exposures to individual counterparties to be aggregated together so that exposures to entities which are ‘closely connected’ with each other are treated as a single exposure. In this context close connection is intended to catch economic connections, and includes not only companies which are members of the same group, but also companies which are in common ownership or are in other ways mutually dependent on each other.

20.06

The context in which large exposures restrictions cause most difficulty in practice is generally within banking groups. Banking and financial groups are generally run as a whole rather than on legal entity lines—indeed the major advantage of being a member of a bank group is the ability to rely on group resources. Thus, in practice cash management and credit exposure analysis will tend to be done primarily on a group basis. The large exposures regime is therefore applied to a bank group on a group basis. However, it is also applied on an individual basis to the legal entity which takes deposits. This is because the bank regulator is concerned that where a group contains both regulated and unregulated entities, cash raised from depositors through the bank entity could be paid out to the non-bank entity and placed at risk. Thus a regulator will tend to wish to impose limitations on the exposure which a group bank has to the other members of its group. The problem which this creates is of course that from the perspective of a bank which is a member of a group, the other members of the group are closely connected with each other in exactly the same way which the members of any group are connected. This means that a bank which lends money to more than one other company within its own group must add those exposures together in order to ascertain whether the total exceed its 25 per cent permitted ceiling. The tension between groups seeking to manage cash centrally and bank regulators seeking to ensure that individual banks remain prudently exposed is what has given much of the existing large exposures regime its complexity.

B. Exposure

20.07

An exposure for this purpose means the totality of the economic exposure which an institution has to a particular counterparty or group of connected counterparties. It may arise across many transactions involving different types of financial instruments with several counterparties within the same group of companies.

20.08

Exposures are aggregated for this purpose regardless of whether they fall within the trading book or the banking book. An exposure is simply the accounting value of the money exposure—no account is taken of risk weightings—thus a £100 asset weighted at 20 per cent would give rise to the same £100 exposure as a £100 asset weighted at 100 per cent. However, exposures which have been deducted from capital (or which are fully provided against) do not count as exposures for this purpose.

20.09

Technically an exposure is an exposure regardless of its term. However, it is accepted that banks may have large short-term exposures to each other arising from normal unsettled transactions, and such balances are excluded from the exposure calculation provided that they are outstanding for a short period of time. The limits are 48 hours for foreign exchange transactions and five working days for securities—if a transaction remains unsettled after this period it should be included in the relevant exposure calculation.

20.10

Because the basic test for an exposure is the accounting treatment, there are certain types of arrangements which give rise to legal liability but which do not give rise to a large exposure for regulatory purposes. Examples of these include transactions entered into by a bank as trustee or agent in circumstances where it has no personal liability, and potential liability under contractual warranties. Thus, if a bank sells an asset on the basis of warranties as to its condition,3 the exposure which arises under those warranties will not count as an exposure for this purpose unless it becomes sufficiently certain as to appear on the balance sheet as a liability.

C. Counterparty

20.11

All exposures to the same counterparty are necessarily part of a single exposure. An individual counterparty may be any sort of person—legal or natural. Where the counterparty is a partnership, it is conventional to treat the partnership as a single counterparty, even though the exposure may be technically to the partners of the partnership. Where a bank gives a guarantee, the exposure is taken as being to the person whose obligation it has guaranteed. For a derivatives contract, the exposure is to the person with whom the contract was made unless the contract was made on exchange. When a derivatives contract is made on exchange, the contract as made between the exchange members will immediately be novated into two new contracts, one each between the parties to the original contract and the clearing house for the exchange. This means in practice that regardless of who the initial contract was made with, all unsettled contracts will be exposures to the clearing house.

20.12

Exposures frequently have more than one obligor—this most commonly arises where the bank deals with A, and the liabilities of A are guaranteed by B. For this purpose ‘guarantee’ includes any form of unfunded credit protection which would be recognized under the credit regime, and includes credit derivatives and eligible insurance policies. Where an exposure to a counterparty is guaranteed in this way, a firm may elect whether to treat itself as having an exposure to A or to B. Where (as is often the case) A and B are members of the same group this may be an irrelevant issue, since the two exposures will be classed as connected exposures. However, if the bank has a large existing exposure to A and cannot take any more, the option to treat the exposure as an exposure to B means that the bank will be able to assume the exposure.

20.13

It frequently happens in such cases that the guarantee will have elements of mismatch with the underlying exposure, possibly as to base currency or as to duration. In these cases, the value of the guarantee is haircutted in the same way as it would be under the unfunded credit protection rules which would apply in the collateral rules. Likewise, a guarantee which would not be recognized as eligible protection under the collateral rules is not recognized for large exposures purposes.

Connected counterparties

20.14

As already noted, the term ‘connected counterparties’ includes companies in the same group as each other, regardless of the degree of economic connection (if any) between them. It also specifically includes companies which are owned by the same individual or group of individuals (since such arrangements do not generally constitute ‘groups’ as the term is usually defined). The test also catches ‘common control’ arrangements, where companies have the same common directors. Finally, companies linked by cross-guarantees are regarded as connected. The problem that this definition sometimes raises is the extent of the economic linkage which is required in order to treat counterparties as connected, since it is possible for companies to be very closely related without being connected. To take a simple example, a small bank in an agricultural region specializing in lending to farmers would be justified in concluding that all of its loans were connected, since the ability of the farmers to repay the loans would all depend on agricultural commodity prices. However, in such a case a regulator would not normally regard the exposures as connected.

20.15

It is also important for a bank to identify which entities are connected to itself. This is because, in the same way that exposures to other groups are aggregated into single exposures, exposures to other members of the bank’s own group are also aggregated into a single exposure, and this exposure is (with exceptions) treated like any other exposure—a bank should not be allowed to be exposed to other members of its own group beyond the levels which it would be permitted to be exposed to any other counterparty. The logic of this may not be immediately apparent in a conventional banking group of which the bank is the primary member. However, its rationale may be easily understood in the context of banks which form a small part of a larger non-financial group. The danger in such situations is that the bank is operated as a finance centre for the group, with depositors’ assets being used for the commercial purposes of the group rather than being prudently managed. Thus, in such situations the bank is restricted in the exposures which it can maintain to other group members in total. It will also be clear from this example why the test for entities which are connected to the bank is wider than the normal test for connected counterparties. The key aspect of the test for close connection with the bank is the ‘closely connected’ test. This catches any entity which either describes a relationship between two or more persons under which one or more of the following applies:

(a) the insolvency or default of one of them is likely to be associated with the insolvency or default of the others;

(b) it would be prudent when assessing the financial condition or creditworthiness of one to consider that of the others; or

(c) there is, or there is likely to be, a close relationship between the financial performance of those persons.

20.16

These are not absolute tests, but depend upon judgement calls both by the regulator and by the reporting institution, and assessments can and do differ. In recent times this test has been used to catch securitization SPVs to which the bank has liquidity lines. Another case where an entity may be regarded as ‘connected with’ the bank for this purpose are where the entity is an ‘associate’ of the bank (defined as an affiliate, an appointed representative of a group member, or person having a business or domestic relationship with the bank (or an associate of the bank) which might reasonably be expected to give rise to a community of interest between them which may involve a conflict of interest in dealings with third parties. Finally, an entity is connected with the bank if the same persons significantly influence the governing body of that person and of the bank, or where the bank has an exposure to that person which was not incurred for a commercial purpose on an arms length basis. The test of being arms length for this purpose is not determined simply by the economic characteristics of the transaction—it is also important to determine whether the exposure would be subject to the firm’s usual monitoring and recovery procedures if repayment difficulties emerged; in particular where the borrower (or the directors of the borrower) have influence over the governance of the bank itself.

Total exposure

20.17

A firm’s total exposure to any client or group of connected clients is simply the sum of the exposures to that person, or to the individual persons within that group. This includes all exposures, both trading book and banking book. The only exception to this rule is where a person acts as agent of another. Thus, for example, where a single fund manager acts as manager of a number of different funds, the bank may treat each exposure as being to the relevant fund, and need not aggregate the exposures as exposures to the manager. However, this in turn is subject to the proviso that where the investors in the fund are connected with the bank itself, the bank may in some circumstances have to treat the fund itself as a connected party with other persons, and that list may well include the manager. Again, the judgement which is required here is a risk and economic judgement rather than a purely technical one.

20.18

An exposure can arise in one of two ways; either as an issuer exposure or as a counterparty exposure. A simple example would be where a bank purchases an option on a security. This will give rise to an issuer exposure against the issuer of the security, and a counterparty exposure to the option counterparty. When calculating a bank’s total exposure to a counterparty it must sum the counterparty exposures and the issuer exposures to that counterparty—in other words, if it owns debt securities issued by a borrower and also has loans outstanding to that borrower, the two are added together to determine the total exposure to that borrower.

20.19

Issuer exposure is calculated as the net position in securities issued by the issuer. In the trading book no distinction is made between different types of securities for this purpose, and all securities are netted off against each other to produce a single net balance, regardless of their nature. In the banking book the calculation is more complex. Securities are divided into different pools depending on their currency of denomination, and for each currency pool fixed rate and index linked securities are subdivided into sub-pools of securities with a maturity of under one year, and securities with a maturity of over one year (floating rate securities are not divided in this way). If the balance of any sub-pool is negative, it is disregarded in calculating the exposure. Banking book and trading positions may not be set off against each other. Finally, it should be noted that this process is limited to securities issued by the same issuer. If a bank is long of securities issued by one member of a group of connected counterparties, but short of securities issued by another member of that group, it may not net the two positions against each other for the purpose of calculating the exposure to the group of connected counterparties as a whole.

20.20

It is possible for a transaction to give rise to both an issuer and a counterparty exposure—this is true of most securities financing transactions, for example. Where this is the case, both the issuer and the counterparty exposure must be taken into account in calculating exposure limits.

20.21

Where a bank has a derivative position in securities, it must treat that position as a position in the underlying for this purpose—thus a commitment to buy a security (under a future, or as an underwriting commitment) creates a long position, and a commitment to sell creates as short position. An option creates a long (if written) or a short (if bought) position respectively; a put creates a position valued at the strike price of the option; and a bought call creates a position in the underlying valued at book value of the option. Note that a written call does not generate an issuer exposure at all.

20.22

In general, exposures in the banking book will give rise to counterparty exposures, since security transactions are generally held in the trading book—not least because the trading book netting rules are more generous. However, where an issuer exposure is held within the banking book, a firm may elect to treat the exposure as a counterparty rather than an issuer exposure. If the firm does elect to treat the exposure as an issuer exposure, it may elect to treat other banking book assets as issuer exposures in order to create netting. Thus, where a firm has a long position in securities in its banking book but also has a put option in respect of those securities which hedges that position, it may elect to treat that option as a short issuer exposure and net the two issuer exposures. It will still, however, have a counterparty exposure to the writer of the option.

20.23

Counterparty exposure is altogether simpler, since counterparty exposures are valued using the valuation used for weighting purposes, and the counterparty is the person who would be treated as the counterparty for risk weighting purposes.

20.24

Banks are prohibited from taking on exposures to counterparties in circumstances where they do not know the identity of the counterparty (this would arise, for example, when dealing with an agent acting on behalf of an undisclosed principal—a situation which used to be common in the foreign exchange markets and may still arise within some electronic trading systems).

D. Exposure Limits

20.25

The essence of the large exposures regime is the exposure limit rules. In the banking book, there are two limits imposed by the large exposures regime. One is that no single large exposure to a counterparty, group of connected clients or connected counterparties should exceed 25 per cent of the large exposures capital base, the other is that the total of all of the large exposures (ie exposures of greater than 10 per cent of assets) should not exceed 800 per cent of the large exposures capital base. Thus, for a bank with a large exposures capital base of £100m, no single exposure should be allowed to exceed £25m, and the total of all exposures of more than £10m should not exceed £800.

20.26

In principle these rules apply equally across both non-trading and trading book positions, and firms are required to monitor their total aggregate exposure to any one credit across both the trading and non-trading books. However, trading book positions may be exempted from the limits already set out, provided that an appropriate capital charge is taken to reflect the degree of concentration risk actually assumed. In addition, an absolute cap is imposed on trading book positions, so that total exposure to any one credit does not exceed 500 per cent of capital resources, and the total of all excesses arising in this way which have existed for more than 10 days does not exceed 600 per cent of capital. This arrangement permits firms to take very large trading positions in the trading book provided that they are confident that these positions can be sold on relatively rapidly. As with positions which exceed the 10 per cent level, forms are required to report these to the relevant regulator.

20.27

The capital charge which must be taken in respect of large exposures is known as the concentration risk capital component (CNCOM). Each large exposure has a specific charge, and the total of these is taken to the CNCOM which is applied at firm level. The CNCOM is regarded as part of the credit risk capital requirement. It should be noted that the CNCOM arises in the trading book in addition to the other charges applied—thus, a sufficiently large position in a particular bond will attract PRR and IRR as well as a CNCOM.

20.28

The CNCOM is calculated position by position. First each total trading and non-trading book position is assessed against the 25 per cent permitted exposure level. Where the total position is less than 25 per cent, no CNCOM arises. Where the total position is in excess of the 25 per cent level, the excess constitutes the weighted holding. The CNCOM which is applies is 200 per cent of the capital requirement for that holding if the position has existed for less than 10 days. If the position has been held for more than 10 days, the scaling factor is increased, such that a maximum 900 per cent requirement is applied for holdings which have existed for more than 10 days and which exceed 100 per cent of the firm’s capital resources.4 The FSA provides a useful example of a CNCOM calculation in its rulebook at BIPRU 10.5.24.

20.29

There are a number of different types of exposures which are exempt from the large exposures regime. In part this is simply the equivalent of 0 per cent weighting—large exposures is conceptually a part of the credit exposure regulatory regime, and where credits are treated as risk free under one part of the credit regime, it is not rational to require a charge to be applied under a different part. The exempt holdings are:

(1) Claims—whether specific assets or otherwise—which would unsecured receive a 0 per cent risk weight under the standardized approach. This includes claims on central governments, central banks, international organizations, and claims guaranteed by any of these. It should be noted that this applies even to IRB banks, which are likely to apply a small but non-zero weighting even to government debt. This produces the interesting position where an exposure is treated as having a small credit requirement for credit purposes but to fall outside the large exposures charge. The reason for this anomaly is almost certainly simple necessity—banks have to hold so much of the paper of their national governments for so many reasons that a rule which restricted the amount of this which they are permitted to hold would potentially increase rather than reduce systemic risk.

(2) Asset items constituting claims on and other exposures to central governments or central banks which would not receive a 0 per cent weighting under the standardized approach, but which are denominated and, where applicable, funded in the national currencies of the borrowers. This reflects the principle embedded in the regulatory regime that a government or central bank cannot go bust in its own currency, since it can always print more of it.

(3) Asset items constituting claims on and other exposures to financial institutions with a maturity of one year or less. This does not include exposures which form part of the capital resources of the institution—thus a tier 2 instrument with a residual maturity of less than 12 months would not get the benefit of this exemption.

(4) Any exposure to or guaranteed by an EEA state’s regional governments and local authorities which claims would receive a 0 per cent risk weight under the standardized approach. It should be noted that no non-EEA regional government can have the benefit of this concession, no matter how it is constituted or funded.

(5) Asset items constituting claims and other exposures on recognized5 non-EEA investment firms, recognized clearing houses, designated clearing houses, recognized investment exchanges, and designated investment exchanges in CRD financial instruments with a maturity of one year or less but not constituting such institutions’ capital resources. Since exchange and clearing house transaction and collateral balances are generally held for a considerably shorter period than this, this means that most of these exposures are outside the large exposures regime.

(6) Loans secured by mortgages on residential property.

(7) Covered bonds. This is because in a covered bond the holder has recourse to both the credit of the issuing entity and the pool of collateral which the relevant legislation requires to be held in respect of that bond. The credit exposure of the holder is therefore to both the issuer and the collateral, and on this ground the exposure is not treated as purely an exposure to the issuer.

(8) Exposures secured by mortgages on offices or other commercial premises which would receive a 50 per cent risk weight under the standardized approach. However, for these exposures the treatment is not a complete exemption, but a reduction of 50 per cent in the value of the exposure.

(9) Bill endorsements on bills with a maturity of one year or less where the relevant bill has already been endorsed by another investment firm.

20.30

There are a number of other circumstances in which an exposure can be disregarded for these purposes. However, these are not altered to the nature of the exposure itself, but to the circumstances in which the exposure arises. They are as follows.

Parental guarantees

20.31

A firm may treat as exempt any exposure which is guaranteed to it by its own parent in circumstances where a direct exposure to that parent would be 0 per cent weighted under the standardized regime. The logic of this is that the exposure is, in effect, guaranteed by a 0 per cent weighted guarantor and should therefore be treated accordingly. This exemption is, however, not available where the exposure exceeds 100 per cent of the firm’s capital resources—in other words, it is not a completely free ride. Perhaps more importantly, the exemption only applies where the firm’s exposure to connected counterparties (including the parent, and including this and any other exposures guaranteed by the parent) does not exceed 200 per cent of the firm’s capital resources. It is therefore not the case that a firm can disregard the large exposures regime completely by having all of its exposures guaranteed by its own parent. Although this exclusion is similar in structure to those created under other parts of the large exposures regime, it is in fact a separate concession with different conditions.

20.32

This is also permitted where the exposure is an exposure to a person other than a connected counterparty where the parent, instead of guaranteeing that exposure, agrees with the firm that it will promptly on demand by the firm increase the firm’s capital resources by an amount that is sufficient to reverse completely the effect of any loss the firm may sustain in connection with that exposure, or by the amount required to ensure that the firm complies with its obligations under the system.

Collateralization

20.33

Exposures which are collateralized involve different credit considerations from uncollateralized obligations—consequently the existence of certain types of collateral is recognized as reducing or eliminating the exposure for large exposures purposes. Since there is more than one way of treating collateral under the credit regime—the simple method, the comprehensive method, and the AIRB method—there is more than one treatment available in respect of the large exposures regime. The starting point is the financial collateral simple method as used by a standardized bank.6 Under this, exposures are in principle exempt if they are collateralized by:

(1) Debt securities issued by central governments, central banks, international organizations, multilateral development banks, or EEA states’ regional governments or local authorities, which securities constitute claims on their issuer which would receive a 0 per cent risk weight under the standardized approach.

(2) Cash deposits placed with the lending firm or with a credit institution which is the parent undertaking or a subsidiary undertaking of the lending firm. This includes cash received for the issue of a credit linked note and loans and balancers subject to an on balance sheet netting agreement.

(3) Certificates of deposit issued by the lending firm or by a credit institution which is the parent undertaking or a subsidiary undertaking of the lending firm and lodged with either of them.

(4) Exposures secured by collateral in the form of securities other than those referred to in (1) which are traded or regularly quoted on a recognized investment exchange. However, in order for an exposure to be eliminated it must be overcollateralized to a specified level—150 per cent in the case of shares, 100 per cent in the case of listed debt securities, and 50 per cent in the case of securities issued by EEA regional governments or by banks (not including subordinated securities which rank as bank capital).

20.34

A firm which uses the financial collateral comprehensive method under the standardized approach or the IRB approach (but not the advanced IRB approach) effectively uses that method to calculate the value of the exposure itself. The value of its exposures to a counterparty or to a group of connected clients or to connected counterparties therefore becomes the fully-adjusted value of the exposures to the counterparty or group of connected clients calculated in accordance with the financial collateral comprehensive method, taking into account the credit risk mitigation, volatility adjustments and any maturity mismatch (E*) in accordance with those rules. Here again, the eligibility criteria are the same as those for the comprehensive approach—securities to collateral which would not be admissible as collateral under that regime are not recognized for the large exposures approach either.

Advanced IRB firms

20.35

Advanced IRB firms may calculate and use their own estimates of LGDs and EAD (conversion factors). This leads to an interesting issue, in that banks using the advanced IRB approach will typically take financial collateral on banking book exposures into account by using their own internal estimates to adjust the exposure’s loss given default (LGD). This effectively means that the bank may use its own model to estimate the value of an exposure, and may then use that value to determine the size of the exposure to be treated for large exposure purposes. Not all advanced IRB banks are permitted to do this—the FSA specifies that an AIRB bank should not be permitted to use its own estimates of LGD exposure unless it can demonstrate that it can estimate the effects of financial collateral on exposures separately from other LGD relevant issues. More importantly, the firm may not pick and choose which exposures it applies its LGD models to—if the firm has permission to apply its own LGD figures for the purpose of calculating exposure size then it must do so for all exposures whose nominal size would otherwise make them large exposures. It should not be possible to apply the comprehensive method to some exposures and the AIRB approach to others. It should also be noted that even where a firm is permitted to value its large exposures using its LGD model, it is still required to report exposures to the FSA on a gross basis. Thus, where a firm has an exposure the nominal value of which exceeds 10 per cent of its capital base, it must still report that exposure to FSA as a large exposure, even if the valuation of the exposure applying an AIRB method results in a lower figure.

20.36

Also, where an AIRB firm uses its own estimates of LGD in calculating large exposures, it must conduct periodic stress tests of its credit risk concentrations including in relation to the realizable value of any collateral taken. The results of these stress tests must be applied in assessing large exposures, and if necessary the value of collateral should be reduced. These tests should be carried out at least once a year.

Treasury concession

20.37

The treasury concession is in many respects a concession of necessity. It has its origin in the arrangement commonly encountered in corporate groups whereby a single legal entity within the group is charged with operating the treasury function of the group as a whole. The reason that this structure is adopted is that it enables counterparties dealing with the group to net their exposures against a single entity, rather than having to operate multiple credit and debit balances with different entities. This reduces the costs of the counterparties and therefore (in theory, at least) improves the terms on which the relevant treasury business operates. However, in a group which operates a treasury company, individual group entities may from time to time have substantial exposures to that treasury company, and this is a particular problem in a group containing multiple banks or regulated entities. Consequently the treasury concession regime has been created for the purpose of ensuring that a financial group may establish a treasury company and may maintain larger intra-group balances with that treasury company than is generally permitted. It should be noted at this juncture that the concession is required both for group users of a treasury company and for the treasury company itself, since treasury companies are, for a variety of reasons, almost always authorized banks or investment firms.7

20.38

The essence of the treasury concession is that a group member may disregard for large exposure (LE) purposes an exposure to any other group company provided that the exposure is either:

(a) incurred in the course of the firm carrying on a treasury role for other members of its group (this only applies where the exposure has an original maturity of less than one year, and therefore cannot be used to exempt long-term intra-group funding arrangements);

(b) a cash loan to a group member which carries on a treasury role made using cash which is surplus to the needs of the firm and fluctuates regularly (note that in this instance the exposure may be for a term of more than one year); or

(c) arises from the firm’s operating of a central risk management function for members of the firm’s group in respect of derivatives trades.

The treasury exemption is a partial exemption, in that its effect is to exempt exposures equal to 50 per cent of capital. This exemption may be combined with the ordinary LE rules, such that the total amount of any exposure which a firm can have to its group treasury company is equal to 50 per cent of that bank’s capital plus the 25 per cent of capital which would be the ordinary maximum.

Intra-group securities financing transactions

20.39

Groups frequently use securities financing transactions to transfer finance and assets amongst themselves, in particular for the purpose of managing group liquidity. This is a useful and an important function, and regulators do not wish to inhibit it unnecessarily. However, because securities financing transactions can give rise to exposures, it is necessary to establish an exemption from the LE rules to reflect these. Thus, intra-group securities finance transactions are exempt provided that the exposure is at least 90 per cent8 collateralized by collateral which would be eligible under the comprehensive method,9 that the counterparty is within the concentration risk group, and the exposure is not caught within a counterparty credit risk model.

National integrated groups

20.40

The issue of large exposures within groups is a complex one. The legal basis of a group structure implies that the separate existence and solvency of each group member be accurately reflected in the supervisory regime. The attitude which was historically taken by UK regulators was therefore that group members should be regulated on the basis of their separate legal personality, and that exposures to other group members should be treated on the basis that they are not different from any other exposure. There is some legal theory to support this approach—most notably that where a member of a group becomes insolvent, the office holder who is appointed to supervise the relevant insolvency procedure is not permitted to deal more favourably with other group members than with any other creditor or debtor of the insolvent firm. On this basis, the very high level of recognition of corporate autonomy embedded in English law made it necessary to disregard group connections when monitoring large exposures. The counterargument to this, however, is that in reality corporate groups do not do business on the basis of their separate legal entities, but as a single business subject to common integrated management, systems and controls. In particular, resources are frequently transferred within the group between group members for a variety of reasons, and it is very unlikely that any group would voluntarily allow a group member company to become insolvent whilst other group members proposed to continue in business. In short, groups operate as such and not as coalitions of ring-fenced entities. As a result, the industry and some regulators have argued that the correct focus of large exposures regulation is at the group level rather than the individual legal entity level.

20.41

It was not possible to resolve this divergence of opinion between national regulators, and as a result the BCD provides (at Art 113(2)) that member states may exempt individual exposures incurred by banks to members of their groups where the exposure was to a group member which was subject to consolidated supervision in accordance with the BCD or with equivalent standards in force in another country.

20.42

This does appear to create a duality, where some EU regulators will restrict intragroup exposures whilst others will not. However, nothing is ever this simple. When the FSA began to consider this issue,10 the conclusion which it reached was that although it agreed in principle that exposures arising within groups should be subject to a lesser degree of control, the legal issues which arose in relation to the interoperation of different national legal systems were such as to make a blanket relief for all intra-group exposures imprudent.

20.43

The FSA has thus ended up with what can be regarded as a three-stage approach. Within the UK, it broadly exempts any exposure. Between the UK and any other region, it is prepared in some circumstances to exempt exposures. Outside these two safe havens, however, it regards intra-group exposures as subject to the same requirements as any other exposure.

The UK Integrated Group

20.44

For the FSA the UK integrated group means that part of a bank group within which it is prepared to disregard large exposures. A bank must decide which legal entities will fall within the UK Integrated Group (UKIG), and notify the FSA in advance of the existence and composition of the group.

20.45

The basis of the UKIG is the idea of the concentration risk group. A concentration risk group consists of a parent and subsidiaries (but not participations) which are subject to consolidation on a full basis (ie not subject to proportionate consolidation) by the FSA, an EEA supervisor, or an equivalent third country supervisor. The UKIG consists of those concentration risk group members which are UK firms and which are subject to the same risk control processes as the UK bank, which are not subject to any restriction which could impede the prompt transfer of capital resources or repayment of liabilities from the bank.11 It should be noted here that the requirement that the firm be a UK firm is not, as might ordinarily be expected, that the firm be incorporated in the UK. The test which is actually applied is that the firm be either incorporated in the UK or have its centre of main interest deemed to be in the UK within the meaning of the EU Insolvency Regulation.12 This latter test may possibly be satisfied by any non-financial firm,13 wherever in the world incorporated, which is managed from the UK—the UKIG may therefore include non-UK incorporated firms.

20.46

Once a UKIG has been established, the LE rules are applied to the members of that group as if they were a single legal entity. This means that where a bank is a member of a UKIG, the LE rules no longer apply to it in a solo basis as regards exposures to concentration risk group members. Instead, they are applied at the level of the UKIG as if it were a single entity. This approach is in some ways similar to solo-consolidation (see para 24.21), in that the separate legal existence of the legal entities is effectively disregarded, with the consolidated balance sheet of the UKIG members treated as if they were a single legal entity. The most important difference is that for the purposes of calculating the capital of the UKIG (important for calculating the applicable exposure limits on a group level) the calculation method prescribed is the aggregation and deduction method—method 2 of the Financial Groups Directive’s methods14 set out in Annex 2. The reason for prescribing this is that since there is no reason to assume or require that the UKIG will be a coherent group with a single identifiable parent, it would be impossible to require ordinary consolidation methodology.15

20.47

Many UK groups will have UK group members which, for one reason or another, fall within the concentration risk group but outside the UKIG. For LE purposes the group is required to treat all of these as a single entity (the ‘residual block’)—the group is therefore divided into two entities, the UKIG and the residual block. The UKIG is required to treat the residual block as if it were a single entity—thus in many respects the concentration group is regarded as being split into two entities, each of which deals with the other as if it were a single entity. There may also, of course, be entities which are connected counterparties but which do not fall within the concentration group. These will not form part of the residual block, but will continue to be treated as connected counterparties of the UKIG.

20.48

Some of the other LE rules are also modified in their application to the UKIG. For example, the treasury concession may be applied on a consolidated basis, but only where the counterparty is a concentration risk group company. The 50 per cent limit is, however, calculated on the UKIG consolidated capital amount. The intragroup securities financing exemption is equally amended.

20.49

The concomitant of the UKIG is the Wider Integrated Group (WIG). The WIG regime is formally concessionary, in that a firm may only claim the benefit of the regime if it has applied for and received a waiver from the FSA to apply this part of the rules. The WIG regime is an alternate to the UKIG regime—if the latter applies, the former does not. A WIG is composed of all of the entities which satisfy the requirements for inclusion in the UKIG plus all of those who would do so but for the fact that they are incorporated outside the UK. Importantly, the requirement of common risk control and no obstacle to repatriation of funds still apply, and therefore in the course of a waiver application for a WIG approval a firm will have to satisfy the FSA that the corporate laws in all of the jurisdictions in respect of which a WIG election is made do not have the effect of imposing such restrictions on transfer of funds.

20.50

Once the members of the WIG have been identified, they are then disaggregated into a UKIG, one or more diverse blocks and a residual block. It is for the applicant to negotiate with the FSA as to what exactly constitutes a diverse block, but in principle a diverse block is any group of entities which represents a different grouping of risk, such that there is a low risk correlation between any diverse block and any other diverse block. Blocks may be diverse according to geography, business, or a combination of both. There will generally be no more than four diverse blocks, and there may well be fewer.

20.51

The rule which applies to WIGs is similar to that which applies to UKIGs. In essence, each of the UKIG and each diverse block is treated as a different single entity, and exposures between the UKIG and each diverse block are treated as exposures to a different counterparty subject to a limit based on the consolidated capital of the UKIG.

20.52

There is a wrinkle which arises where the entity which forms the UKIG has a trading book. The entity will have performed a CNCOM calculation in respect of exposures to other group members. As a first step this is cancelled. A revised CNCOM calculation is made as if the CNCOIM rules were applied to the entire UKIG, and based on the UKIGs total capital. This will result in the CNCOM which would have applied to the totality of all of the exposures of the UKIG. The reporting bank then calculates what percentage of that totality of exposures was its own. It then includes that percentage of the recalculated CNCOM in its own report in place of the originally calculated figure.

20.53

The following tables (Tables 20.1 to 20.3) are reproduced from the FSA’s rule-book, and may be helpful in understanding the effect of the interaction of the UKIG and WIG regimes.

Table 20.1 No UKIG or WIG
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Table 20.2 UK Integrated Group established but no Wider Integrated Group in place
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Table 20.3 UK Integrated Group in place, Wider Integrated Group waiver granted
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A. Liquidity Supervision

21.01

The purpose of banks is maturity transformation—in effect borrowing money from the future to spend in the present. Banks are consequently structurally illiquid, since they could never repay today all of the obligations that could be demanded today. The issue for regulators as regards banking is therefore not whether banks should be permitted to run liquidity risk—they do; that is their function—but as to how much liquidity risk they should be permitted to run.

21.02

Liquidity supervision has historically been applied by national supervisors not only to banks established in their jurisdiction but also to branches in their jurisdiction of banks established elsewhere. This is a breach of the general principle that prudential regulation is generally conducted at a legal entity level by the home state supervisor. However, in the early days of cross-border banking, branch supervisors were all too well aware that in order to protect depositors in their jurisdiction, the most important matter was to ensure that sufficient liquid assets were held locally to enable those depositors to be repaid. When the EU introduced the concept of single authorization accompanied by a right to passport, liquidity remained a matter for host states to the extent that they wished to supervise it. The directives require home and host state supervisors to co-operate in this regard, and a variety of techniques exist by which home state supervisors may, by concession, permit a branch operating in their jurisdiction to deal with its liquidity as part of a whole firm or group liquidity management strategy. Such concessions are common practice both within the EU and across other jurisdictions. However, in principle liquidity is national even in the EU. As mutual confidence has collapsed between regulators in the wake of the credit crisis, the trend is towards resiling from such group arrangements, and we expect to see an increase in the number of national regimes applied to cross-border banks in the future.

21.03

Liquidity is primarily dealt with by regulators as a systems and controls issue—for example the FSA implemented the directive provisions relating to liquidity by inserting provisions in its systems and controls sourcebook (SYSC 11) and by requiring banks to perform scenario analysis (GENPRU 1). The regulation of liquidity is one of the ‘hot’ areas of modern bank capital regulation, and it is frequently said that it was one of the major failings of the Basel regime that it gave insufficient emphasis to liquidity issues. It is true that the primary Basel recommendations in this area go to systems rather than the imposition of quantitative restrictions. However, there is considerable debate as to whether and to what extent quantitative restrictions on liquidity can be implemented, and the extent to which they may be successful or even useful.

21.04

An important point as regards liquidity supervision is that supervisors start from a very different point as regards liquidity than that from which they start as regards capital. There is a broadly established and generally agreed industry framework for the determination of bank risk calculation, and therefore risk capital requirements. In creating a regulatory bank capital requirement framework, regulators were able to build on this work. This meant that the resulting system, although complex, was broadly acceptable to banks, since it was based on the same general approaches which were used internally within those banks themselves. With liquidity, however, no two banks employ the same control, modelling or risk analysis techniques, and academic writers have not generated a consensus as to the approaches or techniques to be used to model liquidity risk. To complicate matters further, it is frequently noted that liquidity and credit risk are sufficiently intertwined as to be inseparable. The VaR techniques used to model credit risk necessarily take some elements of liquidity risk into account, since market prices for securities—especially in times of liquidity scarcity—will include an element of liquidity exposure risk, and a system which models price changes will necessarily factor in these elements.1 Thus the regulator seeking to regulate liquidity risk within banks is faced with a policy choice—either create and impose a quantitative model which the industry does not support, or confine the regulatory process to the non-quantitative aspects of regulation.

B. Qualitative Supervision of Liquidity

21.05

The Basel liquidity paper of 20082 sets out 17 principles for managing liquidity risk, and these still form the best basic summary of the structure of a regulatory liquidity regime.

Fundamental principles for the management and supervision of liquidity risk

Principle 1. A bank is responsible for the sound management of liquidity risk. A bank should establish a robust liquidity risk management framework that ensures it maintains sufficient liquidity, including a cushion of unencumbered, high quality liquid assets, to withstand a range of stress events, including those involving the loss or impairment of both unsecured and secured funding sources. Supervisors should assess the adequacy of both a bank’s liquidity risk management framework and its liquidity position and should take prompt action if a bank is deficient in either area in order to protect depositors and to limit potential damage to the financial system.

Governance of liquidity risk management

Principle 2. A bank should clearly articulate a liquidity risk tolerance that is appropriate for its business strategy and its role in the financial system.

Principle 3. Senior management should develop a strategy, policies and practices to manage liquidity risk in accordance with the risk tolerance and to ensure that the bank maintains sufficient liquidity. Senior management should continuously review information on the bank’s liquidity developments and report to the board of directors on a regular basis. A bank’s board of directors should review and approve the strategy, policies and practices related to the management of liquidity at least annually and ensure that senior management manages liquidity risk effectively.

Principle 4. A bank should incorporate liquidity costs, benefits and risks in the internal pricing, performance measurement and new product approval process for all significant business activities (both on and off balance sheet), thereby aligning the risk-taking incentives of individual business lines with the liquidity risk exposures their activities create for the bank as a whole.

Measurement and management of liquidity risk

Principle 5. A bank should have a sound process for identifying, measuring, monitoring and controlling liquidity risk. This process should include a robust framework for comprehensively projecting cash flows arising from assets, liabilities and off-balance sheet items over an appropriate set of time horizons.

Principle 6. A bank should actively monitor and control liquidity risk exposures and funding needs within and across legal entities, business lines and currencies, taking into account legal, regulatory and operational limitations to the transferability of liquidity.

Principle 7. A bank should establish a funding strategy that provides effective diversification in the sources and tenor of funding. It should maintain an ongoing presence in its chosen funding markets and strong relationships with funds providers and supervision to promote effective diversification of funding sources. A bank should regularly gauge its capacity to raise funds quickly from each source. It should identify the main factors that affect its ability to raise funds and monitor those factors closely to ensure that estimates of fund raising capacity remain valid.

Principle 8. A bank should actively manage its intraday liquidity positions and risks to meet payment and settlement obligations on a timely basis under both normal and stressed conditions and thus contribute to the smooth functioning of payment and settlement systems.

Principle 9. A bank should actively manage its collateral positions, differentiating between encumbered and unencumbered assets. A bank should monitor the legal entity and physical location where collateral is held and how it may be mobilized in a timely manner.

Principle 10. A bank should conduct stress tests on a regular basis for a variety of short-term and protracted institution-specific and market-wide stress scenarios (individually and in combination) to identify sources of potential liquidity strain and to ensure that current exposures remain in accordance with a bank’s established liquidity risk tolerance. A bank should use stress test outcomes to adjust its liquidity risk management strategies, policies, and positions and to develop effective contingency plans.

Principle 11. A bank should have a formal contingency funding plan (CFP) that clearly sets out the strategies for addressing liquidity shortfalls in emergency situations. A CFP should outline policies to manage a range of stress environments, establish clear lines of responsibility, include clear invocation and escalation procedures and be regularly tested and updated to ensure that it is operationally robust.

Principle 12. A bank should maintain a cushion of unencumbered, high quality liquid assets to be held as insurance against a range of liquidity stress scenarios, including those that involve the loss or impairment of unsecured and typically available secured funding sources. There should be no legal, regulatory or operational impediment to using these assets to obtain funding.

Public disclosure

Principle 13. A bank should publicly disclose information on a regular basis that enables market participants to make an informed judgement about the soundness of its liquidity risk management framework and liquidity position.

The role of supervisors

Principle 14. Supervisors should regularly perform a comprehensive assessment of a bank’s overall liquidity risk management framework and liquidity position to determine whether they deliver an adequate level of resilience to liquidity stress given the bank’s role in the financial system.

Principle 15. Supervisors should supplement their regular assessments of a bank’s liquidity risk management framework and liquidity position by monitoring a combination of internal reports, prudential reports and market information.

Principle 16. Supervisors should intervene to require effective and timely remedial action by a bank to address deficiencies in its liquidity risk management processes or liquidity position.

Principle 17. Supervisors should communicate with other supervisors and public authorities, such as central banks, both within and across national borders, to facilitate effective cooperation regarding the supervision and oversight of liquidity risk management. Communication should occur regularly during normal times, with the nature and frequency of the information sharing increasing as appropriate during times of stress.

21.06

Although not a direct development of these principles, the best summary of private sector approach to liquidity management is to be found in the Institute for International Finance’s liquidity paper of 2007.3

C. Quantitative Supervision of Liquidity—pre Basel III

21.07

Many bank regulators have concluded that systems and control regulations along these lines, although necessary, are not sufficient, and have imposed broad quantitative restrictions on banks. These restrictions vary significantly across jurisdictions, and since they fall outside the scope both of the Accord and of the CRD it is difficult to generalize. We therefore provide a brief summary of the UK regime as one of the more developed regimes of this kind.4

21.08

EEA banks that have a branch in the UK but do not have a UK deposit-taking permission are required to maintain a liquidity policy and monitor their liquidity position at the level of the UK branch (not the bank as a whole), but are not required to comply with the quantitative elements of the UK regime.

21.09

The UK liquidity rules apply to UK firms and non-UK firms who have a branch in the UK. However in relation to a UK branch of a non-UK firm, the rules apply only to the branch. The full liquidity rules are not applied to branches or to firms (including banks) with total assets which are less than or equal to £50 million. The core rule is that a bank (or a branch) must at all times maintain a pool of liquid assets sufficient to ensure that there is no significant risk that its liabilities cannot be met as they fall due. For this purpose the liquidity assets must be in the hands of the bank itself—they may not include liquidity resources to be made available by other members of its group or emergency liquidity assistance from a central bank. For a branch, assets only qualify if they are under the day-to-day control of the branch; held in the sole name of the branch; unencumbered; and attributed to the balance sheet of the UK branch. In practice this means that the branch must maintain a local operational liquidity reserve (although the FSA will, by concession in special circumstances, allow a branch to rely on its parent). The bank must consider the reserve as a whole, ensuring that the assets which compose it are of high quality and appropriate maturities, taking account of the expected timing of that firm’s liabilities; and that the firm is, as a result of holding the assets, able to generate unsecured funding of appropriate tenor in a timely manner.

21.10

The FSA’s approach to liquidity is to require the firm concerned to conduct an Individual Liquidity Adequacy Assessment (ILAA), to conduct a review of the firm’s position based on the ILAA and on other information (the Supervisory Liquidity Review Process, or SLRP), and to give the firm concerned ‘guidance’ on the amount and quality of liquidity resources which it considers that the bank should have.

21.11

The FSA, like all major regulators, subscribes to the ‘Principles for Sound Liquidity Management and Supervision’5 published by the Basel committee, and mandates that firm’s internal processes comply with these. However there are some areas where the ideas of the committee are developed. One is pricing liquidity risk—it is a regulatory requirement that where a significant business activity poses a liquidity risk, that risk must be fully incorporated into product pricing, performance measurement and incentives, and the approval process for new products.

21.12

One of the most important issues in modern liquidity management is intra-day liquidity management. Regulators have not yet got to the stage of imposing formal requirements on this—largely because the issues are still so complex—but it is a regulatory requirement that firms must actively manage intra-day liquidity positions and any related risks so that they are able to meet their payment and settlement obligations on a timely basis, including obligations arising as custodian, correspondent bank, or settlement agent. This requires measurement of expected daily gross liquidity inflows and outflows, anticipation of the intra-day timing of these flows where possible, and forecasting the range of potential net funding shortfalls that might arise at different points during the day.

21.13

Another key issue is collateral management. Firms must be aware of all of their collateral positions, including assets currently provided as collateral, relative to the total amount of security required broken down by currency, legal system, location, and encumbrance; and must be able to mobilize collateral in a timely manner—this last involving a detailed knowledge of which collateral is acceptable to which central bank in an emergency. Finally, as part of this process, firms must be aware of the consequences for them of changes in their own situation—for example a ratings downgrade—and of the requirements to provide more collateral on existing positions which such a downgrade might produce.

21.14

Firms must also actively review their access to sources of funding, and in particular must ensure that that funding is adequately diversified both as to source and tenor.

21.15

A firm must carry out an individual liquidity adequacy assessment (ILAA). Firms are required to regularly monitor and stress-test their liquidity plans, but in the context of the preparation of an ILAA they are required to estimate the consequences of two specific stresses (known—unimaginatively—as ‘the first stress’ and ‘the second stress’). The requirement is to assess the impact of the first stress, then the second stress, then both happening simultaneously.

21.16

The first liquidity stress to is an unforeseen, name-specific, liquidity stress which lasts for at least two weeks in which:

(1) financial market participants and retail depositors consider that in the short term the firm will be or is likely to be unable to meet its liabilities as they fall due;

(2) the firm’s counterparties reduce the amount of intra-day credit which they are willing to extend to it;

(3) the firm ceases to have access to foreign currency spot and swap markets; and

(4) over the longer term the firm’s obligations linked to its credit rating crystallize as a result of a reduction in that credit rating.

21.17

The second liquidity stress is an unforeseen, market-wide liquidity stress of three months’ duration characterized by:

(1) uncertainty as to the accuracy of the valuation attributed to that firm’s assets and those of its counterparties;

(2) inability to realize, or ability to realize only at excessive cost, particular classes of assets, including those which represent claims on other participants in the financial markets or which were originated by them;

(3) uncertainty as to the ability of a significant number of firms to ensure that they can meet their liabilities as they fall due; and

(4) risk aversion among participants in the markets on which the firm relies for funding.

In performing these analyses, firms must where possible rely on proven behavioural responses from different parts of the market, and in all cases must provide evidence for their expectations of the behaviour of counterparties in these circumstances.

21.18

In assessing wholesale funding for this purpose, a firm must divide that funding into ‘Type A’ funding and ‘Type B’ funding. Type A funding means funding which the bank regards as having a higher than average likelihood of withdrawal in response to actual or perceived changes in the firm’s creditworthiness, and should include funding which:

(1) is accepted from a credit institution, local authority, insurance undertaking, pension fund, money market fund, asset manager (including a hedge fund manager), government-sponsored agency, sovereign government, or sophisticated non-financial corporation; or

(2) is accepted through the treasury function of a sophisticated non-financial corporation which may be assumed to respond swiftly to negative news about a firm’s creditworthiness; or

(3) is accepted on wholesale market terms as a part of a firm’s money market operations; or

(4) is accepted from a depositor with whom a firm does not have a long-established relationship or to whom a firm does not supply a range of services; or

(5) is accepted from overseas counterparties (other than those in the country or territory of incorporation of a firm’s parent undertaking or, in the case of a UK branch, of the firm of which it forms part); or

(6) is obtained through unsecured debt instruments (such as certificates of deposit, medium-term notes, and commercial paper); or

(7) is not obtained through repo against high-quality government paper or equivalent assets; or

(8) is obtained from counterparties with a relatively low creditor seniority on the liquidation of the firm.

The firm must assume that it is unable to roll any of its Type A wholesale funding in the first two weeks of the stresses.

21.19

Retail funding must also be divided into Type A and Type B. Type A retail funding includes at least funding which:

(1) has been accepted through the internet; or

(2) is considered to have a more than average sensitivity to interest rate changes (such as a deposit whose acceptance can reasonably be attributed to the use of price-focused advertising by the firm accepting the deposit); or

(3) in relation to any individual depositor exceeds to a significant extent the amount of that individual’s deposits with the accepting firm that are covered by a national deposit guarantee scheme; or

(4) is not accepted from a depositor with whom the firm has had a long relationship; or

(5) is accepted from retail depositors who can access their deposits before their residual contractual maturity subject to a loss of interest or payment of another form of early access charge (as a general proposition, the behaviour of liabilities to retail depositors is likely to depend in part on the contractual terms and conditions which give rise to those liabilities); or

(6) is not held in an account which is maintained for transactional purposes.

21.20

Where a firm is a participant in a payment or settlement system, it must model both the outcome of other system participants withholding some or all of the payments due from them; and its customers increasing either or both the volume and value of their payments. It must also estimate the impact on its liquidity position of the customer to which it has the largest intra-day credit exposure defaulting on its payment obligations to the firm.

21.21

Where a firm has an intra-group liquidity modification permitting it to rely on liquidity from other members of its group in order to satisfy the overall liquidity adequacy rule, or may be exposed to calls on its own liquidity resources from others in its group, then in assessing its intra-group liquidity risk it must assume that in periods of stress, group entities will not repay loans or deposits made by the firm to them, but that the firm will meet its liabilities that fall due to other group entities during the period of the relevant stress. Even where a branch does not have the benefit of a waiver, it must still consider the extent to which it could be deprived of assets nominally under its control by actions taken elsewhere within the company.

21.22

Liquidity flows must be calculated by currency, and approaches to funding shortfalls must be analysed on a currency-by-currency basis.

21.23

One of the more imaginative aspects of the FSA’s regime is that it requires banks to consider franchise risk. This means that they must consider the extent to which it would be possible, without damaging the bank’s business model, to:

(1) restrict new retail lines without significantly damaging customer relationships;

(2) restrict new wholesale lending without significantly damaging its ability to resume such lending following the period of stress in question;

(3) cease to provide liquidity support to its sponsored vehicles;

(4) decline to exercise call options whose effect if not exercised might be to cause market participants to question the firm’s ability to continue to meet its liabilities as they fall due; and

(5) continue any regular programme of buying back its issued debt. In particular, a firm may wish to continue repurchasing its debt to help demonstrate that a two-way market continues to be made in its paper and thus to maintain the long-term viability of its debt issuance programme.

21.24

Firms are required to consider the extent to which assets held within the liquidity pool will in fact be marketable, since in the stress scenarios noted, it is likely that markets for many types of assets may become illiquid or disappear altogether. Consequently individual assets should be considered against the facts of the market as a whole, including the size of the bid-offer spread, the presence of committed market-makers, the nature of the information available to potential counterparties, the degree of structural complexity of the assets in question, and the asset’s eligibility in central bank market operations and liquidity facilities.

21.25

FSA has also prescribed a ‘simplified ILAS approach’, which is based on a simple mechanical calculation. This is intended to relieve smaller banks and retail lenders of the burden of having to engage in a complete ILAS exercise. It is available only to banks whose entire business is conducted in sterling, Euro, or US dollars, and where 75 per cent or more of the firm’s total liabilities are accounted for by retail deposits and either the firm’s total assets are less than £250m; or the firms total assets are less than £1bn and at least 70 per cent of its assets are accounted for by either high quality government securities or retail loans. The exemption is also available for dependent subsidiaries, where no less than 80 per cent of liabilities are to a parent company and total assets do not exceed £1bn.

21.26

A simplified ILAS firm must ensure that the size of its liquid assets buffer is at all times greater than or equal to the amount produced by adding:

(a) the wholesale net cash outflow component;

(b) the retail and SME deposit component; and

(c) the credit pipeline component.

This is the simplified buffer requirement.

21.27

The wholesale net cash outflow component is a firm’s peak cumulative wholesale net cash outflow over the next three months; calculated by working out the largest amount by which the firm will be out at any point over the next three months. In calculating this number no account should be taken of cash flows attributable to repo and reverse repo, forward sales, forward purchases, redemptions, and any other transactions in high quality government securities.

21.28

The retail and SME deposit component is the sum represented by:

(a) 20 per cent of a firm’s Type A retail deposits;

(b) 10 per cent of a firm’s Type B retail deposits; and

(c) 20 per cent of a firm’s SME deposits.

21.29

The credit pipeline component is the sum represented by 25 per cent of a firm’s credit facilities offered to its customers but which are yet to be drawn down, including:

(1) offers to make loans secured on residential property;

(2) overdraft facilities; and

(3) credit card facilities.

21.30

A simplified ILAS firm may only include in its liquid assets buffer eligible government and designated multilateral development bank debt securities up to the value of the buffer securities restriction. The buffer securities restriction is—loosely—the lowest number of eligible government securities that the firm is likely to hold at any point over the next three months.

21.31

For the purpose of calculating the buffer securities restriction, a firm must:

(a) calculate its daily net flow in government and designated multilateral development bank debt securities eligible as classes of assets for inclusion in the firm’s liquid assets buffer;

(b) for each of the business days in the next three months calculate the cumulative total of such daily securities flows, including the opening balance, as at the business day in question; and

(c) identify the minimum cumulative total figure out of all of the cumulative total figures calculated in accordance with (b).

21.32

ILAS calculations must be carried out in each of Euros and US dollars as well as sterling, and a firm must hold a liquid assets buffer denominated in the relevant currency greater than or equal to the amount produced by the calculation in the corresponding currency. However this does not apply if the positions are fully hedged so that the firm is not exposed to any cross-currency liquidity risk in respect of those positions.

The simplified ILAS liquid assets buffer

21.33

Every ILAS BIPRU firm may include in its buffer reserves in the form of sight deposits at a central bank and high quality debt securities issued by governments and designated multilateral development banks. Simplified ILAS firms may also include investments in a designated money market funds in their liquidity pool.

Contents of the liquidity pool

21.34

There are certain assets which can always be used in a liquidity pool—high quality debt securities issued by a government, central bank, or multilateral development bank and reserves in the form of sight deposits with a central bank. The FSA places some limits on both of these—government securities may only be used if they are the securities of an EEA member state or a small number of other states, (Canada, Australia, Japan, Switzerland, or the USA) and are externally rated as credit quality step 1, and central bank deposits may only be used if the central bank is rated as step 1 and the deposit is on the currency of which the central bank is an issuer.

21.35

Securities may only be included in the liquidity pool if they are unencumbered; owned by the bank and used for the purpose at regular intervals—banks are required to periodically realize a proportion of the assets in the liquid assets buffer through repo or outright sale to the market in order to ensure that this criterion is satisfied. Firms must also regularly access central bank liquidity using non-government collateral for the same purpose.

21.36

Securities are encumbered if they have been pledged as collateral, so securities which have been repo’d out cannot be included in the liquidity pool.

Cross-border and intra-group management of liquidity

21.37

Every bank is required to be self-sufficient in terms of liquidity and to be able to satisfy its obligations out of its own liquidity resources. However FSA recognizes that there may be circumstances in which it would be appropriate for a firm to rely on liquidity resources which can be made available to it, and FSA is prepared to give two broad forms of waiver in these cases. These are:

(1) an intra-group liquidity modification; and

(2) a whole-firm liquidity modification.

An intra-group liquidity modification constitutes the recognition that the group’s liquidity is managed on a group basis, and permits the inclusion in a firm’s liquidity resources of parent undertaking liquidity support. A whole-firm liquidity modification effectively constitutes a recognition that a branch’s liquidity is managed at the parent level, and constitutes a delegation by the FSA back to the home regulator of the bank concerned, and a waiver of the rules which would ordinarily apply to a UK branch.

21.38

The effect of an intra-group liquidity modification is to modify the overall liquidity adequacy rule to recognize the extent to which the FSA is prepared to accept liquidity resources from other entities in a firm’s group for the purposes of the firm’s own compliance with the overall liquidity adequacy rule. In practice, FSA generally expects only to give these waivers to UK groups (or, more precisely, groups where all of the members are UK entities). The reason for this is that FSA takes the view that banks in other jurisdictions will necessarily have their liquidity directed by their home regulator to the satisfaction of their domestic liabilities, and that in a crisis it is unlikely that liquidity will be made available across borders between legal subsidiaries. Thus where a UK firm wishes to rely on liquidity assets held by a non-UK subsidiary or other group member, it should expect the application to be rejected.

21.39

The position as regards reliance on overseas parents is slightly more liberal. FSA will generally permit a UK subsidiary to rely on an overseas parent for support, although in general this will only be possible where the overseas parent is a bank subject to equivalent liquidity regulation and the UK firm does not primarily accept retail deposits. FSA will also expect to enter into an agreement with the relevant regulator of the parent relating to dealing with liquidity, and to have the overseas parent itself enter into an agreement with the overseas parent to the effect that:

(1) it will make available liquidity resources at all times to the UK firm if needed;

(2) it will enter into an undertaking in a suitable form with an applicant firm committing it to provide liquidity support to that firm on the occurrence of certain defined events;

(3) it will ensure that the applicant firm maintains liquidity resources of appropriate size and quality in the United Kingdom for the purposes of meeting the liquidity needs of that firm;

(4) it will maintain arrangements, including having adequate liquidity resources, to ensure that it, the applicant firm, and any other entities in its group to which it provides liquidity support are able to wind down their businesses in an orderly and controlled manner in circumstances where its, or their, businesses cease to be viable;

(5) it will make available to the FSA information in an appropriate format on group liquidity; and

(6) it will participate in the FSA’s thematic supervisory work in relation to liquidity when requested to do so by the FSA.

21.40

It should also be noted that FSA will not permit an arrangement whereby a subsidiary has no liquidity assets of its own at all. Subsidiaries are permitted under this regime to rely on their parents for support, but they are nonetheless required to have adequate liquidity resources to enable them to wind down their business in an orderly and controlled manner.

21.41

The FSA generally expects branches of non-UK banks to seek to apply for a whole-firm liquidity modification where they manage their liquidity on an integrated whole-firm basis. The effect of this waiver is that the UK branch becomes subject for the purpose of day-to-day liquidity supervision to the liquidity regime of its home state—an approach which is likely to be efficient.

21.42

Accordingly, a whole-firm liquidity modification envisages:

(1) a modification to the overall liquidity adequacy rule so as to permit reliance by the firm, in relation to its UK branch, on liquidity resources wherever held in the firm for the purposes of meeting that rule; and

(2) a waiver of the remainder of the FSA’s liquidity rules with the effect that the FSA will in its supervision of the liquidity of the UK branch place reliance on the liquidity regime of the Home State.

D. Liquidity under Basel III

21.43

In the period leading up to the crisis, orthodoxy amongst bankers had been that liquidity was freely available, that every asset had a price, and that any asset would find a buyer provided that the price reflected a sufficient discount to ‘true’ value. This is, of course, a manifestation of the well-known economic error, the ‘fallacy of value’—the idea that a market asset has a ‘true value’ which is somehow different from the price which a market purchaser is able and willing to pay for it. During the crisis, liquidity dried up rapidly, and significant portions of banks’ traded asset books were discovered to be illiquid at any price. The reinvention of liquidity regulation as a separate discipline in itself was therefore one of the most significant features of the post-crisis Basel settlement.

The two requirements

21.44

Technically, the two prongs are the Liquidity Coverage Ratio (‘LCR’), designed to make sure that the bank has sufficient liquidity to survive short-term shocks, and the Net Stable Funding Ratio (‘NSFR’), designed to make sure that the bank’s balance sheet is not too excessively mismatched between long- and short-term funding. These are colloquially known as the ‘Bear Stearns’ ratio—Bear publicly maintained a pool of short-term liquid assets to ensure its liquidity; during the crisis it exhausted the pool in a little over a week—and the ‘Lehman’ ratio—Lehman maintained a portfolio of long-term real-estate loans on a funding base which was substantially composed of overnight money. In essence, LCR is a requirement that the bank has sufficient liquid assets to get through a 30-day period of high stress, whilst NSFR is a requirement that the bank’s long-term assets be substantially funded by long-term liabilities.

21.45

Both of these tests require some heroic assumptions about access to funding, likely roll-off of liabilities, and so on. Historically regulators had tended to let banks model these for themselves, since banks tended to have good detailed knowledge of the behaviour of their own counterparties. However, there are two sets of issues which seriously concern regulators if banks are permitted to model their own liquidity position completely. One is that there is no easy way to validate the output of such models. The second—and this is a substantial concern—is the risk of unlevel playing fields, with some banks advantaged over others because of the way in which they perform the calculation. It may well be objected that this risk is equally present in the notion of permitting banks to model their own risk positions, but the important distinction is that whereas risk modelling is a relatively established discipline with well-understood parameters, liquidity modelling is a new science with few accepted constants.

21.46

The response at the Basel level has therefore been in this area to move away from modelling and towards a less flexible, less risk based architecture which—it can be argued—prioritizes comparability and even-handedness over accuracy and effectiveness. It is for this reason that the Basel III proposals in this area are sometimes described as the Basle I of liquidity. This is probably an accurate characterization—the reason for the use of broad-brush classifications with minimal risk content and significant cliff effects is simply that this at least provides a universal base to work from, and it is only once this has been established that progress towards a more risk-based approach can be made. However it is clearly the case that the use of these broad classifications creates considerable scope for arbitrage, and it is for this reason that Basel III mandates that supervisors should operate a comprehensive programme of liquidity supervision over and above the mechanical requirements.

Liquidity Coverage Ratio

21.47

The Basel summary of the LCR is that the standard aims to ensure that a bank maintains an adequate level of unencumbered, high quality liquid assets that can be converted into cash to meet its liquidity needs for a 30 calendar day time horizon under a significantly severe liquidity stress scenario specified by supervisors. At a minimum, the stock of liquid assets should enable the bank to survive until day 30 of the stress scenario, by which time it is assumed that appropriate corrective actions can be taken by management and/or supervisors, and/or the bank can be resolved in an orderly way.

21.48

This is calculated by expressing ‘expected outflows’—calculated by reference to regulatory formula—as a percentage of the liquid asset pool, so the requirement is:
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21.49

This architecture builds on existing bank practice and existing regulatory methods—the idea of maintaining a pool of liquid assets equal to the size of expected worst-case outflows is the cornerstone of short-term liquidity management in all institutions. The key, of course is in the mechanism by which ‘liquid assets’ and ‘expected outflows’ are calculated.

21.50

In order to operate the standard, it is necessary to determine what exactly counts as a ‘liquid’ asset. This is not as easy as it seems—for example, until relatively recently all Euro-area government bonds would have been classed as highly liquid, but events can change assumptions of this kind in short order.

21.51

Another difficulty in this regard is the role of central banks. Central banks are always willing to provide liquidity to banks in their jurisdictions against appropriate collateral, and a good working definition of liquid assets would be ‘those assets which can be pledged to the central bank in exchange for immediate liquidity’. However, Basel does not directly adopt this simple approach. There are a number of good reasons for this, of which the most important by some way is that central banks would object violently to this approach. Central banks maintain that they need to preserve their freedom to decide what collateral they will accept to what extent and on what terms, and if their determinations as to the eligibility of certain types of collateral are linked in with the regulatory system, they will rightly regard their freedom in this respect as being circumscribed. Also, if the regulator allows banks to assume that all collateral of a certain type can be pledged to the central bank for liquidity, the existence of this determination as a public matter may have the effect of estopping the central bank from refusing to advance liquidity against such collateral in any circumstances. Since central banks prize their freedom to act in an unconstrained manner almost above all other considerations, this makes it in practice impossible for the regulatory system to embed a formal link between central bank liquidity criteria and the LCR requirement.

21.52

Although the standard is calculated on a 30-day basis—total inflows over 30 days against total outflows over 30 days—it is also important to consider mismatches within the 30-day period—it is not much use having inflow on day 29 to meet payments due on day 1. Mismatches within the 30-day period are not explicitly addressed within the standard, but supervisors are recommended to monitor these carefully. The same is also true of intra-day exposures, which are not picked up by the LCR restrictions.

21.53

As noted, the hypothetical scenario that the liquid asset pool is required to withstand is a combined idiosyncratic and market-wide shock—in other words, a situation where the market loses faith in the institution concerned in the middle of a market-wide downturn. This is projected to result in:

(a) withdrawals of a proportion of retail deposits;

(b) a refusal by the wholesale markets to lend to the institution concerned on an unsecured basis;

(c) a refusal by the wholesale markets to enter into repo financing with the institution except where the collateral is certain highly liquid instruments;

(d) the bank being required to post additional collateral under all of its obligations where such an increase is triggered by:

(i) provisions for such an increase to be made if the bank’s public credit rating is downgraded by up to and including three notches;

(ii) provisions for such an increase where an increase in market volatilities impacts the quality of existing collateral or potential future exposure of derivative positions;

(e) clients who have committed but unused credit and liquidity facilities drawing down those facilities where possible in order to protect their own liquidity provisions;

(f) the potential need for the bank to buy back debt or honour non-contractual obligations in the interest of mitigating reputational risk.

Characteristics of high quality liquid assets

21.54

Basel sets out a series of characteristics which high quality assets should have, these being:

• Low credit and market risk

• Ease and certainty of valuation

• Low correlation with risky assets

• Listed on a developed and recognized exchange market

• Active and sizeable market

• Presence of committed market makers

• Low market concentration

• Flight to quality.6

For the reasons set out, it is notable that central bank eligibility does not figure on this list.

Operational requirements

21.55

In order to be classified as an eligible liquid asset, an asset must be managed as part of the bank’s liquidity pool. Assets which are owned by the bank but which are not centrally managed in this way will not count toward the bank’s liquidity requirement. The assets should be actively managed, with a proportion of the assets being used for liquidity transactions on a regular basis in order to demonstrate marketability.

21.56

‘Unencumbered’ means not pledged (either explicitly or implicitly) to secure, collateralize or credit-enhance any transaction. Assets which have been received in reverse repo and securities financing transactions are ‘unencumbered’ for this purpose (provided that they can be freely reused and are not subject to any restriction on use). In addition, assets that have been pledged to the central bank but are not used may be included in the stock. Assets will lose the characteristic of being ‘unencumbered’ if they are co-mingled with or used as hedges on trading positions, designated as collateral or credit enhancements in structured transactions, or designated to cover operational costs (such as rents and salaries). The managers of the pool of assets must manage it with the clear and sole intent of using it as a source of contingent funds. As a derogation from this, it is permissible for the bank to hedge the risks on the liquidity assets themselves, and the existence of such a hedge does not render the assets ‘encumbered’ for this purpose. Client securities (or cash received from repo-ing client securities) should not be treated as liquid assets.

21.57

LCR is intended to operate on a consolidated as well as a solo basis. However the LCR for a consolidated group is not simply the sum of the group liquidity pools over the sum of group outflows. On a consolidated basis, liquidity assets may be counted up to the level of the outflows in the legal entity in which those assets are held. However, any surplus may only be recognized in the group calculation if the surplus is held in a way which would enable it to be freely transferrable without restriction to the parent company at times of stress. National ring-fencing measures, non-convertibility of currency, foreign exchange controls, and similar measures would all have the effect of preventing surplus liquidity assets from being included in the group consolidated calculation.

21.58

Although LCR is reported in a single currency, banks are expected to monitor and report LCR on a currency-by-currency basis. For this purpose forex hedges should be taken into account.

21.59

The criteria for liquidity are such that they create significant cliff effects—a relatively small change in circumstances could render an eligible asset ineligible. In order to reflect this, it is proposed that assets which have become ineligible due to such an event should continue to be treated as eligible for 30 days after the event. This is to allow banks time to adjust their stock of assets.

21.60

Basel divides liquid assets into Level 1 and Level 2. ‘Level l’ assets can be included without limit, while ‘Level 2’ assets can only comprise up to 40 per cent of the stock. The maximum amount of adjusted Level 2 assets in the stock of high-quality liquid assets is equal to two-thirds of the adjusted amount of Level 1 assets after haircuts have been applied.

Level 1 assets

21.61

The adjusted amount of Level 1 assets is defined as the amount of Level 1 assets that would result if all short-term (i.e. less than 30-day) secured funding, secured lending, and collateral swap transactions involving the exchange of any Level 1 assets for any non-Level 1 assets were unwound. This means that any Level 1 assets which have been acquired through short-term liquidity swaps (where high liquidity assets are exchanged for lower liquidity assets) are disregarded. In the same way, the adjusted amount of Level 2 assets is defined as the amount of Level 2 assets that would result if all short-term secured funding, secured lending, and collateral swap transactions involving the exchange of any Level 2 assets for any non-Level 2 assets were unwound, and includes cash or other Level 1 assets. The effect of this rule is that at least 33 per cent of the liquidity pool must consist of Level 1 assets which are owned absolutely by the bank.

21.62

Level 1 assets are held at market value and are not subject to a formalized haircut under the LCR, although Basel suggests that national supervisors may wish to impose haircuts based on, among other things, their duration, credit and liquidity risk, and typical repo haircuts.

21.63

Level 1 assets are limited to:

(a) cash;

(b) central bank reserves, to the extent that these reserves can be drawn down in times of stress;

(c) marketable securities representing claims on or claims guaranteed by sovereigns, central banks, non-central government PSEs, the Bank for International Settlements, the International Monetary Fund, the European Commission, or multilateral development banks and satisfying all of the following conditions:

(i) assigned a 0 per cent risk weight under the Basel II Standardized Approach;

(ii) traded in large, deep, and active repo or cash markets characterized by a low level of concentration;

(iii) proven record as a reliable source of liquidity in the markets (repo or sale) even during stressed market conditions; and

(iv) not an obligation of a financial institution or any of its affiliated entities.

(d) for non-0 per cent risk-weighted sovereigns, sovereign or central bank debt securities issued in domestic currencies by the sovereign or central bank in the country in which the liquidity risk is being taken or in the bank’s home country; and,

(e) for non-0 per cent risk-weighted sovereigns, domestic sovereign or central bank debt securities issued in foreign currencies, to the extent that holding of such debt matches the currency needs of the bank’s operations in that jurisdiction.

Level 2 assets

21.64

The portfolio of Level 2 assets held by any institution should be well diversified in terms of type of assets, type of issuer (economic sector in which it participates, etc) and specific counterparty or issuer. A minimum 15 per cent haircut is applied to the current market value of each Level 2 asset held in the stock. Level 2 assets are limited to the following:

(a) Marketable securities representing claims on or claims guaranteed by sovereigns, central banks, non-central government PSEs or multilateral development banks that satisfy all of the following conditions:

(i) assigned a 20 per cent risk weight under the Basel II Standardized Approach for credit risk;

(ii) traded in large, deep, and active repo or cash markets characterized by a low level of concentration;

(iii) proven record as a reliable source of liquidity in the markets (repo or sale) even during stressed market conditions (ie maximum decline of price or increase in haircut over a 30-day period during a relevant period of significant liquidity stress not exceeding 10 per cent); and

(iv) not an obligation of a financial institution or any of its affiliated entities.

(b) Corporate bonds7 and covered bonds8 that satisfy all of the following conditions:

(i) not issued by a financial institution or any of its affiliated entities (in the case of corporate bonds);

(ii) not issued by the bank itself or any of its affiliated entities (in the case of covered bonds);

(iii) assets have a credit rating from a recognized external credit assessment institution (ECAI) of at least AA-12 or do not have a credit assessment by a recognized ECAI and are internally rated as having a probability of default (PD) corresponding to a credit rating of at least AA-;

(iv) traded in large, deep, and active repo or cash markets characterized by a low level of concentration; and

(v) proven record as a reliable source of liquidity in the markets (repo or sale) even during stressed market conditions: ie maximum decline of price or increase in haircut over a 30-day period during a relevant period of significant liquidity stress not exceeding 10 per cent.

21.65

It is fair to describe these proposals as suggestions rather than firm rules. They are subject to a number of obvious drawbacks—most notably, that newly issued securities cannot by definition have a proven record as anything; but it would be odd to exclude newly issued bonds from a particular issuer from the pool where existing bonds were included. This is freely accepted by the BCBS, who describe the criteria as in need of development.

Treatment for jurisdictions with insufficient liquid assets

21.66

Another problem posed by the LCR regime is that some jurisdictions with highly solvent governments have very few Level 1 eligible assets in existence—of the G20 nations, this is a particular problem for Australia and Saudi Arabia, since LCR must be calculated on a currency-by-currency basis. The BCBS proposes to create expanded criteria for eligibility in such countries over time.

Total net cash outflows

21.67

The term total net cash outflows is defined as the total expected cash outflows minus total expected cash inflows in the specified stress scenario for the subsequent 30 calendar days. This calculation should include interest inflows and outflows. The outflow calculation is performed mechanically by applying a presumed outflow percentage to each exposure type. Total expected cash inflows are calculated by multiplying the outstanding balances of various categories of contractual receivables by the rates at which they are expected to flow in. However, it is presumed that cash inflows can never exceed 75 per cent of cash outflows—or, put another way, the liquidity pool must always equal 25 per cent of gross outflows, regardless of inflows.

21.68

This can be expressed as:
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21.69

Where assets are repo’d out on terms that the repo will terminate within the 30-day period, the cash inflow from the repo should not be counted as an inflow of the asset concerned has been counted as a liquidity pool asset—this is to avoid double-counting. Equally, where multiple commitments are limited in the total amount that can be drawn down, the expected outflow should be the maximum actually drawable, not the total notional exposure.

21.70

The run-off rates which are applied to various classes of assets are as follows.
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It is worth pausing at this stage to translate these into requirements. For every £100 of stable retail deposits, a bank must have £5 in its liquidity pool. For every £100 of wholesale corporate funding, a bank must have £75 in its liquidity pool, and for every £100 of inter-bank funding, it must have £100 in its liquidity pool. Another way of putting the same point is that for every £100 of deposit funding received, a bank must put £5 into its liquidity pool and may use the remaining £95 in its business; whereas if £100 is received in the form of inter-bank finance, the whole £100 must go into the liquidity pool.

Retail deposits

21.71

For this purpose retail deposits means deposits from natural persons—deposits from legal entities, sole proprietorships or partnerships are not treated as retail deposits. Note that this means that some deposits which have the benefit of deposit protection schemes will not be classed as ‘retail’ deposits for this purpose. Demand deposits and term deposits are included.

21.72

Stable deposits are deposits that are both fully covered by an effective (sovereign-backed, explicit, and legally binding) deposit insurance scheme or by a public guarantee that provides equivalent protection, and placed in the context of a relationship with the institution concerned (notably accounts where salaries are automatically deposited). Pure savings accounts are intended to be outside this definition.

21.73

Less stable deposits include any other form of retail deposit, and include deposits that are not covered by an effective deposit insurance scheme or sovereign deposit guarantee, high-value deposits, deposits from sophisticated or high net worth individuals, deposits that can be withdrawn quickly (eg internet deposits), and foreign currency deposits.

21.74

It should be noted that the 5 per cent and 10 per cent figures are intended to be minima—for highly unstable forms of deposit, national supervisors are encouraged to use higher haircuts.

21.75

Many retail deposit products are offered on a fixed-term basis, frequently with fixed terms longer than 30 days. Where a retail deposit has a fixed term which expires after the LCR 30-day period, the deposit may be given a 0 per cent run-off rate (ie treated as unwithdrawable) only if the depositor has no legal right to withdraw deposits within the 30-day horizon of the LCR and the bank does not in practice permit such withdrawals to be made, or if early withdrawal results in a significant penalty that is materially greater than the loss of interest. If the only penalty for early withdrawal is loss of accrued interest, the deposit will be treated as any other retail deposit.

Unsecured wholesale funding

21.76

For the purposes of the LCR, ‘unsecured wholesale funding’ is defined as those liabilities and general obligations that are raised from non-natural persons (ie legal entities, including sole proprietorships and partnerships) and are not collateralized by legal rights to specifically designated assets owned by the borrowing institution in the case of bankruptcy, insolvency, liquidation, or resolution. Obligations related to derivative contracts are explicitly excluded from this definition. Funding which is not callable within the LCR’s horizon of 30 days, or which has its earliest possible contractual maturity date after that horizon, or whose maturity is undetermined, may be treated as having 0 per cent run-off for this purpose. In the same way, funding which can only be drawn after a notice period of at least 30 days is excluded. Where drawing is at the discretion of the bank (ie the bank has an option exercisable at its discretion), and where the market expects certain liabilities to be redeemed before their legal final maturity date, these liabilities should be included as outflows.

21.77

Unsecured wholesale funding provided by small business customers is treated the same way as retail deposits for the purposes of this standard, effectively distinguishing between a ‘stable’ portion of funding provided by small business customers and different buckets of less stable funding defined by each jurisdiction. This applies provided that the total funding raised from any one small business customer is less than �1 million.

Wholesale funding from operational relationships

21.78

The operational relationships regime is one of the many parts of the LCR rule which is easy to describe in general terms but difficult to define precisely. The basis of the approach can be seen by imagining the position of a large corporate placing a deposit. There will be some deposits placed by the corporate treasury function for investment purposes—these are clearly volatile and can be (and are likely to be) quickly withdrawn under stress. There will also be deposits maintained as part of the cash management of the corporate itself. Within any corporate, the management of cash inflows from sales and outflows to suppliers and as wages is conducted through one or more banks. Such arrangements are usually complex, well established, and generally could not be moved from one bank to another without major disruption. This business will generally involve the maintenance of deposits, but deposits of that kind cannot be withdrawn without major disruption to the business of the corporate concerned. A relationship of this kind will involve clearing, custody, or cash management relationships in which the customer is reliant on the bank to perform these services as an independent third party intermediary in order to fulfil its normal banking activities over the next 30 days.

21.79

The broad approach of the LCR is that deposits of the former kind should be given a 75 per cent run-off, whereas deposits of the latter kind should be given a 25 per cent run-off figure. The basis of the latter figure is really the extreme difficulty of moving such arrangements in a short period of time, and as a result this regime applies equally to deposits maintained by financial institutions and corporates.

21.80

However it should be noted that the 25 per cent run-off requirement applies only to those deposits which are maintained as part of the cash management business, and there are a number of tests which must be passed in order that a particular deposit should attract the 25 per cent weighting. First, such deposits must be held in specifically identifiable accounts which are directly involved in the cash management process. Second, these accounts must be priced below the market in comparison to deposits of a similar duration. Third, only the specific amount of deposits utilized for these operational functions qualify for the 25 per cent factor—once a cash management function is funded to an operational level, any excess cash placed in such accounts will be treated as easily withdrawable and therefore subject to the 75 per cent run-off factor.

21.81

As noted, the 25 per cent run-off factor is ascribed to these balances because they are assumed to be exceptionally difficult to withdraw without significant disruption to business. This has a knock-on effect where the customer concerned is itself a bank (as is likely with custody and payment businesses). Specifically, where a bank has a relationship of this kind with another bank, if that other bank treats the accounts concerned as operational, and therefore having a 25 per cent run-off, the customer bank must treat these balances as unavailable for its own liquidity purposes (i.e. a 0 per cent inflow assumption)—the argument being that if these balances cannot in practice be withdrawn, they should not be treated as being available.

21.82

For this purpose, correspondent banking activities do not count as ‘operational relationships’, but clearing, custody, and cash management relationships do. A clearing relationship means an arrangement that enables customers to transfer funds (or securities) indirectly through settlement systems provided under a legally binding agreement to institutional customers. A custody relationship means safekeeping, reporting, and processing of assets and/or the provision of operational and administrative services provided under a legally binding agreement. Cash management means the provision of information systems to manage the customer’s financial transactions, payment remittance, collection and aggregation, payroll administration, control over the disbursement of funds, automated payments, and other transactions that facilitate financial operations.

21.83

In particular, it is important to note that although custody balances may be treated as having a 25 per cent run-off requirement, prime brokerage balances may not. There is no clear distinction to be made in this context between custody and prime brokerage, save that in a prime brokerage arrangement the prime broker usually provides some credit to the customer to finance the acquisition of the securities which he holds in custody. There is a rueful field of ambiguity here as to the position where a bank provides custody services to an institution where some other part of the bank is providing financing to that institution.

21.84

As noted, some deposits provided by corporate customers may qualify for deposit protection under local deposit protection schemes. Where this occurs, these deposits may be given the same treatment as ‘stable’ retail deposits, ie 5 per cent.

21.85

Some countries have institutional networks of co-operative banks where some functions are performed for these banks collectively. For an arrangement if this kind, a 25 per cent run-off rate can be given to the amount of deposits of member institutions with the central institution, although the member itself would have to ascribe a 0 per cent inflow to these balances.

21.86

Unsecured wholesale funding provided by non-financial corporates and sovereigns, central banks, and public sector entities are ascribed a run-off rate of 75 per cent. This is in practice the default category—any deposit which does not explicitly fall within any other category will fall within this category.

21.87

Unsecured wholesale funding provided by other legal entity customers is ascribed a run-off rate of 100 per cent. This category consists of all deposits and other funding from other institutions (including banks, securities firms, insurance companies, etc), asset and investment managers, fiduciaries, beneficiaries, conduits and special purpose vehicles, affiliated entities of the bank, and other entities that are not specifically held for operational purposes. The assumption behind this treatment is that financial entities are unusually quick to withdraw funding in the event of any market disruption.

21.88

It should be noted that this treatment applies to all funding regardless of its form. Thus if a bank has issued certificates of deposit, commercial paper, or other bonds, it will be assumed that all of these are held by financial investors unless they were specifically created for and marketed to retail investors and are known to be held in retail accounts.

Secured funding

21.89

Although secured funding can mean funding secured by guarantees or legal charges, for this purpose it refers primarily to repo-style financing where finance is raised against the deposit of securities or other financial collateral, and equivalent swap transactions where assets are swapped for cash.

21.90

The basic approach to secured financing is that where finance has been obtained through repo or similar arrangements which mature after the end of the 30-day period, the proceeds of the repo are treated as available cash. Where the repo matures within the 30-day period, the finance received will be treated as due to be returned—ie will be treated as an outflow—unless it is likely that it will be possible to roll over or extend the repo. The approach to this is to assume that it will be possible to roll over the repo if it is either (a) backed by high quality liquid assets or (b) undertaken with the bank’s sovereign, central bank or a domestic PSE. It is assumed that repos and other transactions backed by Level 1 assets will always be capable of being rolled over. However a 15 per cent reduction in funding availability will be assigned to maturing transactions backed by Level 2 assets, and a 25 per cent factor is applied for transactions with the bank’s sovereign, central bank, or a PSE when the transactions are backed by assets other than Level 1 or Level 2 assets. It should also be noted that where a sovereign, central bank, or PSE is known to be prepared to lend against collateral which is below Level 2, a bank may not take credit for this if it has not in fact entered into such a transaction—in other words, no credit is given for the mere possibility of raising such finance, even where there is a formal government commitment to grant it. For all other maturing repos and similar transactions, it must be assumed that it will not be possible for the bank concerned to roll over the transaction—i.e. the run-off factor is 100 per cent.

21.91

For derivatives and other transactions where multiple cash flows are netted, the known amounts payable and receivable are taken into account on a net basis. However, where the terms of the derivative or other transaction contain provisions that would require further payments to be made (eg increased collateral requirements following a downgrade), these outflows should be included in the LCR calculation. Also, most counterparties to derivatives transactions typically are required to secure the mark-to-market valuation of their positions. Where this is done using collateral other than Level 1 liquid asset securities, an outflow equal to 20 per cent of the value of all such posted collateral must be assumed in the LCR calculation in order to account for the effect of decreases in the value of such collateral resulting in increased collateral calls.

21.92

It should be noted that any asset-backed securities, covered bonds, or other structured financing instruments maturing within the 30-day period must be treated as outflows, since it is assumed that the market for new instruments of this kind issued to refinance these maturities will not exist. This means in practice that it is assumed that funding normally obtained from CP programmes, conduits, and structured investment vehicles issuing short-term paper will be unobtainable. Also, even where such funding extends beyond the 30-day period, banks must also consider whether it is possible that liquidity or similar triggers in arrangements between the bank and the vehicle could result in assets being ‘put’ to the bank in exchange for funding during the period.

Drawdowns on committed credit and liquidity facilities

21.93

For this purpose, a facility is ‘committed’ if it is legally binding, whether or not it is conditionally revocable (ie is subject to conditions precedent to drawdown which have not yet been satisfied). Facilities that are unconditionally cancellable by the bank are excluded from this section and included in ‘Other Contingent Funding Liabilities’.

21.94

Facilities may be for long or short term; and some facilities may require repayment within the 30-day period. However, for the purpose of the LCR calculation, it must be assumed that such facilities will not in fact be repaid. Thus, if a bank has a committed facility to a client to lend £100m for a period of not more than seven days, the LCR methodology assumes that the client will draw the facility, but will be unable to repay it within the 30-day period. Where a customer has provided the bank with collateral in advance of drawing on the facility, the drawing is calculated net of the collateral.

21.95

For this purpose, a facility is a ‘liquidity’ facility if it is put in place expressly for the purpose of refinancing the debt of a customer in situations where such a customer is unable to obtain its ordinary course of business funding requirements. This is a distinctly unhelpful concept, since to some extent all facilities are put in place to enable customers to obtain business funding requirements. The specific target which the BCBS had in mind in prescribing this requirement was back-up liquidity lines put in place to support commercial paper programmes. For arrangements of this kind, the amount of a facility to be treated as a ‘liquidity’ facility for this purpose is only the amount of the facility which covers paper due to mature within the 30-day period (including any securities which could be issued and would, if issued, mature within the 30-day period in such a way as to require a draw on the facility). General working capital facilities for corporate entities (eg revolving credit facilities in place for general corporate and/or working capital purposes) should not be classified as liquidity facilities, but as credit facilities. As with other types of facilities; there is a no-double-counting rule, such that where a drawing of one facility results in the reduction in another, the impact is the net impact. Thus, where a bank is both a provider of a liquidity facility to a CP conduit and is committed to buying paper issued by that conduit, it need not count both the requirement to pay the purchase price of the securities and a hypothetical drawing on the liquidity faculties caused by the non-sale of the securities.
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21.96

There is also a balancing restriction on commercial vs. financial funding. Many institutions will face a net outflow to non-financial entities (ie the amount due to be paid to retail and non-financial corporates over the 30-day period will be greater than the amount due from corporate) matched by a net inflow from the financial markets (since the core function of a bank is to access the financial markets and pass the money on to customers). The BCBS takes the view that this is itself a source of risk, since it is hypothesized that even contractually assured funding from the financial markets may not actually arrive. Consequently, if the total contractual obligations to retail and non-financial corporate clients within the next 30 calendar days exceeds 50 per cent of the total contractual inflows due in the next 30 calendar days from those clients, the difference should be reported as a 100 per cent outflow.

21.97

Regulators are also urged to examine non-contractual obligations of banks, such as associations with, or sponsorship of, products sold or services provided that may require the support or extension of funds in the future under stressed conditions; in particular products and instruments where the customer or holder has been encouraged to have specific expectations regarding the liquidity and marketability of the product. This may include securitization paper, or interests in money market funds managed within the bank group.

21.98

Any other contractual cash outflows within the next 30 calendar days, such as dividends, are give a 100 per cent weighting. Outflows related to operating costs, however, are not included in this standard.

Cash inflows

21.99

A cash inflow should only be recognized for this purpose where it is contractually committed, the relevant exposure is fully performing, and the bank has no reason to expect a default within the 30-day time horizon. This is a much lower test than default or provisioning. Cash inflows should also be monitored for concentration risk, in order to ensure that short-term liquidity is not overly dependent on any one counterparty. Also, as noted, cash inflows can only be netted against cash outflows up to a maximum of 75 per cent of the total cash outflow figure.

21.100

The rules for cash inflows are broadly the mirror of those for cash outflows—thus, for example, where the bank has put Level 1 securities out on reverse repo which matures within the 30-day period, it should assume that the repo will be rolled over and there will be no cash inflow resulting from its maturity. Maturing reverse repurchase or securities lending agreements secured by Level 2 liquid assets will produce a 15 per cent cash inflow (due to the reduction of funds extended against the collateral), and it may be assumed that there will be no roll-over of maturing reverse repurchase or securities borrowing agreements secured by non-Level 1 and non-Level 2 assets.

21.101

The major discontinuity between the inflow rules and the outflow rules is in the area of access to facilities. In general, no lines of credit, liquidity facilities, or other contingent funding facilities that the bank holds at other institutions for its own purposes are assumed to be able to be drawn. On one level, this seems absurd—if bank A has a £100m back-up liquidity facility to bank B, bank A does its LCR calculation on the basis that the facility has been fully drawn, whilst bank B does its LCR calculation on the basis that the facility remains undrawn. The aim of the BCBS in proposing this rule is to prevent banks from relying on back-up liquidity facilities from the financial markets, on the basis that such facilities may not be available in a market crisis.

21.102

The other difficulty with inflow calculations is that many legal inflows result from the maturity of facilities which in the ordinary course of events would be extended. A bank which refused to renew any facility over a 30-day period would, at the end of that period, probably find its business destroyed. Thus, in assessing inflow numbers, it is important to assess the likelihood that the bank will feel itself constrained, for a variety of reasons, to lend out some of the amounts which it receives in.

21.103

This calculation is made through a set of roll-over assumptions similar to the roll-off assumptions applied to outflows. These are that banks are assumed to continue to extend loans to retail and small business customers at a rate of 50 per cent of contractual inflows, so that 50 per cent of the gross number for maturing facilities is expected as the ‘true’ inflow. Banks are assumed to continue to extend loans to wholesale clients, at a rate of 50 per cent for non-financial corporates, sovereigns, central banks, and PSEs. Inflows from financial corporates and all other types of borrowers are assumed not to be rolled over. Deposits held at other financial institutions for operational purposes are assumed to stay at those institutions, and no inflows can be counted for these funds—ie they will receive a 0 per cent inflow rate.

The net stable funding ratio

21.104

The net stable funding ratio is something of a novelty for regulators generally. It is intended to create an incentive for firms to finance their longer-term assets with longer-term liabilities, and therefore to reduce the intertemporal risks taken by banks. The mechanism used is to establish a minimum required amount of ‘stable funding’ based on the liquidity characteristics of an institution’s assets and activities over a one-year horizon. Thus the standard can be expressed as:
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21.105

The basis of the NSFR is the classification of assets into ‘liquid’ and ‘illiquid’. This classification has been expressly created for NSFR purposes, and is not based either on trading book or on available-for-sale versus held-to-maturity designations. Additional stable funding is also required to support at least a small portion of the potential calls on liquidity arising from off-balance sheet (OBS) commitments and contingencies.

21.106

The basis of the NSFR is the concept of ‘stable’ funding. Stable funding for this purpose is defined as the portion of equity and liability financing expected to be reliable sources of funds over a one-year time horizon under conditions of extended stress. Available stable funding (ASF) is defined as the total amount of a bank’s:

(a) capital;

(b) preferred stock with maturity of equal to or greater than one year;

(c) liabilities with effective maturities of one year or greater;

(d) that portion of non-maturity deposits and/or term deposits with maturities of less than one year that would be expected to stay with the institution for an extended period in an idiosyncratic stress event; and

(e) the portion of wholesale funding with maturities of less than a year that is expected to stay with the institution for an extended period in an idiosyncratic stress event.

Perhaps oddly, extended borrowing from central bank lending facilities outside regular open market operations are not considered in this ratio, in order not to create a reliance on the central bank as a source of funding.

21.107

The base calculation of the stable funds requirement is similar to the calculation of liquidity outflows. In effect the percentage factor applied (the ASF factor) represents the proportion of the liabilities concerned which are assumed not to have been repaid within the one-year time horizon. Thus equity, which has no maturity, is assumed to be fully in place at the end of the year (that is, has an ASF of 100 per cent), whereas short-term debt, which by definition has been repaid within the one-year period, has an ASF of 0 per cent. The full table of requirements is set out here.
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It should be noted that all financing provided by financial institutions is given a 0 per cent ASF in this table.

21.108

When determining the maturity of an instrument, investors are assumed to redeem a call option at the earliest possible date and, where market factors exist which could create expectations that certain liabilities are to be redeemed before their legal final maturity date, supervisors should treat those liabilities as being redeemed on those dates.

Required stable funding

21.109

The calculation of the required stable funding amount is similar to the calculation of the LCR pool. For each type of asset, a percentage figure (the required stable funding, or RSF) is applied. The RSF factor applied to the reported values of each asset or OBS exposure is the amount of that item that supervisors believe should be supported with stable funding. The relevant amount of OBS activity (or potential liquidity exposure) multiplied by its associated RSF factor is also taken into account. RSF factors are intended to reflect the liquidity of the assets concerned—thus liquid assets which can relatively easily be monetized (either through sale or as collateral for secured financing) have a relatively low RSF, whilst illiquid assets which cannot be monetized require a higher RSF. Where a bank has assets which are being used as sources of funding as at the date of the NSFR determination, but where the funding transaction concerned will mature within the one-year period, it should look through to the underlying assets in performing its NSFR calculation. Encumbered assets9 on the balance sheet receive a 100% RSF, unless there is less than a year remaining in the encumbrance period.
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For amortizing loans, the portion that comes due within the one-year horizon can be treated in the ‘less than a year’ residual maturity category.

21.110

Off-balance sheet exposures: many potential OBS liquidity exposures require little direct or immediate funding but can lead to significant liquidity drains in times of market or idiosyncratic stress. As a result, the application of an RSF factor to various OBS activities results in a requirement for the institution to establish a ‘reserve’ of stable funding that would be expected to fund existing assets that might not otherwise be funded with stable funds as defined in other parts of this standard. While funds are indeed fungible within a financial institution, this requirement could be viewed as promoting the stable funding of the stock of liquid assets that could be used to meet liquidity requirements arising from OBS contingencies in times of stress.

21.111

Consistent with the LCR, the NSFR identifies OBS exposure categories based broadly on whether the commitment is a credit or liquidity facility or some other contingent funding liability. The following table identifies the specific types of off-balance sheet exposures to be assigned to each OBS category and their associated RSF factor.
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Reporting requirements

21.112

The Basel paper on liquidity also proposes that banks should be subject to a range of reporting requirements as regards their liquidity positions, including:

(1) Contractual maturity mismatch; contractual cash and security inflows and outflows from all on- and off-balance sheet items, mapped to defined time bands based on their respective maturities.

(2) Concentration of funding. This will require the bank to report (a) funding liabilities sourced from each significant counterparty as a percentage of the bank’s balance sheet total, (b) funding liabilities sourced from each significant product/instrument as a percentage of the bank’s balance sheet total, and (c) a list of asset and liability amounts by significant currency.

(3) Available unencumbered assets.

(4) LCR by significant currency—this is an LCR calculation done by currency, showing the stock of LCR assets in each currency and the total outflows in that currency.

(5) Market-related monitoring tools; requiring consideration of market-wide information, financial sector information, and bank-specific information.

21.113

The LCR should be reported at least monthly, with the operational capacity to increase the frequency to weekly or even daily in stressed situations at the discretion of the supervisor. The NSFR should be calculated and reported at least quarterly. The time lag in reporting should be as short as feasible and ideally should not surpass two weeks for the LCR and for the NSFR, the allowable time-lag under the capital standards.

21.114

The liquidity standards and monitoring tools should be applied to all internationally active banks on a consolidated basis, but may be used for other banks and on any subset of entities of internationally active banks as well to ensure greater consistency and a level playing field between domestic and cross-border banks. The standards should be applied consistently. A bank should actively monitor and control liquidity risk exposures and funding needs at the level of individual legal entities, foreign branches and subsidiaries, and the group as a whole. When calculating the liquidity standards on a consolidated basis, a cross-border banking group should apply the liquidity parameters adopted in the home jurisdiction to all legal entities being consolidated except for the treatment of retail/small business deposits, which should follow the relevant parameters adopted in host jurisdictions in which the entities (branch or subsidiary) operate. This approach will enable the stressed liquidity needs of legal entities of the group (including branches of those entities) operating in host jurisdictions to be more suitably reflected. The point here is that run-off rates in different jurisdictions may differ substantially, and that assumed run-off rates should reflect the different conditions in different markets.

21.115

While the standards are expected to be met on a consolidated basis and reported in a common currency, the currencies of the pool of liquid assets should be similar in composition to the operational needs of the bank. Banks should not assume that currencies will remain transferable and convertible in a stress, even for currencies that in normal times are freely transferable and highly convertible.

21.116

The LCR and the NSFR are not intended to be finished products, and the BCBS freely acknowledge that their somewhat rough and ready approach is at risk of creating unintended consequences, potentially impacting financial markets, credit extension, and economic growth. It is therefore proposed that there should be, for both the LCR and the NSFR, an observation period which will be used to monitor the impact of the standards. The proposal was that reporting to supervisors would begin by January 2012 for the two standards. Any necessary revisions could then be calibrated, with revisions made to the LCR by mid-2013 and to the NSFR by mid-2016. The LCR, including any revisions, will be introduced on 1 January 2015. The NSFR, including any revisions, will move to a minimum standard by 1 January 2018.
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THE LEVERAGE RATIO


A. The Leverage Ratio

B. Transitional Arrangements


A. The Leverage Ratio

22.01

A leverage ratio is simply a non-risk-sensitive capital requirement, as can be seen from the following comparisons:

[image: Image]

A leverage ratio is therefore by definition a blunt instrument, and it may be asked why, given that Basel is based on sophisticated risk assessment, it should be considered desirable to introduce into the architecture a regime which is unsophisticated and does not reflect risk?

22.02

The conventional answer to this question is that the leverage ratio is merely a ‘backstop’, and exists to ensure that banks do not aggressively game the system. This is, however, disingenuous. The true argument for the leverage ratio is that a significant part of the 2008 crisis was that banks had overestimated the accuracy of their risk assessments, and many of the assets which were regarded as extremely low risk turned out in the event not to be so. However, because these assets were regarded as low risk, they absorbed very little regulatory capital, and banks could therefore significantly expand their positions in these assets without being constrained by the regulatory capital system. Thus a bank whose risk-weighted capital stood at 15 per cent might, on a balance sheet basis, have capital of less than 2.5 per cent of its total assets.

22.03

The leverage ratio proposed by the committee is that common equity tier 1 should be equal to at least 3 per cent of total assets (on and off balance sheet).

22.04

The exposure measure for the leverage ratio should generally follow the accounting measure of exposure, with one important exception. This is that netting of on-balance sheet exposures is not permitted. The basis of this rule is that since IFRS and US GAAP have very different rules as to what netting is permitted in financial accounts, the rejection of netting altogether is a way of achieving consistency. This approach also means that securitizations and other transactions which are derecognized for ordinary regulatory capital requirements will be included in the calculation of the leverage ratio limit.

22.05

Accounting standards also require that repo and other securities financing transactions be treated as secured loans, and this is the treatment adopted for leverage ratio calculations. However, SFTs, like derivatives, may be valued using the regulatory netting rules.

22.06

Derivatives pose problems in this context, since a derivative gives rise to both a balance sheet item (the current amount due) and a (usually much larger) regulatory capital charge reflecting the risk that this may change adversely. This latter is the potential future exposure (PFE) (see Chapter 17). For the purposes of calculating the leverage ratio exposures arising from a derivatives portfolio a bank must aggregate the current balance sheet value and the PFE calculation, but in doing so may apply regulatory netting in the calculation.

22.07

Commitments form a major part of any bank’s business, and these form a major part of the exposures of a bank. As a result, Basel requires banks to include in their leverage ratio calculation 100 per cent of the value of all commitments not unconditionally cancellable at any time. This includes loan commitments, acceptances, letters of credit, failed transaction, and a number of other types of commitment.

B. Transitional Arrangements

22.08

The leverage ratio is a new departure, and there will be a monitoring period of several years before it is introduced. During this period regulators will require banks to report on the basis just described, but will assess whether the definitions within the calculation should be amended. The supervisory monitoring period commences 1 January 2011, with a parallel run period commencing 1 January 2013 and running until 1 January 2017. During this period, the leverage ratio and its components will be tracked by regulators, who will also consider how it is developing relative to the risk-based requirement. Based on the results of the parallel run period, any final adjustments to the definition and calibration of the leverage ratio will be carried out in the first half of 2017, with a view to migrating to a Pillar one treatment on 1 January 2018 based on appropriate review and calibration.




23
BASEL III, DERIVATIVES, CLEARING, AND EXPOSURES TO CCPS


A. Exposures to Central Counterparties

B. Summary of the Proposed Reforms

The proposed CCP framework

Default fund exposures


A. Exposures to Central Counterparties

23.01

One of the primary policy responses to the crisis was the decision of the G20 leaders at the Pittsburgh summit in September 2009 to promote central clearing of derivatives, and legislation is now in place to provide a framework for compelling banks to do this. Thus although there is some disquiet about the logic of this policy, its implementation is now well under way. This will mean that in the bank of the future OTC exposures will comprise a significantly larger part of the asset book than at the moment, and for this reason the BCBS has decided that the calculation of capital requirements for bank exposures to CCPs should be overhauled. This is also partly a recognition of the G20 mandate to arrange the system in such a fashion as to create incentives towards clearing. The BCBS is to some extent trapped in this regard, since on the one hand this constitutes a mandate not to raise the capital costs of clearing above the costs of uncleared derivatives, whilst on the other it is required to reflect the fact that the previous treatment (loosely, a 0 per cent EAD for cleared exposures) almost certainly understates the true risks of clearing.

23.02

The core of the BCBS approach to clearing is the standards for CCPs set forth by the joint task force of the Basel Committee on Payments and Settlements Systems (CPSS) and the International Organization of Securities Commissions (IOSCO), known as the ‘CPSS-IOSCO Principles for Financial Markets Infrastructures’.1 Broadly, the concessionary regime created for exposures to CCPs will apply only to exposures to those CCPs who have been certified by their domestic authorities as satisfying the CPSS-IOSCO standards. Exposures to other CCPs will be treated as exposures to ordinary financial institutions. Exposures to CPSS-IOSCO certified CCPs will receive a 2 per cent risk weight, and default fund exposures to a CCP will be capitalized in accordance with a risk-sensitive approach based on the actual financial resources of each CCP and its hypothetical capital requirements.

23.03

This is not the place to discuss the merits of clearing, but it is worth noting some of the important characteristics of clearing from a risk perspective. A CCP interposes itself between two clearing members (CMs) so that the CCP becomes the counterparty to each CM, assuming all the contractual rights and responsibilities. One of the more important aspects of this interposition is that the CCP then becomes responsible for collateralizing the transaction during its life. Where an investment bank enters into an OTC transaction with another, it will generally require some collateral to be provided by the counterparty in respect of the net position. However, there are a number of possible factors which will determine the amount of collateral that it will require, generally based on the bank’s own expectations of the volatility of the value of the derivative and its assessment of the creditworthiness of the counterparty. Thus the same transaction may attract very different levels of collateral depending on the parties’ assessment of the transaction and of each other. A CCP, by contrast, publishes a standard methodology for collateralizing transactions. This will be calculated solely on the basis of a risk model of the underlying, and without reference to the creditworthiness of the counterparty—this is why counterparties who are generally treated as being risk free (such as supranationals) are still required to post collateral in respect of cleared transactions. It is also generally the case that CCP collateral requirements are significantly higher than those imposed by banks between themselves.

23.04

The interposition of CCPs in a multilateral market can improve the safety and soundness of the market through the multilateral netting of exposures, and the mutualization of losses should a clearing member fail. However, a side-effect of this mutualization is that the failure of the CCP would be disastrous for the entire system—the more derivative business is cleared, the more systemically important the CCP becomes. This in turn means that the CCP needs to ensure that it maintains significantly higher collateral margins than would ordinarily be required in respect of the trades which it enters into. This is accomplished partly through the higher margins required on individual transactions, and partly through the raising by the CCP of a default fund whose purpose is to absorb extreme (or ‘tail’) risks resulting from market crises. It also explains why there is currently a debate as to whether certain transactions whose structure implies extreme market movements (such as the jump-to-default risk inherent in single name credit derivatives) may be unsuited to clearing at all, since the increased risk which they bring to the clearing system may not be outweighed by the benefit to the system of multilateral netting.

23.05

CCPs require three types of margin from members; variation margin, initial margin, and default fund contribution. Variation margin is calculated per transaction, and is intended to cover the risk inherent in a particular transaction. Initial margin is intended to cover the risk of the member being unable to meet further calls, and is generally linked to the absolute size of the member’s net contribution to the CCP. Default fund contribution is needed to ensure that the CCP can survive the default of other members, and is generally sized by reference to the absolute volume of business done through the CCP. Although CCPs have different waterfall structures to absorb and mutualize losses, the general order is the following: (1) posted collateral of the defaulted CM; (2) default fund contribution of the defaulted CM; (3) default fund contribution of the CCP; and (4) default fund contributions of non-defaulting CMs.

23.06

In general, a bank will measure its derivative exposures using one of three methods: the Internal Model Method (IMM); the Standardized Method (SM); or the Current Exposure Method (CEM). The risk weight, which is multiplied by the exposure to derive the capital charge, is that which applies to the counterparty under the Standardized Approach (SA) or Internal Ratings-Based Approach (IRB) for credit risk.

B. Summary of the Proposed Reforms

23.07

The proposals apply to all financial derivatives (both OTC and exchange traded), repos/reverse repos, and securities lending and borrowing transactions entered into through clearing houses.

23.08

When entering into bilateral OTC derivative transactions, banks are required to hold capital to protect against the risk that the counterparty defaults and for credit valuation adjustment (CVA) risk. The CVA charge was introduced as part of the Basel III framework. Here CVA is the mark to market value of CCR, ie the adjustment that quantifies the expected loss to the bank caused by changes in the credit quality of the counterparty. Banks are not required to hold capital for CVA risk for derivatives that are centrally cleared.

The proposed CCP framework

23.09

When a bank considers a portfolio of cleared trades, it will apply one of the Internal Model Method (IMM), Standardized Method (SM), or Current Exposure Method (CEM). For each of these it will end up with two calculated numbers—a mark to market current exposure and potential future exposure (PFE).

23.10

The extent of the mark to market number depends on the settlement mechanic of the clearing house. The mark to market balance should always be an amount due from the clearing house to the bank—that is, the clearing house will not generally allow the bank to run positions which are out of the money without obtaining sufficient collateral. Since collateral provided will be netted against out of the money positions, the mark to market figure will generally be the net amount due from the clearing house to the member in the form of in-the-money positions plus any unused collateral balances. The potential future exposure amount is in general a function of the absolute gross value of the positions concerned, without taking account of netting or collateral.

23.11

The result of this calculation—mark to market plus PFE—is then weighted as an exposure. Because the risk of the CCP failing is taken to be very low, the weighting applied is 2 per cent.

23.12

A further issue arises as regards the treatment of posted but unused collateral. CCPs vary in the way in which they deal with members and their clients. Some CCPs are structured on an agency basis, which means that they hold themselves out as administering members’ assets. In such models, members’ collateral balances are held with banks (and custodians, where the collateral is in the form of securities) on terms that they are owned by the custodian and merely operated by the clearing house. In such cases, the balances are segregated from the failure of the clearing house, in that if the CCP fails they will not form part of its insolvent state, but will be returned to the member who provided them. Where unused collateral is held by a CCP in this way the risk weight applied to the collateral is 0 per cent. However, if the clearing member is exposed to the credit of the bank which actually holds the cash, the weighting ought to be the same weighting as would be given to any other deposit with that bank.

Default fund exposures

23.13

Different CCPs calculate their default fund requirements in different ways. In some respects the default fund of a CCP resembles deferred capital contributed by the members of the CCP—not least in that it exists to absorb tail and unexpected losses. Consequently, the larger the default fund of the CCP, the more stable it appears. Basel therefore approaches the weighting of exposures to CCPs by assessing how substantial the CCP’s default fund is—in broad terms, the lower the default fund, the higher the weighting of exposures. The basis of the approach is to calculate the level of capital which the CCP would be required to maintain if it were a free-standing bank, and to assume that CCPs whose combined default fund and capital is below that level impose increased risks upon their participants.

23.14

The basis of the Basel approach (not unexpectedly) is to calculate the capital requirement which would have been applied to the CCP had it been the trading book of an investment bank. This produces a number—known as KCCP—which is the amount of capital which the CCP would have had to have held. In effect, the sum of the CCPs capital and its default fund is compared with the KCCP number, in order to ascertain whether the CCP has sufficient resources. If it has, exposures to it are treated as 2 per cent weighted.

23.15

The easiest way to understand the capitalization of default fund contributions by clearing members to CCPs is to begin by considering the situation where the CCP’s own capital exceeds the KCCP amount (Case 3 in Figure 23.1). In this case, each clearing member’s contribution to the default fund is given a capital charge. If the excess is small, the charge will be 1.6 per cent of the value contributed (arguably equal to an RWA of 20 per cent). The 1.6 per cent figure declines slowly as the excess default fund amount increases, but the decline is slow—if the total of the clearing house’s capital plus the default fund is three times the KCCP figure, the 1.6 per cent requirement falls to 1.15 percent. No matter how large the capital and default fund, the capital requirement for default fund contributions can never be less than 0.16 per cent.

23.16

The next stop is the position where the clearing house’s capital does not exceed the KCCP amount, but the total of the clearing house’s capital and the default fund does (Case 2 in Figure 23.1). In this case, the default fund contribution is in effect divided into two parts; the amount which falls below the KCCP level and the amount which is excess to it. In the diagram, this means the amount by which the default fund falls below the KCCP line. Thus, the amount below the line is treated as a contribution to the capital of the clearing house and is given a 100 per cent capital charge—that is, it is fully deducted from the capital of the contributor. The amount above the line is calculated in accordance with the methodology set out here—that is, it is given a cost between 1.6 per cent and 0.16 per cent according to the extent of the surplus.

23.17

The last possibility (Case 1 in Figure 23.1) is the position where the total of the CCP’s committed capital (DFCCP)2 and the DFCM is less than the KCCP level. In this case, the whole of the default fund contribution is given a 100 per cent capital cost. However, in addition to this, a further charge is levied equal to 1.2 times the shortfall between the total of DFCM and CCPCM and the KCCP level. In numerical terms, assume the KCCP figure is 100, the total DFCM is 20, and the CCPCM is 60; this gives a position where the total of DFCM and DFCCP is 80. Thus the members collectively will have to deduct 20 from their capital to reflect their default fund contributions, and another 24 to reflect the default fund shortfall. The implications of this treatment are that (a) if a CCP’s funds are less than KCCP the members will be treated as if they were liable to make up the shortfall, regardless of their actual commitment, and (b) the fact that the commitment may arise at some time in the unspecified future means that the amount required from them tomorrow could be significantly higher than the actual shortfall today. Note that this creates a powerful incentive for clearing members to fund CCPs to at least KCCP level, since in this case the members would reduce their capital requirement if they contributed a further 20 to the default fund.
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Figure 23.1 Impact of CCP default Fund levels on weighting
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A. Introduction

24.01

At first glance the necessity for the supervision of banking groups—as opposed to banks themselves—is not obvious. There is no such thing as a creditor of a group—each creditor is a creditor of a particular legal entity, and in the case of depositors that legal entity is the relevant authorized bank. Provided that the capital rules are applied at the level of that authorized entity, it should have sufficient capital to ensure that those depositors are paid come what may, and no other group member will have any call on its assets until its own creditors are repaid. Thus, the classical analysis was that, provided that the bank itself was regulated, there was no necessity for the bank regulator to concern itself with any other member of that group. This argument works in theory but not in practice, and there are a variety of reasons which bank regulators need to be concerned with, bank groups as well as banks.

24.02

The key principle is that banks are now known to be subject to contagion risk. In theory the failure of a company which is a member of a bank group has no effect on the regulated bank. In practice the failure of a company in a bank group will send a strong signal to the outside world that the group is in difficulty. It would in theory be possible to operate a group bank with such a degree of separation that the market as a whole believed that the bank would genuinely be unaffected by the failure of one of its subsidiaries. However, in practice the market believes that banks are closely connected with the groups of which they are members, and that failures elsewhere in a group will have important knock-on consequences for a group bank. Thus a problem elsewhere in the group will set off a run on the group bank, with counterparties refusing to renew credit lines and creditors seeking early repayment of deposits. This will increase liquidity pressures on the bank and may eventually result in its failure.

24.03

It is also important that the exposure of a bank to members of its group varies according to the relationship between the bank and the group. In Figure 24.1, the failure of A would be fatal to confidence in the bank, whereas the failure of C would—in theory—be almost irrelevant to it.

The diagram can be used to illustrate the three different supervision concepts which need to be applied: solo, consolidated, and conglomerate supervision.

Solo supervision

24.04

The overriding priority remains to ensure that the bank itself remains solvent. However, for this purpose it is important to ensure that what is being supervised is the bank and only the bank—thus the bank’s investment in D must be disregarded for this purpose.

Consolidated supervision

24.05

The bank is possibly most vulnerable to the failure of D. However, the primary issue here is whether D is engaged in the business of the bank (in a broader sense—for example as a booking vehicle, asset holding company, or SPV) or whether it is a separate commercial company unconnected with finance. The position here is that if D is a financial firm, then the bank should be supervised on a consolidated basis, with the balance sheets of bank and D consolidated together in order to establish whether the bank’s capital is sufficient to support the combined undertaking. However, if D is a commercial company (unlikely but by no means impossible—banks sometimes do come to own significant stakes in commercial companies, either through private equity investment or for other reasons) then the consolidated figures should exclude it, and the bank’s investment in D should be deducted.
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Figure 24.1 Illustrative bank group structure

Conglomerate supervision

24.06

For the purposes of financial supervision conglomerates come in two forms: mixed activity groups and financial conglomerates. For this purpose a mixed-activity group means a group which combines both financial and non-financial business, for example a bank owned by a car-maker. A financial conglomerate, by contrast, means a group which contains different types of financial businesses which are subject to different types of regulation—typically banks, insurance companies, and securities firms.

24.07

The basis of conglomerate supervision is the establishment of capital requirements at the parent company level. In general, the supervision of mixed-activity groups is not conducted on a consolidated basis, since consolidation across different forms of financial and non-financial businesses is unlikely to be helpful. This is likely to be the case even for financial conglomerates, since although consolidation across securities businesses and banks may be possible, consolidation across banks and insurance companies poses peculiar technical difficulties. Thus in general conglomerate supervision is conducted not through consolidation but by ensuring that the ultimate parent has at least sufficient capital to meet the capital requirements imposed on the regulated members of the group.

B. Consolidated Supervision

24.08

The mechanism by which regulators control this risk is by consolidated supervision. This, again, can best be explained diagrammatically, as shown in Figure 24.2.

24.09

What has happened here is that the 20 of equity investment in subsidiary has disappeared (all intra-company balances—including equity investments—cancel out on consolidation). Thus, the remaining question is whether the equity of the parent company on its own is sufficient to support the risks of the combined balance sheet of all of the companies of the group.

C. Scope of Consolidation

24.10

Accounting consolidation includes all subsidiaries of an ultimate parent. Regulatory consolidation is different—it includes only those subsidiaries of the parent which are, in broad terms, financial businesses. This class is wider than that of authorized institutions—it includes a variety of businesses which do not require authorization—and some surprising omissions, but broadly the idea is to create within a larger group a consolidation of those businesses which are financial businesses. This limitation has effect in two ways. One is in the context of large conglomerates which have financial operations—the rule operates to exclude from the consolidation non-financial businesses. The other is in the context of financial firms which own non-financial businesses. If a bank, for example, were to own a chain of estate agents, the chain of estate agents would be excluded from the consolidated return of the bank. It is in this latter context that the rule is most commonly encountered, since almost all financial businesses own at least some non-financial subsidiaries.
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Figure 24.2 Illustration of consolidation

24.11

Businesses which are not included in the consolidation are excluded from it. In practice what this means is that the investment which the group has made in the capital of the non-financial entity is deducted from the capital of the group. Thus, if a group with capital of 100 owns 100 per cent of an estate agency subsidiary which is being carried with a value of 10, the 10 will simply be deducted from the capital of the group, leaving a total group capital of 90. The working assumption behind this rule is that capital tied up in non-financial businesses cannot be liberated sufficiently rapidly to be of any use in the context of the financial business of the group.

24.12

It should be noted, however, that the fact that an entity is excluded from consolidation does not mean that it is ignored for all purposes. An entity which is excluded from consolidation may still be taken into account in determining whether certain financial entities are in the same group as each other, or are subject to consolidated supervision. Thus, if a bank owns a non-financial firm which owns a financial firm, the financial firm will be included in the bank’s consolidated return, even though the entity which owns it is excluded from consolidation.

24.13

What, then, is a financial business for this purpose? In the EU, the answer is:

(1) an authorized bank;

(2) an authorized investment firm;

(3) a financial institution; meaning a firm whose purpose is to acquire holdings or to carry on one of any of the activities listed in Annex 1 to the CRD or MiFID. This broadly includes all of the following:

(a) lending (including consumer credit, mortgage credit, factoring, and financing commercial transactions;

(b) financial leasing;

(c) money transmission;

(d) issuing and administering credit cards, debit cards travellers cheques, bankers drafts and other means of payment;

(e) guarantees and commitments;

(f) trading in financial instruments,1 whether for own account or on behalf of clients, along with the reception and transmission of orders;

(g) investment advice;

(h) participation in securities issues, including underwriting and placing (with or without commitment);

(i) corporate finance advice;

(j) money broking;

(k) portfolio management and advice;2

(l) safekeeping and administration of securities;

(m) safe custody services;

(n) credit reference services;

(o) operation of a multilateral trading facility;

(p) investment research.

For the purposes of this list, firms which are excluded from the scope of MiFID are included in the consolidation requirement, so otherwise exempt firms (such as firms which provide services exclusively to other group undertakings) are included in the consolidation.

(4) an asset management company;

(5) a financial holding company, defined as a company whose subsidiaries are either exclusively or mainly banks, investment firms or financial institutions; and

(6) an ancillary services undertaking; defined as an undertaking whose principal activity consists of holding property or providing services in a way which is ancillary to the principal activity of one of the banks or financial institutions contained in the group.

24.14

Where a firm has a majority holding of less than complete ownership (for example an 80 per cent equity stake) in a subsidiary, it must consolidate the subsidiary completely and treat the remaining minority holding as capital. However, where a firm holds between 20 per cent and 50 per cent of an entity, it must consolidate a proportionate share of the assets and liabilities of that entity equal to the proportion of its holding in the entity—thus, if it has a 30 per cent stake it must consolidate 30 per cent of the assets and 30 per cent of the liabilities.

24.15

In general a manager of regulated investment funds (a UCITS investment firm in EU-speak) only calculates its capital and concentration risk requirements in relation to its actual investment business, and does not calculate them with respect to scheme management activity. However, for the purposes of consolidated supervision the consolidation calculation includes the whole of the activities of a UCITS investment firm.

24.16

There is a de minimis level of consolidated supervision, in that a firm can exclude from consolidation any entity whose balance sheet is smaller than 1 per cent of the balance sheet total of the parent undertaking. However, in order to prevent exposures being excluded from consolidation through being held in multiple small vehicles, this exemption only applies where the total value of the exposures so excluded does not exceed 1 per cent of the parent balance sheet.

24.17

Regulators also have a discretion to permit regulated firms to exclude any entity from consolidation, which they may exercise if the inclusion would be misleading, or the entity is established in a jurisdiction which prohibits the entity obtaining relevant information, or otherwise if the inclusion would be of negligible interest. Regulators are in general very unwilling to agree that any non-trivial subsidiary should be excluded from consolidation.

D. Minority Interests

24.18

The inclusion of minority interests in group capital is an arcane subject, but an important one. In a group which is structured in the ordinary way, with a parent company holding 100 per cent of the capital of subsidiaries which in turn hold 100 per cent of the capital of other subsidiaries and so on, minority interests will not arise. However, in practice it is unusual to encounter groups which do not have at least some members where the parent holding is less than 100 per cent, and external investors have, for one reason or another, come to own a proportion of the capital of the relevant subsidiary (this can happen through employee share schemes, earn-outs of newly acquired businesses or in a multitude of other ways). On consolidation, such interests appear as a non-distributable reserve labelled ‘minority interests’.

24.19

If the ordinary accounting treatment were applied to minority interests, they would all qualify as tier 1 at a group level, regardless of the terms, the duration or the degree of subordination of the instruments concerned. The regulatory system therefore does not follow the accounting treatment in this regard, but divided up minority interests according to the characteristics of the instruments by which that capital is raised. The capital is then allocated to the relevant tier in the consolidated capital calculation according to those characteristics. Thus, if a subsidiary has 20 per cent of its capital issued in a form which would qualify as lower tier 2 if the subsidiary were a regulated entity, that capital will qualify as lower tier 2 for the purpose of the consolidated capital calculation.

24.20

There is a different regime in place for capital issued by SPVs. The point here is that on a consolidated basis such SPVs may be part of the consolidated group, and where this is the case the ordinary innovative tier 1 rules are amended such that capital which is issued by an SPV which is within the consolidated group will be treated in the same way as it would be in the accounts of a solo bank.

E. Solo Consolidation

24.21

Solo consolidation is an apparent contradiction in terms, in that banks are generally either supervised on a solo (stand-alone) or a consolidated (group) basis. The essence of solo consolidation is that it is a concessionary treatment whereby a group company is treated as not really existing. Where a bank solo-consolidates another entity, the process is that (a) the entity is consolidated into the bank in the normal fashion, and (b) the resulting consolidated balance sheet is treated as if it were the bank’s own solo balance sheet. Solo consolidation is therefore a way of disregarding the separate corporate existence of a particular entity, and treating it as if it were a division of the relevant bank.

24.22

In general, solo consolidation is only available in circumstances where a bank has used a corporate vehicle for a particular purpose, and has such direct and immediate control over that vehicle that it can freely transfer assets and liabilities out of the vehicle and to itself. There are two ways in which this situation can arise; one being where the vehicle is wholly owned and controlled by the bank (this will be the case where the vehicle is used to hold assets for the bank) and the other being where the vehicle’s assets consist wholly of claims on the bank (this will be the case where the vehicle is being used as a bond issuance vehicle for capital raising purposes). In either case the bank should be able to immediately close down the vehicle and access any capital which may be tied up in it.

F. Consolidated Capital

24.23

In principle consolidated supervision is exactly the same as solo supervision, in that the same rules are applied to the consolidated accounts as would be applied to solo accounts. Thus, the capital resources of the group are assessed in the same way as the capital resources of a single entity. Importantly, this means that the gearing restrictions which apply to individual types of capital (and the prohibition on using innovative tier 1 to meet Pillar one requirements) will apply on a consolidated basis. This may seem otiose, in that if the individual entities which compose the group comply with these limitations then it would seem obvious that the group will also comply with them. However, adjustments on consolidation (notably the writing off of goodwill) may result in group tier 1 being significantly less than the cumulative tier 1 component of the entities which comprise the group, and if this is the case then the gearing limits may reverberate all the way down the group capital structure. Where a group contains a bank it must calculate its group capital position using the rules applicable to banks, even if the ultimate parent company is an investment firm.

G. Consolidated Capital Resources Requirements

24.24

The calculation of the consolidated capital resources requirement of a firm’s UK consolidation group or non-EEA subgroup involves taking the individual components that make up the capital resources requirement on a solo basis and applying them on a consolidated basis. Those components are:

• the capital charge for credit risk (the credit risk capital requirement),

• the capital charge for market risk (the market risk capital requirement),

• the capital charge for operational risk (the operational risk capital requirement).

The group must therefore calculate a group credit risk charge, a group market risk charge, and so on.

24.25

This calculation may be done in one of two ways. One is to pretend that the consolidated group is a single entity and to weight all of the group’s exposures according to the requirements of the consolidated supervisor. This is known as the ‘line by line’ approach. This approach can, however, be exceptionally burdensome in cases where the consolidation includes subsidiary financial institutions incorporated in other jurisdictions which have already performed such calculations according to the rules of their local supervisors. Where this is the case, the group can reduce its burden by calculating a separate risk capital requirement for each group member (an aggregation approach) and summing those requirements. The FSA accepts certain regulators (for example the South African Reserve Bank, the Hong Kong regulator, and most of the US bank supervisors) as equivalent for this purpose, so that where a group headed by a UK bank has a US Federal Reserve regulated subsidiary, it may take the credit risk requirement reported to the Federal Reserve and use that figure as the credit risk capital requirement applicable to that business. An institution may mix the two approaches, adopting a line-by-line approach to some subsidiaries and an aggregation approach to others. A firm may also make the choice between an aggregation and a line by line approach differently for each consolidated requirement component. So, for example, a firm may decide to calculate the consolidated market risk requirement on an aggregation basis and the consolidated fixed overheads requirement on a line-by-line basis. The only exception to this rule is the calculation of the group large exposures charge—this must necessarily be calculated on a line-by-line basis, such that all of the exposures to the relevant counterparty across the group can be totalled.

24.26

The further problem which arises in this context is that where a group is composed of a number of regulated banks in different jurisdictions, it may well be the case that some of them are on the standardized, some on the foundation, and some on the advanced IRB approaches. Combinations of approaches would generally not be permitted within a single institution, since once an institution has committed itself to adopting a particular approach it is required to aim to roll out that approach across the entire undertaking. However, there is no equivalent rule at a group level, and a group which combines different subsidiaries using different approaches may mix and match those approaches indefinitely in the calculation of its group capital requirement. However, a firm must not use both the financial collateral simple method and the financial collateral comprehensive method with respect to its UK consolidation group or non-EEA subgroup.

24.27

For the purposes of calculating the consolidated market risk requirement of a UK consolidation group or non-EEA subgroup, a firm must apply an aggregation method. The point here is that where a group has more than one regulated entity with a market making book, it is highly likely than the two books aggregated together will produce a lower capital requirement than the sum of the two requirements taken separately, since long positions in one will be offset by short positions in the other in at least some securities. The FSA’s rules on this point are that the group requirement will be assessed by taking the sum of the requirements applied to the different books unless the institution can show that there is no material legal, regulatory, or contractual obstacle to the transfer of funds or to mutual financial support between the relevant undertakings, and that the market positions concerned are in fact monitored and managed on a co-ordinated basis.3

Operational risk

24.28

The calculation of operational risk is done through a variety of different approaches, and the same issues which arise with respect to the different approaches to credit risk also arise within groups in respect of the calculation of group operational risk requirements. Here again, firms have the issue in that where a basic indicator approach is used, the operational risk charge for individual subsidiaries, totalled together, may be larger than the charge which would be arrived at if the basic indicator approach were applied to the group as a whole, since at least some of the components of the basic indicator revenues will be intra-group charges which will be eliminated on consolidation. Groups have the choice between adopting an accounting consolidation approach, yielding the lower figure, or of simply aggregating the operational risk charges levied on each group member.

24.29

It is not, however, necessary to adopt a line-by-line approach to obtain the benefits of the elimination of intra-group balances, since the FSA permits the elimination of charges arising from intra-group balances and intra-group transactions regardless of the approach used.4

Advanced IRB approaches

24.30

The advanced IRB approach is intended to be unitary and to apply across the entire undertaking of an institution which uses it. A group which contains multiple banks in multiple jurisdictions may well have more than one advanced IRB approval. However, the firm is not permitted to aggregate the results of these two models. In practice the only way that an advanced IRB firm can use its advanced IRB model at group level is if it applies the model and the procedures approved by the consolidating state supervisor to the entire group. The same is also true of the advanced measurement approach approved for the calculation of the operational risk charge—multiple AMAs may not be applied across different parts of the group5 with the results being aggregated. Finally, the use of the advanced IRB method is conditional upon the adoption by the institution of governance and other practices as part of the implementation of the model, and in order to use the advanced IRB approach across multiple members of a group, it is necessary that these procedures be in place across all of the entities in respect of which the approach is intended to be used.

Large exposures

24.31

Large exposures restrictions are applied to consolidated groups in the same way in which they are applied to single institutions, and the group is limited in the same way to the total exposure which all of the institutions included in the consolidation may have to any one counterparty or group of counterparties. The slightly different definition of capital which is used for large exposures purposes is also applied on the consolidated level. Concentration risk is calculated using a single approach, that being a line-by-line consolidation subject to the rules of the consolidating regulator—there is no large exposures equivalent of the aggregation approach.

24.32

The rule exempting exposures within the group from large exposures restrictions continues to apply. This is clearly redundant where there is only one consolidated group, but may be relevant where the process of consolidation produces two or more consolidation groups within the overall group. For example, where a bank has a UK group and a worldwide group, the UK group may be able to exempt exposures between it and other members of the worldwide group on this basis. The same would apply between, for example, a UK consolidation group and an EREA subgroup.

24.33

The UK Integrated Groups and Wider Integrated Groups regimes apply on a consolidated level in the same way that they apply to a solo institution with minor amendments. The effect of these amendments is to permit consolidated groups to exclude in certain circumstances exposures to members of the wider group which are not members of the relevant consolidation group.




25
FINANCIAL CONGLOMERATES
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A. Issues with Conglomerates

25.01

The Joint Forum on Financial Conglomerates released in 1999 a paper which sets out the basis of the supervision of conglomerates,1 and the basic principles set out in this paper remain the basis for conglomerate supervision. They are that supervisors should seek to assess the capital adequacy of financial conglomerates. In so doing, measurement techniques should be designed to:

I. detect and provide for situations of double or multiple gearing, ie where the same capital is used simultaneously as a buffer against risk in two or more legal entities;

II. detect and provide for situations where a parent issues debt and downstreams the proceeds in the form of equity, which can result in excessive leverage;

III. include a mechanism to detect and provide for the effects of double, multiple or excessive gearing through unregulated intermediate holding companies which have participations in dependants or affiliates engaged in financial activities;

IV. include a mechanism to address the risks being accepted by unregulated entities within a financial conglomerate that are carrying out activities similar to the activities of entities regulated for solvency purposes (eg leasing, factoring, reinsurance).

V. address the issue of participations in regulated dependants (and in unregulated dependants covered by principle IV) and to ensure the treatment of minority and majority interests is prudentially sound.

Each of these merits a word of explanation.

Double or multiple gearing

25.02

Double gearing occurs when the same capital is counted twice. It is worth noting that the simplest form of double gearing would occur if banks were permitted to invest in each other’s equity without restriction—thus, bank A could raise 100 of capital and invest it in the shares of bank B, on terms that bank B would re-invest in new shares of bank A. Within the banking system this problem is addressed by requiring banks to deduct equity holdings in other banks—thus if bank A raises 100 of new equity and invests that money in the capital of bank B, it will be required to deduct the holding in bank B from its total capital, and its position remains unchanged. Within a group, however, the position may be more complex—if a parent company raises equity and invests it in the shares of an insurance subsidiary, and that insurance subsidiary then acquires shares in a bank affiliate, then the same capital may be counted twice; once within the bank and once within the insurer. The point here is that it is only externally generated capital which can support the group as a whole, and to the extent that concerns arise as to the stability of the group, then it is the group’s access to capital which will be relevant to external counterparties. The concern here is therefore that the capital position of the regulated entities within the group may be being artificially inflated at the expense of other group members.

Debt downstreamed as equity

25.03

It may not be immediately obvious to the observer why the bank regulator should care about the parent’s capital levels. The answer may be seen from Figure 25.1.

The concern here is that investors are subscribing for what appears to be senior debt, whereas what is in fact being raised is subordinated bank capital. The reason that regulators find this concerning is the group itself may be increasing leverage and therefore reducing its financial stability. In addition, since the group as a whole is obliged to meet the obligations to the senior noteholders, and the group management will necessarily have significant influence over the board of the bank, the bank may in practice be obliged to treat the equity which it has received as being in effect on the terms of the senior debt raised. Ultimately this results in the suggestion that the equity is not ‘true’ equity, and that the bank’s position is weaker than it appears.

[image: Image]

Figure 25.1 Illustration of debt downstreamed as equity

Unregulated intermediate holding companies

25.04

An unregulated intermediate holding company may operate to break the chain of deductions. Thus, if a bank invests in another bank, the investment will be deducted from capital. However, if a bank invests in an unregulated holding company, that holding may not necessarily be deducted, particularly if it is a small holding. Thus intermediate unregulated holding companies may operate—deliberately or accidentally—to avoid the double-gearing rules.

Unregulated entities engaged in financial business

25.05

Where risk has been transferred by a regulated group member to an unregulated member of the same group, the ordinary rules of risk transfer do not apply—the relevant risk is in many ways retained by the bank. This principle may be extended to the conduct of other activities. There are many activities—invoice discounting, factoring, holding assets—which may be engaged in by a bank as part of its ordinary activities, but which do not absolutely require a banking licence and may therefore equally well be engaged in by unregulated entities. As we have seen (paras 24.10 to 24.17), when such entities are subsidiaries of a bank they are required to be included in the consolidation as financial entities rather than excluded from it as commercial entities. However, within a group such activities may be conducted by entities which have no direct linkage with the bank beyond a common ultimate parent.

Participations and minority interests in regulated entities

25.06

Where a group has neither control nor influence over a particular entity, that entity should not be included in the supervised group. It is a generally established rule of thumb that the cut-off point for a holding which confers neither control nor influence is a holding of less than 20 per cent2 in the voting equity of the relevant entity, although this presumption can be displaced if there is evidence that the holding does confer effective influence. Difficulties, however, arise where a group has a holding in an entity of between 20 per cent and 50 per cent. On ordinary corporate principles this means that the relevant entity is not a subsidiary of the group, but the holding is sufficiently large to ensure that the relevant entity can be used to further the interests of the group as a whole and, more importantly, may be perceived by the markets as sufficiently closely connected to the group that its failure would damage the creditworthiness of the group. If this is the case, then the entity will in practice have a claim on the financial resources of the group, and in assessing the stability of the group it must be taken into account.

25.07

However, an entity in which the group has a minority stake is clearly in a different position than an entity which the group wholly supports, and the position of the remaining shareholders cannot be completely disregarded in determining the appropriate regulatory approach. As a result, regulators in general deal with participations by including a pro rata share of the assets and liabilities of the regulated entity in the group supervision. As an exception to this approach; where the relevant entity has a shortfall in its regulatory capital position, the group will generally be treated as if it were solely liable to make good that shortfall. This reflects the fact that other shareholders are assumed to be more likely to refuse to support an undercapitalized group any further, whereas a regulated investor may be under a greater degree of moral pressure (including, of course, pressure from regulators) to stop the relevant entity failing.

B. Banks in Non-Financial Groups

25.08

There has been much discussion of the regulation of groups which combine financial and non-financial business, beginning with the question of whether they are desirable at all. Many jurisdictions have, or have had at some point, legislation prohibiting banks, insurance companies and securities firms from acquiring or being acquired by each other, and this is frequently defended as being in order to reduce systemic risks.

25.09

The reality is—of course—more complicated. It is generally accepted that the diversification of risk is broadly beneficial on systemic stability grounds, and there is no obvious reason why diversification between banking and insurance should not be at least as effective in this regard as diversification within different aspects of the business of banking—indeed it can plausibly be argued that a commercial bank which is grouped with an insurer is better diversified than a commercial bank which is grouped with a retail lender. However, you can take this one stage further and argue that a bank which is grouped with (say) an aerospace manufacturer is better diversified still, and it is at this point that bank and other financial supervisors become—justifiably—nervous.

25.10

There are some cases where financial groups exist within larger non-financial conglomerates. These may arise either because the non-financial conglomerate has expanded into financial business as part of its general business activities, or because a deliberate decision has been taken to expand into finance as a new business sector. Both of these are entirely legitimate business strategies, and regulators have in broad terms concluded that there is no policy reason for prohibiting non-financial corporate groups from owning financial businesses.

25.11

This does, however, give rise to a concern regarding the pressures to which a group financial firm (and in particular a group bank) may be subject. The key issue is that a bank is generally leveraged to a degree which would be unacceptable in an ordinary commercial company, and in some cases the management of a commercial company may seek to own a bank primarily for the purposes of creating an increase in group leverage. This increase may destabilize the group, and this in turn may destabilize the bank. Technically (as we have seen) a bank regulator has the power to regulate any entity which is the parent of a bank, regardless of the nature of that parent’s activities. However, taken to extremes this would result in (say) the FSA seeking to exercise prudential capital supervision over (say) a Japanese car manufacturer merely because it happened to own a small bank in the UK. Such supervision would be redundant even if it were possible.

25.12

As a result, the regulatory system is constructed (in the EU at least) such that the regulator supervises a subgroup within the main group. That subgroup is defined as the subgroup where not less than 40 per cent of the balance sheet value of the consolidated subgroup is composed of the balance sheets of any bank, insurance company or investment firm.3 Capital adequacy supervision will be imposed on that subgroup as if it were an independent group, and it will be subjected to requirements on risk concentration, intra-group limits and internal control and risk management processes as if it were a free-standing group. This can frequently give rise to problems for such entities, since it will generally result in the financial group within a conglomerate being managed in a way which is very different from the management philosophy which applies across the conglomerate as a whole. However, regulators tend to be particularly concerned with such groups, and in reality the regulator will wish to be reassured that the degree of independence of the management of the financial group within the conglomerate is sufficient to protect depositors and counterparties of the financial business of that conglomerate.

C. Mixed Activity Groups

25.13

In addition to the issues raised where a non-financial entity owns a financial entity, a further stage of complexity arises where different types of financial business are combined within the same group. The European approach to this is to permit such combinations but to require group supervision to be applied across them. This means that mixed activity groups containing insurance, banking and investment banking activities along with—generally—other types of regulated financial activities are permitted.

25.14

Some specific issues arise with respect to such groups as a result of their inclusion of insurance companies. Regulators have spent many years grappling with the issues which arise where securities trading business is done within banks, and these two disciplines are now sufficiently interrelated that the preparation of consolidated accounts for a group which contains both banking and investment firm subsidiaries presents no very great difficulties, and such consolidation can (in theory) be accomplished on a ‘line-by-line’ basis. In general, however, an insurance company is prohibited from engaging in any business other than insurance business and ancillary activities. Consequently regulators have not generally had to deal with the issues involved in combining insurance and banking activities within the same entity and in practice supervision of these groups relied for many years on a firm-by-firm approach based on the regulator satisfying itself that the individual firms concerned had sufficient capital as measured by their appropriate standards.

25.15

There is, however, an interesting discontinuity in the regulation of the two firm types, in that a bank which owns an insurance company will (in general) be required to deduct its holding in the insurance company from capital on a solo basis. This means that it is effectively impossible for a bank which is at the head of a bank group to own a large insurance company directly. This problem can, however, be solved through the use of an unregulated holding company which holds the shares of both the bank and the insurer. Conversely, an insurance company which is the parent of a bank is not required to deduct the value of its stake in the bank from its capital, and structures where an insurance company is at the head of a mixed activity group are more common.

25.16

The vast majority of jurisdictions (and the EU) regulate such entities in different ways under different rules and through different supervisors, and the preparation of consolidated regulatory accounts is broadly outside the scope of any directly applicable piece of regulation. The EU has sought to address this through the financial groups directive regime, which amended the banking, investment and insurance regulatory regimes at the EU level in such a way as to provide in each of them for interlocking components designed to require consolidated reports at a group level reflecting the different provisions.

25.17

The basis of the supervision of financial conglomerates is broadly the same as the basis for the supervision of banking groups. The parent company of a conglomerate is very likely to be unregulated and outside the scope of the powers of the relevant regulator. Consequently, group capital requirements are imposed by requiring the regulated bank members of the group to ensure that the group as a whole maintains sufficient capital (calculated applying the basis which would apply to the relevant bank) to pass the relevant capital adequacy test if it were applied to it. This means in practice that if the group as a whole has insufficient capital, the regulated entity is itself required to have sufficient capital to make up the shortfall. Thus for a bank which is a member of a financial conglomerate, the practical effect of these rules is that it is required to maintain a level of capital which is the higher of:

(a) the capital requirement applied to it on a stand-alone basis, and

(b) the difference between the actual capital of the remainder of the group and the amount of capital which the group would require were it a single regulated bank.

If the group does not satisfy this requirement then the bank’s licence may be withdrawn, or administrative limitations may be placed on its ability to conduct regulated business until the position is regularized.

25.18

The basis of this approach is the rule of recognition for financial conglomerates. For these purposes any regulator may commence the process of determining whether a particular group is a financial conglomerate, or in some cases a member of the group may require the relevant authority to make that determination. The competent authority that would be co-ordinator will take the lead in establishing whether a group is a financial conglomerate once the process has been started. This process will normally involve discussions between the financial conglomerate and the competent authorities concerned.

25.19

A lead supervisor (called the co-ordinator) is appointed for each financial conglomerate. Article 10 of the Financial Groups Directive describes the criteria for deciding which competent authority is appointed as co-ordinator. Article 11 of the Financial Groups Directive sets out the tasks of the co-ordinator. A financial conglomerate means a consolidation group where:

• the group contains at least one bank, investment firm or insurance company (a ‘regulated entity’);

• either the group is headed by a regulated entity, or regulated entities comprise more than 40 per cent of the of the balance sheet total of the group as a whole;

• the group contains both an insurance company and at least one of a bank or an investment firm, and the balance sheet totals of each should be more than 10 per cent of the balance sheet total of the financial sector entities in the group in total, or EUR 6bn.

Any subgroup of a group which satisfies these criteria will itself be a financial conglomerate. As a result a very large group may contain more than one financial conglomerate as well as possibly being itself a financial conglomerate.

25.20

Because the definition of a financial conglomerate is highly flexible, there is often scope for debate about whether a group is a financial conglomerate and whether it has, by reason of an acquisition, become one or not. As a result the rules on financial conglomerates do not apply as from the moment when a group actually becomes a conglomerate, but from the point at which a relevant regulator serves a notice that it considers the group to be a conglomerate. This raises the theoretical (and in some cases the actual) risk that of two identical groups, one may be treated as a conglomerate and the other not.

25.21

Once a financial conglomerate has become a financial conglomerate and subject to supervision in accordance with the Financial Groups Directive, it will only cease to be a financial conglomerate for this purpose if the total financial services sector activity in the group drops below 35 per cent of balance sheet total, or if the size of the smallest sector in the conglomerate drops below 8 per cent of balance sheet total or EUR 5bn. However, once a conglomerate has dropped below the original 40 per cent and 10 per cent levels, it will cease to be a financial conglomerate in any event three years after that.

25.22

For this purpose the comparison of balance sheets can produce some unusual results—for example, an insurance company will generally carry assets under management on its own balance sheet, whereas a bank will generally hold such assets in unconsolidated funds. It is therefore important to apply the percentage intelligently and in consultation with the regulator, since the analysis is likely to require judgement as well as simple mathematics. Further, the Financial Groups Directive confers a remarkably wide degree of discretion on national regulators to flex the terms of the decision as to which groups will be caught by it. In particular, Articles 3(3) to 3(6), 5(4), and 6(5) permit regulators to:

change the definition of financial conglomerate and the obligations applying with respect to a financial conglomerate;

apply the scheme in the Financial Groups Directive to EEA regulated entities in specified kinds of group structures that do not come within the definition of financial conglomerate; and

exclude a particular entity in the scope of capital adequacy requirements that apply with respect to a financial conglomerate.

D. Methods of Regulating Financial Conglomerates

25.23

The joint forum paper4 classified the existing approaches to conglomerate regulation into the ‘building block prudential method’, the ‘risk based aggregation method’, and the ‘risk-based deduction method’. The building block prudential method essentially compares the fully consolidated capital of the conglomerate (as derived from its published financial accounts) to the sum of the regulatory capital requirements for each group member. The risk-based aggregation method sums the solo capital requirements for each regulated firm, and compares it with the capital of the group’s parent. The risk-based deduction method takes the balance sheet of each company within the group and looks through to the net assets of each related company, making use of unconsolidated regulatory data. Under this method, the book value of each participation in a dependant company is replaced in the participating company’s balance sheet by the difference between the relevant share of the dependant’s capital surplus or deficit, and the adequacy of the capital of the group is measured against this yardstick.

25.24

The fact that the joint forum was unable to recommend a single method reflects the fact that the effectiveness of these methods will vary according to the structure of the conglomerate. In particular, accounting requirements are unlikely to work well with groups headed by insurance companies, since such entities did not historically mark their investments in subsidiaries to market on a regular basis. Equally, the solvency requirement imposed on an insurance subsidiary may well be significantly less than the carrying value of the stake, but this will not reflect the double-counting involved in an insurer investing in the capital of other group entities.

25.25

As a result the EU Financial Groups Directive, although largely based on the work of the Joint Forum, sets out three prescribed approaches to conglomerates which are similar but not identical to the Joint Forum categories. Those four methods are outlined here.

Method 1

25.26

This method calculates capital adequacy using accounting consolidation, and is generally applied to bank groups. It operates by calculating the capital requirements which apply to each individual entity within the group and comparing them with accounting capital, and is broadly comparable to the building block prudential method. Since it is a good bet that each individual entity is compliant with its own minimum capital requirement (if it were not it would probably have been closed down by the relevant regulator), it may seem that the conglomerate capital resources requirement will necessarily always be satisfied, since if each entity has capital which exceeds its applicable requirement, then the total of the capital of the group as a whole must necessarily exceed the total of the capital requirements of the group as a whole. This would in fact be true if no group member had an equity interest in any other group member. However, in a group, by definition, at least one group member must have an equity interest in at least one other, and more commonly all (or almost all) of the capital of the subsidiaries in the group will be owned by the parent company of the group. There will therefore be some double-counting of capital within the group and the requirement in practice is that the group as a whole has sufficient capital, excluding intra-group investment, to support its balance sheet. For this purpose the capital of the group will constitute the capital of the parent company of the group plus any outside capital raised by any other member of the group.

25.27

The financial resources of a financial conglomerate are broadly calculated in accordance with the sectoral requirements which apply. However, where a conglomerate includes both insurance and non-insurance business (or in some cases investment businesses), the eligibility rules may be different. In particular, the gearing rules (which prescribe the proportion of capital which may be composed of any given type of capital) vary within business types. The issue is therefore whether capital which would be ineligible for a bank may count towards the group capital requirement. The rule here is that once the group capital requirement has been determined, it is then divided up into percentages based on the balance sheet size of the individual components, and the capital rules which apply to the appropriate component are used in respect of it. Thus, if 30 per cent of a conglomerate (measured by balance sheet size) is in the insurance sector, the insurance sector rules may be used in order to determine whether any particular element of group capital counts towards that requirement or not.

Method 2

25.28

This method calculates capital adequacy using a deduction and aggregation approach. This is generally applied to insurance groups. It is broadly comparable with the risk based aggregation method.

25.29

Under this approach, the capital requirement for the group is the sum of the capital requirements for each group member. The capital resources which are compared with this figure are the capital of the parent company plus, for each other group entity, its total capital less the book value of the parent’s investment in it (which will usually be zero plus any retained profits not reflected in the parent’s valuation of its holding).

Method 3

25.30

This method calculates capital adequacy using book values and the deduction of capital requirements. It is broadly comparable to the risk based deduction method.

25.31

Under this method the capital requirement is the sum of the capital requirement of the group parent and, for each subsidiary, the higher of either its solo capital requirement or the book value of the parent’s investment in it. What this approach effectively achieves is to go through the parent balance sheet, replacing each holding with the actual asset value of the entity concerned. Thus, where the parent is carrying a holding in a subsidiary at a value which is less than that subsidiary’s capital requirement, the parent must in effect hold capital equal to the difference between the two over and above its holding in the subsidiary itself.

Method 4

25.32

This is an approach based on a combination of Methods 1, 2 and 3, or a combination of two of those Methods. In general, Methods 1 and 3 will be combined for bank groups, and Methods 2 and 3 will be combined for insurance groups.

E. Consolidating Unconnected Entities

25.33

It should be noted that the financial conglomerates regime permits the consolidated supervision of groups containing entities which have no capital ties between some of the members. This can arise, for example, where the group is deemed to exist because different EU members are ultimately owned by a non-EU non-financial parent company. This situation would arise if, for example, a Japanese motor company owned two small banks in the UK in circumstances where banking as a whole formed a trivial part of the overall balance sheet of the parent. In such a case Method 4 is the only practical method which can be applied due to the absence of a single financial parent company.

25.34

One of the more important elements of bank group supervision is the application of limits on the size of individual risk concentrations and of intra-group transactions to the group itself. However, the application of such restrictions within financial conglomerates is exceptionally difficult, not least because these rules are not harmonized across the insurance and banking sectors. Where a group contains both banking and insurance business, the relevant rules are applied to the functional subgroup—thus the banks within a mixed group are subject to limits on concentration and intra-group transfers as a whole as if they formed a banking group headed by the ultimate holding company. However, insurance firms within the group are not within this requirement. Technically the directive gives national supervisors the power to impose the rules of the dominant sector across the group as a whole—however, this has proved impossible in practice, and the FSA has chosen not to exercise this power.

25.35

It should be noted that asset management activity may for this purpose be classed either as investment or as insurance at the election of the group. Asset managers will be deemed to fall within the banking and investment group, but if this were an absolute rule it could have the effect that insurance groups with large independent asset management businesses could find themselves inadvertently falling into the conglomerate regime. As a result a group may make an election to treat its asset management activity generally as insurance business if it so desires.

F. Groups Headquartered Outside the EU

25.36

The directives permit groups to be exempted from the requirements of the conglomerates directive if they are subject to equivalent supervision in their home jurisdiction. The EU has concluded that the regimes which are formally equivalent for this purpose are the Swiss regimes (both the Swiss federal Banking Commission and the Federal Office of Private Insurance) and, in the US, the consolidated supervision rules of the Federal Reserve and the Office of the Comptroller of the Currency, the New York State Banking Department, and the Securities and Exchange Commission. Note, however, that groups headed by a US insurance company would not satisfy the equivalence test since US insurance regulation was not held to be compliant with the EU model.5

25.37

Where a group is headed by an entity which is not subject to equivalent rules, the relevant EU supervisor is, under the directive, given broad discretion to impose whatever measures he sees fit for the purpose of ensuring appropriate supervision. In practice this has tended to involve the imposition of high stand-alone capital ratios on the relevant regulated entity. However, regulators have the power (if they so choose) to impose on such entities the full weight of consolidated supervision at the group level.
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CROSS-BORDER SUPERVISION OF BANK GROUPS


A. International Group Supervision

B. EU Group Supervision


26.01

The cross-border supervision of banks is a topic which has ranked high on the list of ‘hot’ banking regulatory topics over the last few years. In the modern financial markets banks tend to be international whilst regulators tend to remain national, and any suggestion of pooling of powers or competences between national regulators may soon lead to undesirable national political consequences. However, it is also generally accepted that this particular issue cannot safely be filed under ‘too difficult’ for the foreseeable future. Some of the most complex bank failures of recent years have been of cross-border institutions, and the failure of an international bank poses particular difficulties for any national government affected by that failure—not least because of the extreme political difficulty inherent in concerted intergovernmental action to rescue an international bank. The broad consensus at international level that something should be done about the issue has not, however, led to anything significant being done about it.

A. International Group Supervision

26.02

The current vogue is for ‘colleges’ of supervisors. The basic idea is that in order to regulate an international bank you convene a meeting of all of the regulators who regulate different parts of that bank (in jurisdictions which have different regulators for different financial activities there may be several regulators present from one jurisdiction), and discuss in a concerted fashion the progress and performance of the bank as a whole.

26.03

The difficulties with the college of supervisors approach are well known. The Babel of conflicting views which the college of a large supervisor can engender is an alarming experience, and the primary conclusion to be drawn from any such convention is generally the unsurprising one that different regulators have different priorities, driven generally by national considerations. Attempts to slim down colleges of supervisors are also surprisingly difficult—how do you deal with the regulator in a small country where the bank’s activities, although a few per cent of its total balance sheet, constitute a substantial part of that country’s banking system. More importantly, there is the issue that the powers of financial regulators generally end where a bank gets into severe difficulties, and the powers of the courts and of court-appointed insolvency practitioners take over. It is sad but true that the primary role of a college of supervisors is to watch from the wings whilst things are going well, and to dissolve itself when they are not.

B. EU Group Supervision

26.04

The exception to this general principle is the European Union. As part of the EU regulatory architecture the EU has adopted a lead supervisor approach in which a single supervisor is appointed as responsible for overseeing the affairs of any group which straddles more than one member state. Since the EU architecture does not, by and large, give national supervisors any actual powers outside their home jurisdictions, the role of EU lead supervisor is broadly confined to consolidated supervision, although a lead supervisor does chair the meetings of the relevant college of supervisors, and the status of lead supervisor is believed in some quarters to give its holder some persuasive authority in dealing with other member state regulators. However, the complexities within the EU regime indicate that even the structuring of a set of rules to automatically determine which supervisor shall be the lead supervisor is a challenging and demanding task.

26.05

The basis of the EU approach is that where a bank is at the head of a group, its regulator is responsible for supervising the activities of that group on a consolidated basis. It is notable that although such credit institutions are required to provide disclosure on both a solo and a consolidated basis, significant subsidiaries of such groups are also required to provide Pillar three disclosures1 as to their own activities, whether or not they are themselves regulated.

26.06

Where a bank is controlled by a parent which is both a financial holding company2 and is established in the same member state as itself, it must perform its prudential reporting from the perspective of its own holding company. This idea of ‘upward consolidation’ requires some explanation, since it is alien to the thinking of accountants and most financial professionals. The key point here is that the regulator’s power to regulate is based on its power to authorize, and a regulator cannot therefore directly regulate an unauthorized company. In an arrangement where a regulator regulates a bank, but the shares of the bank are held through a holding company, the regulator cannot regulate the holding company if the holding company itself remains unauthorized. What it can do, however, is to say to the regulated bank, ‘we will withdraw your authorization unless the group of which you are a part complies with certain requirements’. This is why the obligation to report on a consolidated basis rests on the group member and not on the group parent.

26.07

For these purposes the term ‘group’ has the old-fashioned meaning of a parent and its full subsidiaries. As regards participations (that is, holdings of between 20 per cent and 50 per cent in the capital of another entity), the requirement is for proportional consolidation—that is, if an entity has 30 per cent of the capital of another, it must consolidate 30 per cent of the assets of that other, and 30 per cent of its liabilities.

26.08

For these purposes, an entity is also treated as a member of a group if it is ‘closely connected’ with it. The notion of ‘close connection’ in this context dates back to the Seventh Company Law Directive,3 which addressed (amongst other things) the fact identified in the aftermath of the BCCI collapse that institutions could in practice be inextricably connected without having any formal relationship of parent and subsidiary. Institutions are closely connected with each other for this purpose if:

(1) they are managed on a unified basis, pursuant to formal contract or provisions in their memorandum or articles of association; or

(2) the administrative, management or supervisory bodies of the undertakings consist of broadly the same persons.

This arrangement is known in the EU regime as an ‘Article 12(1) relationship’, since this definition is to be found in Article 12(1) of that directive.

26.09

Regulators have a broad discretion to require consolidation of entities which they perceive to have ‘capital ties’ with a regulated group.4 Provision is also made for regulators to be able to require consolidation in circumstances where one credit institution exercises ‘significant influence’ over another, whether by the existence of a common management or otherwise.5

26.10

In principle, consolidated supervision is applied within a group at the level of every bank within that group. Thus, where a group contains a parent bank which owns a subsidiary bank which in turn owns a subsidiary bank, there will be five regulatory submissions—three solo and two consolidated—and a sixth if the subsidiary bank itself owns subsidiaries. This is shown diagrammatically in Figure 26.1—each shaded box indicates a solo return, and each dotted box a consolidated return.

26.11

Within the EU, however, an exception is made where the entities are all established within a single jurisdiction. Thus, in the example given, if all of the banks were in the UK, it would be permissible for the FSA to require only the parent to be consolidated. This permission is subject to conditions—in particular, there must be no foreseeable material obstacle to the transfer of assets within the group, the parent must control the subsidiary and so on. Where there is an ultimate parent holding company in the same jurisdiction, the regulator is also permitted to dispense with consolidated supervision at the subsidiary bank level.

26.12

EU regulators also retain, under the CRD, the right not to apply solo supervision to the parent bank of a group, provided that the parent reports on a consolidated basis. This is a controversial power, and few EU regulators avail themselves of it.6

26.13

The EU position is also complicated by a series of ‘tie-break’ provisions designed to determine which amongst a number of competing national regulators should be the EU consolidating regulator for a multi-national group with presences in a number of EU markets. The EU consolidating supervisor functions as a sort of referee amongst the EU supervisors who have jurisdiction over a particular bank group, and is responsible for the co-ordination of the gathering and dissemination of information relating to the group, and also for the planning and co-ordination of supervisory activities relating to it,7 and for dealing with emergencies in respect of the group as a whole.8 There has been some discussion as to whether, in the event of a failure affecting a cross-border group within the EU, the consolidated supervisor could perform this role effectively, since the directive gives the co-ordinating supervisor responsibility but little power. It is likely that the supervisor could usefully assist national regulators in reaching agreement, but unlikely that it could achieve anything in the event of disagreement between those regulators.
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Figure 26.1 Illustrative multiple bank group

26.14

These provisions are not straightforward even where the group holding company is established in the EU, and rapidly become incomprehensible where the group is ultimately headquartered outside the EU.

26.15

The basic EU principle is relatively straightforward.

(1) Where a bank established in a member state is itself the parent of a group, or is the parent institution within that member state (ie it is the ultimate holding company in that member state), the regulator in that member state is its consolidated supervisor.9

(2) Where a bank has as its parent a holding company within the EU, the regulator which authorized that bank is the consolidated supervisor of that group,10 regardless of the jurisdiction in which the holding company is established.

(3) Where a group contains more than one bank, and those banks are established in different EU member states, the supervisor of the bank in the jurisdiction in which the holding company is established is the consolidating supervisor.

(4) Where a group contains multiple banks established in different member states, but there is more than one parent within the EU (ie where the ultimate parent is outside the EU and the EU bank members of the group are held through different holding companies) and each parent is established in a different member state, the consolidated supervisor is the regulator in the jurisdiction containing the bank with the largest balance sheet.11

(5) Where a group contains multiple banks established in different member states, and the parent company is established in a different jurisdiction from any of the banks, the bank with the largest balance sheet shall be deemed to be the parent bank in the EU and that bank’s regulator will be the consolidated supervisor.12

(6) The relevant EU supervisors may agree amongst themselves that the consolidated supervisor should be any of them, and are not bound by the principles previously set out.13

26.16

Where—as is common—an EU bank has a financial holding company, the consolidated supervisor is not required to play any part in the supervision of that holding company.14

26.17

Next, there is the effect of the Article 73(2) regime as it relates to cross-border subgroups. The effect of this is that where a UK group has a subsidiary in another non-EEA country, the credit institution which holds that subsidiary must report on a consolidated basis in respect of the group formed by the credit institution and the non-EEA subsidiary or subsidiaries. This rule is of no very great effect where the non-EEA subsidiary is held directly by the parent credit institution of the group, since in such a case the consolidated report will be similar. However, what it does mean is that if a non-EEA subsidiary is held at a lower level within a group, this may result in the inadvertent creation of a requirement to deliver a consolidated return at the level of the group entity which holds the position.

26.18

The next level of complexity arises where an EU bank is part of a group headquartered outside the EU. In this case the EU supervisor is required to ascertain whether the group as a whole is subjected by the regulator in the jurisdiction in which it is established to consolidated regulation which is ‘equivalent’ to that established under the directive. Somewhat oddly this determination is left to the regulator in the relevant member state concerned—thus it is open to the UK regulator to determine that Australian consolidated supervision is equivalent, whilst the French regulator determines that it is not—although national regulators must consult CEBS before making a final determination on the point. There is a process at the EU level which is intended to give EU-wide guidance on the point, but thus far it has considered and endorsed only the US and Switzerland and in both cases the endorsement is qualified rather than absolute.15

26.19

The difficulty, of course, arises where the supervision of the overseas entity is not held to be equivalent to the EU regime. In this case supervisors face a situation in which they are permitted to do a wide variety of different things. The most extreme is to apply their own rules to the relevant group at the group level. This can result in the apparently absurd outcome that a group based in Brunei or Sudan is required to prepare a consolidated set of accounts for its worldwide activities and submit it to the relevant EU regulator. In practice, regulators resist this approach, since they would otherwise be deluged with irrelevant information, and the FSA states that it believes that this approach should only be used ‘in response to very unusual group structures’.16 In these circumstances the regulator and the group have a common interest in confining the scrutiny of the European regulator to the European activities of the group concerned, and supervision at the ultimate group level is done using what is known as ‘supplementary supervision’—the conglomerates approach described in the previous chapter.

26.20

A firm that is a member of a UK consolidation group is required to comply with the obligations relating to capital adequacy on the basis of the position if the group as a whole—in other words, if a subsidiary enters into a transaction which would be permissible for it on a stand-alone basis but which causes the group of which it is a member to contravene the regulatory capital restrictions to which it is subject, then that firm has committed a breach of the rules applicable to it.17

26.21

It should be noted that although consolidated supervision is generally applied across the financial services industry, there is a potentially important exception for investment firms which either do not deal on account, or which deal on own account but are not permitted to hold client money or to maintain external customers in respect of the dealing services which they provide. Such firms (known as Article 22 firms, after Article 22 of the CAD) may be exempted by national regulators on a case-by-case basis from the consolidated supervision requirements otherwise imposed on investment firms.
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A. Introduction

27.01

Pillar three constitutes a disclosure regime for regulated banks. The aim is to provide sufficient transparency for investors so as to ensure that the price which banks pay to raise capital in the market reflects the level of risk undertaken by the bank.

27.02

The basis for the Pillar three approach is the idea that regulators can take advantage of market pricing as an aid to supervision. The idea is that the more information counterparties have about a bank, the better a position they are in to make decisions about the relative riskiness of exposures to that bank. If regulators can access information about the funding costs of various banks, they will therefore be able to see which institutions are regarded by the markets as relatively higher-risk than others, and use this information in the performance of their supervision function.

27.03

The problem which this creates is that not all banks have publicly traded bonds or equity, and although disclosure will still be useful to counterparties, the results of the assessments performed by counterparties will not be as accessible as market prices for traded securities. This has produced proposals (notably in the US) for all banks to be compelled to issue at least one tranche of subordinated debt to the public and to have that tranche listed on a stock exchange. The argument is that in this way the market’s judgement on the creditworthiness of individual banks will be publicly available and will be improved by public scrutiny and market pricing. This proposal has not as yet found favour with any regulatory body, and there may be issues for many regulators as to whether they have the power to compel a private company to issue public debt.

27.04

The Pillar three framework is intended to complement bank accounts, and the proposals are intended to be supplementary to disclosure mandated by accounting standards. The disclosures are not required to be made as part of published financial accounts, and may be made in any way in which they are generally available. This has the important consequence that Pillar three disclosures are not required to be audited, and are not necessarily required to be presented at the same time as, or within, the relevant bank’s financial statements.

27.05

Pillar three overlaps to a significant extent with IFRS 7, which requires reporting entities subject to it to provide disclosures in their accounts that enable users to evaluate the significance of financial instruments for the entities’ financial position, and the nature and extent of the risks arising from financial instruments to which the entity is exposed during the period and how the entity manages those risks. These overlaps have created minor difficulties, but in general seem to be managed.

27.06

The Basel Pillar three requirements have been substantially incorporated into chapter V and Annex XII of the EU Banking Directive.1

B. Scope of the Pillar Three Regime

27.07

In practice, the most difficult issue created by the Pillar three regime is its scope. Basel provides that Pillar three is to apply at the top consolidated level of the relevant banking group, but goes on to say that certain summarized information (notably total and tier 1 capital ratios) should be disclosed separately for ‘significant’ subsidiaries. The EU provides much the same—in EU-speak, the requirement is imposed at the level of the EU Parent credit institution and any institution controlled by an EU parent holding company.2 There is no formal guidance as to the meaning of the term ‘significant’ in this context, and practice appears to vary.

27.08

Within the EU, a bank which is at the head of an EU group may nonetheless be a member of a larger banking group. Thus, where a non-EU parent bank which is subject to Pillar three has an EU subsidiary bank, the EU regime provides3 that national regulators may exempt the EU bank from having to make separate Pillar three disclosure about their own affairs where the relevant information has already appeared within comparable disclosures.

27.09

Both Basel and the EU recognize that from time to time it may be necessary for a bank not to disclose a particular piece of information for reasons of commercial confidentiality. However, there are no formal rules as to what will justify omission of information in this context, and in practice the issues are dealt with case by case by regulators.

27.10

Pillar three disclosures should be made at least annually. Regulators are entitled to take the view that more frequent disclosure would be desirable (as, for that matter, are banks). However, practice within the market seems to have settled on an annual disclosure statement.

27.11

One of the consequences of the fact that Pillar three is a free-standing regulatory obligation is that there is no formal receptacle for it—it is not required to be contained in the annual accounts, and is not required to be reported through a regulatory news service. As a result the Pillar three rules provide only that Pillar three disclosure should be made using an ‘appropriate medium’. This has in practice meant the website of the bank concerned, and very few banks do not put this information on their website. A logical approach would be to combine this information with the annual report; however, concerns have arisen both amongst banks and amongst regulators that numerical financial information presented in an annual report might be justifiably taken by investors to be audited, and since Pillar three information remains unaudited,4 it is sometimes presented in a separate disclosure document.

27.12

Pillar three requires disclosure against 13 separate risk headings. For some reason the EU has diverged from the Basel requirements in some cases. For each Pillar three heading, both sets of requirements are set out here, with the Basel requirement followed by the EU equivalent.

C. Basic Requirements

Basel requirements

27.13
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EU requirements

27.14

The EU requirements are:

(a) the name of the credit institution to which the requirements of this Directive apply;

(b) an outline of the differences in the basis of consolidation for accounting and prudential purposes, with a brief description of the entities that are:

(i) fully consolidated;

(ii) proportionally consolidated;

(iii) deducted from own funds; or

(iv) neither consolidated nor deducted;

(c) any current or foreseen material practical or legal impediment to the prompt transfer of own funds or repayment of liabilities among the parent undertaking and its subsidiaries;

(d) the aggregate amount by which the actual own funds are less than the required minimum in all subsidiaries not included in the consolidation, and the name or names of such subsidiaries; and

(e) if applicable, the circumstance of making use of any exemption from supervision based on a group exemption5 or solo consolidation.6

D. Capital Structure

Basel requirements

27.15
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EU requirements

27.16

The following information must be disclosed by the credit institutions regarding their own funds:

(a) summary information on the terms and conditions of the main features of all regulatory capital (‘own funds’) items and components thereof;

(b) the amount of the original own funds, with separate disclosure of all positive items and deductions;

(c) the total amount of additional own funds, and own funds;

(d) deductions from original and additional own funds, with separate disclosure of expected loss items; and

(e) total eligible own funds, net of deductions and limits.

E. Capital Adequacy

Basel requirements

27.17
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EU requirements

27.18

The following information must be disclosed regarding the compliance by the credit institution with the requirements to maintain adequate capital:

(a) a summary of the credit institution’s approach to assessing the adequacy of its internal capital to support current and future activities;

(b) for credit institutions calculating the risk-weighted exposure amounts in accordance with the standardized approach, 8 per cent of the risk-weighted exposure amounts for each of the exposure classes specified;

(c) for credit institutions calculating risk-weighted exposure amounts in accordance with the IRB approach, 8 per cent of the risk-weighted exposure amounts for each of the exposure classes specified. For the retail exposure class, this requirement applies to SMEs, mortgage loans and qualifying revolving real estate exposures.7 For the equity exposure class, this requirement applies to:

(i) the simple risk weight, PD/LGD and internal models approaches;

(ii) exchange traded exposures, private equity exposures in sufficiently diversified portfolios, and other exposures;

(iii) exposures subject to supervisory transition regarding capital requirements; and

(iv) exposures subject to grandfathering provisions regarding capital requirements;

(d) minimum capital requirements calculated in accordance with the trading book requirements, the foreign exchange and commodities risk requirements; and

(e) minimum capital requirements calculated in accordance with the operational risk requirements, and disclosed separately.

F. Credit Risk: General Disclosures for All Banks

27.19

Both Basel and the EU impose a general disclosure requirement on all banks to disclose risk management objectives and policies for each separate category of risk. Disclosure must include:

(a) the strategies and processes to manage those risks;

(b) the structure and organization of the relevant risk management function or other appropriate arrangements;

(c) the scope and nature of risk reporting and measurement systems; and

(d) the policies for hedging and mitigating risk, and the strategies and processes for monitoring the continuing effectiveness of hedges and mitigants.

This is known as the general qualitative disclosure requirement.

Basel requirements

27.20
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EU requirements

27.21

The following information must be disclosed regarding the credit institution’s exposure to credit risk and dilution risk:

(a) the definitions for accounting purposes of ‘past due’ and ‘impaired’;

(b) a description of the approaches and methods adopted for determining value adjustments and provisions;

(c) the total amount of exposures after accounting offsets and without taking into account the effects of credit risk mitigation, and the average amount of the exposures over the period broken down by different types of exposure classes;

(d) the geographic distribution of the exposures, broken down in significant areas by material exposure classes, and further detailed if appropriate;

(e) the distribution of the exposures by industry or counterparty type, broken down by exposure classes, and further detailed if appropriate;

(f) the residual maturity breakdown of all the exposures, broken down by exposure classes, and further detailed if appropriate;

(g) by significant industry or counterparty type, the amount of:

(i) impaired exposures and past due exposures, provided separately;

(ii) value adjustments and provisions; and

(iii) charges for value adjustments and provisions during the period;

(h) the amount of the impaired exposures and past due exposures, provided separately, broken down by significant geographical areas including, if practical, the amounts of value adjustments and provisions related to each geographical area;

(i) the reconciliation of changes in the value adjustments and provisions for impaired exposures, shown separately.

The information must comprise:

(i) a description of the type of value adjustments and provisions;

(ii) the opening balances;

(iii) the amounts taken against the provisions during the period;

(iv) the amounts set aside or reversed for estimated probable losses on exposures during the period, any other adjustments including those determined by exchange rate differences, business combinations, acquisitions and disposals of subsidiaries, and transfers between provisions; and

(v) the closing balances.

Value adjustments and recoveries recorded directly to the income statement shall be disclosed separately.

G. Credit Risk: Disclosure for Portfolio Subject to the Standardized Approach and Supervisory Risk Weights in the IRB Approaches

Basel requirements

27.22
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EU requirements

27.23

For credit institutions calculating the risk-weighted exposure amounts in accordance with the standardized approach, the following information shall be disclosed for each of the exposure classes specified:

(a) the names of the nominated ECAIs and ECAs and the reasons for any changes;

(b) the exposure classes for which each ECAI or ECA is used;

(c) a description of the process used to transfer the issuer and issue credit assessments onto items not included in the trading book;

(d) the association of the external rating of each nominated ECAI or ECA with the credit quality steps, taking into account that this information need not be disclosed if the credit institution complies with the standard association published by the competent authority; and

(e) the exposure values and the exposure values after credit risk mitigation associated with each credit quality step, as well as those deducted from own funds.

H. Credit Risk: Disclosures for Portfolio Subject to IRB Approaches

Basel requirements

27.24
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EU requirements

27.25

The credit institutions calculating the risk-weighted exposure amounts in accordance with the IRB approach must disclose the following information:

(a) the competent authority’s acceptance of approach or approved transition;

(b) an explanation and review of:

(i) the structure of internal rating systems and relation between internal and external ratings;

(ii) the use of internal estimates other than for calculating risk-weighted exposure amounts in accordance with Articles 84 to 89;

(iii) the process for managing and recognizing credit risk mitigation; and

(iv) the control mechanisms for rating systems including a description of independence, accountability, and rating systems review;

(c) a description of the internal ratings process, provided separately for the following exposure classes:

(i) central governments and central banks;

(ii) institutions;

(iii) corporate, including SMEs, specialized lending and purchased corporate receivables;

(iv) retail, for each of the categories of exposures to which the different correlations in Annex VII, Part 1, points 10 to 13 correspond; and

(v) equities;

(d) the exposure values for each of the exposure classes specified in Article 86. Exposures to central governments and central banks, institutions and corporates where credit institutions use own estimates of LGDs or conversion factors for the calculation of risk-weighted exposure amounts must be disclosed separately from exposures for which the credit institutions do not use such estimates;

(e) for each of the exposure classes central governments and central banks, institutions, corporate and equity, and across a sufficient number of obligor grades (including default) to allow for a meaningful differentiation of credit risk, credit institutions must disclose:

(i) the total exposures (for the exposure classes central governments and central banks, institutions and corporate, the sum of outstanding loans and exposure values for undrawn commitments; for equities, the outstanding amount);

(ii) for the credit institutions using own LGD estimates for the calculation of risk-weighted exposure amounts, the exposure-weighted average LGD in percentage;

(iii) the exposure-weighted average risk weight; and

(iv) for the credit institutions using own estimates of conversion factors for the calculation of risk-weighted exposure amounts, the amount of undrawn commitments and exposure-weighted average exposure values for each exposure class;

(f) for the retail exposure class and for each of the categories as defined under point (c)(iv), either the disclosures outlined under (e) (if applicable, on a pooled basis), or an analysis of exposures (outstanding loans and exposure values for undrawn commitments) against a sufficient number of EL grades to allow for a meaningful differentiation of credit risk (if applicable, on a pooled basis);

(g) the actual value adjustments in the preceding period for each exposure class (for retail, for each of the categories as defined under point (c)(iv)) and how they differ from past experience;

(h) a description of the factors that impacted on the loss experience in the preceding period (for example, has the credit institution experienced higher than average default rates, or higher than average LGDs and conversion factors); and:

(i) the credit institution’s estimates against actual outcomes over a longer period. At a minimum, this must include information on estimates of losses against actual losses in each exposure class (for retail, for each of the categories as defined under point (c)(iv)) over a period sufficient to allow for a meaningful assessment of the performance of the internal rating processes for each exposure class (for retail for each of the categories as defined under point (c)(iv)). Where appropriate, the credit institutions must further decompose this to provide analysis of PD and, for the credit institutions using own estimates of LGDs and/or conversion factors, LGD and conversion factor outcomes against estimates provided in the quantitative risk assessment disclosures.

For the purposes of point (c), the description must include the types of exposure included in the exposure class, the definitions, methods and data for estimation and validation of PD and, if applicable, LGD and conversion factors, including assumptions employed in the derivation of these variables, and the descriptions of material deviations from the definition of default as set out in Annex VII, Part 4, points 44 to 48, including the broad segments affected by such deviations.

I. Credit Risk Mitigation: Disclosures for Standardized and IRB Approaches

Basel requirements

27.26
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EU requirements

27.27

The credit institutions applying credit risk mitigation techniques must disclose the following information:

(a) the policies and processes for, and an indication of the extent to which the entity makes use of, on- and off-balance sheet netting;

(b) the policies and processes for collateral valuation and management;

(c) a description of the main types of collateral taken by the credit institution;

(d) the main types of guarantor and credit derivative counterparty and their creditworthiness;

(e) information about market or credit risk concentrations within the credit mitigation taken;

(f) for credit institutions calculating risk-weighted exposure amounts in accordance with the standardized or foundation IRB, separately for each exposure class, the total exposure value (after, where applicable, on- or off-balance sheet netting) that is covered—after the application of volatility adjustments—by eligible financial collateral, and other eligible collateral; and

(g) separately for each exposure class, the total exposure (after, where applicable, on- or off-balance sheet netting) that is covered by guarantees or credit derivatives. For the equity exposure class, this requirement applies to SMEs, mortgage loans and qualifying revolving real estate exposures.

J. General Disclosure for Exposures Related to Counterparty Credit Risk

Basel requirements

27.28
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EU requirements

27.29

The following information must be disclosed regarding the credit institution’s exposure to counterparty credit risk:

(a) a discussion of the methodology used to assign internal capital and credit limits for counterparty credit exposures;

(b) a discussion of policies for securing collateral and establishing credit reserves;

(c) a discussion of policies with respect to wrong-way risk exposures;

(d) a discussion of the impact of the amount of collateral the credit institution would have to provide given a downgrade in its credit rating;

(e) gross positive fair value of contracts, netting benefits, netted current credit exposure, collateral held and net derivatives credit exposure. Net derivatives credit exposure is the credit exposure on derivatives transactions after considering both the benefits from legally enforceable netting agreements and collateral arrangements;

(f) measures for exposure value under the mark-to-market, original exposure, standardized and internal models methods of calculating counterparty risk;

(g) the notional value of credit derivative hedges, and the distribution of current credit exposure by types of credit exposure;

(h) credit derivative transactions (notional), segregated between use for the credit institution’s own credit portfolio, as well as in its intermediation activities, including the distribution of the credit derivatives products used, broken down further by protection bought and sold within each product group; and

(i) the estimate of α8 if the credit institution has received the approval of the competent authorities to estimate α.

K. Securitization: Disclosure for Standardized and IRB Approaches

Basel requirements

27.30
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EU requirements

27.31

The credit institutions calculating risk-weighted exposure amounts in accordance with the securitization regime shall disclose the following information:

(a) a description of the credit institution’s objectives in relation to securitization activity;

(b) the nature of other risks including liquidity risk inherent in securitized assets;

(c) the type of risks in terms of seniority of underlying securitization positions and in terms of assets underlying those latter securitization positions assumed and retained with resecuritization activity;

(d) the different roles played by the credit institution in the securitization process;

(e) an indication of the extent of the credit institution’s involvement in each of the roles referred to in point (d);

(f) a description of the processes in place to monitor changes in the credit and market risk of securitization exposures including, how the behaviour of the underlying assets impacts securitization exposures and a description of how those processes differ for resecuritization exposures;

(g) a description of the credit institution’s policy governing the use of hedging and unfunded protection to mitigate the risks of retained securitization and resecuritization exposures, including identification of material hedge counterparties by relevant type of risk exposure;

(h) the approaches to calculating risk-weighted exposure amounts that the credit institution follows for its securitization activities including the types of securitization exposures to which each approach applies;

(i) the types of SSPE that the credit institution, as sponsor, uses to securitize third party exposures including whether and in what form and to what extent the credit institution has exposures to those SSPEs, separately for on-and off-balance sheet exposures, as well as a list of the entities that the credit institution manages or advises and that invest in either the securitization positions that the credit institution has securitized or in SSPEs that the credit institution sponsors;

(j) a summary of the credit institution’s accounting policies for securitization activities, including:

(i) whether the transactions are treated as sales or financings;

(ii) the recognition of gains on sales;

(iii) the methods, key assumptions, inputs, and changes from the previous period for valuing securitization positions;

(iv) the treatment of synthetic securitizations if not covered by other accounting policies;

(v) how assets awaiting securitization are valued and whether they are recorded in the credit institution’s non-trading book or the trading book;

(vi) policies for recognizing liabilities on the balance sheet for arrangements that could require the credit institution to provide financial support for securitized assets;

(k) the names of the ECAIs used for securitizations and the types of exposure for which each agency is used;

(l) where applicable, a description of the Internal Assessment Approach as set out in Part 4 of Annex IX, including the structure of the internal assessment process and relation between internal assessment and external ratings, the use of internal assessment other than for IAA capital purposes, the control mechanisms for the internal assessment process including discussion of independence, accountability, and internal assessment process review, the exposure types to which the internal assessment process is applied and the stress factors used for determining credit enhancement levels, by exposure type;

(m) an explanation of significant changes to any of the quantitative disclosures in points (n) to (q) since the last reporting period;

(n) separately for the trading and the non-trading book, the following information broken down by exposure type:

(i) the total amount of outstanding exposures securitized by the credit institution, separately for traditional and synthetic securitizations and securitizations for which the credit institution acts only as sponsor;

(ii) the aggregate amount of on-balance sheet securitization positions retained or purchased and off-balance sheet securitization exposures;

(iii) the aggregate amount of assets awaiting securitization;

(iv) for securitized facilities subject to the early amortization treatment, the aggregate drawn exposures attributed to the originator’s and investor’s interests respectively, the aggregate capital requirements incurred by the credit institution against the originator’s interest and the aggregate capital requirements incurred by the credit institution against the investor’s shares of drawn balances and undrawn lines;

(v) the amount of securitization positions that are deducted from own funds or risk-weighted at 1250 per cent;

(vi) a summary of the securitization activity of the current period, including the amount of exposures securitized and recognized gain or loss on sale;

(o) separately for the trading and the non-trading book, the following information:

(i) the aggregate amount of securitization positions retained or purchased and the associated capital requirements, broken down between securitization and resecuritization exposures and further broken down into a meaningful number of risk-weight or capital requirement bands, for each capital requirements approach used;

(ii) the aggregate amount of resecuritization exposures retained or purchased broken down according to the exposure before and after hedging/insurance and the exposure to financial guarantors, broken down according to guarantor creditworthiness categories or guarantor name;

(p) for the non-trading book and regarding exposures securitized by the credit institution, the amount of impaired/past due assets securitized and the losses recognized by the credit institution during the current period, both broken down by exposure type;

(q) for the trading book, the total outstanding exposures securitized by the credit institution and subject to a capital requirement for market risk, broken down into traditional/synthetic and by exposure type.

L. Market Risk: Disclosures for Banks using the Standardized Approach

Basel requirements

27.32
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EU requirements

27.33

The credit institutions calculating their capital requirements in accordance with the trading book regime must disclose those requirements separately for each risk referred to in those provisions.

M. Market Risk: Disclosures for Banks using the Internal Models Approach (IMA) for Trading Portfolios

Basel requirements

27.34
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EU requirements

27.35

The following information must be disclosed by each credit institution which uses internal models to calculate capital requirements for any portfolio:

(a) for each sub-portfolio covered:

(i) the characteristics of the models used;

(ii) for the capital charges in accordance with points 5a and 5l of Annex V to Directive 2006/49/EC separately, the methodologies used and the risks measured through the use of an internal model including a description of the approach used by the credit institution to determine liquidity horizons, the methodologies used to achieve a capital assessment that is consistent with the required soundness standard, and the approaches used in the validation of the model;

(iii) a description of stress testing applied to the sub-portfolio;

(iv) a description of the approaches used for back-testing and validating the accuracy and consistency of the internal models and modelling processes;

(b) the scope of acceptance by the competent authority;

(c) a description of the extent and methodologies for compliance with the requirements set out in Part B of Annex VII to Directive 2006/49/EC;

(d) the highest, the lowest, and the mean of the following:

(i) the daily value-at-risk measures over the reporting period and as per the period end;

(ii) the stressed value-at-risk measures over the reporting period and as per the period end;

(iii) the capital charges in accordance with points 5a and 5l of Annex V to Directive 2006/49/EC separately over the reporting period and as per the period end;

(e) the amount of capital in accordance with points 5a and 5l of Annex V to Directive 2006/49/EC separately, together with the weighted average liquidity horizon for each sub-portfolio covered;

(f) a comparison of the daily end-of-day value-at-risk measures to the one-day changes of the portfolio’s value by the end of the subsequent business day together with an analysis of any important overshooting during the reporting period.

N. Operational Risk

Basel requirements

27.36
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EU requirements

27.37

The following information must be disclosed on operational risk:

(a) the approaches for the assessment of own funds requirements for operational risk that the credit institution qualifies for; and

(b) a description of the methodology set out in Article 105, if used by the credit institution, including a discussion of relevant internal and external factors considered in the credit institution’s measurement approach. In the case of partial use, the scope and coverage of the different methodologies used.

The credit institutions using the advanced measurement approach for calculating operational risk requirements must disclose a description of the use of insurance for the purpose of mitigating the risk.

O. Equities: Disclosures for Banking Book Positions

Basel requirements

27.38
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EU requirements

27.39

The following information must be disclosed regarding the exposures in equities not included in the trading book:

(a) the differentiation between exposures based on their objectives, including for capital gains relationship and strategic reasons, and an overview of the accounting techniques and valuation methodologies used, including key assumptions and practices affecting valuation and any significant changes in these practices;

(b) the balance sheet value, the fair value and, for those exchange-traded, a comparison to the market price where it is materially different from the fair value;

(c) the types, nature and amounts of exchange-traded exposures, private equity exposures in sufficiently diversified portfolios, and other exposures;

(d) the cumulative realized gains or losses arising from sales and liquidations in the period; and

(e) the total unrealized gains or losses, the total latent revaluation gains or losses, and any of these amounts included in the original or additional own funds.

P. Interest Rate Risk in the Banking Book

Basel requirements

27.40
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EU requirements

27.41

The following information must be disclosed by credit institutions on their exposure to interest rate risk on positions not included in the trading book:

(a) the nature of the interest rate risk and the key assumptions (including assumptions regarding loan prepayments and behaviour of non-maturity deposits), and frequency of measurement of the interest rate risk; and

(b) the variation in earnings, economic value or other relevant measure used by the management for upward and downward rate shocks according to management’s method for measuring the interest rate risk, broken down by currency.

Q. Remuneration

27.42

Basel has added an extra limb to the Pillar three requirements to cover remuneration. The disclosures required are as follows.

Qualitative disclosures

27.43

• Include:

Name, composition, and mandate of the main body overseeing remuneration.

External consultants whose advice has been sought, the body by which they were commissioned, and in what areas of the remuneration process.

A description of the scope of the bank’s remuneration policy (eg by regions, business lines), including the extent to which it is applicable to foreign subsidiaries and branches.

A description of the types of employees considered as material risk takers and as senior managers, including the number of employees in each group.

• Information relating to the design and structure of remuneration processes.

Disclosures should include:

An overview of the key features and objectives of remuneration policy.

Whether the remuneration committee reviewed the firm’s remuneration policy during the past year, and if so, an overview of any changes that were made.

A discussion of how the bank ensures that risk and compliance employees are remunerated independently of the businesses they oversee.

• Description of the ways in which current and future risks are taken into account in the remuneration processes. Disclosures should include:

An overview of the key risks that the bank takes into account when implementing remuneration measures.

An overview of the nature and type of the key measures used to take account of these risks, including risks difficult to measure (values need not be disclosed).

A discussion of the ways in which these measures affect remuneration.

A discussion of how the nature and type of these measures has changed over the past year and reasons for the change, as well as the impact of changes on remuneration.

• Description of the ways in which the bank seeks to link performance during a performance measurement period with levels of remuneration. Disclosures should include:

An overview of main performance metrics for bank, top-level business lines and individuals.

A discussion of how amounts of individual remuneration are linked to bank-wide and individual performance.

A discussion of the measures the bank will in general implement to adjust remuneration in the event that performance metrics are weak.

• Description of the ways in which the bank seek to adjust remuneration to take account of longer-term performance. Disclosures should include:

A discussion of the bank’s policy on deferral and vesting of variable remuneration and, if the fraction of variable remuneration that is deferred differs across employees or groups of employees, a description of the factors that determine the fraction and their relative importance.

A discussion of the bank’s policy and criteria for adjusting deferred remuneration before vesting and (if permitted by national law) after vesting through clawback arrangements.

• Description of the different forms of variable remuneration that the bank utilizes and the rationale for using these different forms. Disclosures should include:

An overview of the forms of variable remuneration offered (ie cash, shares and share-linked instruments, and other forms).

A discussion of the use of the different forms of variable remuneration and, if the mix of different forms of variable remuneration differs across employees or groups of employees, a description the factors that determine the mix and their relative importance.

• Number of meetings held by the main body overseeing remuneration during the financial year and remuneration paid to its member.

• Number of employees having received a variable remuneration award during the financial year.

Number and total amount of guaranteed bonuses awarded during the financial year.

Number and total amount of sign-on awards made during the financial year. Number and total amount of severance payments made during the financial year.

• Total amount of outstanding deferred remuneration, split into cash, shares and share-linked instruments and other forms.

Total amount of deferred remuneration paid out in the financial year.

27.44

Quantitative disclosures

• Breakdown of amount of remuneration awards for the financial year to show:

fixed and variable.

deferred and non-deferred.

different forms used (cash, shares and share-linked instruments, other forms).

27.45

The EU has also added a leg to the Pillar three regime covering remuneration. The EU requirements are:

• The following information, including regular, at least annual, updates, shall be disclosed to the public regarding the remuneration policy and practices of the credit institution for those categories of staff whose professional activities have a material impact on its risk profile:

(a) information concerning the decision-making process used for determining the remuneration policy, including if applicable, information about the composition and the mandate of a remuneration committee, the external consultant whose services have been used for the determination of the remuneration policy and the role of the relevant stakeholders;

(b) information on link between pay and performance;

(c) the most important design characteristics of the remuneration system, including information on the criteria used for performance measurement and risk adjustment, deferral policy and vesting criteria;

(d) information on the performance criteria on which the entitlement to shares, options or variable components of remuneration is based;

(e) the main parameters and rationale for any variable component scheme and any other non-cash benefits;

(f) aggregate quantitative information on remuneration, broken down by business area;

(g) aggregate quantitative information on remuneration, broken down by senior management and members of staff whose actions have a material impact on the risk profile of the credit institution, indicating the following:

(i) the amounts of remuneration for the financial year, split into fixed and variable remuneration, and the number of beneficiaries;

(ii) the amounts and forms of variable remuneration, split into cash, shares, share-linked instruments, and other types;

(iii) the amounts of outstanding deferred remuneration, split into vested and unvested portions;

(iv) the amounts of deferred remuneration awarded during the financial year, paid out and reduced through performance adjustments;

(v) new sign-on and severance payments made during the financial year, and the number of beneficiaries of such payments; and

(vi) the amounts of severance payments awarded during the financial year, number of beneficiaries and highest such award to a single person.

27.46

For credit institutions that are significant in terms of their size, internal organization, and the nature, scope, and complexity of their activities, the quantitative information referred to in this point shall also be made available to the public at the level of persons who effectively direct the business of the credit institution within the meaning of Article 11(1).

27.47

Credit institutions shall comply with the requirements set out in this point in a manner that is appropriate to their size, internal organization, and the nature, scope, and complexity of their activities and without prejudice to Directive 95/46/EC.
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regarded as options 15.07

securitization credit default swaps 15.17, 18.13, 18.23

specific risk capital charge 15.17

structure 15.01, 15.15

synthetic securitizations 15.18

credit event 15.03, 15.04, 15.10

credit exposure 15.06

credit linked notes (CLNs)

description 15.10

effect 15.10, 15.15

single name 15.11, 15.12

credit risk spread 15.06

deliverable obligations 15.04, 15.05

discounting premium paid 15.06

first to default 15.13

maturity mismatch 15.15

nth-to-default 15.19–15.22

netting 15.15

normal risk spread 15.06

notional positions

assignment 15.14

first to default derivative 15.13

issuer of note 15.11

obligation of reference entity 15.11

offset 15.15

partial allowance 15.15

premium received 15.06

protection buyer 15.01, 15.05, 15.06, 15.15

protection seller 15.01, 15.05, 15.09, 15.10, 15.14, 15.15

recognition of risk reduction 15.15, 15.16

reference assets 15.03

reference entity 15.01, 15.10

reference obligations 15.04

referencing credit 15.03

risk-free borrowing 15.06

securitization 18.13, 18.23

selling protection 15.06

specific risk PRR 15.16

special treatment 15.01

total return swap 15.08

credit linked notes (CLNs)

description 15.10

effect 15.10, 15.15

single name 15.11, 15.12

credit ratings

Basel III system 4.26

credit risk

accommodation loans 1.25

collaterals 1.24

credit claims 5.01

credit defaults 5.04

credit derivatives 1.24

credit grading scale 1.22

credit weighting see credit weighting

derivatives 1.25

exposure

contractual exposure 5.01

credit exposures 5.01–5.03

exposure limits 1.22

loan exposures 5.03

valuation of exposures 5.13–5.15

guarantees 1.24

high/low margin loans 1.22

management 1.20, 1.25

margin loans 1.25

mark to market see mark to market

marking to model 5.24

meaning 1.20

new business proposals 1.21

quantification models 1.23

repurchase/reverse purchase agreements 1.25

risk mitigants 1.24

risk of default 1.20, 1.23

risk-weighted assets (RWAs)

Basel II requirement 5.04

relative risk 5.04

single calculation methodology 5.05

credit risk mitigation

arrangements 11.02

collateral 11.01 see also collateral

covenants on loans 11.01

guarantees 11.01

netting 11.01 see also netting

reducing credit exposure 11.01–11.03

restrictive undertakings 11.01

standardized approach (credit weighting) 8.02, 8.03, 8.08

unfunded credit protection

credit derivatives 11.30, 11.31

effect 11.32–11.33

guarantee requirements 11.29

multiple default credit derivatives 11.35–11.36

credit weighting

Basel II system 7.06, 7.11, 7.12

basics 7.08–7.10

choice of approach 7.07

expected loss (EL) 7.09

exposure at default (EAD) 7.08, 7.11

external credit assessment institution (ECAI) 8.04, 8.05, 8.06, 8.11

higher/lower approaches 7.07

internal ratings based (IRB) approach 7.06, 7.11, 7.12

loss given default (LGD) 7.08, 7.11

probability of default (PD) 7.08, 7.11

probable unexpected loss 7.09

risk-weighted assets (RWA) see risk-weighted assets (RWA)

standardized approach 7.06, 7.11 see also standardized approach (credit weighting)

unexpected loss (UL) 7.09, 7.12

cross-border supervision

complex bank failures 26.01

importance 26.01

inherent political issues 26.01

intergovernmental action 26.01

international group supervision

‘colleges’ of supervisors 26.02, 26.03, 26.04

conflicting views 26.03

financial regulation/judicial supervision 26.03

deductions

connected lending 5.89, 5.90

expected losses (EL) 5.91

generally 5.10

investment firms 5.101–5.103

liquidity deductions 5.102, 5.103

qualifying holdings 5.81–5.83

securitization positions 5.92, 5.93

default fund exposures

Basel III 23.13–23.17

‘default tail’

Basel II formula 9.09, 9.13–9.15, 9.17

deferred tax assets (DTAs)

Basel III 6.15–6.16

defined benefit pension funds

Basel III 6.21

derivatives

counterparty risk

broad netting 17.08

calculating exposures 17.08

counterparty credit risk (CCR) calculation 17.01, 17.14, 17.21, 17.24

degree of risk 17.01

EU Banking Consolidation Directive 17.03

exposure at default (EAD) 17.02

exposures/fluctuating value 17.01

valuation amount 17.02

valuation mechanism 17.10

credit derivatives 9.30, 11.31 see also credit derivatives

inter-bank funding 1.07

multiple default credit derivatives 11.35–11.36

risk 1.16, 1.24, 1.25

value 1.16

economic capital

allocation 1.41

confidence levels 1.40

individual business lines 1.41

risk/return ratio 1.41

equity exposures

definition of equity 10.72

equity on balance sheets 10.75

financial undertakings 10.74

generally 9.42

internal models approach 10.87

IRB approach 10.76–10.78

irredeemable instruments 10.73

maturity 10.86

non-financial undertakings 10.74

PD/LGD approach 10.82–10.86

simple risk weight approach 10.79–10.81

standardized approach 10.76

subordination 10.72

substance over form approach 10.73

sufficient equity holding 10.74

Tier 1 instruments 10.73

valuation of exposure 10.78

voting/non-voting interests 10.73

equity position risk requirement

calculation 12.30

convertibles 12.33

depository receipts 12.33

derivatives 12.33

net position 12.30, 12.42

notional positions 12.31–12.33

simplified equity method 12.31, 12.40–12.42

standard equity method 12.30, 12.35–12.39

swaps 12.34

total capital requirement 12.30

EU Capital Requirements Directives (CRD)

Banking Consolidation Directive (BCD)

counterparty risk 17.03, 17.24

derivatives 17.03

national integrated groups 20.41

netting 17.42

Capital Adequacy Directive (CAD)

counterparty credit risk 17.24

discretion of regulator 14.03

due diligence process 14.03

expert report 14.03

interest PRR calculation 14.02

option risk aggregation models 14.02

risk pre-processing models 14.02

minimum capital 5.13

EU group supervision

capital ties 26.09

‘colleges’ of supervisors 26.04

companies

‘close connection’ 26.08

common management 26.09

company relationship 26.08

cross-border sub-groups 26.17

EU-based groups 26.15

headquarters outside EU 26.18

non-EU based groups 26.14, 26.15

competing national regulators 26.13

consolidated disclosure 26.05

consolidated supervision 26.04–26.06, 26.10, 26.13, 26.15, 26.16, 26.21

cross-border group failures 26.13

entities within a single jurisdiction 26.11

equivalent supervisory regimes 26.18

exempted investment firms 26.21

‘group’, meaning of 26.07, 26.08

lead supervisor approach 26.04, 26.13

multiple bank groups 26.10, 26.15

non-equivalent supervisory regimes 26.19

Pillar Three disclosures 26.05 see also Pillar Three disclosures

planning/co-ordination 26.13

proportional consolidation 26.07

regulator’s power 26.06

significant influence between companies 26.09

solo disclosure 26.05

solo supervision 26.12

‘tie break’ provisions 26.13

UK consolidation groups 26.20

upward consolidation 26.06

expected loss (EL)

Basel risk model 9.02, 9.05

Basel II formula 9.09

capital requirements 7.09

credit weighting 7.09

provisioning 5.70, 5.77–5.80

sufficient capital 7.09

exposure at default (EAD)

Basel II formula 9.08, 9.17

credit weighting 7.08, 7.11

derivatives 17.02

different exposure classes 9.38

estimates 9.38

IRB approach

Basel I rules 10.24, 10.25

core requirement 10.27

credit risk mitigation netting rules 10.30

drawdown of facilities 10.23

EAD estimation 10.26, 10.27

EAD modelling 10.25

generally 9.40

guarantees 10.23

increased drawings/existing facilities 10.24

minimum lease payments 10.28

repayments 10.23

revolving/undrawn commitments 10.23

securities/commodities 10.29

volatility adjustment 10.29

meaning 9.38

on-balance sheet exposures 9.38

wrong-way risk 10.46–10.51

external credit assessment institution (ECAI)

credit weighting 8.04, 8.05, 8.06, 8.11

financial conglomerates

banks in non-financial groups

degrees of leverage 25.11

diversification of risk 25.09

EU regulatory system 25.12

group leverage 25.11

large conglomerates 25.10

prohibitory legislation 25.08

sub-group supervision 25.12

systemic risks 25.08

systemic stability 25.09

basis of supervision 25.17

capital adequacy 25.01

conglomerate supervision 25.01

consolidating unconnected entities

asset management activity 25.35

banking/insurance businesses 25.34

financial parent company 25.33

limits on concentration 25.34

definition 25.20, 25.22

determination of financial conglomerate

consolidation group 25.19

co-ordinators 25.18, 25.19

rule of recognition 25.18

sub-groups 25.19

equivalent supervision regimes 25.36, 25.37

group capital requirements 25.17

headquarters outside EU 25.36, 25.37

Joint Forum on Financial Conglomerates 25.01, 25.23, 25.24

measurement techniques

debt downstreamed as equity 25.01, 25.03

double or multiple gearing 25.01, 25.02

participations/minority interests in regulated entities 25.01, 25.06, 25.07

unregulated entities/financial business 25.01, 25.05

unregulated intermediate holding companies 25.01, 25.04

mixed activity groups

banking/insurance combinations 25.14–25.16, 25.19, 25.22

cessation of financial conglomerate 25.21, 25.22

comparison of balance sheets 25.22

consolidated accounts 25.14, 25.16

determination of financial conglomerate 25.18–25.21

differing types of financial business 25.13

EU law 25.16, 25.19, 25.21, 25.22

group capital requirements 25.17

group supervision 25.13

insurance businesses 25.4–25.16, 25.19, 25.22

permitted groups 25.13

size of smallest sectors 25.21

regulation methods

accounting consolidation method 25.26, 25.27

book values/deduction of capital requirements 25.30, 25.31

building block prudential method 25.23, 25.26

capital adequacy 25.26, 25.28, 25.30

combination of methods 25.32

deduction and aggregation method 25.28, 25.29

effectiveness 25.24

EU law 25.25–25.32

risk-based aggregation method 25.23, 25.28

risk-based deduction method 25.23, 25.30

total financial services sector activity 25.21

financial markets

competition 3.03

co-operation 3.02

internationalization 3.02, 3.03

national regulatory constraints 3.30

supervision 3.02

foreign currency position risk requirement

baskets of currencies 12.56

calculation 12.54, 12.57

gold 12.55

notional positions 12.56, 12.58

options 12.55

separate currencies 12.59

swaps 12.55, 12.58

funding liquidity risk

contingency plans 1.33

meaning 1.33

stress testing 1.33

vulnerability 1.34

gearing rules

capital requirements 5.14

effect 5.14

summary 5.15

general provisions/loan-loss reserves

Basel III 6.11

goodwill and other intangibles

Basel III 6.14

incremental risk charge (IRC)

Basel 2.5 system 14.14–14.21

summary 5.15

indirectly-issued instruments

Basel III 6.10

insolvency

bank insolvency 2.58–2.62

creditors 2.60

government intervention 2.58

market contracts 2.61

market uncertainty 2.61

office holders 2.60

proceedings

regulatory grounds 2.59

solvency grounds 2.59

public sector role 2.62

regulators 2.59, 2.62–2.64

Institute for International Finance

liquidity paper (2007) 21.06

intangibles

Basel III 6.14

inter-bank funding

derivative markets 1.07

reliance 1.07

repo markets 1.07

interest rate position risk requirement

calculations 12.12–12.17

component interests 12.11

equity derivatives 12.16

equity rules 12.16

equity swaps 12.16

general market risk 12.13, 12.14, 12.29

hypothetical debt security 12.12

interest rate exposure 12.12, 12.40

long/short positions 12.12, 12.14

net position 12.12, 12.14, 12.19

notional positions 12.17, 12.18

risk of loss/individual debt 12.13

specific risk 12.13, 12.14, 12.27

interest rate risks

asset securitization 1.35

Basel Principles 2.18

interest rate swaps 1.35

meaning 1.35

mitigation 1.35

repackaging 1.35

internal ratings based (IRB) approach

adoption 9.39–9.43

asset categories 10.01

AVC multiplier 10.40–10.42

commitments 10.33–10.36

commodities finance (CF) 10.33–10.36

corporate governance

credit risk control 9.55

high-risk exposures 9.58

internal rating systems 9.55, 9.56

management procedures 9.55–9.57

periodic reviews 9.58

reassessment procedures 9.58

regulator’s requirements 9.53, 9.54

updating relevant material 9.58

credit weighting 7.06, 7.11, 7.12

default in retail portfolio 10.66–10.68

differing methodologies 10.01

eligibility

appropriate documentation 9.50

borrower/transaction characteristics 9.44

differentiation of risk 9.44

historic loss data 9.51

internal borrower grading 9.46

quantitative estimates of risk 9.44

retail exposures 9.47–9.48

risk of default 9.45

stress testing 9.52

‘through the cycle rating’ 9.49

transaction-specific factors 9.45

eligible purchased receivables

assessment 10.69–10.71

corporate receivables 10.70, 10.71

portfolio basis 10.69, 10.70

equity exposures

definition of equity 10.72

equity on balance sheets 10.75

financial undertakings 10.74

generally 9.64

internal models approach 10.87

IRB approach 10.76–10.78

irredeemable instruments 10.73

maturity 10.86

non-financial undertakings 10.74

PD/LGD approach 10.82–10.86

simple risk weight approach 10.79–10.81

standardized approach 10.76

subordination 10.72

substance over form approach 10.73

sufficient equity holding 10.73

Tier 1 instruments 10.73

valuation of exposure 10.78

voting/non-voting interests 10.73

exposure at default (EAD)

additional drawings 10.23

Basel I rules 10.24, 10.25

core requirement 10.27

credit risk mitigation netting rules 10.30

EAD estimation 10.26, 10.27

EAD modelling 10.25

generally 9.40

guarantees 10.23

increased drawings/existing facilities 10.24

minimum lease payments 10.28

repayments 10.23

revolving/undrawn commitments 10.23

securities/commodities 10.29

volatility adjustment 10.29

highly leveraged counterparties 10.43–10.45

loss given default (LGD) 9.40

maturity 10.37–10.39

minimal requirements 9.39

netting

credit risk mitigation 10.30

current exposures 10.31

futures exposures 10.31

securities underwritings 10.32

probability of default (PD)

advanced IRB banks 10.06, 10.08–10.11

bank exposures 10.02, 10.03, 10.05

corporate exposures 10.02, 10.03, 10.05

downturn LGDs 10.12

expected loss 10.18

foundation IRB banks 10.06, 10.07

generally 9.40

implied historical LGD 10.17

implied market LGD 10.17

LGD-estimation methodologies 10.16–10.17

LGD-loss data 10.13, 10.14

LGD-risk drivers 10.15

market LGD 10.17

recognizing double default 10.19–10.22

risk weighted assets (RWAs) 10.06

sovereign exposures 10.02, 10.03, 10.05

workout LGD 10.17

reference data set (RDS) 10.04

retail exposures 10.46–10.49, 10.51

specialized lending regime

application criteria 10.53

asset finance exposures 10.55

commodities finance 10.54, 10.55

credit exposures 10.52

high volatility commercial real estate 10.54, 10.55

income-producing real estate 10.54, 10.55

object finance 10.54

project finance 10.54, 10.55

risk categories 10.56

specialized finance exposures 10.57

specialized retail exposures

credit card receivables 10.62

overdrafts 10.62

qualifying revolving retail exposures 10.63, 10.65

residential mortgages 10.63, 10.64

secured by real estate 10.62

time factors 10.38, 10.39

time to default 10.38

wrong-way risk 10.46–10.51

international institutional co-operation

client protection measures 3.19

colleges of supervisors 3.17, 3.22, 3.23, 3.24

informal co-operation 3.21

information-sharing 3.20, 3.24, 3.25, 3.27

international agreement 3.16

inter-regulator co-operation 3.15, 3.16

markets with no identifiable seat 3.27

national legislation 3.26

optimum recovery principle 3.18

investment firms

Basel II system 5.101

capital requirements 5.101

deductions 5.101, 5.102, 5.103

market orientation 5.101

key risk indicators (KRIs)

operational risk requirements 19.18–19.20

large exposures

banking book limits 20.04

banking groups 20.06

capital base 20.04

collaterization see collaterization

core rules 20.03

counterparties

assessment of exposure 20.05, 20.07

closely connected test 20.15–20.16

connected counterparties 20.14–20.16

counterparty exposure 20.18, 20.20, 20.23, 20.24

derivatives contracts 20.11

exposure to same counterparty 20.11–20.14

guarantees 20.11–20.13

legal/natural persons 20.11

mismatch with underlying exposure 20.13

multiple counterparties 20.07

multiple obligors 20.12

partnerships 20.11

total exposure 20.17–20.24

definition 20.03, 20.05

diversification of risk 20.02

EU law 20.01

exposure

absolute cap 20.26

accounting treatment 20.10

advanced IRB firms 20.35, 20.36

aggregation 20.08

appropriate capital charge 20.26

balance sheet 20.10

banking book 20.25

concentrated exposures 20.02

concentration risk capital component (CNCOM) 20.27, 20.28

credit risk concentrations 20.36

EAD conversion factors 20.35

exemptions 20.29, 20.30

exposure to counterparty 20.25

financial collateral 20.35, 20.36

foreign exchange transactions 20.09

individual exposures 20.03

intra-group securities financing transactions 20.39

legal liability 20.10

LGD models 20.35, 20.36

limit of exposure 20.03, 20.25, 20.26, 20.35

meaning 20.07

multiple counterparties 20.07

multiple transactions 20.07

non-trading/trading book 20.26

parental guarantees 20.31, 20.32

permitted exposure 20.02, 20.03

position risk requirement (PRR) 20.27

regulatory purposes 20.10

securities 20.09

short-term 20.09

total of large exposures 20.26

treasury concession 20.37, 20.38

large exposures regime 20.01, 20.02

national integrated groups 20.40–20.43 see also national integrated groups

prudential capital regulatory system 20.01

reporting requirements 20.03

restrictions/rules 20.05, 20.06

total exposure

agency 20.17

banking book 20.17, 20.19, 20.22

counterparty exposure 20.18, 20.20, 20.23, 20.24

derivative position 20.21

issuer exposures 20.18–20.22

meaning 20.17

options 20.21

securities 20.19

trading book 20.17

written call 20.21

UK integrated groups (UKIGs) 20.44–20.47 see also UK integrated groups (UKIGs)

wider integrated groups (WIGs) 20.49–20.51 see also wider integrated groups (WIGs)

leverage ratios

Basel III system 4.14, 22.01–22.08

liquidity

banks

liquidity risk 21.01

maturity transformation 21.01

Basel regime 21.03

Basel III system

cash inflows 21.99–21.103

committed facilities 21.93–21.98

generally 21.43

global liquidity standard 4.19–4.24

high-quality liquid assets 21.54

jurisdictions with insufficient liquid assets 21.66

Level 1 assets 21.61–21.63

Level 2 assets 21.64–21.65

Liquidity Coverage Ratio (LCR) 4.23, 21.47–21.54

net stable funding ratio (NSFR) 4.24, 21.104–21.108

operational relationships regime 21.78–21.88

operational requirements 21.55–21.65

reporting requirements 21.112–21.116

required stable funding (RSF) factor 21.109–21.111

requirements 21.44–21.46

retail deposits 21.71–21.77

secured funding 21.89–21.92

total net cash outflows 21.67–21.70

unsecured wholesale funding 21.76–21.77

FSA approach

scenario analysis (GENPRU I) 21.03

systems and controls source book (SYSC II) 21.03

inflows/outflows 21.15–21.21 see also liquidity monitoring inflows/outflows

Institute for International Finance liquidity paper (2007) 21.06

lack of consensus 21.04

liquidity supervision

banks 21.01

credit crisis 21.02

cross-border banking 21.02

EU law 21.02

group liquidity management strategy 21.02

jurisdiction 21.02

liquidity risk 21.01

national supervisors 21.02

prudential regulation 21.02

systems/control issues 21.03

mismatched liquidity see mismatched liquidity

qualitative supervision

Basel liquidity paper (2008) 21.05

governance of liquidity risk management 21.05

Institute for International Finance liquidity paper (2007) 21.06

measure/management of liquidity risk 21.05

public disclosure 21.05

role of supervisors 21.05

quantitative supervision pre-Basel III

basis 21.13

committed facilities 21.13

contingency funding plans 21.12

cross-border management 21.36–21.42

diversification 21.14

drawdowns 21.13

EEA banks 21.09, 21.10

FSA supervision 21.10, 21.11

future borrowing capacity 21.14

future cash outgoings 21.13

‘global concession’ policy 21.10, 21.11

intra-group management 21.36–21.42

jurisdictional differences 21.07

liquidity assessment 21.12–21.14

liquidity management policy 21.12

liquidity pool 21.34–21.36

maturity mismatch approach 21.08

mismatch guidelines 21.12

quantitative restrictions 21.07

settlement obligations 21.13

simplified ILAS liquid assets buffer 21.33

sterling stock liquidity approach 21.08

stocks of existing assets 21.14

UK regimes 21.07–21.32

regulatory process 21.04

sterling stock liquidity approach 21.08 see also sterling stock liquidity

Liquidity Coverage Ratio (LCR)

Basel III system 4.23, 21.47–21.54

liquidity monitoring—inflows/outflows

cash flow basis 21.17, 21.18

default treatment 21.18

deposits 21.18

differences between maturities 21.15

different currency denominations 21.33

indeterminate commitments 21.18

inflows (assets)

latest contractual maturity 21.21

maturity ladder 21.21

overdraft 21.21

legal maturity basis 21.19

liquidity measurement 21.15

maturity ladder 21.15, 21.17, 21.20, 21.21

maturity period 21.15

mismatch guidelines 21.16

mismatch measurement 21.15

money payable on demand (sight money) 21.15, 21.18

net mismatch figure 21.15, 21.16

outflows (liabilities)

contingent liabilities 21.20

earliest contractual maturity 21.20

maturity ladder 21.20

retail liabilities 21.20

retail/wholesale divide 21.18

substantial withdrawals 21.18

time banks 21.15, 21.17

loan-loss reserves

Basel III 6.11

long settlement transactions

anti-avoidance measure 17.06

description 17.06

valuation mechanism 17.10, 17.11, 17.24

loss given default (LGD)

Basel II formula 9.08, 9.09, 9.17

credit weighting 7.08, 7.11

different exposure classes 9.37 ‘downturn’ figures 9.36

economic loss 9.35

estimating 9.35, 9.36

IRB approach 9.40

wrong-way risk 10.46–10.51

margin period

CCR calculation 16.24

mark to market

assets at fair value 7.17–7.19, 7.23

available-for-sale financial assets 7.20

controversial aspects 7.16

counterparty credit risk (CCR) calculation

adjusted value 17.14

basis 17.13

contract value 17.13, 17.14

derivative contracts 17.44

current rules 7.16

dealing spread 7.23

derivatives 7.19

designations 7.19

exchange closing prices 7.23

held to maturity investments 7.22

loans and receivables 7.21, 7.22

meaning 7.23

netting 17.20

potential future exposure (PFE) 17.13–17.19

profit or loss 7.17–7.19

reclassification of assets 7.19

market risk

Basel Principles 2.15

Basel II system 5.101

capital calculation 5.02

generally 1.15, 1.26–1.28

interest rate position risk requirement 12.12–12.17

marketable assets 21.27

options on funds 12.75

Pillar Three disclosure 27.32–27.35

position netting 12.20

position risk requirement (PRR) 12.13, 12.14, 12.29

trading book 12.01, 12.02

underwriting securities 13.01

VaR models 14.06

maturity adjustment

Basel II formula 9.10–9.12

minimum export insurance premium (MEIP)

standardized approach (credit weighting), 8.14

minority interests

Basel III 6.12

mismatched liquidity

calculating liquidity (banks) 21.32

committed facilities

default treatment 21.24

demand outflows 21.24

drawdowns 21.23

undrawn committed facilities 21.22, 21.24

FSA approach 21.15, 21.16

inflows/outflows see liquidity monitoring inflows/outflows

marketable assets

assets pledged as collateral 21.28

attributes of individual securities 21.25

changes in marketability 21.29

discount factors (FSA calculations) 21.30

forced sale 21.25

immediate liquidity 21.25

market risk 21.27

marketable securities 21.25

maturity date 21.25

maturity ladder 21.26, 21.28

nature of security 21.25

reverse repos 21.27

reviews 21.29

securities/hedged transactions 21.27

short-term assets 21.25

synthetic assets 21.27

time bands 21.26, 21.29

maturity mismatch approach 21.08

mismatch guidelines 21.12, 21.16, 21.31

mismatch measurement 21.15

net mismatch figure 21.15, 21.16

model based approaches (credit weighting)

Asymptotic Single Risk Factor (ASRF) 9.20

Basel risk model

acceptable risk level 9.04

capital requirement 9.02–9.04

expected losses 9.02, 9.05

level of default 9.01, 9.04

loss experience 9.02, 9.03

unexpected loss 9.02

value at risk (VaR) 9.04–9.06

Basel II formula

capital requirement 9.08, 9.17, 9.19, 9.27

consequences 9.16

‘default tail’ 9.09, 9.13–9.15, 9.17

expected losses (EL) 9.09

exposure at default (EAD) 9.08, 9.17

loss given default (LGD) 9.08, 9.09, 9.17

maturity adjustment 9.10–9.12

unexpected loss (UL) 9.17

default

commercial obligors 9.32

meaning 9.30

regulators’ perspective 9.31

retail exposures 9.33

exposure at default (EAD)

different exposure classes 9.38

estimates 9.38

meaning 9.38

on-balance sheet exposures 9.38

illustrative risk weights 9.21–9.22

internal ratings based (IRB) approach see internal ratings based (IRB) approach

loss given default (LGD)

different exposure classes 9.37

‘downturn’ figures 9.36

economic loss 9.35

estimating 9.35, 9.36

modelling in practice 9.23–9.26

probability of default (PD) estimates

commercial exposures 9.34

comparisons/pool data 9.34

retail exposures 9.34

valuation 9.34

retail exposures formula 9.18

risk-weighted assets (RWAs) 9.19

‘use’ test

basis 9.28

effect 9.29

value at risk (VaR) assessment 9.07

variations in credit risk weightings 9.27

whole bank modelling 9.07

multinational bank failures see also bank failures

creditor protection 3.11

cross-border resolution 3.09–3.12

different jurisdictions 3.09, 3.11

domestic depositor preference 3.11

global compensation schemes 3.12

government action 3.09, 3.10

inter-governmental co-operation 3.13–3.15

inter-regulator co-operation 3.15, 3.16

international insolvency regime 3.12

regulatory action 3.09

restructuring 3.09

subsidiary branches 3.09

national integrated groups

common integrated management 20.40

corporate autonomy 20.40

EU Banking Consolidation Directive 20.41

FSA approach 20.42, 20.43

group structure 20.40

group transfers 20.40

large exposures regulation 20.40

legal theory 20.40

separate existence

legal personality 20.40

solvency 20.40

net stable funding ratio (NSFR)

Basel III system 4.24, 21.104–21.108

netting

anti-avoidance rule 11.09, 11.10

Basel II regime 11.05

borrower’s insolvency 11.04

contractual netting

counterparty credit risk netting regime 17.40

criteria required 17.41

cross product netting agreements 17.40, 17.44

EU Banking Consolidation Directive 17.42

EU national supervisors 17.42

master agreements 17.40

multilateral agreements 17.40

netting requirements 17.39

walkaway clauses 17.43

IRB approach

credit risk mitigation 10.30

current exposures 10.31

futures exposures 10.31

securities underwritings 10.32

legal opinions 11.04

master netting agreements 11.09, 11.12, 16.08, 17.40

off-balance sheet 11.08

on-balance sheet 11.06, 11.07

reducing exposure 11.04 ‘risk haircut’ 11.09

unsecured exposure amount 11.12

volatility adjustments approach 11.11

operational risk see also operational risk requirements

absolute sale 19.10

Basel Principles 2.16

Basel II proposals 19.04, 19.06, 19.07, 19.24

commercial loss 19.05

compliance programmes 1.36

data capture 19.05

employee errors 1.37

failed systems 19.05

historic failures 19.03

legal/compliance-related risks 1.36, 19.05

meaning 1.36, 19.01

operational risk charge 19.02

operational risk exposure 19.04

outsourcing 1.37

Pillar One approach 19.03

Pillar Two charge, distinguished 19.02, 19.03

quantitative-based approach 19.03

reputational risk 1.36

revaluation 19.10

start-up firms 19.12

systems failures 1.37

operational risk requirements see also operational risk

advanced measurement approach

key risk indicators (KRIs) 19.18–19.20

operational risk charge 19.15, 19.20

operational risk components 19.17

operational risk management criteria 19.13

operational risk mitigants 19.22

regulatory criteria 19.21

threshold conditions 19.16, 19.17

basic indicator approach

capital requirement 19.08

criteria 19.11

gross income calculation 19.08–19.10

revaluation of trading items 19.10

securities traders 19.10

start-up firms 19.12

corporate governance approach

Basel Committee 19.23

directors 19.23

disclosures 19.23

principles 19.23, 19.24

risk management 19.23

senior management 19.23

supervisors 19.23

standardized approach

business lines/multipliers 19.14

operational risk charge 19.14

operational risk management criteria 19.13

option position risk requirement

appropriate position risk adjustment 12.63, 12.67

arbitrage 12.64

calculation 12.60–12.62, 12.64, 12.67

cliquets 12.69

commodities 12.69

degree of netting 12.64

derivatives 12.60

digital options 12.69

hedging 12.68

‘in the money percentage’ 12.63

option standard method 12.65–12.70

options on funds 12.71–12.77 see also options on funds

options/substantial value 12.62, 12.63

options/synthetic holdings 12.61

purchased options 12.65

Quantos 12.69

structured securities 12.60

warrants 12.60

writers of options 12.66

options on funds

collective investment undertakings

modified method 12.72

standard method 12.72

fund units

placements 12.71, 12.72

redeemable in cash 12.73

funds limited in range 12.77

general market risk 12.75

hedge funds 12.71, 12.73

look-through treatment 12.74

modified approach 12.77

netting 12.76, 12.77

position risk adjustment (PRA) 12.77

private arrangements 12.75

reporting requirement 12.73

specific risk 12.75

tracker funds 12.75

VaR model permission 12.75

own-share investments

Basel III 6.22–6.23

pay and bonuses see remuneration

pension funds

defined benefit funds under Basel III 6.21

performance dependent payments

meaning 8.46

tranched repackaging, distinguished 8.46

Pillar Three disclosure

accounting standards disclosure 27.04

auditing 27.04, 27.11

Basel requirements

basic requirements 27.12, 27.13

capital adequacy 27.17

capital structure 27.15

credit risk 27.20, 27.22, 27.24

credit risk mitigation 27.26

equities 27.38

general disclosure 27.28

interest rate risk 27.40

market risk 27.32, 27.34

operational risk 27.36

securitization 27.30

capital adequacy 27.17, 27.18

capital structure 27.15, 27.16

credit risk

credit risk mitigation 27.26, 27.27

general qualitative disclosure requirement 27.19

portfolio subject to IRB approaches 27.24, 27.25

risk management objectives/policies 27.19

standardized approach/supervisory risk (IRB approaches) 27.22, 27.23

disclosure regime

annual disclosures 27.10

appropriate reporting medium 27.11

Basel application 27.07, 27.09

commercial confidentiality 27.09

EU law 27.06–27.09

exclusion from annual accounts 27.11

exemptions 27.08

omissions/information 27.09

scope of regime 27.01

equities (banking book positions) 27.38, 27.39

EU requirements

basic requirements 27.12, 27.14

capital adequacy 27.18

capital structure 27.16

credit risk 27.21, 27.23, 27.25

credit risk mitigation 27.27

equities 27.39

general disclosure 27.29

interest rate risk 27.41

market risk 27.33, 27.35

operational risk 27.37

securitization 27.31

form of disclosure 27.04

general disclosures/counterparty credit risk 27.28, 27.29

IFRS 7 overlap 27.05

interest rate risk/banking book 27.40, 27.41

issuing public debt 27.03

market pricing 27.02, 27.03

market risk

disclosures/standardized approach 27.32, 27.33

internal models approach/trading portfolios 27.34, 27.35

operational risk 27.36, 27.37

presentation 27.04

remuneration

EU requirements 27.45–27.47

generally 27.43

qualitative disclosures 27.43

quantitative disclosures 27.44–27.47

securitization 27.30, 27.31

transparency 27.01

position risk requirement (PRR)

calculations 12.09, 12.10

commodity PRR

calculation 12.43, 12.47

commodity index futures 12.47

commodity index options 12.47

different commodities/different positions 12.47

extended maturity ladder approach 12.52, 12.53

forward positions 12.47

gold positions 12.44

maturity ladder approach 12.51

notional positions 12.47

options 12.45

simplified approach 12.50

synthetic positions 12.46

equity PRR

calculation 12.30

convertibles 12.33

depository receipts 12.33

derivatives 12.33

net position 12.30, 12.42

notional positions 12.31–12.33

simplified equity method 12.30, 12.40–12.42

standard equity method 12.30, 12.35–12.39

swaps 12.34

total capital requirement 12.30

foreign currency PRR

baskets of currencies 12.56

calculation 12.53, 12.57

gold 12.55

notional positions 12.56, 12.58

options 12.55

separate currencies 12.59

swaps 12.55, 12.58

interest rate PRR

calculations 12.12–12.17

component interests 12.11

equity derivatives 12.16

equity rules 12.16

equity swaps 12.16

general market risk 12.13, 12.14, 12.29

hypothetical debt security 12.12

interest rate exposure 12.12, 12.13

long/short positions 12.12, 12.14

net position 12.12, 12.14, 12.19

notional positions 12.17, 12.18

risk of loss/individual debt 12.13

specific risk 12.13, 12.14, 12.27

option PRR

appropriate position risk adjustment 12.63, 12.67

arbitrage 12.64

calculation 12.60–12.62, 12.64, 12.67

cliquets 12.69

commodities 12.69

degree of netting 12.64

derivatives 12.60

digital options 12.69

hedging 12.68

‘in the money percentage’ 12.63

option standard method 12.65–12.70

options on funds 12.71–12.77

options/substantial value 12.62, 12.63

options/synthetic holdings 12.61

purchased options 12.65

Quantos 12.69

structured securities 12.60

warrants 12.60

writers of options 12.66

potential future credit exposure (PFCE)

credit derivatives 16.04, 16.05

potential future exposure (PFE)

calculating exposure values 17.13, 17.15

commodity dealings 17.16

determination of principal amount 17.19

floating interest rate derivatives 17.17

negative market exposure 17.18

written options 17.17

probability of default (PD)

commercial exposures 9.34

comparison/pool data 9.34

credit weighting 7.08, 7.11

estimates 9.34

IRB approach

advanced IRB banks 10.06, 10.08–10.11

bank exposures 10.02, 10.03, 10.05

corporate exposures 10.02, 10.03, 10.05

downturn LGDs 10.12

expected loss 10.18

foundation IRB banks 10.06, 10.07

generally 9.40

implied historical LGD 10.17

implied market LGD 10.17

LGD-estimation methodologies 10.16–10.17

LGD-loss data 10.13, 10.14

LGD-risk drivers 10.15

market LGD 10.17

recognizing double default 10.19–10.22

risk weighted assets (RWAs) 10.06

sovereign exposures 10.02, 10.03, 10.05

workout LGD 10.17

retail exposures 9.34

provisioning

Basel III 6.18–6.20

collective provisions 5.68, 5.76, 5.77

expected losses (EL) 5.70, 5.77–5.80

provision balances 5.74

risk-weighted assets (RWAs) 5.75, 5.77

specific provisions 5.70, 5.73, 5.75, 5.77

total provisions 5.69

unexpected losses (UL) 5.72

remuneration

Pillar Three disclosure see Pillar Three disclosure

Basel 2.5 4.07–4.08

required stable funding (RSF) factor

Basel III system 21.109–21.111

resecuritizations see securitization

reserves

accumulated profits 5.36

capitalization 5.37

dividends 5.36

increases 5.36

revaluation reserves 5.36, 5.38

valuation adjustments 5.36

residential mortgages

US sub-prime market 2.42

retail deposits

Basel III system 21.71–21.77

retail exposures formula

other retail exposures 9.18

qualifying revolving retail 9.18

residential mortgages 9.18

retail mortgage lending

Basel II jurisdictions 8.33

credit weighting 8.30, 8.33

frequency of valuation 8.31

legal certainty 8.32

personal investment companies 8.29

primary restriction 8.30

risk

asset liquidity risks 1.26, 1.32

bank lending 1.03

Basel Principles

country risks 2.13

credit risk 2.10

interest rate risk 2.18

liquidity risk 2.16

market risk 2.15

operational risk 2.16

risk management 2.09

transfer risk 2.13

Basel III 4.12–4.13, 4.18

credit risk 1.12, 1.14, 2.10 see also credit risk

deposits 1.18

derivatives 1.16

diversification 1.04

economic capital 1.40, 1.41

foreign exchange risks 1.17

funding liquidity risk 1.33, 1.34

high quality assets 2.51

inter-bank liabilities 1.15, 1.18

interest rate risks 1.17, 1.18, 1.35, 2.18 see also interest rate risks

liquidity risks 1.18, 2.16

low risk assets 2.50

margin period 16.24

market risk 1.15, 1.26, 1.27, 1.28, 2.15

models see risk models

operational risk 1.36, 1.37, 2.16 see also operational risk

quantitative risk regulation 2.53

quantification 1.04

risk consolidation

different business levels 1.39

risk management 1.38, 1.39

VaR calculations 1.39

risk provision 1.13

scenario analysis 1.30, 1.31

stress tests 1.30

undrawn lines of credit 1.14

value at risk (VaR) estimates 1.28, 1.29, 1.30, 1.39

wrong-way risk 10.46–10.51

risk models

CAD I model (Capital Adequacy Directive)

discretion of regulator 14.03

due diligence process 14.03

expert report 14.03

interest PRR calculation 14.02

option risk aggregation models 14.02

risk pre-processing models 14.02

generally 14.01

multiplication factor 14.10

PRR calculation 14.02, 14.06, 14.10

VaR models

confidence levels 14.05

FSA approach 14.08

function 14.04, 14.05

market downturn 14.04, 14.05

market risk 14.06

multiplication factor 14.10

PRR charges 14.06

risk control units 14.07

risk management 14.05, 14.07

types of securities 14.08

‘user test’ 14.07

risk-weighted assets (RWAs)

Basel I approach 9.19

credit risk

Basel II requirement 7.04

relative risk 7.04

single calculation methodology 7.05

provisioning 5.73, 5.77

secured funding

Basel III system 21.89–21.92

securities financing transactions

counterparty credit risk (CCR) valuation mechanism 17.10, 17.45

different transaction types 17.04

margin lending transactions 17.05

prime brokerage 17.05

repo transactions 17.04

stock lending transactions 17.04

securities underwriting capital adequacy 13.01

capital calculation 13.07, 13.09

debt securities 13.08

equity positions 13.07

existing securities 13.01

firm commitment (working day 0) 13.02, 13.04

forward sales/grey market 13.05

‘greenshoe’ 13.06

initial commitment 13.02, 13.03

investment firms 13.01

large exposures 13.09

market risk 13.01

net position 13.05

new securities 13.01

over-allotted shares 13.06

specialized regime 13.01, 13.02

syndicated loans 13.01

trading book 13.01

underwriting positions 13.01, 13.07

unissued/unallocated securities 13.01

working day five 13.02

securitization

accounting/regulatory analyses 18.16

Basel Accord 18.01, 18.02, 18.04, 18.05, 18.08, 18.09

Basel III approach

changes generally 8.56, 14.22–14.26, 18.65

credit analysis 18.81–18.84

resecuritization 18.66–18.77

self-guarantees 18.78–18.79

standardized approach resecuritization risk weights 18.80

bottom up valuations 18.02, 18.04

capital requirement 18.03–18.05, 18.08

CCR calculation 16.29

credit analysis 18.81–18.84

credit default swaps 18.13, 18.23

credit derivative exposures 18.13

deductions 18.06

de-derecognition 18.27–18.30

definitions

synthetic securitization 18.09

traditional securitization 18.09

tranche 18.09

types of underlyings 18.10

derecognition

criteria 18.15, 18.18

implicit support 18.27–18.30

significant transfer of risk 18.18–18.20

synthetic securitization 18.20, 18.22–18.26

traditional securitization 18.20, 18.21, 18.23

dialogue with supervisors 18.14

early amortization

controlled 18.61, 18.63

provisions 18.58, 18.60

uncontrolled 18.61, 18.64

economic substance 18.08

entire portfolio 18.24

IRB approach

ABCP internal assessment approach 18.45, 18.56

deductions 18.42

default treatment 18.42

ratings based approach (RBA) 18.43, 18.46

supervisory formula approach (SFA) 18.44, 18.47–18.55

origination

asset backed commercial paper (ABCP) 18.15

bank origination 18.14, 18.15, 18.16, 18.18

money from third parties 18.16

non-trading book 18.17

special purchase vehicles 18.14, 18.25

synthetic securitization 18.17

trading book 18.17

potential consequences 18.07

repackaging

formal repackaging 18.13

single-tranche repackaging 18.13

resecuritization

Basel 2.5 8.56

Basel III 18.66–18.77

collateral 16.29

risk weightings 8.56, 18.80

revolving credit securitizations

additional risk charge 18.57

amortization rules 18.58

Basel Accord 18.57

distinguishing characteristics 18.57

early amortization provision 18.58, 18.60, 18.61, 18.63

excess spread 18.64

originators 18.57, 18.59, 18.62, 18.63

replenishment structures 18.58

retail credit card lines 18.57, 18.63

revolving assets 18.57

value 18.59

risk of default 18.02, 18.03

risk weighting

credit support 18.32

netting 18.34

overlapping positions 18.34

reduction 18.32, 18.33

securitization regime 18.31

value adjustments 18.32

self-guarantees 18.78–18.79

standardized approach 18.06

standardized approach resecuritization risk weights 18.80

structured finance transactions 18.12

synthetic yield traps 18.13

textual analysis 18.14

top down valuations 18.02, 18.03

tranched financing (‘safer harbours’)

exclusion for subordination 18.11

single assets 18.11

specialized financing regime 18.11

tranching

credit default swaps 18.23

first loss/second loss tranching 18.23

retained/sold 18.24

single-tranche repackaging 18.13

unrated assets 18.06

weighting holdings

deductions 18.37

external ratings 18.37

liquidity facilities 18.39–18.41

originators/sponsors 18.36

securitization exposures 18.35

standardized approach 18.35, 18.36

synthetic securitizations 18.41

unrated ABCP programme 18.38

securitization exposures

separate treatment 18.01, 18.05, 18.06

self-guarantees

Basel III approach 18.78–18.79

simplified ILAS liquid assets buffer

quantitative supervision pre-Basel III 21.33

special purpose vehicles (SPVs)

bank group supervision 24.20

intermediate SPVs 5.43

multiple SPVs 5.43

partnerships 5.43

securitization 18.14, 18.25

subsidiaries 5.43

Tier 1 capital 5.43

specialized lending regime

application criteria 10.53

asset finance exposures 10.55

commodities finance 10.54, 10.55

credit exposures 10.62

high volatility commercial real estate 10.64, 10.65

income-producing real estate 10.64, 10.55

object finance 10.54

project finance 10.54, 10.55

risk categories 10.56

specialized finance exposures 10.57

standardized approach (credit weighting)

asset backed commercial paper (ABCP) 8.57–8.59

Basel I comparison, 8.02

Basel III approach 18.80

classification of exposures 8.03

commercial mortgage exposures 8.34, 8.35

covered bonds 8.38–8.41

credit conversion factors 8.03

credit risk

exposure classes 8.04

mitigation 8.02, 8.03, 8.08

exposures to banks/financial institutions

Basel I 8.21

Basel II 8.22

EU rule 8.22

long-term rating 8.22

OECD/non-OECD distinction 8.21

securities firms 8.23

short-term rating 8.22

third country investment firms/clearing houses 8.24

exposures to corporates

Basel I 8.26

Basel II 10.26

concessionary rating 8.26

EU concession 8.27

penal weighting 8.26

exposures to retail customers

retail mortgage lending weighting 8.29–8.33

retail portfolios 8.28

exposures to sovereigns

claims on sovereigns 8.13

export credit agencies 8.14

local authorities 8.16, 8.17

minimum export insurance premium (MEIP) 8.14

multilateral development banks 8.20

national regulators 8.13

no available eligible rating 8.15, 8.18

non-OECD sovereigns 8.13

public sector entities 8.19

quasi-government authorities 8.16

regional governments 8.16, 8.17

risk scores 8.14

zero weighting 8.13

external credit assessment institution (ECAI) 8.04, 8.05, 8.06, 8.11

fund exposures

collective investment undertaking 8.61–8.63

regulated investment vehicles 8.61

risk weighting 8.62

unregulated investment vehicles 8.61

high-risk exposures 8.37

importance 8.01

off-balance sheet items

capital requirement 8.68

contractual observations 8.67

credit conversion factor 8.68–8.73

meaning 8.67

risk-weighted value 8.68–8.70

securities lending 8.73

other assets 8.64–8.66

overdue undefaulted exposures 8.36

performance dependent payments 8.46

pre-determined risk weighting percentage 8.02

ratings

credit quality steps 8.04, 8.05

credit risk mitigation 8.08

export credit agencies 8.11

long-term ratings 8.09

mapping process 8.05

multiple ratings 8.06

OECD methodology 8.11

risk scores 8.11

securitization (IRB approach) 8.05

securitization (standardized approach) 8.05

short-term ratings 8.09

single rating 8.06

solicited ratings 8.10

specific claims 8.07

standardized long-term 8.05

standardized short-term 8.05

unrated claims 8.07

ratings agencies 8.04

securitization

definition 8.48

identification 8.44

subordination, distinguished 8.47

securitization exposures

covered bonds 8.48

‘pass-through’ measures 8.48

risk weighting 8.42, 8.43

securitization paper 8.42–8.44

securitization regime 8.42, 8.43

specialized lending regime 8.49, 8.50

tranching 8.45, 8.48

weighting of securitization positions 8.51–8.55

whole loan transactions 8.48

short-term claims

corporates 8.60

financial institutions 8.60

risk weighting 8.60

valuation of exposures 8.12 see also valuation of exposures

statistical risk modelling

Basel II system 2.52

cycle of confidence 2.44, 2.50

data

incomplete data 2.46–2.48

weakness of data 2.45, 2.46

development 2.43

failure 2.44, 2.45

underpriced risk 2.48

step-up provisions

innovative Tier 1 5.42

meaning 5.24

moderate step-ups 5.29, 5.53

purpose 5.24

Tier 2 (bank capital) 5.53

sterling stock liquidity

maturity mismatch approach 21.34, 21.35

minimum stock/liquid assets 21.37

monitoring 21.34, 21.45

net wholesale sterling outflow 21.38, 21.39

rescue/restructuring operations 21.35

retail depositors 21.35

retail UK banks 21.34

sterling-deposit taking 21.34

sterling liquid assets 21.43–21.45

sterling retail deposits 21.40–21.42

sterling stock as collateral 21.44

sterling stock liquidity ratio 21.37

survival targets 21.35

wholesale creditors 21.36

wholesale exposures 21.35, 21.36

stress testing

Basel 2.5 system 4.06

stressed VAR calculation

trading book models 14.10–14.13

supervision see bank supervision

taxation

deferred tax assets (DTAs) under Basel III 6.15–6.16

Tier 1 (bank capital)

ability to redeem 5.22, 5.23

absorbing losses 5.19, 5.32

associate transactions 5.35

Basel III 6.02–6.06

characteristics 5.19

convertible instruments 5.46, 5.47

deductions 5.48–5.50

externally verified proofs 5.40

indirectly issued 5.45

innovative Tier 1

classification 5.41

cumulative/mandatory coupon 5.43

FSA rule 5.41

requirements 5.11, 5.29, 5.42–5.44

step-ups 5.44

insolvency proceedings 5.19, 5.30

issuance 5.21

moral hazard 5.34

no fixed costs 5.19

non-core Tier 1 5.29

non-redemption 5.24, 5.28

permanency 5.19, 5.24–5.30

permanent equity capital 5.20

perpetual capital 5.27

power to defer payments 5.31

repayment 5.25, 5.26, 5.28, 5.30

reserves 5.36–5.38

revaluations

equities 5.49

investment properties 5.49

share premium account 5.39

special purpose vehicles (SPVs) 5.45

step-up provisions 5.25–5.27, 5.44

subordination 5.33

tangible common equity 5.09, 5.11, 5.13

Tier 2 (bank capital)

Basel III 6.07

lower Tier 2

amortization 5.65

currency fluctuations 5.68

fixed repayment date 5.63

fixed servicing costs 5.53

non-perpetual capital 5.53

requirements 5.63, 5.64

residual maturity (5 years) 5.53

revaluation of equities 5.66, 5.67

revaluation reserves 5.54

step-ups 5.53

value 5.65

provisioning

collective provisions 5.70, 5.76, 5.77

expected losses (EL) 5.72, 5.77–5.80

provision balances 5.74

risk-weighted assets (RWAs) 5.75, 5.77

specific provisions 5.70, 5.73, 5.75, 5.77

total provisions 5.69

unexpected losses (UL) 5.72

subordinated capital 5.51

upper Tier 2

cross default clauses 5.62

cumulative capital 5.52

debt agreements 5.62

default events 5.58

eligibility 5.60

FSA requirement 5.61

legal opinions 5.61

limitation on rights 5.58

negative pledges 5.62

perpetual capital 5.52

perpetual cumulative preference shares 5.56

priorities 5.55

remedies 5.58, 5.59

requirements 5.55–5.57

restrictive covenants 5.62

Tier 3 (bank capital)

deductions 5.97

lower Tier 3 5.96

uncommon nature 5.94

upper Tier 3 5.95

trading book

admission criteria 12.06

admission policies 12.06

Basel II position

commodities 12.04

defined trading book policy 12.05

financial instruments 12.04

hedging 12.04

trading intent 12.04

Basel 2.5

correlation trading 14.26–14.31

eligibility under 2.5 4.03–4.05, 12.08

incremental risk charge (IRC) 14.14–14.21

stressed VAR calculation 14.10–14.13

VaR model 14.09

Basel III

securitizations 8.56, 14.22–14.26

correlation trading 14.26–14.31

hedging 12.04, 12.07

imaginary derivative 12.07

inclusion of assets 12.03–12.06

incremental risk charge (IRC) 14.14–14.21

introduction

credit risk 12.01, 12.02

holders of securities 12.01, 12.02

market risk 12.01, 12.02

owners of loans 12.01

specific risk 12.02

position netting

credit derivatives 12.21

credit risk 12.20

fungible securities 12.19

identical securities 12.19, 12.20

market risk 12.20

rate derivatives 12.22

position risk requirement (PRR) 12.09, 12.10 see also position risk requirement (PRR)

securitization positions 14.22–14.26

stressed VAR calculation 14.10–14.13

trading and market exposures

general market risk 12.13, 12.14, 12.29

interest rate PRR 12.11–12.18

notional legs 12.23–12.26

position netting 12.19–12.22

position risk requirement (PRR) 12.09, 12.10

qualifying debt securities 12.28

specific risk 12.13, 12.14, 12.27, 12.28

tranching

definition 18.09

degrees of credit risk 8.45

first loss position 8.45

refundable purchase discounts 8.45

securitization

credit default swaps 18.32

first loss/second loss tranching 18.23

retained/sold 18.24

single-tranche repackaging 18.13

UK integrated groups (UKIGs)

aggregation and deduction method 20.46

calculation of capital 20.46

centre of main interests 20.45

CNCOM calculation 20.52

concentration risk group 20.45, 20.47, 20.48

connected counterparties 20.47

large exposure rules 20.46, 20.47, 20.48

meaning 20.44

notification requirements 20.44

residual block 20.47

treasury concession 20.48

UK incorporation 20.45

unconsolidated entities investments

Basel III 6.29–6.36

unexpected losses (UL) Basel risk model 9.02

Basel II formula 9.17

credit weighting 7.09, 7.12

provisioning 5.70

unsecured wholesale funding

Basel III system 21.76–21.77

valuation of exposures

accounting rules 7.14

accounting valuation 7.15

capital requirement calculation 7.13

equity exposures 10.78

financial accounts 7.14

regulatory capital rules 7.15

simple expenses 7.14

standardized approach (credit weighting) 8.12

weighted valuation 7.13

weighting calculation percentage 7.13

value at risk (VaR)

Basel risk model 9.04–9.06

Basel 2.5

approach 14.09

estimates 1.28–1.30, 1.39

risk models

confidence levels 14.05

FSA approach 14.08

function 14.04, 14.05

market downturn 14.04, 14.05

market risk 14.06

multiplication factor 14.10

PRR charges 14.06

risk control units 14.07

risk management 14.05, 14.07

types of securities 14.08

‘use test’ 14.07

stressed VAR calculation 14.10–14.13

wholesale funding

Basel III system 21.76–21.77

wider integrated groups (WIGs)

alternate to UKIG regime 20.49

common risk control 20.49

composition 20.49

concessionary regime 20.49

disaggregation 20.50

diverse block 20.50, 20.51

residual block 20.50

waiver application/WIG approval 20.49

Wrong-way risk

Basel III approach 10.46–10.51

general wrong-way risk 16.19






1 A process rather grandly referred to as ‘intertemporal resource allocation’.

2 The Joint Forum—Risk Management Practices and Regulatory Capital—Cross Sector Comparison published by the Basel Committee on Banking Supervision November 2001. Much of what follows in this section is based on the description set out in that document.

3 The paper also contains a typical securities firm, a typical life insurer, and a typical life and non-life insurance company.

4 In jurisdictions which permit provisions to be deducted from taxable profits, loan loss reserves are generally higher.




1 See eg Ed Scott, Capital Adequacy Beyond Basel (OUP, 2005), Barth Caprio and Levine, Rethinking Banking Regulation (Cambridge University Press, 2006), and Tarullo, Banking on Basel (Petersen Institute, 2008).

2 The Capital Asset Pricing Model states that in pure theory a bank should be indifferent to this, since (again in pure theory) the two should balance each other out. This is not, however, the experience of most banks in the real credit markets.

3 Except in a few countries—notably France.

4 In fact market prices tended to show a significant spread in the yield of such bonds over the ‘true’ AAA rate, suggesting that the market maintained a degree of scepticism as to the value of such bonds. However this level of scepticism proved insufficient.

5 Observations on Risk Management Practices during the Recent Market Turbulence, 6 March 2008, available on the BIS website <http://www.bis.org>.

6 IMF, 17 April 2009.

7 There are a wide range of available procedures in the major jurisdictions, ranging from administration regimes whose object is to rescue the underlying business to liquidation regimes whose object is to realize assets and distribute them amongst creditors. For the purposes of this book we refer to all of these collectively as ‘insolvency proceedings’. These proceedings almost invariably involve the appointment of one or more persons to conduct the proceeding under the supervision of the court. We refer to such persons as ‘office holders’.




1 A note on spelling. The 1988 accord was referred to as the ‘Basle accord’, using the French spelling, since this was at the time the working language of the Bank for International Settlements, which provides the secretariat for the committee. However, the city itself is in the German-speaking part of Switzerland, and the German spelling is Basel. At some point between the first and second Accords the BIS was prevailed upon to adopt the local variant—hence Basle I but Basel II.

2 89/647/EEC, now repealed.

3 2006/48/EC.

4 2006/49/EC.

5 For example where a firm is both a bank and a securities firm in a particular jurisdiction, both the central bank and the securities supervisor may have concerns about its activities in their jurisdiction.




1 <http://www.crmpolicygroup.org/>.

2 Institute of International Finance, ‘Principles of Liquidity Risk Management’, March 2007.

3 ‘An assessment of the long-term economic impact of the new regulatory framework’, Basel Committee 2010; ‘Assessing the macroeconomic impact of the transition to stronger capital and liquidity requirements’, Bank for International Settlements 2010.

4 The Cumulative Impact on the Global Economy of Changes in the Financial Regulatory Framework, Institute of International Finance, September 2011.




1 FSA Discussion paper 07/6.

2 Specific provisions are not available to be included in capital since they are, by definition, already committed to absorb specific losses and are not generally available: see para 5.68.

3 Such an arrangement would also fail the legal certainty test due to doubts about enforceability.

4 A basis point or ‘bp’ (plural ‘bps’) is one-hundredth of a percentage point. Thus 100 bps is one per cent.

5 The doubt is logical rather than legal—an ordinary shareholder is entitled to what is left after all other creditors have been paid out, and it is hard to see how it would be possible for any instrument to rank after such a claim.

6 BIPRU 2.2.114.

7 See para 5.27.

8 EL for any defaulted asset is the bank’s best estimate of expected loss. EL for each non-defaulted asset is PD × LGD × EAD. See para 7.08 for details.

9 Basel, para 49(xvii).

10 GENPRU 2.2.20 et seq.

11 BIPRU 2.2.221.

12 See para 5.75.




1 Technically four, since there is a simplified standardized approach available for institutions of such simplicity that even the standardized approach is unreasonably demanding. However, this is a relative rarity in practice, and is not discussed further in this work.

2 International Accounting Standard 39, para 9.

3 In general any asset of which this is true will fall into the trading book and outside the scope of this chapter.

4 IAS 39, new para 50B, inserted 1 July 2008. The standard also required that the transfer be at the then prevailing market valuation—in other words, accrued mark to market losses prior to the transfer would be made permanent by the transfer, regardless of any subsequent upward movement in the price of the instrument.




1 The criteria which are to be applied in making this determination are set out in reg 22 of, and Sch 1 to, the Capital Requirements Regulations, are made up of the following: objectivity; independence; international access/transparency; disclosure; resources; and credibility. An ECAI which has been recognized as eligible in another member state may be recognized by the FSA without carrying out another evaluation process.

2 Annex 2 of the Basel Accord sets out a description of the approach to be taken in performing this mapping.

3 More of these exist in the EU than might be supposed.

4 By BCD, Annex VI, Part 1, point 67.

5 Footnote 29 of the Accord and BCD, Annex VI, Part 1, para 51.




1 When it comes to explaining why this inversion and reversion is necessary, the explanation given in the BCBS Explanatory note is that: ‘the appropriate default threshold for “average” conditions is determined by applying a reverse of the Merton model to the average PDs. Since in Merton’s model the default threshold and the borrower’s PD are connected through the normal distribution function, the default threshold can be inferred from the PD by applying the inverse normal distribution function to the average PD in order to derive the model input from the already known model output. Likewise, the required “appropriately conservative value” of the systematic risk factor can be derived by applying the inverse of the normal distribution function to the predetermined supervisory confidence level. A correlation-weighted sum of the default threshold and the conservative value of the systematic factor yields a “conditional (or downturn) default threshold”. In a second step, the conditional default threshold is used as an input into the original Merton model and is put forward in order to derive a PD again—but this time a conditional PD. The transformation is performed by the application of the normal distribution function of the original Merton model.’

2 Events which cause low quality credits to default may vary widely, and may have limited impact on the wider world. An event which causes high quality credits to default, however, is likely to be of more global significance and therefore to affect a wider range of other credits.

3 BIPRU 4.3.63, BCD Annex VII, part 4 point 45.




1 Committee of European Bank Supervisors, Consultation Paper 10, Final version 11 July 2005.

2 Committee of European Bank Supervisors, Consultation Paper 10, Final version 11 July 2005.

3 BIPRU 4.64(5).

4 BIPRU 4.6.46.




1 Basel, para 188.

2 BCD Annex VIII part 1 point 4, BIPRU 5.3.2.

3 The UK for many years required legal opinions to cover the insolvency of the bank as well as the insolvency of the borrower as a result of its experience with the BCCI failure. However, this has not been carried through into the Basel approach.

4 In other words, if the supervisor in country A permits its banks to use a 0 per cent H in their repo transactions in A’s repo market, the supervisor in country B may permit its banks to do the same in respect of trades on A’s repo market, regardless of whether the regulator in country B permits its banks to use 0 per cent H in its own repo market.




1 Paragraph 686 of the Accord.

2 Paragraph 687 of the Accord.

3 Paragraph 687 of the Accord.

4 Paragraph 688 of the Accord.

5 See para 12.40.

6 Roughly ‘credit quality step 3’—that is, rated Baa or higher by Moody’s and BBB by S&P.

7 BIPRU 7.3.42.

8 BIPRU 7.4.22.

9 It may be helpful to consult the Annex provided at the end of the chapter, which gives a guide to the most commonly encountered forms of option.

10 See para 12.63 for an explanation of ‘in the money’.




1 CRD Annex 1 Part 1 points 41–46.




1 Note that valuation adjustments used in this way may not also be counted towards upper tier 2.




1 BCD Annex IV.

2 BIPRU 13.2.

3 Netting may not be recognized in calculating such an exposure, which must be treated as if it constituted a separate netting set containing only itself.

4 Subject to a restriction that a rate of 0 per cent may not be applied to any exposure arising under a resetting contract with a term of over one year, even if the next reset is within one year and a rate of 0 per cent would otherwise be applicable under the table. In such a case a 0 per cent weighting is used instead.

5 Perfectly matching contracts included in the netting agreement may be taken into account as a single contract with a notional principal equivalent to the net receipts.

6 Note that a firm should be capable of establishing EE daily, and should be able to establish sufficient data points in the forthcoming year to adequately reflect the time structure of future cash flows.

7 BCD Annex III part 7 point (b), BIPRU 13.7.7.




1 Accord, para 538.

2 Accord, para 539.

3 Accord, para 540.

4 BIPRU 9.1.9.

5 BIPRU 9.3.2.

6 A clean-up call is an arrangement whereby if the total pool of assets falls below a certain level (conventionally 10% of the initial value), the sponsor may elect to buy back all of the outstanding notes and collapse the structure. They are used to avoid sponsors having to pay for the maintenance of a financing structure after most of the assets held within it have matured.

7 The FSA, in BIPRU 9.11.7 (4), suggests that this means access to pool composition at least daily.

8 Interestingly, the explanation given for this is to preclude the situation whereby a bank took a mezzanine resecuritization exposure, created two tranches (eg a junior tranche of 0.1% and a senior tranche of 99.9%), and claimed that the senior tranche should qualify for the senior column of resecuritization risk weights. One must admire the ingenuity.

9 That exceed the amount of over-collateralization/reserves provided by the seller.




1 See paras 19.23 to 19.24.




1 Articles 66, 106 to 117 and para 7 of Annex V of the Banking Consolidation Directive and Arts 28 to 32 and Annex VI of the Capital Adequacy Directive.

2 Goodhart, The Central Bank and the Financial System (Palgrave Macmillan, 1995), p 405.

3 This may happen in lease finance transactions.

4 The trading book holdings must be applied so that the lowest regulatory capital cost holdings are used to fill the 25% ‘free’ bucket. This means that the calculation of the CNCOM must be done by applying the scaling factor to the most ‘expensive’ portions of the position.

5 Recognized means for this purpose recognized by the relevant regulator as being subject to appropriate supervision. For an EU firm, a firm established and regulated in any other EU jurisdiction is likely to satisfy that criterion.

6 It will be recalled that the financial collateral simple method is only available to firms using the standardized approach, and may only be applied to exposures to which they apply that approach.

7 This is generally true even in non-financial groups.




1 Note that this is an entirely different risk from that which is addressed by the trading book incremental capital risk. Incremental capital risk addresses the risk of credit risk migration—loosely the risk that positions will diminish in value because of deterioration in the credit risk of the issuer. Liquidity risk is the risk that in the event of a disposal there will be no buyer at all (in which case the asset is valueless) or buyers at artificially low levels. This risk is addressed primarily through valuation adjustments, but these in turn only address relative illiquidity. Absolute illiquidity is a harder risk to model.

2 Basel Committee on Banking Supervision, Principles for Sound Liquidity Risk Management and Supervision, September 2008.

3 Principles of Liquidity Risk Management, Institute for International Finance, March 2007.

4 At the time of writing the UK liquidity regime is reasonably well concealed within the FSA rulebook. The diligent reader is directed to the previous edition of the FSA’s bank supervisory rules, designated within its rulebook as IPRU(BANK). IPRU(BANK) has been repealed in its entirety apart from chapters LM and LS, which contain the FSA’s quantitative liquidity rules.

5 September 2008 issued by the Basel Committee on Banking Supervision.

6 ie historically, the market has shown tendencies to move into these types of assets in a systemic crisis.

7 Corporate bonds in this case only include plain vanilla assets whose valuation is readily available based on standard methods and does not depend on private knowledge, ie these do not include complex structured products or subordinated debt. If firms merge, the assets issued by the new firm receive the liquidity value of the respective firm whose assets had the least liquid characteristics before the merger.

8 The definition of ‘covered bonds’ used by Basel for this purpose is a simple copy-out of the EU definition found in art 52(4) of the UCITS directive (2009/65/EC)—

‘Covered bonds are bonds issued and owned by a bank or mortgage institution and are subject by law to special public supervision designed to protect bond holders. Proceeds deriving from the issue of these bonds must be invested in conformity with the law in assets which, during the whole period of the validity of the bonds, are capable of covering claims attaching to the bonds and which, in the event of failure of the issuer, would be used on a priority basis for the reimbursement of the principal and payment of the accrued instrument’.

The last word of this definition is clearly a transcription error—‘instrument’ should read ‘interest’, as it is in the UCITS directive.

9 Include those which are pledged to support asset-backed securities or covered bonds.




1 BIS and IOSCO.

2 Not all the capital of a CCP will be available in the event of a failure of the market which the CCP clears—not least because pressure on CCPs from their own regulators to ensure their survivability in the event of financial crises has resulted in limitations on recourse being created within the rules of some CCPs. The question is therefore not what the total capital of the CCP is, but what element of the CCP’s capital is committed in the event of a default of the market concerned. This is why DFCCP may be a lower number than the total capital of the CCP.




1 As defined in Section C of Annex 1 of the Markets in Financial Instruments Directive (MiFID), Directive 2004/39/EC.

2 But not the operation of collective investment schemes.

3 BIPRU 8.7.25.

4 BIPRU 8.7.29.

5 Note that the AMA permits the recognition of insurance as a mitigant for operational risk. When an AMA is applied on a consolidated basis, insurance provided by captives and affiliates will not be recognized unless it is laid off to an independent undertaking outside the consolidated group which meets the eligibility criteria.




1 Supervision of Financial Conglomerates, Papers prepared by the Joint Forum on Financial Conglomerates; February 1999, available on the BIS website.

2 In strict logic this figure might have been better set at 24 per cent, since in many corporate law systems a holding of 75 per cent of the equity of a company gives the holder absolute control.

3 CRD Art 3(1).

4 See para 25.01.

5 See Committee of European Banking Supervisors; Advice to the European Commission; CEBS/2008/04 (on the US) and CEBS/2008/05 on Switzerland.




1 BCD Art 72(1).

2 A financial holding company for this purpose means a company whose primary purpose is either to conduct financial activities or to acquire holdings in entities whose purpose is to conduct financial activities. Thus, a company will only be a financial holding company if the majority of its activities—whether conducted directly or through subsidiaries—are themselves financial.

3 83/349/EEC.

4 This is made explicit in CRD Art 133(3).

5 CRD Art 134.

6 CRD Art 69(3). According to the relevant CEBS website, only the French Regulator has availed itself of this right—see <http://www.c-ebs.org/sd/Rules.htm>.

7 CRD Art 129.

8 CRD Art 130.

9 CRD Art 125(1).

10 CRD Art 125(2).

11 Art 126(1).

12 Art 126(2).

13 CRD Art 126(3).

14 CRD Art 127(1).

15 See <http://ec.europa.eu/internal_market/financial-conglomerates/docs/annex3swiss_en.pdf> for the position as regards Switzerland, and <http://ec.europa.eu/internal_market/financialconglomerates/docs/annex4america_en.pdf> as regards the United States.

16 GENPRU 3.2.6.

17 BIPRU 8.2.1.




1 2006/48/EC.

2 Ibid, Art 72.1.

3 Art 72(3).

4 The costs of doing so would be very significant.

5 BCD Art 69.

6 BCD Art 70.

7 See Chapter 8 for these definitions.

8 The internal models method estimate of exposure value: see para 17.33.



ops/images/t0303-01.jpg
Securitization Resecuritization

Exposures Exposures
Long-erm _ Senior, Non-senior, Non-granular  Senior Non-senior
Rating Granular  Granular
AAA 7 12 20 20 30
AA 8 15 25 25 40
A+ 10 18 35 3 50
A 12 20 35 40 65
A- 20 35 35 60 100
BBB+ 35 50 50 100 150
BBB 60 75 75 150 225
BBB- 100 100 100 200 350
BB+ 250 250 250 300 500
BB 425 025 25 500 650
BB- 650 650 650 750 850

Below Deduction






ops/styles/page-template.xpgt
 

   

     
       
    

     
	 
    

     
	 
	 
    

     
	 
    

     
	 
	 
    

     
         
            
            
            
            
             
        
    

  

   
     
  





ops/images/t0223-01.jpg
0 to 3 months 0.2%

3 to 6 months 0.4%

6 to 12 months 0.7%

1 t0 2 years 1.25%
2 t0 3 years 175%
3 t0 4 years 2.25%
4105 years 2.75%
5 to 7 years 3.25%
7 t0 10 years 3.75%
10 t0 15 years 4.50%
15 t0 20 years 5.25%

20 years 6.00%






ops/images/t0005-01.jpg
Assets Liabilities

Asset class % Liability class %

Cash and cash equivalents 0.8 Inter-bank borrowing (deposics) (1)~ 10.1

Inter-bank lending (1) 124 Customer deposics (5) 60.4

Securitis (2) 85  Debtsecurities (6) 109

Loans and advances to customers Other liablicies 46

Gross loan amounts 69.0

Loan loss reserves 08

Loans net of rescrves (3) 68.2

Prepayments and accrued income (4) 1.9 Accruals and deferred income (4) 28

Tangible and intangible fixed assecs 34 Loss reserves (provisions) for liabilies 1.2
and charges (7)

Other assets (5) 4.8 Subordinated debe (8) s
“Total sharcholder equity 55

Total Assets 100 Total Liabilities 100

Riiesiiic sviied balusce sises





ops/images/t0269-01.jpg
Residual Interest Rate Contracts  Contracts  Contracts  Contracts

Maturity Contracts ~ Concerning ~ Concerning Concerning ~ Concerning
Foreign Equities  Precious ~ Commodities
Currency Rates Metals Except Other Than
and Gold Gold Precious Metals

One year or less 0% 19 2 7% 10%

Overone year but ~ 0.5% 5% 8% 7% 12%

under five years
Over five years 15% 75% 10% 8% 15%






ops/images/f0390-01.jpg
Keep

3
&

= DFCC?

Case 3





ops/images/t0114-01.jpg
Credit Credit Assessments

Quality Step

Fitch Moody’s s&p DBRS
1 AAA Aaa AAA AAA
2 AA Aa AA AA”
5 Ar Al A Al
4 A A2 A A
5 A- A3 A AL
6 BBB+ Baal BBB+ BBBH
7 BBB Baa2 BBB BBB
8 BBB- Baa3 BBB- BBBL
9 BB+ Bal BB+ BBH
10 BB Ba2 BB BB
1 BB- Ba3 BB- BBL
Below 11 BelowBB-  Below Ba3 BelowBB-  Below BBL

T ———









ops/images/f0446-01.jpg
Qualitative  (s)
Disclosures.

(b)

Quanticaive ©
Disclosures

I addicion to the general qualitative disclosure requiremen, the
approachfes) for operational risk capital asscssment for which the bank
qualifies.

Description of the AMA, if used by the bank, including a discussion
of relevant internal and external factors considered in the bank'’s
‘measurement approach. In the case of partial use, the scope and coverage
of the different approaches used.

For banks using the AMA, the operational risk charge before and afier
in capital resuling from the use of insurance.






ops/images/t0270-01.jpg
Residual Maturity

Precious Metals

BaseMetals  Agricultural  Other, including

(except gold) Products (softs) Energy Products
One year ot less 2% 25% 3% 10%
Over one year but 5% 4% 5% 6%
uander five years
Over five years 75% 8% 9% 10%






ops/images/e0140-01.jpg





ops/images/f0435-01.jpg
Quantitative
Disclosures:
Historical Results

®

(@

Actual losses (eg charge-offs and specific provisions) in the preceding
period for cach portfolio (as defined above) and how this diffrs from past
experience. A discussion of the factors that impacted on the loss experience
in'the preceding period—for example, has the bank expericnced higher
than average default rates, or higher than average LGDs and EADs?

Banks' estimates against actual outcomes over a longer period. At
a minimum, this should include information on estimates of losses
against actual losses in each portfolio (as defined above) over a period
sufficient t0 allow for a meaningful assessment of the performance of
the internal rating processes for cach portfolio. Where appropriate,
banks should further decompose this to provide analysis of PD and, for
banks on the advanced IRB approach, LGD and EAD ourcomes against

tes provided in the quanitative risk assessment disclosures above.






ops/images/t0190-01.jpg
Financial Undertaking"

Non-financial Undertaking

Holding over 50%

Holding between 20%
and 50%

Holding below 20% bur
above 10%

Holding below 10%

Consolidated as a subsidiary
Parcially consolidated asa
participation

Material holding—deducted

Weighted asset
(subject 0 aggregate limit of
10% of bank's own capital)

Consolidated as a subsidiary

Partially consolidated as a participaion

Qualifying holding—deducted if the
aggregate of such holdings exceeds
specified limits

Weighted asset

diccaking” for thi purpioss measis bk finei

il Siron p et





ops/images/t0081-01.jpg
Core tier 1

Non-core, non-innovaive tier 1
Innovaive tier 1 capital

Deductions from tier 1 capital

Upper tier 2 capital

Permanent share capital
Profic and loss account and other reserves (taking into
account interim net losses)

Eligible LLP members’ capical

Share premium account

Externally vecified intesim nec profits

Perpetual non-cumularive preference shares

Innovarive tier 1 instruments

Investments in own shares

Intangible assets

Excess of drawings over profits

Net losses on equities held in the available-for-sale inancial
asset category

Other deductions

Perperual cumulative preference shares
Perpetual subordinated debt
Perpetual subordinared securities
Revaluation reserves
Generalicollective provisions

Surplus provisions






ops/images/t0081-02.jpg
Lower tier 2 capital

Deductions from the total cier 1
and two.

Upper tier 3
Lower tier 3
Deductions from total capital

Fixed term preference shares
Long-term subordinated deb
Fixed term subordinated sccurities

Qualifying holdings
Material holdings

Expected loss amounts and other negarive amounts
Securitization positions

Reciprocal cross-holdings

Investments in subsidiary undertakings and participacions*
Connected lending of a capital narure

Short-term subordinated debe
Netinterim trading book profi and loss

Excess tading book position
Free deliverics

" Exclu

i b e b

i» alucedy dedlucred is imaterial holdings or aualifiing hol






ops/images/t0264-01.jpg
Issue Rating for  Residual Sovereigns  Other Securiization
Debt Securities  Maturity Tssuers Exposures

<l year 05 1 2
AAAAA/AL  slyear<Syars 2 4 s

>5 years 4 8 16
A+ 0 BBB-/ <l year 1 2 4
AUABP3and  >lyarSyears 3 6 12
unrated bank >5 years 6 12 2%
securities
BB+ 10 BB- Al 15 Noteligible  Not eligible






ops/images/f0378-01.jpg
Liability Type ASF Factor

The total amount of capital, including both tier 1 and tier 2 (afier deductions) as 100%
defined in existing global capital standards issued by the Commitice.

The toral amount of any preferred stock not included in tier 2 that has an effective
remaining maturity of one year or greater.

Total secured and unsecured borrowings and liabilities (including term deposits)

with cffective remaining maturities of one year or greater (not including

arrangements where the depositor has an option to withdraw within the one-year

period).

‘Stable’ non-maturicy (demand) deposits and/or term deposits (as defined in the 90%
LCR) with residual matusitis of less than one year provided by retail customers

and small business customers.

“Less stable’ non-maturity (demand) deposics and/or term deposts (as defined in 80%
the LCR) with residual maurities of less than one year provided by retail and
small business customers

Unsecured wholesale funding, non-maturity deposits and/or term deposits with 50%
a residual maturity of ess than one year, provided by non-financial corporates,
sovereigns, central banks, multilateral development banks and PSEs.

All other liabilities and equity categories not included in the above caregorics. 0%
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Business Line

Mulciplier

Corporate finance

cruments and/or placing of  18%
financial instruments on a firm commitment basi.

Services related to underwriting.

Investment advice.

Advice to undertakings on capital structure, industrial strategy

‘and relaed matters and advice and services relating to the.
mergers and the purchase of undertakings.

Investment research and financial analysis and other forms of
general recommendation relating to transactions in financial
RIS
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Aggregate amount of securitization exposures retained or purchased and
the associated capital charges, broken down berween securitization and
resecuritization exposures and further broken down into a meaningful
number of risk-weight bands for cach regulatory capital approach (eg SA,
RBA, [AA, and SFA) used.

« Exposures thar have been deducted entirely from tier 1 capital, credit
enhancing 1/0s deducted from total capital, and other exposures
deducted from toral capital should be disclosed scparately by cxposure
type.

For sccuritizations subject to the carly amortization treatment, the following

items by exposure type for securitized facilities:

« the aggregate drawn exposures artributed to the seller's and investor’s
incerests;

« the aggregare capital charges incurred by the bank against its retained (ie
the seller’) shares of the drawn balances and undrawn lines; and

+ the aggregate capital charges incurred by the bank against the investor’s
shares of drawn balances and undrawn lines.

Aggregate amount of resecuritization exposures retained o purchased

broken down according to:

+ exposues to which credit risk mitigation is applied and those not applicd;
and

« exposues to guarantors broken down according to guarantor
creditworthiness categorics o guarantor name.

The total amount of outstanding exposures securitized by the bank and
defined under the securitization framework (broken dovn into traditional/
synthetic) by exposure type, separately for securitizations of third party
exposures for which the bank acts only as sponsor.

The total amount of outstanding exposutes intended to be securitized
broken down by exposure type

Summary of current period’s securitization activity, including the total
amount of exposures sccuritized (by exposure type), and recognized gain or
loss on sale by exposure type.

Aggregate amount of exposures securitized by the bank for which the
bank hias retained some exposures and which s subject to the market risk
approach (broken down into traditionalisynthetic), by exposure type.

Aggregate amount of:

+ on-balance sheet sccuritization exposures retained ot purchased broken
down by exposure type; and

« off-balance sheet securitizaion exposues broken down by exposure
type

Aggregate amount of securitization exposures retained or purchased

scpararcly for:

+ sccuritization exposues retained or purchased subject to Comprehensive
Risk Measure for specific risk; and

+ sceuritization exposutes subject to the sceuritization framework for
specific risk broken down into a meaningful number of risk-veight bands
for each regulatory capital approach (eg SA, RBA, SFA, and concentration
ratio approach).
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The bank’s operational risk management
processcs and assessment system must be
subject to validation and regular independent
review. These reviews must include both the
actvities of the business units and of the
operational risk management function.

The bank’s operational risk assessment
system (including the inteenal validation
processes) must be subject to regular review
by external auditors and/or supervisors.

Incernal and/or external auditors must perform
regular reviews of the operational rsk
managemen processes and measuzement
systems. This review must include both the
activities of the business units and of the
independent opcational risk management
function.

“The validation of the operational risk

measurement system by external auditors and/

or supervisory authorities must include the

following

— verifying that the internal validation processes
are operating in a saisfactory manner; and

— making sure that data flows and processes
associated with the risk measurement system
are transparent and accessible. In particular, it
is necessary that audicors and supervisory
authorities are in a position 1 have casy
access, whenever they judge it necessary and
under appropriate procedues, o the system’s
specifications and parameters.

(1 Accord, para 663
D3 vl Bk 686
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Number of Working Days after Due Settlement Date Factor

5-15 8%
16-30 50%
31-45 75%
46 or more 100%

Note that this rule may be disapplied in cases of a system-wide failure of a settlement or clearing system
R ST 5.4 it
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‘The lender is able
o monitor the
location and
condition of the
asser, at any time
and place (regular
reports,
possibility tolead
inspections).

Strong insurance
coverage
including
collateral
damages with top
quality insurance
companics.

‘The lender is
able 1o monitor
the location and
condition of the
asset, almostat
any time and
place.

Satisfictory
insurance
coverage (not
including
collaeral
damages) with
good quality
insurance
companics.

‘The lender is able
to monitor the
location and
condition of the
asset, almost at any
time and place.

Fair insurance
coverage (not
including collateral
damages) with
acceprable

quality insurance
companies.

‘The lender’s abilities
to monitor the
location and
condition of the

d.

Weak insurance
coverage (not
including collteral
damages) or with
weak quality
insurance
companies.
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A summary discussion of the bank’s approach to assessing the adequacy of
its capital to support current and future activiies.

Quantitative ()

Disclosures

©

Capital requirements for credit risk:

+ portfolio subject to standardized or simplified standardized approach;

« portfolio subject to the IRB approaches;

« corporate (including SL not subject to supervisory slotting criteria),
sovereign and bank;

* residenial mortgage;

+ qualifying revolving retaily and

« other retail;

+ securitization expostes.

Capital requirements for equity risk in the IRB approach:

« equity portfolios subject to the market-based approaches;

+ equity portfolios subject to simple risk weight methods and

+ equities in the banking book under the intcrnal models approach (for
banks using IMA for banking book equity exposures);

« equity portfolios subject to PD/LGD approaches.

Capital requirements for marke risk:
« standardized approach; and
+ internal models approach—trading book.

Capital requirements for operational risk:
« basic indicator approach;

« sndardized approach; and

« advanced measurement approach (AMA).

Total and tier 1 capital ratio:

« for the top consolidated group; and

« for significant bank subsidiaries (stand alone or sub-consolidation
depending on how the Capital Accord is applicd).
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provides the providesthe  provides the lender  sccurity o the
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‘The name of the top corporate encity in the group to which the Capital
Accord applies.

An outline of differences in the basis of consolidation for accounting and
regulatory purposes, with a bricf description of the entities within the
group: (a) that are fully consolidateds (b) tha are pro-rata consolidateds
© that are given a deduction trearment; and (d) from which surplus
capital is recognized plus (¢ thar are neither consolidated nor deducted
(eg where the investment is risk weighted).

Any restrictions, or other major impediments, on transfer of funds or
regulatory capital within the group.

‘The aggregate amount of surplus capital of insurance subsidiaries
(whether deducted or subjected 0 an aliernative method) included in the
capital of the consolidaed group.

The aggregate amount of capital deficiencies in all subsidiaries not
included in the consolidation (ie that are deducted) and the name(s) of
such subsidiaries.

“The aggregare amounts (cg current book value) of the firm’s total interest
in insurance entiies, which are risk weighted rather than deducted from
capital or subjected 0 an alternative group-wide method, as well as
their name, their country of incorporation or residence, the proportion
of ownership interest and, if different, the proportion of voring power

in these encities. In addition indicated the quanitative impact on
regulatory capiral of using this method versus using the deduction or
alternative group-wide method
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Financial ratios
and advance
rate

“The property’s debe
service coverage
fatio (DSCR) is
considered strong
(DSCR s not
elevan for the
construction phase)
and its loan 10 value
fatio (LTV) is
considered low given
s property type.
Where a secondary
market exists, the
transaction is
underwritten to
posewtansrno

the arc compared
1o new projects.

The DSCR (not ~The property'’s
relevant for DSCR has,
development real - deteriorated and
estate) and LTV ivs value has
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the transaction is
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“The property's
DSCR has
deceriorated

canly and its
LTV is well above
underwriting
standards for new
loans.
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Parent

Assets Liabilities
Loans 8  Borrowings 60
Equity in Subsidiary 20 Equity 40
20 of Equity

Assets Liabillties
Loans 50 Borrowings 30
Equity 20

When consolidated, the balance sheet will look as here:
Consolidated

Assets Liabilities
Loans 130 Borowings EY
Equity 0
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account interim net losscs)

Eligible LLP members' capital
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Rating Original—Senior  Revised—Senior Resecuritization

Granular Granular

AAA 0.56% 0.56% 1.60%
AA 0.64% 0.64% 2.00%
A+ 0.80% 0.80% 28%

A 0.96%. 0.96% 3.20%
A- 1.60% 1.60% 4.80%
BBB4 2.80% 2.80% 8.00%
BBB 4.80% 4.80% 12.00%
BBB- 8.00% 8.00% 16.00%
BB+ 20.0% 20.00% 24.00%
BB 34.00% 34.00% 40.00%
BB- 52.00% 52.00% 60.00%

Below. Deduction Deduction Deduction
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Credit Quality Step 1 2 3 4 5 6

Risk Weight 0% 20% 50%  100%  100% 150%
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“The general qualitative disclosure requirement with respect to equity risk,

including:

« differentiation between holdings on which capital gains are expected
and those taken under other objectives including for relationship and
strategic reasons; and

« discussion of important policies covering the valuation and accounting
of equity holdings in the banking book. This includes the accounting
echniques and valuation methodologics used, including key
assumptions and practices affecting valuation as well as s
changes in these pracrices.

Value disclosed in the balance sheet of investments, as well a the fair
value of those investments; for quored securiies, a comparison to publicly
quoted share values where the share price is materially different from fair

valu

‘The types and nature of investments, including the amount that can be
classified as:
« publicly traded; and

« privately held.

‘The cumulative realized gains (losses) arising from sales and liquidations
in the reporting period.

Total unrealized or latent revaluation gains (losses) and any amounts
included in tier 1 and/or tier 2 capiral.

Capital requitements broken down by appropriate equity groupings,
consistent with the banke’s methodology, as well as the aggregate
amounts and the type of cquity investments subjeet to any supervisory
transition o grandfathering provisions regarding regulatory capital
requirements.
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lssue Rating  Residual Maturity  Sovereigns/Swrong  Banks/Corporates'/Other
PSES/MDBs* Sovercigns and PSEs
AAA/AA 1 year or less 05 1
LioS years 2 4
5 years or more 4 8
A/BBB 1 year or less 1 2
1105 years 3 6
5 years or more 6 12
BB+/BB- 15 N/A

* Credit quality step 4 or sbove.
t Coredic qualicy seep 3 snd sbove.
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UKIG firm (0 4 undertaking
within it esidual block

K CRpiRl sesucas to Wilch thene Amie
apply are thoseof the UKIG, rather than those
ofthe solo frm.

Treasury concession and intra-group securiies
financing transactions may aso be applied

o the exposures of the UKIG to each of s
diverse blocks within the WIG if the requisice
condicions are savsfied.

In respect of he essury concesson, where
there isa WIG, the UKIGs exposures o cach
individualdierse block may be exempr from the
25% limit up 104 maximum amouat of 0%
ofthe capial resources of the UKIG, Exeanpt
exposures e also cxempt forthe purpose of
caleularing the notional CNCOM for xch
diverse lock. The UKIG expostes o the
individualdivrse blocks that were cligible for
the treasury concesion, but which togeiher with
other such exposures exceed the 50% lmic are
ok exempt and ar teated s ther exposures of
the UKIG and remain subject o the 25% linic

In itwation 8, thereis a UKIG, WIG
(comprising diverse blocks agreed under the
WIG waiver) and residual block.

“The UKIG' exposures to membersof s
esidual block are exempt from the normal
large exposureslmitsat the solo leve, Instead,
the ol of the UKIGs expostres o the
esidual block s subjectto the following lmits:

— 500% limit for excess rading book
exposures with the deltion of the 10-day
time limi; and

— Treasury concession and intea-group
securities nancing transactions.

“The capial resources to which theselimits

apply are thoseof the UKIG, rather han those

ofthe solo frm.

Treasury concession and intea-group securiis

financing transactions may also be applied to

exposues of the UKIG 1o s esidual block if

‘the seauiiie conditions aze selified.
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Asset Corporate Residential Other Retail Qualifying
Class Exposures Mortgages Exposures  Revolving Retail
Exposures
UGD: A% A% 4% 25%  4S%  85%  4S% 8%
oo
of €)
PD:
003%  14.44% A% 230%  445%  BAI%  098%  L8S%
005%  19.65% 623%  346%  GE3% 1252  151%  2.86%
010%  29.65% 10.69%  594% 1LI6% 21.08% 271%  5.12%
025%  4947% 39019% 2030% 1183% 2LI% 3998%  576% 10.88%
040%  G272% 4949% 2094% 16.64% 28.42% S369%  8AI% 15.88%
050%  (9.61% S491% 3508% 1949% 32.36% 6LI% 10.04% 1897%
075%  8278% G5.14% AGAG% 2581% 40.10% 7574% 1380% 26.06%
100% 92320 7240% S6.40% 3133% 4S77% 86AG% 17.2% 32.53%
130% 10095% 7877% 67.00% 37.22% S0.80% 9595% 21.02% 39.70%
L50% 105.59% 8211% 734S% 40.80% S337% 100.81% 23.40% 44.19%
200% 14.86% S85S% §7.94% 48.85% 5799% 10953% 2892% SA.63%
250% 12216% 9343% 100.64% 5591% G0.90% 115.03% 3398% G4.18%
300% 12844% 9758% 11199% 6222% G6279% 1I8.61% 38.66% 73.03%
400% 13958% 10504% 13163% 7313% G5.01% 122.80% 4716% §9.08%
500% 149.86% 112.27% 148.220% 8235% G66.42% 12545% S475% 10341%
6O0% 159.61% 11948% 16252% 90.29% 6773% 12794%  6L61% 116.57%
1000%  193.09% 146.51% 20441% 11356% 75.56% 142.60% 83.89% 158.47%
1500% 2254% 17191% 23572% 13096% $8.60% 167.38% 103.89% 196.23%
2000%  238.23% 188.42% 253.12% 140.62% 100.28% 189.41% 117.99% 222.86%

Source: Basel 11 International Convergence of Capinal Meassrement and Capival Standards: A Revied

Framesork—Comprehensive Version, June 2006, Anne 5.

* where necessary, a maturity of 2.5 years has been assumed.
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WIG firm 0 an undertaking
in the UKIG

WIG firm 0 another
undert. he same.
WIG (either within the same
diverse block or between
diverse blocks)

WIG firm 10 an undertaking
within the residual block

A firm wichin the residual
block to an undertaking
within the UKIG

A firm wichin the residual
block to an undertaking
within the WIG

A firm within the ual
block t0.an underaking in
the residual block

In respect of the treasury concession, where,
subject 10 meeting the treasury concession
conditions, the UKIG s exposues to

undertakings within it resdual block may

be exempt from the 25% limit, subject 02
maximum of 50% of the capital resources of
the UKIG, These exempe exposures would also
be exempt for the purposes of calculating the
notional CNCOM. Any exposure that meets
the treasury concession conditions but is
above the 50% limit would not be exempt
from the large exposue imits. They would
not be exemp from the notional CNCOM,
UKIG exposures that were eligible for a
weasury concession, but which, together
with other such exposures, excceded the 50%
limit are not exempr and are treated as ocher
exposures of the UKIG and remain subject 1o
the 25% limic.

Not within the scope of the preferential large
exposure treatmens

Not within the scope of the preferential large
exposure treatments.

Not within the scope of the preferential large
exposure treauments.

Not within the scope of the preferential large
exposure treaments.

Not within the scope of the preferential large
exposute reatments.

Not within the scope of the preferential large
exposure treatments.
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RSF Category

RSF Weighting

Cash immediarely available to mect obligations, not currently encumbered as
collateral and not held for planned use (as contingent collateral, salary payments,
or for other reasons).

Unencumbered short-term unsecured instruments and transactions with
outstanding maturicis of less than one year.

Unencumbered securities with stated remaining maruriies of less than one year
with o cmbedded options that would inerease the expeeted marurity to more
than one year.

Unencumbered securities held where the institution has an offsctting reverse
repurchase transaction when the security on cach transaction has the same
anique identifier (eg ISTN number or CUSIP)

Unencumbered loans to financial envities with cffective remaining maturities

of less than one year that are nor renewable and for which the lender has an
irrevocable right to call.

0%

Unencumbered marketable sceurities with residual maturicies of one year o
greatcr representing claims on or claims guaranteed by sovercigns, central banks,
BIS, IME, EC, non-central government PSEs, or mulilateral development banks
that are assigned a 0% risk weight under the Basel 11 standardized approach,
provided that active repo or sale markets exist for these sccuritics

Unencumbered corporate bonds or covered bonds rated AA- or higher with
residual maturities of one year or greater sarifying all of the conditions for Level
2 assets in the LCR.

Unencumbered marketable securities with residual maturicis of one year or
greater representing claims on or claims guaranteed by sovereigns, central banks,
non-cencral government PSEs that are assigned a 206 risk weight under the.
Basel I1 standardized approach, provided that they meet all of the conditions for
Level 2 assets in the LCR.

20%

Unencumbered gold.

Unencumbered equity securities, not issued by financial inscicutions or their

affiliates, lsted on a recognized exchange and included in a large cap market indes.

Unencumbered corporate bonds and covered bonds that satisfy all of the

following conditions:

- Central bank eligibility for intraday liquidity needs and overnight liquidity
shortages in relevant jurisdictions

- Not issted by financial institutions or their affiliates (except in the case of
covered bonds)

- Nor issued by the respective fiem irself or its affiliates

- Low credic risk: assets have a credic assessment by a recognized ECAI of At (o
A-, or do not have a credit assessment by a recognized ECAI and are internally
rated as having a PD corresponding o a credit assessment of As to A-

- Traded in large, deep and active markets characterized by a low level of
concentration.

Unencumbered loans to non-fi

banks, and PSEs having a rema

ncial corporate clients, sovereigns, central
ing maturity of less than one year.

50%

Unencumbered residential mortgages of any maturity that would qualify for the
359% or lower risk weight under Basel I Standardised Approach for credit risk.

Other unencumbered loans, excluding loans to financial instiutions, with

of one year or greater, that would qualify for the 35% or
e under Basel 11 Standardised Approach for credit risk.

65%
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Irading and sales

Retail banking

Dealing on own account.
Money broking.

Reception and transmission of orders in relation to one or
more financial instruments.

Execution of orders on behalf of clients.
Placing of financial instruments on a best efforcs basis.

Operation of multilueral trading faciltics.

Commercial banking

Payment and
Sectlement

Agency services

Asset management

Reail brokerage
(acrivities with
dividual
physical persons
or a retail SME
as defined under
the standardized
approach)

Reception and transmission of orders in elation to one o
more financial instruments.

Exccution of orders of behalf of cliencs.

Placing of financial instruments without a firm commitmenc
basis.
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Qualitative
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(@)

(b)

The general qualitative disclosure requirement with respect to securitization

(including synthetics), includes a discussion of:

+ the bank’s objectives in relation to sccuritization activiry, including the
extent to which these activitis transfer credit isk of the underlying
sccuritized exposures away from the bank to other entities, and including
the type of risks assumed and retained with resecuritization activity;

« the nature of other risks (eg liquidity risk) inherent in securitized assets;

+ the various roles played by the bank in the sceuritizarion process and an
indication of the extent of the bank’s involvement in cach of thems

« a description of the processes in place to monitor changes in the credic
and marker risk of sccuritization exposures (for cxample, how the
behaviour of the underlying assets impacs securitization exposures
including how those processes differ for resceuritization exposures);

+ a description of the bank’s policy governing the use of credit risk
mitigation to mitigate the risks recained through securitization and
resecuritization exposures; and

+ the regulatory capital approaches (eg Standardized Approach (SA);
Ratings Based Approach (RBA); Internal Assessment Approach (TAA);
Supervisory Formula Approach (SFA); standardized measurement
method and Comprehensive Risk Measure) that the bank uses for its
securitization activities including the type of securitization exposures to
which cach approach applics.

Alist of:

+ the types of SPEs thar the bank, as sponsor, uses to sccuritize third party
exposures. Indicate whether the bank has exposure to these SPES,either
on or off-balance sheet; and

« affiliated entitis () that the bank manages or advises and (i) that invest
cither in the securitization exposures that the bank has securitized or in
SPEs that the bank sponsors’ approach applies.
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Asset value and
liquidicy are
elacively
insensicive ©
—— -

Above average
design and
maintenance.
Stndard
configuration,
maybe with very
limited
exceptions.

such that the
object meets a
liquid market.

Resale value s
moderately

above debt value.

Assetvalue and
liquidicy are
sensitive to
cconomic cycles.

Average design and
mainenance.
Configuration is
somewhat specific
and thus might
cause a narcower
market for the
object.

Resale value is
sightly above debt
value.

Asset value and
liquidity are quice
sensitive to
economic cycles.

Below average
design and
maintenance. Asset
is near the end of its
cconomic life
Configuration is
very specifics the
marke for the
object i very
narrow.

Resale value is below
debt value.

Assetvalue and
liquidiy are highly
sensitive to.
cconomic cycles.
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Hedging Set Categories CCR Multiplier
Incerest ates 0.2%
Icerest rates for risk positions from a reference debt instrument 0.3%
that underlies a credit default swap and to which a capital charge of

1.60% or less applies under the IRR approach

Incerest rates for risk positions from a debr instrument or reference 0.6%
debt instrument to which a capital charge of more than 1.60% applies

under the IRR approach

Exchange rates 25%
Elctric power 4.0%
Gold 5.0%
Equity 7.0%
Precious metals (except gold) 85%
Other commodities 10.0%
Underlying instruments of financial derivative instruments that are 10.0%

not in any of the above categories
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Strong Good Satisfactory Weak
Permin All permits have Al permics Most permits Problemsin
licensing been obained;  obuainedorin  obained or in obuainingall
asset meets the processof  processof being  required permits,
currentand being obuained;  obuained, partof the planned
foresecable safery  asset meets ousanding ones  configuration and/
regulations. current and considered routine, or planned
foreseeable safety  assec meets current  operations might
regulations. safety regulations.  need to be revised.
Scope and Strong long-term  Long-term Limited O&M No O&M contracts
nature of O&M contract,  O&M contract,  contract or OXM  risk of high
operationand  preferably with  andlor OXM reserve account operational cost
management  conteacaual reserve accounts (i needed). overruns beyond
(0dM) (ifneeded). mitigants.
contracts
accounts (i
needed).
Operator's Excellent track  Satisfactory track  Weak or short track  No or unknown
financial record and stong  record and record and track record and
strengih, track  re-marketing  re-marketing  uncercain inabilicy 10
record in capabilicy. capability. re-marketing re-market the asset.
managing the capability.
aset pype and
capability 10
re-market aset

when it comes
off-lease
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Covenant package Covenant package
issurong for this s sarifactory for

type of project.  this type of project.

Project may issue ~ Project may issue
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additional debr.

Longer than Average coverage
average coverage  period, all reserve

period, all eserve  funds fully funded.

funds fully funded
in cash or lecters of
credit from highly
raced bank.

Covenant
package is faic
for this type of
project.

Project may
issue limited
additional deb.

Average
coverage
period, all
reserve funds
fully funded.

Covenant
package is
insufficient for
this type of
project.

Project may
issue unlimited
additional deb.

Shorter than
average coverage
period, rescrve
funds funded
from operating
cash flows.
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Strong. Project is
highly surategic for
the sponsor (core
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term straegy)

Good. Project is
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Project is
considered
important for
the sponsor
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Limited. Project
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term strategy or
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Security Package
Asignment of  Fully Comprchensive,  Accepuable.  Weak.
contracts and  comprehensive.
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taking into sccuriy interest in. interest in all sceurity or collateral for
account quality, all project assets,  project assets,  interestinall  lenders; weak
value and contracts, permits  contracts, permits  project assets, negative pledge
liquidityof ~ andaccounts  and accounts contracts, clause.
asiets necessary o run  necessary o run permits and
the project. the project. accounts
necessary
run the project.
Lender’s control  Strong. Satisfactory. Fair. Weak.
over cash flow
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independent

o Akl
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Qualitative
Disclosures.

Quantitative
Disclosures

@

(b)

‘The general qualicative disclosure requirement for market risk including
the portfolios covered by the IMA,

For cach portfolio covered by the IMA:

« the characteristics of the models useds

« a descripion of sress testing applicd to the portfolio; and

« a descripion of the approach used for backtesting/validating the
aceuracy and consistency of the internal models and modelling
processes.

‘The scope of acceptance by the supervisor.

For trading portfolios under the IMA:

« The high, mean and low VaR values over the reporting pes
period-end; and

A comparison of VaR estimates with actual outcomes, with analysis of
imporcant ‘outliers’ in backeest results.

d and
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Unencumbered loans to retail customers (i natural persons) and small business 85%
customers (as defined in the LCR) having a remaining maturity of less than one
year (other than those that qualify for che 65% RSF above)

Al other assets not included in the above categories. 100%
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Off-balance Sheet Categories

RSF Category

Conditionally revocable and irrevoeable credit and liquidity facilities
(0 any client.

5% of the currently
undrawn portion

Other contingent funding obligations, including products and
struments such as:
onditionally revocable ‘uncor
ities;

rantees;

Letters of credi;

Other trade finance instruments; and

Non-contractual obligations such a

- Potential requests for debr repurchases of the bank’s own debt or
that of related conduits, securitis investment vehicles, and other
such financing facilities;

- Structured products where customers anticipate ready marketabilicy,
such as adjustable rate notes and variable rate demand notes
(VRDNGs); and

- Managed funds that are marketed with the objective of maintaining
a stable value such as money market mutual funds or other types of
stable value collective investment funds ctc.

itted” eredit and liquidicy

National supervisors can
specify the RSF factors
based on their national
circumstances.
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Risk weights assuming 45% LGD and 2.5yr Matwrity

PD Retail Exposures  Residential Mortgages Qualifying Revolving
Retail Exposures
0.05% 7% % 2%
1.00% 46% 56% 17%
2.00% 58% 88% 29%
5.00% 66% 148% 55%
10.00% 76% 204% 84%
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Qualicative
Disclosures

Quantic
Disclosures: Risk
Assessment

@
(b)

©

@

C]

Supervisor’s acceptance of approach/supervisory approved transicion.

Explanation and review of the:

« structure of internal rating systems and relation between internal and
external ratings;

« use of internal estimates other than for IRB capical purposes;

« process for managing and recognizing credit risk mitigation;

« control mechanisms for the rating system including discussion of
independence, accountability, and rating systems review.

Description of the internal ratings process, provided separately for five
distinet portfolios:

« corporate (including SMEs, specialized e
corporate receivables), sovereign, and bank;
equities;

residential mortgages

qualifying revolving retail; and

other retail.

d purchased

“The descripion should include, for each porcfoli

« the types of exposure included in the portfolio;

« the definitions, methods and data for estimation and validation of
PD, and (for portfolios subject to the IRB advanced approach) LG
and/or EAD including assumptions employed in the derivation of
these variables; and

« description of deviations as permitted under paragraph 418 and
footnote 84 from the reference definition of default where determined
t0 be material, including the board segments of the portfoliofs)
affected by such deviations.

Percentage of total credit exposures (drawn plus EAD on the undrawn)
to which IRB approach disclosures relate.

For each portfolio (as defined above) except retai
« presentation of exposures (outstanding equities) across a suffcis
number of PD grades (including defaule) o allow for a meaningful

differentiation of credi risk;
« for banks on the IRB advanced approach, defauli-weighted average
LGD (percentage) for cach PD grade (as defined above); and
« for banks on the IRB advanced approach, amount of undrawn
commicments and defaulc-weighted average exposure at defaule

(ED).

orcfolios (as defined above), cicher:

res outlined above on a pool basis (e same as for non-retail
portfolios); or

« analysis of exposures on a pool basis (outscanding loans and EAD
on commitments) against a sufficient number of expected loss (EL)
grades to allow for a meaningful differentiation of credit risk.
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Banking Book

©
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(h)

@

G

(&)

Summary of the bank's accounting policies for securitization activities,

including:

« whether the transactions are treated as sales or financings;

+ recognition of gain on sale;

+ methods and key assumprions (including inpucs) applied in valuing
posicions recained or purchased;

+ changes in methods and key assumprions from the previous period and
impact of the changes;

* treatment of synthetic securitizationsif this is not covered by other
accouncing policies (eg on derivatives);

+ how expostres intended to be sceuritized (eg in the pipeline or warchouso)
are valued and whether they are recorded in the banking book or the
trading bools and

+ polices for recognizing iabilitics on the balance sheet for arrangements
that could require the bank to provide financial support for securitized
assets

In the banking book, the names of ECAIs used for securitizations and the
types of sceuritization exposure for which cach agency s used.

Description of the IAA process. The description should include:

« structure of the internal assessment process and relation between internal
assessment and external ratings, including information on ECAls as
referenced in 9(d);

« use of internal assessment other than for IAA capital purposes;

+ control mechanisms for the internal assessment process including
discussion of independence, accountabilicy, and internal assessment
process review;

+ the exposure type to which the internal assessment process is applied; and

« stress factors used for determining credit enhancement levels, by exposure
type.

An explanation of significant changes to any of the quantitative information
(eg amounts of assets intended to be sccuritized, movement of assets betwwee:
banking book and trading book) since the last reporting period.

The total amount of outstanding exposures securitized by the bank and
defined under the sceuritization framework (broken down into traditional/
synthetic) by exposure type separately for securitizations of third parcy
exposutes for which the bank acts only as sponsor.

For exposures sccuritized by the bank and defined under the securitization

framework:

+ amount of impaired/past due assets securitized broken down by exposure
types and

+ losses recognized by the bank during the curr
exposure type.

¢ period brok

down by

“The total amount of outstanding exposures intended to be securirized
broken down by exposure type.

Summary of current period’s securitization activity, including the toral
amount of exposues sccuritized (by exposure type), and recognized gain or
loss on sale by exposure type

Aggregate amount of:

+ on-balance sheet securitization exposures recained or purchased broken
down by exposure type; and

« off-balance sheet securitization exposutes broken down by exposure type.
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Debr sec issued or guaranteed by central governments,

wed by central banks, incernacionl organizarions, multlateral
development banks or EEA states’ regional governments or local
authorities which would qualify for credit qualiy step 1 or which
would receive a 0% risk weight under the standardized approach
to credit risk.

(A) Debt sccuritis ssued or guaranteed by central governments,
sued by central banks, international organizations, multilateral
development banks or EE al governmens or local
authorities which would qualify for credit qualiy step 2 or 3
under the standardized approach to credit risk.

(B) Debr securicies issued or guaranteed by institutions

which would qualify for credit qualicy siep 1 or 2 under the
wandardized approach o credit risk.

(C) Debt sccurities issued o guaranteed by an insticution which
would qualify for credit quality step 3 or which would do so f it
had an original effective matutity of three months of less.

(D) Debr sccuries issued or guaranteed by corporates

which would qualify for credit qualicy siep 1 or 2 under the
andardized approach to credit
(B Ocher-qudlifiing dobe seoniiibes:

Zero to six
months

Over 6 and
upand
including 24
months

Over 24
months

0%

0.25%

1%

1.6%
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Quantitative
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(@)

(b)

Summary information on the terms and conditions of the main features
of all capital instruments, especially in the case of innovative, complex
o hybrid capital instrumens

The amount of tier 1 capital, with separate disclosure of:
* paid-up share capitalicommon stock;

minoricy interests in the equity of subsidiaries;
innovarive instruments;

« other capital instruments;

surplus capital from insurance companies; and
goodwill and other amounts deducted from ¢

The total amount of tier 2 and tier 3 capiral.
Deductions from tier 1 and tier 2 capital.
Total eligible capital.






ops/images/t0306-01.jpg
A comprehensive understanding -~ regardless of where these exposures are held

of the risk characteristics of ~ whether on balance shee or off balance sheet

underlying exposures ~ the risk characteristis of the pools underlying the
securitization

Performance information on the  — exposure type

underlying pools on an ongoing -~ percentage of loans 30, 60, and 90 days past due

basis in 4 timely manner ~ defaul rates

~ prepayment rates
loans in foreclosure
~ property type
~ occupancy
average credit score or other measures of creditworthiness
~ average loan-to-value ratio
~ industry and geographic diversification

For resecuritization ~ information not only on the underlying securitization
tranches, such as the issuer name and credi qualicy; bu
also on the characteristics and performance of the pools
underlying the securitization tranches

All relevan seructural fearures the contractual waterfall
of a sccuritization ~ waterfull-relred triggers
credit enhancements
liquidity enhancements
~ market value iggers
- deal-specific definitions of default
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1/RWAs 350 4% 45%
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EventType
Category
(Level 1)

Definition

Categories
(Level 2)

Activity Examples (Level 3)

Incernal fraud

Losses due 10 acts of a type
intended to defraud,
misappropiate property or
circumven regulations, the
law or company policy,
excluding diversity!
discrimination events, which
involve ac least one inernal

parey

Unauchorized
activity

Theft and
fraud

Transactions not reported
(intentional)

‘Trans type unauthorized
(wimonetary loss)

arking of position
(inventional)

Fraudleredi fraud/worthless
deposics

“Theft/extortion/
embezzlement/robbery

Misappropriation of assets
Malicious destruction of assets
Forgery

Check kiting

Smuggling

Account take-over/
impersonation/etc

Tax non-compliancefevasi
(wilful)

Bribes/kickbacks

Insider trading (not on irm's
accennd
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Political and Legal Environment

Palitical risk,
jncluding ~ mitigation
trangferrisk instrumens, if
needed.
Legaland  Jurisdiction is
regulatory  favoutable to
rsks repossession and
enforcement of

contacts.

mitigation
instruments, if

needed.

Jurisdiction is
favourable
repossession and
enforcement of
contracts.

Moderue;
mitgacion
instruments.

Jurisdiction is
generally
favourable t0
repossession and.
enforcement of
contracts, even if
repossession might
be long and/or
difficult.

High; no or weak
mitigation
instrumens.

Poor or unstable
legal and regulatory
environmen.
Jurisdiction may
make repossession
and enforcement of
contracts lengthy or
impossibl.

Transaction Characteristics

Financing term_Ful payout
compared 1o the profile/
cconomic lfe of - minimum
the aset balloon. No
oracensrod.:

Balloon more
significant, but
sillac
satifactory
Jevels,

Tmportant balloon
with porentially
grace periods.

Repayment in fine
o high balloon.
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Financial Strength

Financial  Strong fi
ratios (debr tatios considering
wrvice the type of asser.
coverage ratio. Very robust

and lan-to- econor
value ratio)  assumptions.

Stress analysis  Stable long-term
revenues, capable
of withstanding
severely stressed
condicions
through an
economic cycle.

Stronglacceptable St

financial ratios
considering the
type of asst.
Robust project
cconomic
assumprions.

Satisfacory
short-term
revenues. Loan
can withstand
some financial
adversicy.
Default s only
likely under
severe economic

rd financial
ratios for the asset

type.

Uncertain
short-term
revenues. Cash
fows are
vulnerable 0
stresses that are not
uncommon
through an
economic cycle.

atios considering
the type of asset.

Revenues subject to
strong uncertainties
even in normal
conditions the asset
may default, unless
conditions improve.

conditions. “The loan may
defaultin a normal
downturn,
Marker Marketis Market is Market is egional  Local market and/or
lguidiy structured ona worldwideor  with limited poor vishility. Low

worldwide basis;
assets are highly
liqui

regional; assts
are relacively

liquid.

prospects in the
short term,
implying lower
liquidity.

or noliquidity,
particulady on
niche markets.
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‘Stable’ deposits by retail and SME
‘Less stable’ deposits by retail and SME
Unsecured wholesale funding through operational relationships

Unsecured wholesale funding from non-financial corporates,
sovereigns, central banks and PSEs

Unsecured wholesale funding from all other customers
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(h)

Industry of counterparty type distribution ot exposures, broken down by
major types of credit exposure.

Residual contractual maturity breakdown of the whole portfolio, broken
down by major types of credit exposure.

By major industry or counterparty type:

« amount of past due/impaied loans;

« specific and general allowances; and

« charges for specific allowances and charge-offs during the period.

Amount of impaired loans and past due loans broken down by significant
geographic arcas including, if practical, the related amounts of specific
and general allowance.

Reconciliation of changes in the allowance for loan impairment.
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Critically
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Tangible equity £29
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strong
termination
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or a commodity
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a world marker;
output can readily
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projected prices
even at lower than
historic market
growth rates.

Good
creditworthiness of
off-taker; strong
termination
clauses; tenor of
contract exceeds
the mawrity of the
debr.

Project produces
essential services or
acommodity sold
widely ona
regional marker
that will absorb it
at projected prices
at historical growth

Accepuable
financial
standing of
off-taker;
normal

clauses; tenor
of contract
generally
matches the
‘maturity of the
debr.
Commodity
sold ona limited
‘market that may
absorb i only at
lower than
projected prices.

Weak off-
taker; weak
termination
clauses; tenor
of contract does
not exceed the
maturity of the

debr.

Project output
is demanded by
only one or a few
buyers oris not
generally sold

on an organized
marke
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Assumed Drawdown

Retail and small business
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Financial insticutions and all other borrower

types
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10%
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American option

European oprion

Bermudan option

Asian option

An option that may be exercised at any ti
up o its expiry date.

 over an extended period

An option that can only be exercised at expiry

Ahalfway house between an American option and a Eutopean
option. The Bermudan option can only be exercised at specific dates

“The buyer has the righ (o exercise at the average rae or price of the
Asian option underlying over the period (or part of the period) of the
option. One varian is where the payout s based on the average of the
underlying against a fixed strike price; another variant is where the
ut gives at expiry the price of the underlying against the average
oves the amedda vetlad.
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Other (including
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Outright rate 8% 10% 12% 15%






ops/images/f0420-01.jpg
Subsidiary

Bank
Bank
Bank






ops/images/f0363-01.jpg
Stock of el;

le liquid assets <100%

Total net cash outflows over the next 30 days





ops/images/9780199643981.jpg
INTERNATIONAL
REGULATION
OF BANKING

Capital and Risk Requirements

SECOND EDITION

SIMON GLEESON






ops/images/f0438-01.jpg
Qualitative (1)
Disclosures.

Quantiative (b)
Disclosures

©

(]

‘The general qualitative disclosures requirem cct to derivatives

and CCR including:

ussion of methodology used to assign economic capital and eredit

its for counterparty credit exposuress

« discussion of policics for sccuring collateral and establishing credit
reserves;

« discussion of policies with respect to wrong-way risk exposures;

« discussion of the impact of the amount of collateral the bank would have
0 provide given a credi rating downgrade.

Gross posicive fair value of contracts, netting benefits, netted current
credit exposure, collareral held (including type eg cash, government
securities, cte) and net derivarives credit exposure. Also report measures
for exposure at default, or exposure amount, under the MM, SM or
CEM, whichever is applicable. The notional values of credit derivative
hedges and the distribution of current credit exposure by types of credit
exposure.

Credit derivative transactions that create exposures o CRR (notional
value), segregated between use for the insticutions own credit portfolio.
Aswell as in fts intermediation activicies, including the discribution of the
credit derivaives products used, broken down further by protection boughi
and sold within each product group.

The estimate of alpha i the bank has received supervisory approval to
estimate alpha.
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Credit Quality Step 1 2 3 4 5 and above

Weight for Long-Term Rating 20%  50%  100%  350%  1250%
Weigh for ShorcTerm Raving 20%  50%  100%  1250%  1250%
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(A) Debr securities issued or guaranteed by central governments,
ssued by central banks, international organizaions, multlateral
development banks or EEA states’ regional governments o local
authorities or institutions which would qualify for credit quality
ep 4 or 5 under the standardized approach to credit risk.

(B) Deb securities issued or guaranteed by corporates

which would qualify for credi qualicy siep 3 or 4 under the
suandardized approach 1o credic risk.

(C) Exposures for which a credit assessment by a nominated
ECAL i not available.

(A) Debt sccurities issued or guaranteed by central governments
ssued by central banks, international organizations, multilateral
development banks or EEA states’regional governments or local
authorities or institution which would qualify for credic quality
cep 6 under the sundardized approach to credit risk.

(B) Deb sccurities issued or guaranteed by corporate

which would qualify for credit qualicy siep 5 or 6 under the
siandardized approach o credic risk.

(C) An instrument that shows a particular risk because of the
insufficient solvency of the issuer of liquidity. This paragraph
applics even if the instrument would otherwise qualify for a lower

PRA under this table.

8%

12%
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Securitization Exposures

Resecuritization Exposures

AAA 0 AA-
AvtoA-
BBB.+ 10 BBB-
BB+ t0 BB-

B+ and below or unrated

20

50
100
350

Deduction

40
100
225
650

Short-term Rating

Securitization Exposures

Resecuritization Exposures

A-LIP-1
A2/P2
A-3ID-3

All ocher ratings or unrated

20
50
100

Deduction

40
100
225






ops/images/f0444-01.jpg
Qualitative  (2) The general qualiative disclosure requirement for market risk including the
Disclosures portfolios covered by the standardized approach.

Quantitative  (b) The capital requirements for:
Disclosures.  interest rate ]
* equity position risk;
+ foreign exchange risk;
« commodity risk.

ind
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practices

Losses arising from an Suitability,
unintentional or negligent  disclosure and
filure to meet a professional ~fiduciary
obligation to specific clients

(including fiduciary and

suitability requirements), o

from the nature or design of a

product

Improper
business or
market
practices

Fiduciary breaches/guideline
violations

Suiabilityldisclosure issues
(KYC, e10)

Retail customer disclosure
violations

Breach of privacy
Aggressive sales
Account churning

Misuse of confidential
information

Lender liability
Anirust

Improper trade/market
practices

Market manipulation

Insider trading (on firm's
account)

Unlicensed activicy
Vhsoorlinndeiing
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External fraud  Losses due toactsota type  lheftand fraud Theft/robbery
intended to defraud,

Forgery
misappropriate property or -
circumvent the law, by a third Check kiting
party
Systems Hacking damage
ey, Thefi of information

(wlmonetary loss)

Employment ngfomacts  Employee  Compensation, benefi,
practicesand  inconsistent with relations termination issues
workplace  employment, health or safcy Organized labour activity
safety Laws or agrecments,

payment of personal
claims, or from diversity/
discrimination events

Safe General liabilcy (lip and
environment  fall, etc)

Employee health and safety
rules events

Workers compensation

Race and All discrimi
e

tion types
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Reiationships  Strong relationships Proven Adequate Poor

with relevant ~ with leading actors elationships  relationships  relationships with
realesate suchasleasing  withleading  with leasing  leasing agents
actors agents. actorssuchas  agents and other  and/or ocher
leasing agents.  parties providing _parties providing
important real  important real
estate services. __estate services.
Security Package
Nature of lien  Perfected first lien.* Perfected first Perfected first Ability of lender
ien." lien.* to foreclose is
constrained.
Assignment of ~“The lender has. Thelenderhas  The lenderhas  “The lender has
vens (for obtained an obwinedan  ghainedan  not obtained an
projcts leased assignment. They  assignmenc.  ouiennent  sssignment of
tolongeterm maintain cursent They maincain They maimain  the leasesor has
tenants) tenant information  CUrrent t€nant  yrrent ok il

thac would facilicace information that
providing notice to would facilitate
remit rents directly  providing noice
to the lender, such  to the tenants to
asa curtent rent roll remit rents

information that  the information
would facil necessary o
providing notice  readily provide
to the tenants w0 notice to the

emit rents building’s
and copiesof the  directly 0 the girecrly o the  cenant

project’s leases.  lender, such as
current rent roll
and copies of the
project’s leases.

lender, such as

curtent rent roll

and copies of the

project’s leases.

Qualityof  Appropriate. Appropriate.  Appropriaie.  Substandard.
the insurance

coverage

* Lenders in some markets extensively use lo
indicative of this level of risk if the toral LTV
loan 1TV

serucuures thar include junior liens. Junior liens may be
Husive of allsenior positions does not exceed a typical firs
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Credit Quality Most Senior Tranche(1) Normal Treatment ~ Non-granular Pools (3)
Step

1 7% (6%)(2) 12% 20%
2 8% 15% 25%
3 10% 18% 35%
4 12% 20% 35%
5 20% 35% 35%
6 35% 50% 50%
7 60% 75% 75%
8 100% 100% 100%.
9and 10 250% 250% 250%
n 425% 425% 425%
12 650% 650% 650%
13 1250% 1250% 1250%

(1) The most seniortranche for this purpose means the most senior tranche distegardingany super-senior
items du in respect of interest or currency derivativesor semior liquidity facliies.

(2) A senior tranche which i senior t0 3 tranche which would qualify for eredit quality stp 1 may be
weighted at 6 per cent rather than 7 per cent

anon-granular poo is  pool which contains lessthan six items. However, the calculacion

mber of tems in a pool is done by using a weightcd average rather than by simply counting—

thus pool containing one £1m assec and six £1 assets will not count as granular for this purpose. The

formula for calculating the cfective number of exposuresi:

N=((E)EAD)II(ENEAD)

where EAD, represents the sum of the exposure values ofallexposures to the ch obligor. Where a

uritzation is a esccuriization this means that the bank must count the mumber of exposures in the
mediate pool rather than the number of underlying assets—thus a resccuritization containing three
ranches of bonds issucd by a mortgage sccuritization vehicle would be non-granular for this purpose, even
ol thisls Joes b miey el of oorasaias uadereling this Doads,
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Long-term Rating

Securitization Exposures

Resecuritization Exposures

AAA 10 AA-
AvtoA-

BBB. 10 BBB-

BB+ 10 BB-

B+ and below or unated

20
50
100
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Deduction

40
100
225
650

Short-term Rating

Securitization Exposures

Resecuritization Exposures

A-LIP-1
A2/P2
A-3/P-3

All other ratings or unrated

20
50
100

Deduction

40
100
225
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and stable. Some
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Qualitative
Disclosures

Quantitative
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@

(b)

For porfolios under the standardized approach:

names of credi assessment agencies used, plus reasons for any changes;
types of exposure for which cach agency is used;

a description of the process used to transfer public issue rarings onto
comparable assets in the banking book; and

the alignment of the alphanumerical scale of cach agency used with risk
buckets.

For exposure amounts after risk mitigation subject to the standardized
approach, amount of a bank’s ourstanding (rated and unrated) in cach
risk bucker as well as those that are deducted; and

for exposures subject to the supervisory risk weights in IRB (HVCRE
and SL products subject to supervisory slouting criteria and equities
under the simple risk-weighted method) amount of a bank's
ourstanding in each risk bucket
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Repo-style transaction _ five business days daily remargining

Other capital market ten busin
transactions

ss days daily remargining

Secured lending v business days daily revaluation
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construction
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construction EPC.
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strong completion
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Some permits are
sill outstanding
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considered very
likely.

Fixed-price
date-certain
wrnkey
construction EPC.

Significant
liquidated damages
supported by
financial substance
andfor completion
guarantee from
sponsors with good
financial sanding.

Some permits
are sill
outstanding but
the permitting
process s well

defined and they

ixed-price
date-certain
wenkey
construction
contract with
one or several
contractors.

Adequate
liquidared
damages
supported by
financial
substance and/
or completion
guarantee from
sponsors with
good financial
-y

Key permics still
need to be
obtained and are
no considered

conditions may
be autached.

Noor partial
fixed-price
wnkey contract
and/or

with muldiple
contractors.

Inadequate
liquidated
damages or not
supported

by financial
substance or
weak completion
guarantees.
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Lrack record  Strong, Good. Satistactory.  Weak.
and financial
strength of
contractor in
consiructing
similar projects
Operating Risk
Scope and Strong long-term  Long-term O&M  Limited OXM  No O&M
nature of O&M contract, ~ contract, andfor  contractor  contract: risk of
operationsand  preferably with  O&M reserve  O&M reserve  high operational
maintenance contracual accounts. account costoverruns
(©0&M) performance
contracts incenives, and/

or O&M reserve

accounts.
Operator’s Very strong, Strong. Accepuable.  Limitedfweak, or
expertise, track or commiteed local operator
record,and  technical assistance dependent on
fnancial of the sponsors. local auchoritis.

annb
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Strength of Sponsor

Trading controls Strong standards  Adequate Pastdealshave  Trader has
and hedging  for counterparty  standards for  experienced no or experienced
policies selection, hedging, counterparty  minor problems.  significant losses
and monitoring.  selection, on past deals.
hedging, and
monitoring.
Qualiy of Excellent. Good. Suisfactory.  Financial
financial disclosure contain
disclosure some uncerainties
or is insufficient.
Security Package
Asesconsrol  First perfected  First perfecied At some point in - Contract leaves
security interest  sccuriy interest  the process, there _room for some risk
provides the provides the  isa rupuurce in the of losing control

lender legal
control of the

assets at any time
if needed.

lender legal
conol of the
assets at any time
if needed.

control of the
assets by the
lender, The
rupture is
mitigated by
knowledge of the
trade process or a
third parcy
undertaking as
the case may be.

over the assets.
Recovery could be
jeopardized.
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Design and

condition
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under
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Property is fvoured
due to cs design,
configuration, and
maintenance, and is
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with new
properes,

Construction
budgetis
conservative and
technical hazards
arelimited.
Contractorsare
highly qualified.

Property is

design,

configuration and

maintenance.
“The property's
design and
capabilicies are
competicive with
new properties.
Construction
budgetis
conservative and
technical hazards
are limited.
Contractorsare
highly qualified.

Property is
adequa
erms of i
configurarion,
design and
maimenance.

Construction
budgecis
adequae and
contractors are
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qualified.

‘Weaknesses exist in
the property’s
configura

maincenance.

Project is over
budget or unrealistic
given itstechnical
hazads.
Contractors may be
under qualified.
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Strength of Sponsor/Developer

Financial The sponsor/
capacityand  developer made a
willingness o substantial cash

supportthe contribution to the

property construction o
purchase of the
property. The
sponsor/developer

has substantial
resources and

limited direct and
contingent
labiliies. The
sponsorfdeveloper’s
properties are
diversified
geographically and
by property type.

Repuuation. Experienced
and track record management and
with similar high sponsors
propertes quality. Srong,
reputation and
lengthy and
successful record
with similar
propercies.

The sponsor/  The sponsor/
developer made  developer's
amaterial cash  contribution may
contribution to the be immaterial or
constructionor  non-cash, The
purchaseofthe  sponsor/
property. The  developer is

sponsor/ average 1o below
developer's averagein
fnancial financial
condition allows  resources.

it to support the

property in the
event of a cash

flow shortfall. The

sponsor/

developer's proper-

ties are located in.

several geographic

regions.

Approprize  Moderate
management  management and
and sponsors  sponsors’ quality.
quliy. The  Management or
sponsor or sponsor rack
management has - record does not
asuccessful raise serious
wecordwih  concens.

similar
properties.

“The sponsor/
developer lacks
capacity or
willingness o
support the
property.

Ineffective
management and
substandard

sponsors’ quality.
Management and
sponsor difficul

esin
managing properties
a.the past.






ops/images/f0394-01.jpg
Bank






ops/images/f0442-01.jpg
(w)

)

W)

Aggregate amount of:

+ the capital requirements for the securitization exposures subject @
Comprehensive Risk Measure, broken down into appropriate risk
classifications (eg default risk, migration isk, and correlation risk);

+ the capital requirements for the sceuritization exposutes (resceuritization
or securitization), subject to the securitization framework broken down
into a meaningful number of risk-weight bands for cach regulatory capital
approach (cg SA, RBA, SFA and concentration ratio approach);

+ securitization exposures that are deducted entirely from ter 1 capital,
credit enhancing 1/Os deducted from total capital, and other exposures
deducted from total capital should be disclosed separately by exposure
type.

For securitizations subject to the early amortization treacment, the following

items by exposure type for securitized facilities:

+ the aggregate drawn exposures attributed to the seller’s and investor’s
incerests;

+ the aggregate capital charges incurred by the bank agains its rezained
(ie the seller') shares of the drawn balances and undrawn lines; and

+ the aggregatc capital charges ineurred by the bank against the investor’s
shares of drawn balances and undrawn lines.

Aggregate amount of resecurirization exposures retained or purchased

broken down according to:

+ exposures to which credit risk mitigation is applied and those not applicd;
and

+ exposures to guarantors broken down according to guarantor
creditworthiness categories or guarantor name.
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Pillar One

Pillar Two

Pillar Three

Minimun Capital
Requirements

Supervisory Review
Process

Market Discipline

Pillar one is classical
‘arithmetical” prudential
supervision, involving
the allocation of
percentage capital
requitements for
individual asset

items. There are three
approaches within Pillar
one: Standardized,
undation IRB, and

Full IRB,

Pillar two is the
“discretionary”
element of regulation,
and s based on an

concerned. Pillar two
looks at the bank’s
incernal risk control
procedures.

Pillar three is based on a compulsory
disclosure regime, and operates on the
principle chat if the financial markets
are given sufficient information on
the position of an institution then
the marke price of the risk of that
instirution will be a useful tool of
supervision. It is therefore based on
compulsory disclosure and careful
monitoring by the regulator of

the marker price of the risk of the
institutions which they regulate.
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Qualitative ()
Disclosures

Quantitative  (b)
Disclosures

©

The general qualitative disclosures requirement with respect to credit risk,

including:

« definitions of past due and impaired (for accounting purposes);

+ descripion of approaches followed for specific and general allowances
and staristical methods; and

« discussion of the bank's credit risk management policy.

Total gross credit risk exposures, plus average gross exposure over the
period broken down by major types of credit exposure.

Geographic distribution of exposures, broken down in significant areas
by major types of credic exposure.
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Techniques

Rescue not involving insolvency Government guarantees, capital injections,
proceedings liquidity arrangements

Rescue involving resolution proceedings  Good bank/bad bank approaches
Insolvency Administration, liquidation
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Barrier option

Corridor option

Ladder option

Lock-in option

Look-back option

Forward starting option

Compound oprion

Interest rate cap.

An option which is either cancelled or activated if the price of the
underlying reaches a pre-set level regardless of the price ac which the
underlying may be trading at the expiry of the option. The knockout
type is cancelled if the underlying price or rate trades through the
wrigger; while che knock-in becomes activated if the price moves
through the trigger.

Provides the holder with a pay-out for each day that the underlying
stays within a defined range chosen by the investor.

Provides the holder with guaranteed pay-outs if the underlying trades
through a pre-agreed price(s) o rate(s) at a certain poini(s) in time,
regardless of furure performance.

An option where the pay-out to the holder s locked in at the
‘maximum (or minimum) vahie of the underlying tha occureed
during the lie of the option.

A European style option where the serke price s fixed in retrospect,
thatis at the most favourable price (ic the lowest (higheso) price of the
underlying in the case of a call (pu) during the lfe of the op

An option that starts at a furure date.

An option where the underlying isiself an option (ie an oprion on an
option).

An interest ratc option or series of options under which a
counterparty contracts to pay any interest costs arising s a result of

an increase in rates above an agreed rate: the effect being to provide
peotection 1o the holder against o rise sbove that agresd interest rave:
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Situation  Exposure from/to Summary of the Available Modifications

2 UKIG firm to another UKIG firm  Exposures between members of a firm’s
(they are members of the same  UKIG are exemp from the large exposure
UKIG) limits. This means that the 25%, 800%,

500% and 600% limits are disapplied and
thar the exposures are not included in the
notional CNCOM. (BIPRU 10.8.8 G)

3 UKIG firm o an undercaking  In situation 3, there is a UKIG and a residual
within its residual block. block. But no WIG has been established.

‘The UKIG' exposures to undertakings
‘within ics residual block are exempt from
the normal large exposures limits ac the
solo level. Instead, the total of the UKIG's
exposues o is residual block is subject o
the following limits:
— 25% non-trading book i
— trading book limits other than CNCOM;
— 500% limit for excess trading book
exposures with the delecion of the 10-day
ime limic; and
— Treasury concession and intra-group
securities financing transactions.

“The capital resources to which the limits

apply are those of the UKIG, rather than
5 AR ey
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Interest rate Hoor

Performance option

Quantos

Cliquet option

Digital option

An interest rate option or series of options under which a
counterparty contracts to pay any lostincome arising as a esult
ofa fall in rates below an agreed rate: the effect being to provide

protection to the holder against a fal below that agreed interest rate.

An option based on a reference basket comprising any number of
assets, where the payout to the holder could be one of the following:
— the maximum of the worst performing asset, or

— the maximum of the best performing asset, or

— the maximum of the spreads becween several pairs of the assets.

Quanto stands for ‘Quantity Adjusted Option’. A quanto is an
trument where two currencies are involved. The payoff is
dependent on a variable chat is measured in one of the currencies and
the payoffis made in the other currency.

Acliquet oprion consists of a series of forward starting oprions where the
strke price for the next exercise date i set equal 10 a postive constant
imes the underlying price as of the previous exercise dat. It nitially acts
like a vanilla opeion with a fixed price but a time moves on, the srike

is reset and the intrinsic value automaticall locked in at pre.set dates.
1fthe underlying price is below the previous level a the reset date no
incrinsic value s locked in but che strike price wil be reset to the currenc
price artained by the underlying. If the underlying price excceds the
current level at che next rese the intrinsic value will again be locked in.

Atype of option where the pay-out to the holder is fixed. The most
common types are all-or-nothing and one-touch oprions. All-or-
nothing willpay out the fixcd amoune if the underlying is above (cal)
or below (pur) a st value a expiry. The one-touch will pay the fixed
amount if the underlying reaches a fixed point any time before expiry
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1

Intra group exposures but no

UKIG or WIG in place

“The firm is not subject to an integrated groups
treatment of arge exposures. The normal
large exposute limits (BIPRU 10.5) apply

to connected exposures of the firm at the

solo level. (This assumes that no other large
exposute exemptions are urilized.)

Although a firm’s exposures to connected
counterparties may not qualify for an
incegrated groups treatment, they may sill
qualify for a treasury and intra-group securities
financing transaction concession (BIPRU 10.7).
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There must be regular reporting of
operational risk exposues, including material
operational losses, to business unit
management, senior management, and o the
board of directors. The bank must have
procedures for taking appropriate action
sccording to the information within the
managemen reports

The bank’s operational risk management
system must be well documented. The bank
must have a routine in place for ensuring
compliance with a documented set of
intcrnal policis, controls and procedures
concerning the operational risk management
oystem, ehich must include policies for the
eabsrione il ot daancliafice Diact:

‘There must be regular reporting of operational
tisk exposures and los experience to business uni
management, senior management, and to the
board of directors. The bank must have
procedures for taking appropriate action
according to the information within the
management reports.

The bank’s risk management system must be well
documented, The bank must have a routine

in place for ensuring compliance with a
documented set of internal policies, controls and
procedures concrning the operational risk
management system, which must include
policiesfor the treatment of non-compliance
Aty
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The bank must have an operational risk
management system with clear responsibilities
asigned 1o an operational risk management
function. The operational risk management
function s responsible for developing
strategies to identify, assess, monitor and
control/mitigate operational risk; codifying
firm-level policies and procedures concerning
operational risk management and controls;
for the design and implementation of the
firm’s operational risk assessmenc
methodology; and for the design and
nplementation of a isk-reporting system
for operational risk.

As part of the bank's internal operational
risk assessment system, the bank must
systematically track relevant operational risk
data including material losses by business
line. Its operational risk assessment system
must be closely integrated into the risk
management processes of the bank. Its
output must be an integral part of the process
of monitoring and controlling the bank's
operational risk profle. For inscance, this
formacion must play 2 prominent role in
sk reporting, management reporting, and
k analysis. The bank must have techniques
for creating incentives to improve the
management of operational risk throughout
S e

“The bank must have an independent operational
sk management function that is responsible for
the design and implementation of the bank’s
operational risk management framework. The
operational risk management function is
zesponsible for codifying fim-level policies and
procedures concerning operational r
‘management and controls; for the design and
implementation of the firm's operational risk.
measurement methodology; for the design and
implementation of a risk-reporting system for
operational risk; and for developing strategies to
identify, measure, monitor and control/mitigate
operaional risk.

“The bank's internal operational risk
measurement system must be closely integrated
into the day-to-day risk management processes
of the bank. Its output must be an integral parc
of the process of monitoring and controlling the
bank’s operational risk profil. For instance, this
information must play a prominent ole in
reporting, managemen reporting, internal
capital allocasion, and risk analysis. The bank
must have techniques for allocating operational
risk apital to major business lins and for creating
incentives to improve the management of
operational risk throughout the firm.
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‘The general qualitative disclosure requirement, including the naure
of IRRBB and key assumptions regarding loan prepayments and
behaviour of non‘maturity deposits, and frequency of IRRBB
measurement

The increase (decline) in earnings or economic value (or relevant measure
used by managemen) for upward and downward rate shocks according to
management’s method for me:
s relevant).

uring IRRBB, broken down by currency
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6 UKIG firm to another UKIG ~ Expostres between members of a firm's UKIG
member (within the same  are exempr from the large exposure limis (the
UKIG) modifications available are the same as those
noted for sivuation 2).
7 UKIG firm (o an undercaking In sicuation 7 there is a UKIG, WIG
in its WIG (comprising diverse blocks agreed under the

WIG waiver) and a residual block.

‘The aggregate exposure of the UKIG 1o cach
individual diverse block within the WIG is
subject to the following limits:

— 25% non-trading book limit;

— trading book limis other chan CNCOM;
500% lmit for excess trading book

exposures with the deletion of che 10-day
time limit; and
Treasury concession and intra-group
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asury concession and intra-group securities
financing transactions may be applied to

exposures of the UKIG 1o is residual block if
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In respect of the treasury concession, the
UKIG's exposures to undertakings within
its residual block may be exempt from the
25% limit, subject to a maximum of 50%
of the capital resources of the UKIG. These
exempr exposures would also be exempe

for the purposes of calculating the notional
CNCOM. Any exposure that meets the
treasury concession condicions but s above
the 50% limit would not be exempe from
the large exposure limits. They would not
be exempt from the notional CNCOM.
‘The UKIG exposures that were eligible for
2 treasury concession, but which, together
with other such exposures, exceeded the
50% limit are not exempt and are treated as
other exposures of the UKIG and remain
subject to the 25% limit.

Not within the scope of the preferencial large
exposure treatments.

Not within the scope of the preferential large

undertaking which is a member of _exposure trearments.

the UKIG
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‘The general qualicative disclosures requirement with respect to credit risk

mitigation includings

« policies and processes for, and an indication of the extent to which the
bank makes use of, on- and off-balance sheet netting;

« policies and processes for collateral valuation and managg

a descripion of the main types of collateral taken by the bank;

the main types of guarantor/credit derivative counterparty and their

creditworthiness; and

« information about (market or credi) risk concentrations within the
mitigation taken.

For cach separarcly disclosed credit risk portfolio under the standardized
and/or foundation IRB approach, the total exposure (afier netting) that is
covered by:

« eligible financial collateral; and

« other eligible IRB collateral;

before the application of haircus.

For each separaely disclosed portfolio under the standardized and/or IRB
approach, the total exposure (after netting) that is covered by guarantees/
credit derivatives.






ops/images/t0178-01.jpg
Cash-flow Predictability

@ For complete
and
stabilized

property

(4) For complete
bt nor
suabilized

property

Thepropertys  Moscof the
leases are long-term  property’s leases
with creditworhy  are long-term,

tenanisand their  with tenants that
maturity datesare range in
scautered. The crediworthiness.
property has a rack  The property
record of tenant  experiences a
retentionupon  normal level of

lease expiration. Tts  tenant turnover

vacancy rateislow.  upon lease
Expenses expiration. lts
(maincenance, vacancy rate is

insurance,security,  low. Expensesare
and property taxes)  predictable.

Leasing vy Leasing aceivity
meecs or exceeds  meets o exceeds
projections. The  projections, The
project should project should

achieve stabilization  achieve
in the near future. stabilization in
the near future.

Most of the
propecty’s leases
are medium rather
than long-term
with tenants that
fangein
creditworthiness.
The property
expericnces a
moderate level of
tenant mover
upon lease.
expiration. Its
vacancy rate is
moderate.
Expenses are
relatively
predictable but
vary in relation o
revenue.

Most leasing
activiy is within
projections;
however,
subilization will
not occur for
some time.

“The property’s leases
are of various terms
with tenants that
rangein
creditworthiness
The property
experiences a very
high level of enane
wrnover upon lease
expiration. Its
vacancy rate is high.
Significant expenses
aeincureed
preparing space for
hew tenants.

Market rents do not
meet expectations.
Despite achieving
Garget occupancy
sate, cash flow
coverage s tight due
0 disappointing
——






ops/images/t0178-02.jpg
© For ‘The propertyis ~ The propertyis  Leasing activityis The propercy is
comsructionentiely preleased  entirely pre-leased within deteriorating due to
phase through the tenor of orpre-soldto projectionsbut  cost overruns,
theloan or pre-sold  a crediowordhy  the building may - markec
wan investment  tenant or buyer, ot be pre-leased  deterioration, tenant
grade tenant or orthe bankhas  and theremay  cancellations or
buyer,or the bank  a binding notexist other factors. There
hasa binding commiment for  takeout may bea dispute
commitment for  permanent financing. The  with the party
take-out financing  financing from a  bank may be the  providing the
from an investment  creditworthy  permanenc permanent
grade lender. lender. lender. financing

Asset Characteristics

Location Property islocated  Propertyis  Theproperty  The property’s
in highly desirable  located in location lacks 2 locarion,
location thatis  desieable location comperitive  configuration, design
convenient to that i convenient advantage. and maintenance
services that o services that have contributed to
tenants desiee. tenans desire. the property’s

e





ops/images/e0275-02.jpg





ops/images/e0275-01.jpg
0 ol 2 [&] “ [}
£10m £20m £20m £30m £20m £10m





