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THE PRUDENTIAL SOURCEBOOK FOR BANKS:
APPLICATION AND PURPOSE

APPLICATION

1.

From 31 December 2004 the Financial Services Authority (the FSA)
has begun the phased implementation for banks of its Integrated
Prudential Sourcebook (PRU). This will eventually replace the set
of sectoral prudential sourcebooks applied on an interim basis,
including this one applying to banks (IPRU(BANK)). Over the
transition period until all the provisions of IPRU(BANK) have been
revoked, the FSA’s detailed prudential standards (and some related
notification requirements) applying to banks authorised under the
Act are set out in a combination of PRU and IPRU(BANK). Where a
chapter of IPRU(BANK) has been substantively affected by the
implementation of PRU, the introductory section of that chapter has
been amended to indicate in broad terms how the chapter’s
provisions relate to those in PRU. Banks are responsible for
ensuring that they meet all the prudential standards applying to
them in both PRU and IPRU(BANK) during the transitional period.

IPRU(BANK) sets out material relevant to all banks (see definition in
section 3.5 of Chapter GN). However, most of the material applies
only to UK banks. The only parts of IPRU(BANK) which apply to
EEA banks are the rules and guidance on liquidity (Rule 3.3.15 and
Chapter LM) and fraud (Chapter FR).

PURPOSE

3.

Banks are exposed by the nature of their business to risks including
credit, market, liquidity and operational risks. Where these risks
are not adequately managed, or where a bank otherwise suffers
unexpected losses, a bank may be unable to meet its liabilities to
depositors when they fall due or, in the case of a bank's insolvency,
atall. Consumers could in such circumstances suffer loss and there
could be adverse effects on market confidence.

The purpose of the prudential standards applying to banks is to
ensure that banks maintain capital and other financial resources
commensurate with their risks and appropriate systems and
controls to enable them to manage those risks. The FSA requires in
particular that banks maintain adequate capital against their risks:
capital enables banks to absorb losses without endangering
customer deposits; that they maintain adequate liquidity; and that
they identify and control their large credit exposures - which might
otherwise be a source of loss to a bank on a scale that might
threaten a bank's solvency.
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The prudential standards applying to banks, together with those
separately applying to building societies, also implements EC
directives setting out prudential standards as these apply to credit
institutions. Where a bank is part of a financial conglomerate, it will
also be subject to additional rules and guidance set out in PRU 8.4.
A bank with an ultimate non-EEA parent may also be subject to
some provisions in PRU 8.5. And all banks that are part of a group
are subject to the general provisions in PRU 8.1.

POWERS AND GENERAL APPROACH

6.

10.

The rules in this chapter are made under section 138 of the Act and

that section and section 156 are specified for the purposes of section
153.

The prudential standards applying to banks are set out in the form
either of rules and evidential provisions which the FSA has made
under Part X of the Act; or of guidance setting out the FSA's
expectation of how banks should comply with these rules and with
the related Principles for Businesses and how they should meet the
relevant Threshold Conditions (see PRIN and COND). Where a
bank complies with this guidance, the FSA will normally hold it to
be in compliance with the relevant rules and to meet the relevant
Threshold Conditions. IPRU(BANK)'s rules and evidential
provisions are set out in Section 3 of this chapter.

In developing IPRU(BANK), the FSA has drawn on the standards
which formerly applied to banks authorised under the Banking Act
1987. The FSA has expressed most of the equivalent standards in
IPRU(BANK) as guidance, identifying to which rules the guidance
refers. Only the requirements set out in Section 3 of this chapter
take the form of rules. Each chapter sets out in the opening
paragraphs the rules, including the Principles for Businesses and
Threshold Conditions, to which the guidance refers.

This approach has been adopted, after consultation, as appropriate
for material that will apply on an interim basis only. It is the FSA’s
intention in developing PRU to make fuller use of its rule-making
powers to express its detailed prudential standards.

IPRU(BANK) also sets out rules and guidance on the information
related to prudential standards which banks should notify to the
FSA. The FSA needs to be informed of certain information by banks
if it is to monitor compliance with its requirements. The rules and
guidance in IPRU(BANK) supplement, in respect to banks, the FSA's
general notification requirements set out in the Supervision Manual
[see SUP 13].
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11.

In addition to the rules and guidance applying to barnks under the
Act, certain staff of all firms are subject to obligations, referred to as
Statements of Principle for Approved Persons. The FSA has issued
a Code of Conduct to help determine whether an Approved
Person’s conduct has complied with a Statement of Principle. The
Statements and the Code of Conduct are set out in the Handbook.
A bank’s failure to meet the prudential requirements set out in this
sourcebook may also be relevant to the FSA’s assessment of
whether a particular Approved Person has complied with a
Statement of Principle.
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3
3.1

3.1.1 G

3.1.2 G

3.2

3.2.1R

THE FSA'S PRUDENTIAL RULES FOR BANKS

Introduction

The rules (except IPRU (BANK) 3.3.15R) in this section are made
under sections 138 and 149 of the Act. Those sections and section
156 are specified for the purposes of section 153(2). IPRU (BANK)
3.3.15R (which is a designated pre-commencement provision) is
treated as having effect under section 138.

A word which is printed in italics in this section indicates that it is
used in the defined sense (see the definitions at the end of this

section).

Application

The rules (including evidential provisions) in this section

apply as follows:

Rule/Evidential Provision

Application

R 3.3.15 - adequate liquidity
R 3.5.1 - definitions

All banks except EEA banks
whose notification to the FSA
of their intention to provide
services in the UK covers only
services provided on a cross-
border basis and not services
provided through a branch.

R 3.3.1 -two individuals to direct
business

R 3.3.9 -initial capital

R 3.3.11 - euro 5 million capital

R 3.3.13 - adequate capital

R 3.3.17 - adequate provisions

R 3.3.19 - large exposures: systems
& controls

E 3.3.23 - internal audit function

R 3.4.1 - large exposures policy
statement

R 3.4.3 - liquidity policy statement

R 3.4.5 - provisioning policy
statement

E3.4.9 - policy statement
procedures

R 3.4.12 - submission of policy
statements

R 3.6.1 - policy statements:
transitional

All banks except EEA banks

R 3.3.12 - euro 5 million or relevant
amount

R 3.3.21 - notification of large
exposures

E 3.3.25 - audit committee

R 3.4.7 - trading book policy
statement

UK banks only.
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3.3

3.3.1 R

332 G

333 G

334 G

335 G

336 G

337 G

Prudential rules
Business to be directed by at least two individuals

A UK bank and an overseas bank must ensure that at least two
individuals effectively direct its business.

IPRU (BANK) 3.3.1R, sometimes known as the 'four eyes
requirement’, provides that at least two individuals must effectively
direct the business of a UK bank and an overseas bank. Compliance
with the rule would help to establish a UK bank and an overseas
bank’s compliance with the Principles for Businesses (as to
“Management and control”) and its continued meeting of the
Threshold Conditions (as to “Suitability”). It also reflects the
requirement in Article 6(1) of The Banking Consolidation Directive

(2000/12/EC).

In the case of a body corporate, the FSA expects that the individuals
concerned are either executive directors or persons granted
executive powers by, and reporting immediately to, the board; and,
in the case of a partnership, the FSA looks for at least two general or
active partners.

Compliance with the rule is also in particular relevant to whether a
bank complies with the rules covering Senior Management
Arrangements, Systems and Controls (see SYSC).

An individual’s failure to carry out his responsibilities as part of a
bank’s four eyes is relevant to whether he meets the fit and proper
requirement as an approved person under section 59 of the Act (see
Principles and Code of Practice for Approved Persons).

At least two independent minds should be applied to both the
formulation and implementation of the policies of the bank. Where
a bank nominates just two individuals to direct its business, the FSA
will not regard them as both effectively directing the business
where one of them makes some, albeit significant, decisions relating
only to a few aspects of the business. Each should play a part in the
decision-making process on all significant decisions. Both should
demonstrate the qualities and application to influence strategy, day-
to-day policy and their implementation. This does not require their
day-to-day involvement in the execution and implementation of
policy. It does, however, require involvement in strategy and
general direction, as well as knowledge of, and influence on, the
way in which strategy is being implemented through day-to-day

policy.

Where there are more than two individuals directing the business,
the FSA does not regard it as necessary for all of these individuals to
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3.38 G

3.39 R

3.3.10G

3.3.11R

3.3.12R

3.3.13R

be involved in all decisions relating to the determination of strategy
and general direction. However, at least two individuals should be
involved in all such decisions. Both individuals’ judgement should
be engaged so that major errors leading to difficulties for the bank
are less likely to occur. Similarly, each individual should have
sufficient experience and knowledge of the business and the
necessary personal qualities and skills to detect and resist any
imprudence, dishonesty or other irregularities by the other
individual. Where a single individual, whether a chief executive,
managing director or otherwise, is particularly dominant in a bank
this will raise doubts about whether the four eyes requirement is
met.

The four eyes requirement applies to the bank as a whole. Thus, in
the case of an overseas bank the FSA assesses whether at least two
individuals effectively direct the business of the bank (and not just
the business of its branch(es) in the UK). The FSA also takes into
account the manner in which management decisions are taken in
the UK branch(es) in assessing the adequacy of the bank’s systems
and controls.

Capital requirements

A UK bank and an overseas bank must have initial capital
amounting to not less than euro 5 million at the time it obtains its
Part IV permission to include accepting deposits.

Where a UK bank and an overseas bank has a Part IV permission to
undertake regulated activities but these activities do not include
accepting deposits, it must meet IPRU (BANK) 3.3.9R at the time it
applies for its Part IV permission to be varied such that it may
undertake accepting deposits.

Subject to IPRU (BANK) 3.3.12R a UK bank and an overseas bank
must maintain own funds which amount to not less than euro 5
million.

(1) This rule applies to a UK bank which is a credit institution
which immediately before 1 January 1993 was authorised under
the Banking Act 1987.

(2) IPRU (BANK) 3.3.11R has effect as if the reference to euro 5
million were a reference to the relevant amount.

(1) A UK bank and an overseas bank must maintain capital
resources which are commensurate with the nature and scale of its
business and the risks inherent in that business.

(2) In the case of a UK bank and an overseas bank which is a
member of a group, those capital resources must also be
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3.3.14G

3.3.15R

3.3.16 G

3.3.17R

3.3.18G

3.3.19R

3.3.20 G

3.3.21R

commensurate with the risks inherent in the activities of other
members of the group in so far as those risks affect the bank.

Guidance on how a UK bank and an overseas bank should comply with
IPRU (BANK) 3.3.13R is set out in chapter CO (which provides an
overview of the underlying policy) and more detailed guidance in
chapters CB, CA, BC, BO, FX, CM, DU, TI, TE, TC, TL, TU, TO, TS,
and TV.

Liquidity requirement

(1) A bank, except an EEA bank which does not have a UK branch
must maintain adequate liquidity, taking into account the nature
and scale of its business so that it is able to meet its obligations as
they fall due.

(2) In the case of an EEA bank with a UK branch, (1) applies only
in relation to that branch.

Guidance on how a bank should comply with IPRU (BANK) 3.3.15R is
set out in chapters LM and LS.

Adequate provisions

A UK bank and an overseas bank must maintain adequate
provisions for the depreciation or diminution in the value of its
assets (including provisions for bad and doubtful debts), for
liabilities which will or may fall to be met by it and for losses
which it will or may incur.

Guidance on how a bank should comply with [IPRU (BANK) 3.3.17R is
set out in chapter PN.

Large exposures

A UK bank and an overseas bank must have adequate systems and
controls to enable it (a) to monitor and control its large exposures
in conformity with its large exposures policy statement adopted
under IPRU (BANK) 3.4.1R; and (b) to calculate its large exposures
accurately and promptly.

Guidance on how a bank should comply with IPRU (BANK) 3.3.19R is
set out in chapters LE and TL.

(1)A UK bank must notify the FSA if it proposes to enter into a
transaction or transactions which would result in it having an
exposure which exceeds 25% of its capital.

(2) A UK bank which consolidates one or more of its subsidiaries
in its reports to the FSA for the purpose of the solo consolidated
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reporting of large exposures under rule 16.7.8 in the Supervision
Manual, must, for the purposes of (1), include the transactions
and capital of those subsidiaries with those of the bank.

3.3.22 G Guidance on how a bank should comply with IPRU (BANK) 3.3.21R is

3.3.23E

3.3.24G

3.3.25E

3.3.26G

3.4

3.4.1 R

principally set out in chapters LE and TL.
Internal audit

(1) A UK bank and an overseas bank should have an internal audit
function (the function may either be in-house or outsourced to a
third party).

(2) Contravention of (1) may be relied on as tending to establish
contravention of SYSC 2.1.1R.

SYSC 2.1.1R requires a firm to take reasonable care to establish and
maintain a clear and appropriate apportionment of significant
responsibilities among its directors and senior managers. This is so
that the business and affairs of the firm can be adequately
monitored and controlled by the senior managers and governing
body of the firm. Further gquidance relevant to IPRU (BANK) 3.3.23E
is set out in chapter AR (section 3.3.9).

Audit committee

(1) A UK bank should have an audit committee.

(2) The committee should either be chaired by a non-executive
director of the UK bank or be an audit committee of non-executive
directors of the UK bank’s holding company where that committee
fulfils the role of audit committee in respect of the bank itself.

(3) Contravention of (1) or (2) may be relied on as tending to
establish contravention of SYSC 3.1.1R.

SYSC 3.1.1R requires a firm to take reasonable care to establish and
maintain such systems and controls as are appropriate to its
business. Further guidance relevant to IPRU (BANK) 3.3.25E is set
out in chapter AR (section 3.3.10).

Policy Statement Rules
Large exposures policy statement

(1) A UK bank and an overseas bank must set out its policy on
large exposures in a written statement.
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3.4.2

3.4.3

3.4.4

3.4.5

3.4.6

3.4.7

(2) The policy in the statement must be such that it covers how the
bank controls its exposures to ensure compliance with its large
exposure limits, and the reporting to the FSA of its large exposures.

Guidance on how a bank should comply with [PRU (BANK) 3.4.1R is
set out in chapters LE and TL.

Liquidity policy statement

(1) A UK bank and an overseas bank must set out its policy on the
management of its liquidity in a written statement.

(2) The policy in the statement must be such that compliance with
it would enable the bank to maintain adequate liquidity in
conformity with IPRU (BANK) 3.3.15R.

Guidance on how a bank should comply with [PRU (BANK) 3.4.3R is
set out in chapters LM and LS. These chapters also provide an
overview of the underlying policy.

Provisioning policy statement

(1) A UK bank and an overseas bank must set out its policy on
making provisions in a written statement.

(2) The policy in the statement must be such that compliance with
it would enable the bank to comply with IPRU (BANK) 3.3.17R
except that an overseas bank need only cover such provisions as
are made in the accounts of its operations in the UK.

Guidance on how a bank should comply with [IPRU (BANK) 3.4.5R is
set out in chapter PN.

Trading book policy statement

(1) A UK bank must set out its policy on the matters set out in (2)
in a written statement.

(2) The statement must cover:

(a) whether or not the UK bank splits its business between a
banking and trading book consistently with chapter CB of
IPRU (BANK) for the purpose of its capital adequacy
calculations;

(b) if it does not so split its business, the reasons for that;

(c) if the UK bank does split its business between a banking and
trading book, the means and methodologies by which the
UK bank:
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(i) identifies its trading book;

(i) assigns positions between the banking and trading
books;

(iii) controls transfers of positions between the banking
and trading books;

(iv) values its positions in the trading book; and
(v) measures market risks in the trading book.

3.4.8 G Guidance on how a bank should comply with IPRU (BANK) 3.4.7R is
set out in chapters CB, DU, TC, TS and TV. Those chapters also
provide an overview of the underlying policy.

Policy statement procedures

3.4.9 E (1) A bank's policy statements required under IPRU (BANK)
3.4.1R, 3.4.3R, 3.4.5R, and 3.4.7R should be approved by its board
or, where appropriate, by a person or body of persons to whom
the board has delegated this function (the "delegate").

(2)The function in(1) should only be delegated if the bank's board:
(a) is satisfied that the delegate is suitable for this purpose; and

(b) any such delegation is done formally and expressly by the
board.

(3)The bank should:

(a) review the policy statements and, where necessary, update
them at least once a year; and

(b) incorporate within the appropriate policy statement any
change to any of its policies covered by the statement as
soon as it has adopted the change.

(4)Contravention of (1), (2) or (3) may be relied on as tending to
establish contravention of SYSC 2.1.1R.

34.10G  SYSC2.1.1R requires a firm to take reasonable care to establish and
maintain a clear and appropriate apportionment of significant
responsibilities among its directors and senior managers. This is so
that the business and affairs of the firm can be adequately
monitored and controlled by the senior managers and governing

body of the firm.
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34.11G A bank should notify the FSA of its intention to make any
significant changes in such policies before the bank adopts those
changes.

3.4.12R A bank must send to the FSA:

(@)

(b)

a copy of the policy statement it has first adopted in
compliance with each of IPRU (BANK) 3.4.1R, 3.4.5R and
3.4.7R as soon as possible after adopting it; and

if the policy statement is subject to significant changes, a
bank must send a copy of the amended policy statement to
the FSA as soon as possible after adopting it. A significant
change would include, for instance, new types of customers
or business requiring different funding or provisioning. If
there is any doubt about whether a change is significant or
not, it must be treated as significant.

3.4.13G [Deleted]

3.4.14 G A transitional rule applies to a bank which has provided the FSA
with a written statement of its large exposures, liquidity,

provisioning or trading book policies in the year preceding the date
of the coming into force of IPRU (BANK) 3.4.12R (see section 3.6).

3.5 Definitions

3.5.1 R In this section the term or phrase in the first column of the
following table has the meaning given to it in the second column:

accepting | See definition in the Glossary.
deposits
Act See definition in the Glossary.
associated | Has the meaning given in section 119(1) of the Building
undertaking | Societies Act 1986.
bank (1) a firm with a Part IV permission which includes accepting
deposits, and:
(a) which is a credit institution; or
(b) whose Part IV permission includes a requirement that it
comply with IPRU (BANK); but which is not a building society,
friendly society or credit union; and
(2) an EEA bank.
branch See definition in the Glossary.
building See definition in the Glossary.
society
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commence- | See definition in the Glossary.

ment

credit An undertaking whose business is to receive deposits or other
institution | repayable funds from the public and to grant credits for its own

account or an electronic money institution within the meaning
of article 1(3)(a) of Directive 2000/46/EC (the E-Money Directive)
that has the right to benefit from the mutual recognition
arrangements under Directive 2000/12/EC (the Banking
Consolidation Directive).

credit union

See definition in the Glossary.

EEA bank | An incoming EEA firm which is a credit institution.
EEA firm | See definition in the Glossary.
euro 5 Includes a reference to an amount of equal value denominated
million wholly or partly in another currency.
evidential | See definition in the Glossary.
provision
exposure | The maximum loss which a bank might suffer if a counterparty
or a group of closely related counterparties fails to meet its
obligations, or the maximum loss that might be experienced as a
result of the bank realising assets or off-balance sheet positions.
. . A financial institution whose subsidiary undertakings are
financial . . . e . .
holding f’:lth.er (.excluswely or mam%y credit .1n.st1t1.1t10.ns or flnanc.1a1
institutions ( at least one being a credit institution ) and which
company . . . . .
is not a mixed financial holding company.
financial | ( when used in chapters GN, CA and CS ) See definition in
institution | Glossary
firm See definition in the Glossary.
friendly See definition in the Glossary.
society
FSA See definition in the Glossary.
FSMA Financial Services and Markets Act 2000.
Glossary | The glossary of defined terms used in the Handbook.
In relation to a person ("A"), means A and any person who is:
(a) a parent undertaking of A;
(b) a subsidiary undertaking of A;
(c) a subsidiary undertaking of a parent undertaking of A;
(d) a parent undertaking of a subsidiary undertaking of A;
(e) an undertaking in which A or an undertaking mentioned in
group paragraph (a), (b), (c) or (d) has a participating interest;
(f) if A or an undertaking mentioned in paragraph (a) or (d) is a
building society, an associated undertaking of the society; or
(g) if A or an undertaking mentioned in paragraph (a) or (d) is an
incorporated friendly society, a body corporate of which the
society has joint control (within the meaning of section 13(9)(c)
or (cc) of the Friendly Societies Act 1992).
guidance | See definition in the Glossary.
Handbook | See definition in the Glossary.

incoming

See definition in the Glossary.
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EEA firm
IPRU The Interim Prudential Sourcebook for banks.
(BANK)
initial Capital as defined in points 1 and 2 of Article 34(2) of The
capital Banking Consolidation Directive (2000/12/EC).
mixed- A parent undertaking that is not a financial holding company,
activity or a credit institution, or a mixed financial holding company,
holding whose subsidiaries include at least one credit institution.
company
mixed See definition in the Glossary.
financial
holding
company
notification | See definition in the Glossary.
rules
overseas A bank which is a body corporate or partnership formed under
bank the law of any country or territory outside the EEA.
own funds Own funds as defined in The Banking Consolidation Directive
(2000/12/EC).
parent See definition in the Glossary.
undertaking
Part IV See definition in the Glossary.
permission
Has the same meaning as in Part VII of the Companies Act 1985
C e e or Part VIII of the Companies (Northern Ireland) Order 1986;
pa12t1c1pat1ng but also includes an interest held by an individual which would
interest e e e . . .
be a participating interest for the purposes of those provisions
if he were taken to be an undertaking.
C e See definition in the Glossary, except where the context
participation . . . " T
otherwise requires (such as in the phrase "sub-participation" ).
PRU See definition in the Glossary.
relevant 1) Subject to (2) to (3), the amount of own funds which the
amount bank had on 1 January 1993.

(2) If, at any time after 22 December 1989, the bank had or
has own funds of a greater amount than the amount of its
own funds on 1 January 1993, the relevant amount is that
greater amount, or euro 5 million, whichever is the less.

3) if, at any time after 1 January 1993, there is any change
in the person who is the parent undertaking of the bank
(not being a parent undertaking which is a subsidiary
undertaking of another parent undertaking of the bank)
the relevant amount is euro 5 million.

requirement | See definition in the Glossary.
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rule See definition in the Glossary.
usrilc:);:tillil;zg See definition in the Glossary.
SUP See definition in the Glossary.
SYSC See definition in the Glossary.
UK See definition in the Glossary.
UK bank | & bank which is a body corporate or partnership formed under
the law of any part of the United Kingdom.
undertaking | See definition in the Glossary.

3.6

3.6.1R

3.6.2G

3.6.3G

TRANSITIONAL RULE

A bank which has provided the FSA with a written statement of
its large exposures, liquidity, provisioning or trading book
policies in the year preceding the date of the coming into force of
this rule is taken to be in compliance, at that date, with IPRU
(BANK) 3.4.12R.

GEN contains some technical transitional provisions that apply
throughout the Handbook and which are designed to ensure a
smooth transition at commencement. These include transitional
provisions relevant to record keeping and notification rules.

SUP contains transitional provisions which carry forward written
concessions relating to pre-commencement provisions.
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4.2

PRESENTATION AND CONVENTIONS

Organisation within each chapter

The chapters in the remainder of the IPRU (BANK) are structured
using a common approach, to help users to find their way around
easily.

Chapters are divided into sections. Typically, a chapter begins with
an explanation of the legal starting-point of the policy area and the
chapter’s internal organisation. The general rationale for the FSA’s
approach to the subject is then given, followed by the main
components of the FSA’s policy. Detail of the framework used to
assess fulfilment of those policy requirements follows.

One aim, in writing the chapters, has been to separate the main
from the supporting material, and to have a presentation that helps
clarity here.

(@) The main point is often the principal policy requirement; the supporting
material may be a definition of a relevant term, how exactly to interpret a
requirement, or the explanation of the reasons for adopting it (which can aid

its interpretation).

() If the interpretative material is itself the subject of further

clarification, it is presented as exemplified here.

(b) Note that the other chapters of the IPRU (BANK) consist solely of guidance
for the purpose of the Act. This chapter contains the rules included in the
IPRU (BANK) to which the other chapters refer.

Understanding the presentation

A number of presentational features are used in the remainder of
the IPRU (BANK)

Header

e Chapter identifiers: Each chapter has a two-character identifier.
This is shown on the left-hand side of the header to each page.
The list of chapters with their chapter identifiers is given in the
first section of these Notes.

e Date of issue: This is shown on the right-hand side of each
header. Users can check whether any copy of a section they
hold is the latest by comparing it with the date of the latest
issue.
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4.3

4.4

(a) The dates of latest issue of each section of each chapter can be checked by
phoning the Policy Department of the FSA’s Financial Supervision Banking
Directorate[020 7676 0484/0394], or via the FSA’s internet site (at

www.fsa.gov.uk).

Body of text

e Paragraph numbering: The main paragraphs within sections
are numbered continuously (so a main paragraph can be
identified as section x [shown on each page], paragraphy).
Occasionally a main paragraph is unnumbered, where basically
it and the previous paragraph concern a single point.

a) Points of interpretation are listed “a), b) etc’ below the main

paragraphs to which they refer.

o Cross-references: The cross-reference column on the left-hand
side of each page is used to give a number of different sorts of
reference (as exemplified across), to:

(a)Other useful sources, such as the Act and EU legislation.

(a) FSM = Financial Services and Markets Act 2000
(i) Sch = Schedule

(b)Other chapters of the IPRU (BANK) , or other sections of the
current chapter.

(a) ch = chapter

(b) pa = paragraph

(c) s =section

(d) a=appendix
Definitions

The convention followed for definitions in the remaining chapters
of the IPRU (BANK) is that, when a term is used and a definition is
given nearby, the term is shown in both places in italics. Italics are
used only for this purpose.

Terms used

The remaining chapters of the IPRU (BANK) use a number of
conventions. The following list should help users with terms:
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(@) ‘The Act’, unless otherwise made clear, refers to the Financial

Services and Markets Act 2000.

(a)Any EU Directives or secondary legislation relevant to a particular chapter
are usually outlined in the first section of the chapter.

(b) A’bank’: is generally used to refer to banks authorised for the

purposes of the Financial Services and Markets Act 2000. The
definitions of a UK bank, overseas bank and EEA bank are
generally the same as those given in section 3 of this chapter
which also apply to the rules in that section.

‘A CAD bank’: is used as a shorthand for a ‘bank to which the
CAD trading book capital requirements apply’. Others are
‘non-CAD banks’.

“The FSA’ is used to refer to the Financial Services Authority.

‘He’ etc: for reasons of brevity, ‘he’ is used instead of saying
‘he or she’ throughout.

‘IPRU (BANK)' is used instead of ‘Interim Prudential
Sourcebook applying to banks’.

A number of paragraphs in the remainder of the IPRU (BANK)
simply state "[This paragraph is intentionally blank.]". This
has been done so as to avoid the need to renumber subsequent
paragraphs.



CO: Section 1: Page 1

Section Version:2.0
Date Issued: February 2003
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Seesd & chCA 1

See s3

See COND

See ch GN s3

1.2

CAPITAL ADEQUACY OVERVIEW
INTRODUCTION
Overview

The main elements of the FSA’s policy on capital adequacy for
banks involves:

e Applying limits to the proportions that the main types of
capital should constitute within a bank’s capital base.

e Calculating the capital needed using a weighting framework
to quantify various kinds of risk, and agreeing a capital ratio
(or ratios) banks should meet, which may be higher than the
Euro 5mn minimum requirement, reflecting both a quantitative
and qualitative assessment of the various risks in its business.

e Assessing the adequacy of a bank’s capital using a framework
which compares the bank’s actual capital with the amount it
calculates it should hold.

a) The capital adequacy framework is used to determine whether a bank’s
capital is sufficient to support its activities. It is a matter not just of the
quantity of capital but also its type and the relationship to the quantity

and nature of its assets.

This chapter provides an overview of the FSA’s capital adequacy
policy, covering a number of the key points, and summarises how
the elements in the framework fit together. The detail of the
framework is dealt with across a number of chapters.

a) See below for an explanation as to how the chapters fit into the capital

adequacy framework.
Legal sources

The Threshold Conditions (“Adequate resources”) state that, in
the opinion of the FSA, the resources of a firm must be adequate
in relation to the regulated activities that it seeks to carry on or
carries on. In addition the Principles (Principle 4) require a firm
to maintain “adequate financial resources”. A bank should have
adequate capital in order to be able to meet these requirements;

A bank is also required to “maintain adequate capital resources
which are commensurate with the nature and scale of its
activities and the risks inherent in those activities. In the case of a

C001_3rd version.doc
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bank which is a member of a group, those capital resources must
also be commensurate with the risks inherent in the activities of
other members of the group in so far as capable of affecting the
bank.” (see rule 3.3.13 in chapter GN).

Subject to the grandfathering provisions which apply to UK
banks, a bank must maintain own funds which amount to not
less than Euro 5 million (see rule 3.3.9 in chapter GN)

These requirements reflect the requirements of the EU directives
applying to credit institutions.

Two EC Directives between them set out the main components of
the capital adequacy structure:

o Title V, Chapter 2, Section 1 of The Banking Consolidation
Directive (formerly the Own Funds Directive “OFD” -
89/299/EEC) defines what is regarded as a bank’s capital
resources for supervisory purposes.

e Title V, Chapter 2, Section 2 of The Banking Consolidation
Directive (formerly the Solvency Ratio Directive “SRD” -
89/647/EEC) assigns weightings to the various classes of
assets and establishes the minimum Risk Asset Ratio.

e The Capital Adequacy Directive (“CAD”, 93/6/EC) and its
subsequent amendment (98/31/EC) extends the regime to
cover additional aspects of market risk.

The CAD sets out procedures for the calculation of capital
adequacy which are implemented by this chapter.

Application
This chapter applies to all UK banks.
a) The FSA is a competent authority for the purposes of the CAD.

b) Banks incorporated elsewhere in the EEA with UK branches are subject
to the requirements of the Directives above as implemented by their

home supervisors.

c¢) Overseas banks are not subject to European Directives, but The
Banking Consolidation Directive (2000/12/EC) formerly the OFD and
SRD among other directives) follows closely the principles laid down in

the 1988 Basel Agreement, and hence are in the main followed by most

C001_3rd version.doc
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banks overseas, particularly those in other G10 countries. In concept,

these rules have become the internationally accepted standard.

See ch CS 6 The capital adequacy regime applies to banks on a consolidated
basis, as well as on either a solo-consolidated basis or solo basis.

14 How this chapter is organised

7 Section 2 explains the FSA’s approach to capital adequacy and
gives an overview of the FSA’s framework.

Section 3 explains how the chapters on capital adequacy fit
within this framework.

Section 4 provides details of the use of individual capital ratios.

Section 5 is an annex which explains how the use of capital can
be optimised in calculating capital adequacy.

C001_3rd version.doc
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2
2.1
1
See s2.3 &
ch CA
See s3
See s4
2.2
See ch CA 2
2.3

THE FSA’S APPROACH TO CAPITAL ADEQUACY

The basic approach of a capital adequacy framework is that a
bank should have sufficient capital to provide a stable resource to
absorb any losses arising from the risks in its business. This
section explains in more detail the purpose of a capital adequacy
framework and the characteristics of capital.

The structure of the FSA's capital adequacy framework

The basic capital adequacy framework used by the FSA is as
outlined in the Basel Accord 1988. This has been refined through
subsequent developments, not least in the EU, and consists of a
quantitative framework for deriving a required level of capital,
consisting of three main elements:

(@) A definition of what characteristics an instrument should
have to qualify as capital. Capital is divided into tiers
according to the characteristics/qualities of each qualifying
instrument.

a) The definitions and limitations of the various types of capital are
provided in summary below and in detail in the chapter on the

definition of capital.

(b) A risk weighting framework which produces risk weighted
measures of the relevant risks captured by the framework.

a) Using this framework, a bank may hold less capital backing for assets
with lower risk weights than assets with higher risk weights. The
weighting of assets and activities is detailed in a number of chapters as

explained below.
(c) A capital ratio.

a) This is a ratio of total capital to risk-weighted assets and thus generates
a level of capital for a bank’s activities which it should maintain. The
structure chosen - which involves individual capital ratios - is set out

below.
The purposes, characteristics and types of capital
These are now set out in Chapter CA.

Limitations on the role of capital and a capital adequacy
framework
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The quantity of capital, however important, is not the sole
consideration in assessing a bank. Capital ratios, judged in
isolation, may provide a misleading guide to a bank’s strength
while emphasis on capital alone may distract attention from a
real appreciation of the risks being undertaken by a bank.

a) Capital is only a safety net; it is at least as important that a bank

controls and manages its risks effectively.

b) Comparing calculated capital ratios without considering the relative
quality of the assets for which specific capital charges have been

allocated may also be misleading.

c) Specific capital charges are used by the FSA, and by regulators abroad,
as a means of measuring some but not all types of risk. For example,
most types of counterparty and market risk are covered, but no
specific capital charge is made for, amongst others, operational and

settlement risks.

d) The capacity of management consistently to generate profit at an
acceptable level of risk is at least as important as the quantity of capital;
it tends to maintain both liquidity and confidence, contain risk and

preserve the capital base.
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3.1

2

3.2

4

THE FRAMEWORK FOR CALCULATING CAPITAL
REQUIREMENTS

Introduction

The capital adequacy regime set out in this chapter which banks
should adopt provides a framework to include in a quantitative
assessment of capital adequacy various risks, whether they arise in
a bank’s banking book or trading book. Some of the risks have a
different treatment for the banking and the trading book; others
are treated in the same way wherever they arise. It is therefore
possible to distinguish three parts of the framework:

e that applying to risks only as they arise in the banking book;

e that applying to risks arising both in the banking book and the
trading book; and

e that applying to risks only as they arise in the trading book.

This division is mirrored in the structure of the capital adequacy
chapters. So those chapters relating to the first two parts of the
framework are relevant to both CAD and non-CAD banks, whereas
the chapters relating to the third part are relevant only to CAD
banks.

The chapter on the trading book/banking book split outlines the
criteria which should be used to judge when a bank has a material
trading book (and so is a CAD bank); and includes guidance for
assigning risks to the banking and trading books.

The basic principle is that the framework generates a notional
weighted risk asset figure for a bank’s risk, which should be
multiplied by the bank’s relevant individual capital ratio to generate
the level of capital which the FSA considers a bank should
maintain.

a) The capital charges should be calculated for various individual risks
and then aggregated to produce a total capital requirement for the
individual bank to reflect the overall risks of the activities being

undertaken.

The banking book

(@) Credit risk in the banking book should be included in the
regime using a weighting approach to derive risk weighted
assets and their equivalents for off balance sheet items. The
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See ch BO

See ch DU

See ch FX

See ch CM

3.3

3.4

approach is given in the chapter on credit risk in the banking
book.

(b) There are at present no explicit capital requirements for
interest rate risk in the banking book. A bank should
nevertheless maintain adequate capital to cover interest rate
risk to which it is exposed in its banking book.

Proxies for various kinds of market risk in the banking book should
also be captured. The framework includes a simple approach to
cover the risk of loss on the value of securities, which is unlikely to
be a significant element of the risks facing a bank. This is covered
in the chapter on market risk in the banking book.

Treatments common to banking and trading books

For a narrow range of instruments (principally OTC derivatives,
unsettled transactions and free deliveries), counterparty risk should
be treated in the same way whether the instrument is held in the
banking or the trading book. These treatments are given in the
chapter on counterparty risk treatments common to the banking
and the trading book.

a) Counterparty risk is the risk of loss arising through the failure by the

other party to perform its obligations to an agreement.

Capital requirements for foreign exchange risk should be the same
whether the risk arises in the trading or banking book, and should
be computed on the aggregated position.

a) Foreign exchange risk is the risk faced by a bank which has positions in
foreign currencies (including gold), either because of currency trading
positions or because of exposures caused by its overall assets and
liabilities. The risk is that the relevant exchange rate(s) or prices might

move against it.

Commodity position risk should be aggregated in the same manner as
foreign exchange risk and is explained in the chapter on
commodity position risk.

a) Commodity position risk is the risk of price movements faced by a bank

which has positions in commodities (excluding gold).
The trading book

The framework relating to trading books is only relevant to CAD
banks. CAD banks generally have banking books as well and the
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policy in relation to banking books is therefore also relevant to
them.

a) A CAD bank is a bank with a trading book above the de minimis

requirements.

The standard treatment of trading book capital requirements for
market risk should include calculations under six separate
headings, as explained below. The following chapters each feed
into a separate heading, as indicated:

(a) Foreign exchange risk in the trading book should form part of
the calculation for foreign exchange position risk.

(b) Commodity position risk in the trading book should form part
of the calculation for commodity position risk.

(c) A bank may be exposed to risk through holdings of equity
positions. The standard treatment of the risk is explained in
the chapter on equity position risk.

a) The resultant capital requirement, together with any relevant

underwriting risk, should form the calculation for equity position risk.

(d) A bank may be exposed to risk through movements in interest
rates, arising from both holdings of interest rate instruments
and as a corollary to any future cash flows. The standard
treatment of the risk is explained in the chapter on interest rate
position risk.

a) The resultant capital requirement, together with any relevant
underwriting risk, should form the calculation for interest rate position

risk.

(e) A bank should maintain an additional capital requirement to
reflect the additional risks arising from concentration of credit
exposures. The treatment of this risk is in the chapter on
incremental capital for large exposures.

a) This covers the risks undertaken by banks that have individual

exposures in excess of the normal 25% limit.

(f) Option position risk in the trading book should form part of
the calculation for option position risk.

An alternative approach to calculating capital requirements for
market risk in the trading book involves the use of a bank’s internal
VaR models.
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12

13

3.5

14

15

a) The internal models approach may be used to calculate the capital
requirements for foreign exchange risk, commodity position risk,
interest rate position risk and equity position risk. A bank using the
internal models approach should still calculate capital requirements for

large exposures under the standard approach.

The counterparty risk treatment of some instruments, principally
repos/reverse repos, is unique to the trading book. This treatment
is explained in the chapter on counterparty risk in the trading book.

a) Such counterparty risk only ever arises in respect of transactions where
the positions have yet to unwind and there are therefore obligations
still upon the counterparty; when a bank holds an instrument in its
trading book, the market risk calculation should include (where

applicable) the risk that the issuer may default.

Some capital requirements may feed into more than one part of the
trading book capital calculation:

(@) The risks in providing underwriting commitments are
explained in the chapter on underwriting.

a) The resultant capital requirement should be part of the calculation for
either the interest rate and equity position risk, depending on the

subject matter of the underwriting.

(b) A bank may apply for recognition of a sensitivity model for
calculation of market risk in the trading book. This is
explained in the chapter on standard models in the trading
book.

a) The resultant capital requirements should feed into the calculations of

the various components of trading book risk.
aneral refinements to the structure

In certain cases, balance sheet or off balance sheet items which
would otherwise be included as weighted risk assets (or their
notional equivalents) may be removed from the supervisory
balance sheet, because the associated risks are viewed as effectively
transferred or securitised. This is explained in the chapter on
securitisation and loan transfers.

Items sometimes may attract a lower weighting than normally
applied to the bank’s counterparty in the transaction, subject to the
FSA’s policy in respect of netting or collateral are met. This is
explained in the chapter on collateral and netting.



Section Version: 2.0
CO: Section 3: Page 5 Date Issued: February 2003

16 Further guidance applies in the case of consolidated reporting. This

See ch CS . . . ..
is given in the chapter on consolidated supervision.
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4.1

4.1.1

2

INDIVIDUAL CAPITAL RATIOS

This section explains the FSA’s policy for the setting, reviewing and
monitoring of capital ratios and provides an overview of factors it
takes into account in setting the level of the ratios. The first sub-
section explains the procedure for the setting of the ratios. The
second sub-section deals with their monitoring.

Setting and reviewing the ratios
Individual capital ratios

The third element of the FSA’s capital adequacy framework is the
setting of a capital ratio for a certain quantity of risk weighted
assets. This is the individual capital ratio (ICR), the minimum capital
ratio that the FSA considers a bank should maintain.

Rule [3.3.13 in Chapter GN] requires a bank to maintain adequate
capital resources. In order to meet this requirement the FSA
considers that banks should maintain, on a continuing basis, the
capital ratios set by the FSA. In the event that a ratio is not met, the
bank should contact the FSA immediately.

The absolute minimum ICR the FSA considers to be appropriate is
8% as set out in the SRD (now replaced by The Banking
Consolidation Directive), but in practice the FSA expects most
banks to work to an ICR which is significantly above this figure.

The FSA considers that an ICR of 8% (ie the minimum) is
appropriate only for a well-diversified firm whose business,
management, systems and controls are strong and where the risks
that it is exposed to are captured adequately by the capital model.
For a bank that does not satisfy these conditions, the FSA will use
the Individual Capital Ratios Framework (ICRF) to determine an
ICR above the 8% minimum (see FSA Policy Statement ‘Individual
Capital Ratios for Banks’, July 2001).

The ICRF is a structured framework which is used by the FSA to
identify potential sources of risk not captured - or not captured
adequately - by the 8% minimum capital ratio. FSA supervisors
gather information on these potential risks, drawing on our
primary risk assessment tools as well as other information sources.
The ICRF is then used to build up a qualitative risk assessment for
the bank and to determine an appropriate capital ratio to help
mitigate these risks. The ICRF lists those risk factors where the
FSA deems capital to be an appropriate mitigant.
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The factors considered are:

Banking Book Trading Book
Business Risk Business Risk

Section I — Model Fit Section I — Model Fit

Interest rate risk in the banking book  Market risk

Settlement risk Incremental capital for large exposures
Credit risk Underwritin
Risks on the liability side D D2 models
Interaction between credit and market Legal, Operational and Other business
risks risks
Legal, Operational and Other
business risks
Section 2 — Concentration / Section 2 — Concentration / Operating
Operating Environment Environment
Concentration Concentration
Access to capital Access to capital
Consolidation Consolidation
Infrastructure Infrastructure
BankingJ Book Trading Book
ontrol Kis Controi Risk
Section 3 — Control factors Section 3 — Control factors
Internal controls Internal controls
Organisation Organisation
M anagement M anagement
5 The ICR is reviewed periodically to ensure that it continues to

4.1.2

reflect the bank’s risk-profile. In the event of a significant
deterioration in a bank’s risk profile, the FSA may consider that the
ratio should be increased to reflect the increased risk; the converse
applies to improvements in a bank’s risk profile.

Capital buffers

SYSC 3.2.6R requires a bank to take reasonable care to maintain
effective systems and controls for compliance with regulatory
requirements. This includes compliance with Rule [3.3.13 in
Chapter GN]. In doing so a bank should take into account the
ICR(s) advised by the FSA. In order to ensure continued
compliance with Rule [3.3.13 in Chapter GN], the FSA believes it is
appropriate for a bank to maintain a capital buffer above the level
of the ICR advised by the FSA. The size of this buffer is at the
discretion of the bank. However, if the bank’s capital falls below
the ratio(s) advised by the FSA, this will call into question the
effectiveness of the firm’s risk management procedures. In such
circumstances, the FSA would have to consider an appropriate
regulatory response.
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11
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12

CAD banks

For CAD banks, separate ICRs are set for the trading and banking
books.

a) Because the banking book regime is expressed in terms of a ratio in
proportion to risk weighted assets, whilst the trading book regime
established by the CAD expresses its requirement as capital
requirements (i.e. the level of capital required to support an associated
risk), a method is needed to allow trading book ICRs to be brought into
the framework. This has been achieved by multiplying the trading
book aggregate capital requirement by 12.5 to produce a notional risk
weighted asset equivalent which can be multiplied by the trading book
ICR. This system is purely supervisory and banks should not publish

their ratios in this form.
Monitoring and breaches
Monitoring

For normal reporting purposes, the extent to which a bank exceeds
its capital requirements is expressed as a percentage of that capital
requirement. So a bank’s supervisory capital adequacy position
should always be above 100%.

The monitoring of capital ratios by the FSA normally takes place
using the quarterly (solo) and semi-annual (consolidated) BSD3
return. However, in the event of a programme of remedial action
being agreed (particularly in the case of breaches of ICR) the FSA
may request more frequent information.

A bank must maintain adequate capital on a continuing basis, not
just on reporting dates. Where the nature of the activities is such
that the capital ratio remains stable, the calculation may be on an
appropriate periodic basis. It may, however, be appropriate that a
bank is able to monitor its capital ratios daily.

Any fall, or anticipated fall, below the ICR by a bank should be
notified to the FSA immediately it becomes known.

Breaches of the ICR

Any breach of the ICR by a bank is a serious matter since it
indicates that a bank may have insufficient capital safely to support
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13

the risks in its business and might well be unable to meet the
requirements and standards under the regulatory system.

Consolidated ratios

The capital ratio set by the FSA on a consolidated basis is normally
the same as that set on a solo basis for the principal bank in the

group.

a) For further details, see the chapter on consolidated supervision.
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APPENDIX: OPTIMISING THE USE OF CAPITAL IN
CAPITAL ADEQUACY CALCULATIONS

As the tiers of capital differ in the degree of protection that they can
offer depositors, restrictions should be placed on the use and
amount of each type of capital in a bank’s capital base. These
restrictions are detailed elsewhere. The purpose of this section is
to explain how, given the restrictions, a bank should allocate its
capital against its capital requirements.

It follows from these restrictions that a bank should use its capital
in an optimal way. To report in a less than optimal way would
mean that the capital ratios would not be maximised and a possibly
misleading impression as to a bank’s stability could be provided.

a) There are fewer restrictions on the more “senior” types of capital, which
are likely to be more scarce and expensive. The use of the more
“junior” types should be restricted and this capital is likely to be more
flexible, plentiful and cheaper. The junior capital should therefore be
utilised to its maximum extent to meet the capital requirements where

possible.

Optimisation of the use of capital may be achieved by carrying out
the calculations in the following order (although in which steps (b),
(c) and (d) are carried out is not critical):

(@) Identify any deductions to be made from Tier 1 capital or from
Tier 1 and Tier 2 capital.

a) This includes deductions of holdings of own paper, of the capital

instruments of banks and investment firms, and of qualifying holdings.
(b) Calculate trading book capital requirements.

Trading book ICR = X%
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Capital | Notional risk Capital
require- | weighted assets | required
ment
FX position risk A 125x A X% of (12.5x A)
Equity position risk B 125 xB X% of (12.5 x B)
Interest rate C 125 x C X% of (12.5x C)
position risk
Large exposures D 125xD X% of (12.5 x D)
incremental capital
Trading book E 125x E X% of (12.5 x E)
counterparty and
settlement risk
Commodity F 125xF X% of (12.5 x F)
position risk
Activities subject to G 125xG X% of (12.5 x G)
internal models
Option position I 125 x1 X% of (12.5 x 1)
risk

a) Note that multiplying by 12.5 is equivalent to dividing by 8%. See

above for explanation of why this is necessary to place the elements of

the capital calculation on the same basis.

b) Capital requirement G for activities subject to internal models are
shown in 76G in chapter TV.

Calculate banking book capital requirements.

Banking book ICR =Y %

Risk weighted assets

Capital required

Credit risk

H

Y% of H

(d) Identify total capital available.

Identify any Tier 2 subordinated debt in excess of 50% of total
Tier 1 capital; this should not be included in the capital base.
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(f)
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Identify general/collective provisions in excess of 1.25% of the
sum of risk weighted assets in the banking book and notional
risk weighted assets in the trading book; these should not be
included in Tier 2 capital.

The next step in the process depends upon the type of bank:

(i) For CAD banks reporting on a consolidated basis, or a
solo basis where the bank is not part of a group that
submits prudential returns on a consolidated basis, then
the sum of eligible Tiers 2 and 3 in excess of Tier 1 should
not be included. The excess should be discarded from
the calculation in the order:

e Tier 3 capital;

e Tier 2 capital.

(i) For CAD banks reporting on a solo basis, where the bank
is part of a group which submits prudential returns on a
consolidated basis, this step should be omitted.

(iif) For all non-CAD banks, any Tier 2 capital in excess of
total Tier 1 capital should be discarded.

Allocate capital to support the banking book capital
requirements, maximising use of Tier 2 capital subject to
constraint that at least half the capital supporting the banking
book should be Tier 1.

Calculate eligible Tier 3 capital. Eligible Tier 3 capital is
restricted to an upper limit of twice the amount of Tier 1
capital left over after step (h). Any Tier 3 capital in excess of
this limit should not be included.

Allocate capital to support the trading book capital
requirements, maximising use of Tier 3 capital by the following
process:

(i)  Allocate Tier 1 capital to trading book counterparty risk
requirements up to an amount equal to one third of the
total trading book capital requirement. If the sum
required to cover trading book counterparty risk is less
than this one third of the total trading book capital
requirement, an amount of Tier 1 capital equal to the
difference should be allocated to meet trading book
market risk capital requirements.



Section Version: 2.1
CO: Section 5: Page 4 Date issued: April 2005

(ii) If any trading book market risk requirements remain
uncovered at this stage, capital should be allocated in the
order:

o Tier 3 capital;
o Tier 2 capital;
e Tier 1 capital.

(iif) Capital should be allocated to cover any remaining
trading book counterparty risk requirements in the order:

o Tier 2 capital;
e Tier 1 capital.

(k) Identify any unused Tier 1 or Tier 2 capital.
(I) The capital adequacy ratio should be calculated by the
following equation:

(Tier 1 + eligible Tier 2 + used Tier 3 - deductions) x 100
X% of125x (A+B+C+D+E+F+G+])+Y%of H

a) This equation represents the ratio of adjusted capital base to regulatory
capital requirements, expressed as a percentage. If its ratio is less than
100%, the FSA will consider that a bank has inadequate capital.

b) Note that Tier 3 capital only contributes to a bank’s adjusted capital
base to the extent that it is used to support capital requirements. This is
why a bank should use as much of its Tier 3 capital as possible to meet

trading book market risk requirements.

4 If there is insufficient capital to meet the capital requirements at
any stage above, a bank should immediately contact its supervisor.
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THE BANKING BOOK/TRADING BOOK DIVISION

1

1.1

1.2

5

INTRODUCTION
How this chapter is organised

This chapter is one of a number that deals with capital adequacy;
the overview of capital chapter (Chapter CO) outlines how they fit
together. Banks that have a trading book over a certain size should
meet the trading book capital requirements of the Capital
Adequacy Directive (CAD - 93/6/EEC) and its subsequent
amendment (98/31/EC) in respect of the risks - not only market-
related but also credit related - arising from their trading activities.
This involves splitting their business between trading and banking
books. This chapter explains what should be included in a bank’s
trading book, outlines the FSA’s policies in respect of a bank’s
trading book and sets out the threshold tests which banks should
adopt to determine whether a bank has a trading book for CAD
purposes.

Section 2 outlines the main elements of the FSA’s policy in this
area. Section 3 defines the trading book and the instruments which
may be included in it. Section 4 explains how a bank should
determine whether it has a trading book for CAD purposes and the
implications if it does not. Section 5 covers trading book policy
statements.

Legal sources

The legal sources identified in the relevant section of the Capital
Adequacy Overview chapter are also relevant to this

The CAD introduced a framework for capital requirements for the
market and other risks associated with the trading activities of
banks and investment firms.

a) Aninvestment firm is any legal or natural person the regular
occupation or business of which is the provision of investment services
for third parties on a professional basis.

(i) Investment services are listed in Section A of the Annex
to the Investment Services Directive (ISD -

93/22/EEC).
The relevant parts of the CAD are implemented by this chapter.

If a bank’s trading book is below a certain size, it is deemed not to
have a trading book for the purposes of the CAD.
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a) So all its positions and exposures are banking book and subject to the
risk weighting capital requirements based on Title V, Chapter 2,
Section 2 of The Banking Consolidation Directive (formerly the
Solvency Ratio Directive (SRD - 89/647/EEC)).

Application

This chapter applies to all UK banks. They do not apply to UK
branches of banks incorporated overseas.

a) However, UK branches of banks incorporated elsewhere in the
European Economic Area (EEA) are subject to the requirements of the

CAD as implemented by their home supervisors.

The policy for determining the allocation between trading book
and banking book applies to a bank on a solo (or solo-
consolidated) basis and on a consolidated basis.

a) The general policy on consolidation is given in chapter CS.
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2 THE MAIN ELEMENTS OF THE POLICY
2.1 Prudential aspects of the policy

See s3 1 A bank should decide on the extent of its trading activities on both

a solo (or solo-consolidated) basis and a consolidated basis, and
whether those activities constitute a trading book for the purposes
of the CAD.

a) If its trading book is below a certain size, then the FSA may agree that a

bank may not need to adopt CAD trading book capital treatment.

See ch FX & i) However, a bank not adopting the CAD trading book capital
™M treatment should still adopt the CAD capital treatment for foreign
currency risk and commodities risk, which apply wherever the

currency exposures are generated.

See ch CS b) The general policy on consolidation is given in chapter CS.

See s5 2 Under rule 3.4.12 in Chapter GN, a UK bank must provide the FSA
with a statement of its policy on its trading book. It should agree

See ch GN s3 the statement with the FSA. This statement must be reviewed and,

where necessary, updated annually, with any significant changes
approved by its board or a body delegated this responsibility by
the board. The bank should obtain the FSA’s written agreement to
any significant changes made.

a) This applies to all UK banks since the FSA’s agreement to a trading book
policy statement forms the basis for determining whether it is

appropriate for a bank not to apply the CAD trading book treatment.

i)  The policy statement of a bank whose trading activities are judged

minimal need only cover certain of the items normally required.

See s3 3 A CAD bank (i.e. a bank to which the CAD trading book treatment
applies) should ensure that all its trading book positions are
marked to market on a daily basis for both capital adequacy and
large exposures purposes.

a) With the FSA’s written agreement, cash items with a residual maturity
of one month or less included in a trading book for hedging purposes

may be exempted from the daily mark-to-market requirement.

b) In the case of non-marketable instruments held in the trading book, the
equivalent of marking-to-market on a daily basis should be achieved by

including the instruments concerned at their net present value.
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Manual
Chapter 16

2.3

A CAD bank should have systems to:

e ensure that positions are assigned correctly between its banking
book and its trading book; and

e control transfers of positions from one book to the other, both at
the inception of a deal and, if the intent changes, during the life
of the deal/position.

A non-CAD bank should monitor its positions and notify the FSA
immediately if it exceeds any of the CAD size thresholds.

The reporting obligations on banks

Unless otherwise agreed in writing with the FSA, a CAD bank must
complete the relevant sections of reporting form BSD3 in respect of
its trading book and submit:

e quarterly on a solo (or solo-consolidated) basis; and
e semi-annually on a consolidated basis.

a) As with other reporting forms, reporting dates other than calendar end-
quarters may be agreed in writing with the FSA if a bank’s financial

year end does not coincide with the calendar year end.
The FSA'’s practice

The FSA satisfies itself that each form BSD3 received is internally
consistent and in accordance with the relevant bank’s agreed
trading book policy statement.

[This is intentionally blank.]

[This is intentionally blank.]
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3.1

DETERMINATION OF A TRADING BOOK
General

This section provides a definition of a bank’s trading book which a
bank should adopt and the financial instruments which may be
included in it. It then explains the circumstances in which, for
hedging purposes, a financial instrument may be taken out of a
bank’s trading book and a non-financial instrument included in it.

In order to know whether its trading book is above the threshold
size - and therefore whether the CAD trading book capital
calculation should be adopted - a bank needs to know what to
include within its trading book.

a) Inaddition to the capital needed for position risk, trading book
positions may also give rise to the need for capital to cover

counterparty risk and for large exposures notably ‘soft limits’.
The trading book is defined according to three broad criteria:
e is the instrument eligible for inclusion in the trading book? And

e if the instrument is eligible for inclusion, is it held for trading
purposes (i.e. usually for short-term gain)? Or

e is the position hedging an exposure in the trading book?

a) The segregation of positions between a bank’s banking book and its
trading book using these criteria may not correspond exactly with the
way in which the bank internally manages its exposures. In particular,
in certain circumstances, non-financial instruments may be included in
the trading book and financial instruments may be transferred out of the
trading book into the banking book.

b) All positions and exposures which are not in a bank’s trading book are
deemed to be part of its banking book and should be subject to the risk
weighting capital treatment based on the SRD (now replaced by The

Banking Consolidation Directive).

If a bank’s trading activities on both a solo (or solo-consolidated)
basis and a consolidated basis are below the threshold size, it may
be appropriate for a bank not to adopt the CAD trading book
treatment.
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3.2.1

Where this is the case all its positions and exposures are banking book
and should be subject to the risk weightings based on the SRD (now
replaced by The Banking Consolidation Directive).

However, the FSA will first need to agree with a bank a trading book
policy statement about which activities the bank normally considers
trading and constitute part of its trading book before deciding whether

not adopting the CAD trading book treatment is appropriate.

The content of a trading book

The definition of a trading book

On the basis of the broad criteria given above, Article 2.6 of the
CAD (as amended) provides a definition of a trading book. In
accordance with this, a bank’s trading book consists of:

(a)

its proprietary positions in financial instruments, commodities and
commodity derivatives which are held for resale and/or which
are taken on with the intention of benefiting from actual
and/or expected short-term price or interest rate movements;

matched principal broking positions in financial instruments
commodities and commodity derivatives;

a)

Matched principal broking occurs when a bank or its affiliate acts as a
principal in matched transactions in financial instruments, commodities or
commodity derivatives. In acting as principal, the bank or its affiliate

takes positions.

i) Matched principal broking takes place primarily where access to a
market, for example, the London Financial Futures and Options
Exchange or the Chicago Mercantile Exchange, is confined to
members so that a deal has to be executed in a member’s name

even though it is for a client.

Wherever a bank or affiliate acts as principal (even in the context of
activity described as ‘broking’ or ‘customer business’) positions should
be allocated to the bank’s trading book where the underlying intent is
trading.

i)  This applies even if the nature of the business means that the only
risks deemed to be incurred by the bank or affiliate are

counterparty risks (i.e. no market risk charges apply).
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positions in financial instruments, commodities, commodity
derivatives or other non-financial instruments taken in order to
hedge other elements of the trading book;

exposures due to repurchase agreements (‘repos’) and
securities and commodities lending which are based on
securities or commodities included in the trading book as
defined in (a)-(c) above referred to in paragraph 4 of Annex II
of the CAD (as amended);

a) So for arepo, or a transaction with a similar economic effect, such as
stock lending, to be considered part of a bank’s trading book, the
securities being re-purchased, lent or contributing collateral for such a

transaction should be in the trading book.

those exposures due to reverse repos and securities and
commodities borrowing transactions described in paragraph 4
of Annex II of the CAD (as amended);

a) To qualify for inclusion in the trading book, exposures due to reverse
repos or securities and commodities borrowing transactions should

meet all the conditions below:

i)  the exposures are marked-to market daily following the
procedures laid down in Annex II of the CAD unless they are cash

items as defined in paragraph 6 below;

ii) the collateral should be adjusted daily to take account of changes
in the value of the securities or commodities involved and the

bank’s rule for collateralisation should be acceptable to the FSA;

iif) the agreement or transaction provides for the bank’s claims to be
automatically and immediately offset against its counterparty’s

claims if the latter defaults; and

iv) such agreements or transactions are confined to their accepted and
appropriate use and artificial transactions, especially those not of a

short-term nature, should be excluded.

b) Where a contractual relationship fails to meet condition (ii) or (iii)
above, the contract may still be included in the trading book but should

be treated as an undocumented reverse repo.

exposures arising from unsettled transactions, free deliveries
and over-the-counter ("OTC’) derivatives referred to in
paragraphs 1, 2, 3 and 5 of Annex II of the CAD (as amended);
and
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3.2.2

(g) exposures in the form of fees, commission, interest, dividends
and margin on exchange-related derivatives directly related to
the items included in the trading book referred to in paragraph
6 of Annex II of the CAD (as amended).

a) So the core elements of a trading book are items 4(a)-(e) above. 4(f) and

4(g) only apply where they relate to 4(a)-(e).

Whether particular items fall to be included or excluded from a
bank’s trading book should be decided in accordance with objective
procedures including, where appropriate, accounting standards in
the bank concerned. A bank should set out its procedures in its
trading book policy statement.

a) The FSA reviews these procedures, including whether they are being

consistently implemented.

i)  The FSA’s usual method is to commission a report under section
166 of the Act.

Financial instruments

For the purpose of paragraph 4, financial instruments are as defined
in Section B of the Annex to the ISD. They are:

(a) transferable securities (i.e. equities and debt securities,
including CDs);

(b) units in collective investment undertakings;

a) A collective investment undertaking is an open-ended collective
investment marketed solely with the objective of investing in

transferable securities (e.g. a unit trust).

(c) money market instruments such as treasury bills, CDs and
commercial paper;

a) Deposits and loans are not money market instruments and therefore fall

outside the definition of financial instruments.

b) CDs and commercial paper, issued by a bank, may be considered as
“short” positions in the trading book as long as they meet the criteria
for inclusion in the trading book. The treatment of these instruments
should be applied consistently. They need only attract capital cover for

general market risk.
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3.2.3

(d) financial futures contracts (including equivalent cash settled
instruments);

a) In the case of a cash settled instrument, settlement involves a cash
payment replicating the advantage of the physical transaction plus the

derivative rather than the physical delivery of the underlying asset.
i)  Most derivatives are cash settled.

(e) forward interest rate agreements;

(f) interest-rate, currency and equity swaps; and

(g) options to acquire or dispose of any of the above, including
equivalent cash-settled instruments.

For detailed lists of instruments within each of these categories that
may be included in the trading book in their own right, see the
chapters on equity position, option risk and interest rate risk.

A financial instrument held with trading intent

For the purpose of paragraph 4, a position in a financial instrument
may be considered as held with trading intent if:

(a) itis covered in the bank’s trading book policy statement agreed
with the FSA as a trading activity and as constituting part of
the bank’s trading book; and

(b) it is marked-to-market daily, on a prudent and consistent basis,
as part of the bank’s internal risk management processes; and

a) If a market-determined price is not available, a bank may generate its
own mark-to-market valuation, provided that details of the valuation

process are included in its trading book policy statement.

b) The mark-to-market valuations do not have to meet the requirements

for statutory accounts.

c) Cash items included in the trading book for hedging purposes do not
need to be daily marked-to-market where they have a residual

maturity of one month or less.

i)  For this purpose, cash items include loans and deposits and the
cash legs of repo (stock lending) and reverse repo (stock

borrowing) transactions.
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3.3.1

10

3.3.2

11

(c) either the position takers in a bank have autonomy in entering
into transactions within pre-determined limits or the position
satisfies any other criteria which the bank applies to the
composition of its trading book on a consistent basis.

a) So a’financial instrument” or commodity position held for long-term
investment purposes should not be included in the trading book since it

is not held with trading intent (i.e. for short-term gain).

b) A position includes interest, dividends or other benefits accruing where
these are recognised and included in the quoted prices of an

investment.

A ’“financial instrument” held purely for liquidity purposes may be
excluded from the trading book because it is not held with trading
intent.

a) However, in such circumstances, supervisors examine closely whether
or not trading is actually occurring. The expectation is that large banks
will in fact trade portfolios of more marketable assets and that such
portfolios should therefore be classified as part of the trading book.

Hedging exposure
General

A trading book exposure may be hedged by an instrument that is in
its own right not normally considered to be eligible to be part of a
bank’s trading book. And sometimes financial instruments that
usually would be included in the trading book are used to hedge
banking book positions or general market risk in the banking book
and may therefore be taken out of the trading book.

Three main issues are covered below:

¢ hedging of a trading book exposure by a non-financial
instrument;

e hedging of a banking book exposure by a financial instrument;
and

e general market risk transfer.
Hedging of a trading book exposure by a non-financial instrument

A trading book exposure may be hedged, completely or partially,
by an instrument that in its own right is not normally considered to
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be eligible to be part of the trading book, i.e. instruments other than
those listed in paragraph 6.

Any such trading book position, whether of financial or non-
financial instruments, should be subject to the daily mark-to-
market discipline, described in paragraph 7, and valued on a
prudent and consistent basis. The trading book positions of non-
financial instruments should attract both counterparty risk
requirements (as may be adjusted for use in the trading book) and
general market risk requirements on the mark-to-market valuation,
but not specific risk requirements.

a) A non-financial instrument is an instrument other than those listed in

paragraph 6.

b) A non-financial instrument might be used to hedge interest rate risk, for
example an interbank deposit might be used to hedge a portfolio of
traded CDs.

Hedging of a banking book exposure by a financial instrument

If a financial instrument is used to hedge an exposure in a bank’s
banking book, it should be taken out of the trading book for the
period of the hedge and be included in the banking book.

a) It should then be weighted using the weightings given by the SRD (now
replaced by The Banking Consolidation Directive).

General market risk transfer

General market risk arising from the trading book may hedge
banking book positions without reference to individual financial
instruments. In such circumstances, there should nevertheless be
underlying positions in the trading book. The positions in the
banking book which are being hedged should remain in the
banking book, although the general market risk exposure
associated with them should be incorporated within the calculation
of general market risk capital requirements for the trading book
(i.e. the general market risk element on the banking book side of
the hedge should be added to the trading book calculation, rather
than that on the trading book side of the hedge being deducted
from it). As no individual financial instruments are designated
there should be no resultant specific risk requirement in the trading
book and the risk weighted assets in the banking book should not
be reduced. This arrangement for the transfer of risk should be
subject to a policy statement agreed with the FSA.
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14 The allocation or transfer of a financial instrument or the transfer of
general market risk should be subject to appropriate
documentation to ensure that it can be established through audit
verification that the item is being treated correctly for the purposes
of capital requirements. The documentation should cover, as
appropriate:

(a) the pricing of the transfer;
a) Arms-length prices should be used.

(b) whether the financial instrument or general market risk
position is hedging a designated banking book exposure;

(c) whether the intent for having the position in the financial
instrument remains for short-term gain; and

(d) the designated trading book exposure being hedged by the
non-financial instrument in the trading book.
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4.2

THE THRESHOLDS FOR THE CAD TRADING BOOK
CAPITAL TREATMENT TO APPLY

General

This section set outs the threshold sizes below which the FSA
considers it appropriate for a bank not to adopt the CAD trading
book capital treatment.

The threshold tests

A bank need not adopt the CAD trading book capital
requirements if its trading book activity is considered to be
minimal.

a) However, a bank not adopting the CAD trading book capital
treatments should still adopt the CAD capital treatment for foreign
currency and commodities risks; the latter should apply irrespective of
whether exposures are generated by trading book or banking book

positions.

The tests used to determine if a bank need not adopt the CAD
trading book capital treatments are based on the absolute size of a
bank’s trading book business on a solo (or solo-consolidated) or
consolidated basis in Euros, and the size of its book relative to its
total on and off-balance sheet positions. A bank should be subject
to the CAD trading book capital treatment if either:

(@) its trading book is normally Euro 15 million or 5% of its total
positions; or

(b) its trading book ever exceeds Euro 20 million or 6% of its total
positions.

a) When calculating a bank’s total positions, the following treatments
should apply:

i)  debt instruments are valued at their market prices or principal
values, and equities and commodities at their market prices;

ii) where a derivative is based on an underlying security or
commodity, it is valued according to the market value of that
security or commodity. Otherwise the notional principal amount
underlying the derivative should be used. Long and short
positions are summed regardless of their signs;
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iii) underwriting positions (which should always be included in the
trading book) should be valued according to the full market

value of the underlying securities; and

iv) forward FX contracts should be (for these purposes only) treated
as banking book business, although FX futures and options,
unless hedging the banking book, should be treated as trading
book items. This is because FX futures and options are ‘financial
instruments” whereas forward FX contracts are not. So a bank
may have a large forward FX book but not necessarily a trading

book for CAD purposes.

4 If the trading book of a banking group as a whole exceeds the
thresholds on a consolidated basis, but includes banking
subsidiaries which are individually below the thresholds, the FSA
may agree that the banking subsidiaries need not adopt the CAD
trading book capital treatment on a solo basis.

5 A banking group should demonstrate to the FSA that its business
is not being deliberately split up into different subsidiaries in order
not to adopt the CAD trading book capital treatment. However, in
general, for a large banking group where treating a small
subsidiary under the SRD (now replaced by The Banking
Consolidation Directive) rather than the CAD would have a
minimal impact on capital ratios, supervisors take a pragmatic
approach. Factors supervisors consider are:

(@) what position limits the subsidiary has;
(b) the subsidiary’s control systems;
(c) the general quality of control systems for the bank as a whole;

(d) the extent and frequency of internal and external audit of the
subsidiary; and

(e) whether there have been any problems in the past.

6 If a non-CAD bank exceeds either of the tests in 2(a) above, it
should discuss the position with the FSA immediately. Unless the
FSA regards the breach as being likely to exist only for a short
period, the bank will be required to comply with the CAD trading
book capital treatments.

a) So a bank whose trading book falls between the thresholds in 2 (a) and
(b) above other than for a short period should adopt the CAD trading
book capital treatment.
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5
5.1

1

2

5.2

TRADING BOOK POLICY STATEMENTS
General

The FSA has made a rule under the Act requiring banks to have a
trading book policy statement (see rule 3.4.7). A bank should
discuss a trading book policy statement with the FSA. The
statement may be devised in conjunction with the bank’s internal
auditors or another qualified independent group and, if necessary,
with external experts such as skilled persons.

A bank must have its policy statement approved by its board or, by
a body formally delegated this responsibility by the board, for
example, a treasury committee (see rule 3.4.7).

The policy statement must be reviewed and where necessary
updated annually, with significant changes approved by its board
or the body delegated this responsibility by the board. A bank
should seek the FSA’s written agreement to it making any
significant changes.

The policy statement may be prepared on either a consolidated or a
solo (or solo-consolidated) basis depending on the nature of the
group concerned.

a) Preparation should be on a consolidated basis when a group either
manages its trading risk centrally or employs the same risk

management techniques in each company.

b) Where policy statements are prepared on a consolidated basis, their
application to each bank or investment services subsidiary should be
made clear and should be approved by that subsidiary’s directors.

A bank whose trading book is below the relevant threshold size
may seek the FSA’s agreement that the CAD trading book capital
treatment is not appropriate but still must prepare a policy
statement. Since the FSA’s agreement to the policy statement forms
the basis for agreeing that the CAD trading book capital treatment
need not be adopted.

a) However, a bank seeking the FSA’s agreement need only to address the

points in 7(a) and (e) below in its policy statement.
The form and content of the policy statement

The policy statement should be in two parts. The first should set
out the means by which the bank has identified its trading book
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and valued its positions in that book; and the second should set
out the methodologies that the bank uses to measure market risks.

7 The first part should include:

(@) alist of activities the bank normally considers trading and
constituting part of the trading book, a list of activities
excluded from its trading book and the rationale for the
proposed classification;

a) Details should include:

i)  the instruments and commodities that a bank proposes to trade in,
including the, currencies, maturities and issuers or quality of

issues;
ii) any instruments to be excluded from its trading book;
iii) the counterparties with whom it is prepared to deal;

iv) the appropriate sections of the treasury manuals for the limits

dealers must adhere to; and

v) the appropriate sections of the treasury manual for the method
and responsibility for monitoring adherence to the limits and
compliance with the trading book policy statement, including

internal audit procedures.

(b) the process used in valuing positions, including those positions
for which market prices are not readily available;

a) A bank should value its positions on a prudent and consistent basis.

See ch VA s3 b) The FSA’s policy on banks valuing trading book positions are set out
elsewhere.

(c) the procedures used for the transfer of risk or instruments
between the banking and trading books;

a) Details should include:
i)  the setting up of appropriate audit trails;

ii) the motive for transferring instruments or general market risk

between the banking and the trading book; and

iii) procedures for monitoring adherence to the bank’s policy.
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(d) the treatment of a banking subsidiary where that subsidiary’s
trading book is below the CAD threshold size, but the
consolidated trading book is above it; and

a) This should include the procedures for monitoring of the size of that
banking subsidiary’s trading book in respect of 7(a) and 7(e).

b) For complex groups the statement should also include the motive for
excluding a particular centre or subsidiary from the trading book and
the procedures for ensuring that the exclusion is reviewed when

circumstances change.

(e) the procedures in place to monitor the size of the trading book
for future breaches of the CAD threshold size, if the bank is
currently below the exemption threshold.

The list above is not exhaustive; there is likely to be an overlap
with dealing/treasury manuals, references to which are adequate,
provided supervisors have already seen and are satisfied with the
content of the manuals.

8 There are several areas where a CAD bank has a choice of method
for calculating various of its position risk capital requirements.

a) For example, when calculating its interest rate position risk, a bank may
choose between simplified methods, standard methods or the use of
pre-processing models. Back testing models may be used for

calculating foreign exchange risk.

i)  For further details, see the relevant sections of the chapters on
foreign exchange risk, interest rate risk, commodities risk, option

risk and models.

b) Positions in the trading book can also attract a counterparty risk
requirement, which a policy statement does not need to cover. The

chapter on counterparty risk describes the calculation of this risk.

9 The second part of the policy statement should spell out the
methodology which the bank adopts for calculating the capital
requirements for its trading book risk.

a) Line by line consolidation of the trading book should only be adopted
when the same methodology for calculating general market risk is used

for all entities subject to the line-by-line consolidation.

i)  So, for example, if the simplified method for general interest rate

risk is adopted in an overseas subsidiary, but not in the parent



CB: Section 5: Page 4

Section Version: 1.1
Date Issued: December 2003

See Supervision
Manual,
Chapter 5

10

bank, the trading book of that subsidiary should only be
consolidated through aggregation plus.

For banks which have model recognition and are using internal
models to calculate certain of their capital requirements, the scope
of the model should be outlined and reference made to the ‘Capital
Calculation Using Internal Models” section of the model recognition
schedule. There is no need to duplicate the capital calculation
information in the trading book policy statement.

The FSA reviews the procedures set out in a bank’s policy
statement, including whether they are being implemented
consistently.

a) The FSA's usual method is to commission a report under section 166 of
the Act.
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1.1

1.2

DEFINITION OF CAPITAL
INTRODUCTION
How this chapter is organised

This chapter is one of a number that deal with capital adequacy; the
overview of capital chapter outlines how they fit together. This
chapter sets out how the FSA defines capital for the purposes of
assessing and calculating the capital adequacy of a bank. Banks
should adopt the same definitions for the purpose of calculating the
amount of their capital for supervisory purposes.

The rest of this section details the legal sources on which current
policy is based and outlines the scope of the policy applying to UK
banks. Section 2 gives a brief explanation of the nature and role of
capital. Section 3 details the minimum initial and on-going capital
requirements and related guidance applying to UK banks.

Section 4 provides a breakdown of the components of capital for
easy reference, while Sections 5 to 9 give more detailed
explanations of the components of Tiers 1, 2 and 3. Section 10
covers the deductions that should be made when calculating a
bank’s capital base, and Section 11 explains the policy on the use of
the different tiers of capital and on the amount of capital that may
or should be held. Section 12 covers issues relating to the
repayment of capital. Section 13 is an appendix giving proformas
for an auditor’s opinion on interim profits.

Legal sources

The sources noted in the Legal Sources section of the Capital
Adequacy Overview chapter are also relevant to this chapter.

The Banking Consolidation Directive (formerly The Directive on
Own Funds, “Own Funds Directive”, “OFD” - 89/299/EEC)
establishes a standard EU definition of capital for prudential
supervisory purposes. This follows closely the Basel Convergence
Agreement on capital standards. The Directive has been amended
by the Financial Groups Directive (2002/87/EC) and some of the
resulting changes are given effect in this chapter.

The Capital Adequacy Directive (“CAD” - 93/6/EC) introduced
Tier 3 capital for use in supporting trading book activities.

The Banking Consolidation Directive (formerly the Second Banking
Co-ordination Directive, “2BCD” - 89/646/EEC) sets the minimum
initial capital requirement and minimum ongoing capital
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requirement for banks incorporated in the European Economic
Area.

Application
This chapter applies to all UK banks.

The FSA applies the definition of own funds, as defined by The
Banking Consolidation Directive (formerly the OFD), when
assessing the capital adequacy of banks on a solo (or solo
consolidated) and a consolidated basis.

For an explanation of solo consolidation and consolidation see the chapter on

consolidated supervision.
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2.1

2.2

THE NATURE OF CAPITAL
The role of capital

From a supervisory perspective capital provides a buffer that
enables a bank to absorb losses without the interests of the
depositors being adversely affected.

For a bank the different forms of capital offer a flexible source of
funding, since most elements include either a statutory or a
contractual right to cancel or defer dividend (or interest) payments
on share (or loan) capital. In difficult times, therefore, capital can
be a comparatively cheap funding source; though to compensate
for this, shareholders will expect a higher dividend when a bank is
doing well.

The nature of capital

In order to perform this role, capital should have the following
characteristics:

(a) It should be able to absorb losses before, or instead of, general
creditors. Where the bank has ceased to be a going concern,
the holders of capital are the last to be paid out in a
liquidation.

(b) Good quality capital should have no fixed costs, i.e. there
should be no contractual obligation to pay dividends on
equity, and there should be a contractual right to defer interest
payments.

a) The FSA does not generally allow banks to count as supervisory capital
issues where the interest rate paid on subordinated debt increases when

a bank becomes less creditworthy, e.g. after a credit rating downgrade.

(c) Capital should be fully paid up, i.e. the bank should be in
possession of the funds. Guarantees and other forms of
contingent liabilities should not be included in capital.

(d) A bank should not normally purchase and hold its own
capital, or subsidise its capital holders (e.g. through soft loans
or swaps).

a) In certain circumstances a bank may purchase its own capital, e.g.
through trading activities, or through buy-back schemes sanctioned by
the FSA. Such holdings should be deducted from capital, except where

a trading book concession has been granted.
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2.3

Types of capital

For supervisory purposes capital is split into three categories: Tier 1
(core and innovative), Tier 2 (upper and lower) and Tier 3. These
categories represent different instruments” quality as capital, i.e. the
degree to which each type of capital fulfils the characteristics stated
above.

Tier 1 capital is a bank’s highest quality capital. It is divided into
Core Tier 1 and Innovative Tier 1 capital. Instruments that meet all
of the characteristics set out in paragraph 1 of Section 4.2 will
normally be classified as Core Tier 1. Features that weaken these
characteristics in any way would usually lead to classification as
Innovative Tier 1 (or Tier 2).

(@) Examples of features that may lead to classification as
Innovative, rather than Core Tier 1 include: indirect issuance,
step-ups (increases in the coupon paid) and stock settlement of
principal.

Tier 1 may be issued or internally generated capital.

(a) Issued capital includes ordinary share capital and preference
share capital.

(b) Internally generated capital arising from accruing profit to
reserves, or by capitalising dividends.

Tier 2 capital is split into upper and lower tiers.

a) Tier 2 capital is split into upper and lower tiers to accommodate the
restriction placed on holdings of subordinated term debt by the OFD.
All dated subordinated debt should be included in Lower Tier 2 capital,
while perpetual debt instruments may be eligible for inclusion in Upper
Tier 2.

Like Tier 1, Upper Tier 2 can be split between issued and internally
generated capital.

(@) Issued Upper Tier 2 capital includes hybrid capital
instruments (e.g. perpetual subordinated debt that is able to
absorb losses and cumulative preference shares). Like Tier 1,
issued Upper Tier 2 capital is perpetual. However it is
generally cumulative - dividend or interest payments may not
be cancelled, but may be deferred.

a) Upper Tier 2 capital subordinated debt can be included in capital
because it can be structured so as to bring it close to core (tier 1) capital
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in terms of the protection that it offers depositors. The principal

features of this are:
i) it can absorb losses while the bank continues to trade;

if) it has no fixed servicing costs (i.e. there are circumstances where
the borrower can defer the interest payment without bringing
itself into default); and

iif) the proceeds of the debt issue are permanently made available to

the borrower.

(b) Internally generated Upper Tier 2 capital includes
general/ collective provisions and certain revaluation reserves.

(c) Lower Tier 2 capital is typically dated (i.e. it has a maturity
date, but should have a minimum maturity of over five years)
and interest should be paid as it falls due. It takes the form of
term subordinated debt. Such debt is classed as a lower form
of capital because its loss absorbency features only come into
effect in the event of insolvency, and in general there is less
funding flexibility, since a deferral of an interest payment can
be an event of default.

Tier 3 capital is more short term than Lower Tier 2 capital (Tier 3
subordinated debt has a minimum maturity of two years). It may
only be used to support market risk in the trading book, and is
therefore only applicable to CAD banks.

In order to ensure that banks maintain a strong capital base the
FSA considers that certain restrictions should be placed on the
amount of capital in Tiers 2 and 3 that may be included in a bank’s
capital base in proportion to Tier 1 capital, and on the types of
activity that each tier of capital may be used to support. These are
covered below.

In order to avoid a sudden diminution in the amount of capital
available to a bank, Tier 2 dated capital should be amortised on a
straight-line basis in its final five years to maturity. Where a bank
has an option to repay subordinated loan capital early, the FSA
does not normally assume early repayment for the purposes of
amortisation, unless failure to exercise the option incurs a
significant increase in the interest paid on the debt (a “step-up”).
Amortisation is also covered below.
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3.1

3.2

3

INITIAL AND ON-GOING MINIMUM CAPITAL
REQUIREMENTS

Minimum initial capital requirement

Article 5 of The Banking Consolidation Directive (formerly Article 4 of
2BCD) requires that the minimum initial capital requirement for
authorised deposit-taking credit institutions (that is, a “full credit
institution” within the meaning of the Glossary) on an unconsolidated
basis be Euro Smn.

a) A credit institution for the purposes of The Banking
Consolidation Directive (formerly 2BCD) is an undertaking
whose business is to receive deposits or other repayable funds
from the public and to grant credits for its own account. A credit
institution that is an electronic money institution within the
meaning of article 1(3)(a) of the E-Money Directive that has the
right to benefit from the mutual recognition arrangements under
the Banking Consolidation Directive is subject to the lower
minimum initial capital requirements specified in the E-Money
Directive.

b) This requirement is implemented in the United Kingdom for
banks by rules made by the FSA under the Act. See Rule 3.3.9

The minimum initial capital requirement relates only to the types of
capital as defined under Article 34, paragraph 1 (1)and (2) of The Banking
Consolidation Directive (formerly Article 2, paragraph 1 (1) and (2) of the
OFD), and does not allow other types of capital as detailed elsewhere in
The Banking Consolidation Directive (formerly the OFD) and elsewhere
in this chapter.

a) Capital that can be used for the minimum initial capital
requirement is:

- Fully paid-up share capital, plus share premium accounts, but
excluding cumulative preferential shares;

- Disclosed reserves in the form of general and other reserves
created by the appropriations of retained earnings, share premia
and other surpluses.

Minimum on-going capital requirement

Rule 3.3.9 made by the FSA under the Act requires a bank’s capital to
remain above Euro Smn on an on-going basis. This requirement applies to
banks on an unconsolidated basis.
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At the time of implementation of 2BCD (now replaced by The Banking
Consolidation Directive), banks with capital of less than Euro S5Smn were
“grandfathered” across.

Such banks are required to maintain minimum capital of the level held on
22 December 1989 (the date the Directive was adopted). The minimum
on-going capital requirement for these institutions is however increased
with any increase in the capital base, until the minimum capital threshold
of Euro 5Smn is reached. The rules made by the FSA under the Act
replicate these requirements.

a) Grandfathering is the system by which banks which are unable
to meet the provisions of a new legal requirement may be
permitted to continue under the provisions of the former
requirement, often for a transitional period.

b) With regard to The Banking Consolidation Directive (formerly
2BCD) banks with own funds of less than Euro Smn are eligible
for grandfathering at the date of implementation of 2BCD
replaced by The Banking Consolidation Directive) on 1 January
1993, provided that their own funds do not fall below the highest
level reached with effect from 22 December 1989 (Article 5 of
The Banking Consolidation Directive, formerly Article 10 of
2BCD).

¢) For the definition of capital base see the following section.

d) Note that any losses the grandfathered institution makes while its
capital base is still under Euro 5Smn should be covered by the
shareholders. This is because no reduction in the capital base is
permissible for grandfathered institutions until the minimum
capital requirement of Euro 5mn is reached and the
grandfathering arrangements cease.

Any change in the parent undertaking of a grandfathered institution is
treated as a new authorisation, and such institutions are therefore required
to have a minimum capital requirement of Euro Smn. If two
grandfathered institutions merge, in certain cases the new minimum
capital requirement may be the sum of the aggregate own funds of the
merged institutions on the date of the change, or Euro 5Smn, whichever is
the less.

a) These requirements are implemented in the United Kingdom for
banks by the rules made by the FSA under the Act.
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1

ELEMENTS OF A BANK'S CAPITAL BASE
Introduction

This section summarises the constituent elements of the various
tiers of capital which a bank may include in its capital base for
supervisory purposes. Explanations and details of the constituent
elements are given in the following sections.

The information below relates to the calculation of a bank’s capital
base for capital adequacy purposes. The differences in the
calculation of the large exposures capital base are covered in the
chapter on large exposures.

a) A bank’s capital base is the total of Tiers 1, 2 and 3 capital available for
fulfilling capital requirements after all necessary deductions have been

made, subject to the various limits that apply to the different tiers.

b) The calculation of a bank’s capital adequacy is covered in the overview

chapter.
Tier 1 capital

Principles underlying Tier 1 capital

Tier 1 capital should be able to absorb losses to allow a bank to
continue trading, despite suffering losses up to the value of that
capital and the capital should be permanently available for that
purpose. In order to meet these principles Tier 1 capital should
have the following characteristics:

(a) it should be subordinated

a) Subordination should be effective not only so that the holders of the
capital are repaid after ordinary creditors on a winding up, but also so
that there are no obligations that could result in the bank ceasing to
trade normally and no obligations the breach of which could have that
effect or provide grounds for the taking of winding up, administration

or other insolvency proceedings against the bank.
(b) it should be perpetual (e.g., it should be undated); and

a) The perpetual (i.e. undated) nature of Tier 1 capital ensures that it can
provide an on-going source of funding to the bank until the point where

the bank becomes insolvent, or ceases trading.
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(c)

it should be non-cumulative (e.g., there should be no
obligation to make coupon payments).

a) Non-cumulative means that should the bank decide not to make a
dividend payment, the dividend is not deferred, but cancelled.

This ensures that the capital has no fixed costs.

Core Tier 1 capital consists of:

(@)

Permanent share capital:
(i)  Allotted, called up and fully paid ordinary share capital
a)  This should be net of any own shares held.

b)  “Fully paid” means that the proceeds of the issue have been received by
the bank and are available to absorb losses. This is stricter than the
Companies Act definition of fully paid, which only requires an

undertaking to pay.

(ii) Perpetual non-cumulative preference shares, including
such shares redeemable at the option of the issuer but
with the FSA’s prior consent, and such shares convertible
into ordinary shares.

Reserves in the form of general and other reserves created by
appropriations of retained earnings, share premia and other
surpluses.

Retained profit and loss arising during the course of the
current year where verified by a bank’s external auditors.

a) This should be net of tax, declared dividends and other

appropriations.

Minority interests arising from consolidation in permanent
shareholders” equity subject to sections 5.4(10) and (11).

a) This applies, where there are minority interests, in the calculation of

the solo-consolidated and consolidated capital base only.

Innovative Tier 1 capital consists of instruments which
incorporate certain features, the effect of which is to weaken (but
only marginally) the principles of Tier 1 capital. Innovative Tier
1 capital is subject to a limit of 15% of total Tier 1 capital after
Tier 1 deductions.
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In calculating a bank’s capital base, a number of deductions should
be made from Tier 1:

(@) All holdings of own shares.
(b) Goodwill and other intangible assets.

(c) Current year’s unpublished net losses on the banking and
trading books when taken together.

a) For non-CAD banks the deduction is current year’s unpublished net losses.

4.3

(d) Fully paid up share capital issued after 1 January 1992 by the
capitalisation of property revaluation reserves.

Tier 2 - supplementary capital
Tier 2 (or supplementary) capital consists of:

(@) Reserves arising from the revaluation of tangible fixed assets
and fixed asset investments, including any net unrealised gains
for the fair valuation of equities held in the available-for-sale
financial assets category and any unrealised gains on
investment property.

(b) Fully paid up share capital issued after 1 January 1992 by the
capitalisation of property reserves.

(c) General/collective provisions.
(d) Minority interests in Tier 2 preferred shares.
(e) Hybrid capital instruments:

(i) Perpetual cumulative preferred shares, including such
shares redeemable at the option of the issuer but with the
prior consent of the FSA, and such shares convertible
into ordinary shares.

(ii) Perpetual subordinated debt which meets the conditions
for primary perpetual subordinated debt set out below
including such debt which is convertible into equity.

(f) Subordinated term debt:
(i) Dated preferred shares.

(i) Convertible subordinated bonds not included under
hybrid capital instruments.
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(iii) Subordinated loan capital with a minimum original term
to maturity of five years and one day, and otherwise
meeting the qualifying conditions, subject to a straight
line amortisation during the last five years leaving no
more than 20% of the original outstanding in the final
year before redemption.

a) Note that all Tier 2 dated instruments should be amortised in the final five years to maturity.
4.4 Tier 3 - ancillary capital

6 Tier 3 (or ancillary) capital should only be used to support trading
book activities, and is therefore applicable to CAD banks only.
Tier 3 capital consists of:

(@) Short-term subordinated debt meeting the qualifying
conditions and subject to the following restrictions:

(i)  The debt should have a minimum original maturity of
two years.

(i) The terms of the debt should provide that if the bank’s
allowable capital falls below its individual capital ratio
the FSA must be notified and the debt repayments must
be suspended.

(b) Minority interests in Tier 3 capital.

4.5 Deductions
7 Certain deductions should be made from the sum of Tier 1 and Tier
2 capital:

(@) Investments in unconsolidated subsidiaries and associates.

(b) Connected lending of a capital nature, including guarantees of
a capital nature.

(c) All holdings of capital instruments issued by credit institutions
and financial institutions.

a) Holdings of bank and financial institution capital instruments need not be deducted where a

trading book concession has been granted.
(d) Others to be agreed on a case by case basis.

(e) Qualifying holdings in non-financial companies.
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5.1

TIER 1 CAPITAL

This section provides detail on the constituent elements of Tier 1
capital other than accumulated profit and loss reserves.

Core and Innovative Tier 1 capital

There are three types of capital instruments eligible for Tier 1
capital: ordinary shares, preference shares, and other capital
instruments. The only capital instruments that may be eligible for
Core Tier 1 are those described in paragraphs (a) and (b) below.
Other capital instruments may be eligible as Innovative Tier 1.

(@) Ordinary shares, i.e. allotted, called up and fully paid share
capital.

a) This should be net of any of its own shares that a bank holds.

b) “Fully paid” means that the proceeds of the issue have been received by
the bank and are available to absorb losses. . This is stricter than the
Companies Act definition of fully paid, which only requires an

undertaking to pay.

(b) Perpetual non-cumulative preference shares, including such
shares redeemable at the option of the issuer and with the
FSA'’s prior consent; and such shares convertible into ordinary
shares.

Ordinary share capital is the strongest form of capital in terms of
insulating depositors from credit risk. This is because:

(@) There is statutory subordination through the Companies Act
and the Insolvency Act. Shareholders are the last to be paid in
the event of the liquidation of a bank.

(b) Dividends are discretionary and non-cumulative - they can
only be paid when the bank has sufficient distributable
reserves.

(c) Ordinary share capital absorbs losses while the bank is still
trading as a bank can have negative reserves, as long as these
do not exceed the book value of the shares issued.

(d) Itisundated.
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Tier 1 capital should be predominantly in the form of ordinary
shares and retained earnings.

(a) Predominantly will normally be interpreted as 50% or more of
total Tier 1 capital after Tier 1 deductions.

Preference shares and Innovative Tier 1 instruments are subordinated
to ordinary creditors and rank before ordinary shareholders in
claims on a bank in a liquidation, but typically carry no (or limited)
voting rights.

5.1 (4) only applies to directly issued Tier 1. Indirect issued Tier 1 is
dealt with in 5.4.

In order to be eligible for inclusion in Tier 1 capital, the shares and
instruments should have the following characteristics:

(@) the bank should be able to eliminate the interest or dividend on
the shares;

a) Where a tier 1 instrument includes a step-up in interest or dividends, it is
regarded as ‘innovative’ provided no step-up occurs before the tenth
anniversary of the date of issue. If the step-up occurs before the tenth
anniversary of the date of issue, then the instrument is not eligible for Tier 1
capital. A one-off step-up in dividend from the tenth anniversary of issue
associated with a call is permissible as long as the whole dividend can be
waived. The dividend step up should be no greater than either (i) 100bp, less
the swap spread between the initial index basis and the stepped up index basis
or (ii) 50% of the initial credit spread, less the swap spread between the initial
index basis and the stepped-up index basis. A bank wishing to include such

an option should consult its line supervisor ahead of issue.

(b) the interest or dividend should be non-cumulative, i.e. if the
interest payment or dividend is missed it cannot be rolled up;

a) Itis acceptable to pay the interest or dividend in scrip if a cash dividend
is withheld, as this is merely the conversion of one type of capital into
another and provided this does not result in issuing lower quality capital.
However, to qualify for Tier 1 an obligation to pay in cash should not

accumulate.

i)  Scrip dividends are dividends that convert reserves into shares via a
balance-sheet change. Shareholders are often given the option to
receive a scrip as opposed to a cash dividend. The benefit of scrip

dividends is that they preserve the capital base of the bank,
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through the conversion of one type of capital into another, as

opposed to paying out the dividend.

b) Where coupon stock settlement features are included in Tier 1 capital, banks
should ensure that they have an appropriate buffer of authorised capital to fulfil

their potential obligations under such issues.

the shares and instruments should not be redeemable at the
option of the holder;

a) Call options subject to supervisory consent are permissible; these
should be at the option of the issuer and are subject to a five-year
minimum for the first call. Thereafter, the issuer may have more

frequent calls for market access purposes.

b) Where the call is accompanied by any feature, the effect of which is to increase
investor expectations that the call will be exercised, the instrument would

normally be classified as Innovative Tier 1 capital.

i)  Anexample is where there is an issuer call accompanied by a
principal stock settlement feature allowing holders to elect to
redeem Tier 1 instruments in exchange for ordinary shares in the

event the call is not exercised.

the shares and instruments have no other provisions which
require future redemption of the issue;

the shares and instruments should be perpetual, i.e. they have
no maturity date;

the marketing of Tier 1 instruments should be in line with their
prudential treatment. Therefore if an instrument that would
otherwise qualify as Core Tier 1 is marketed as if it were an
instrument that would only qualify for a lower level of capital
(e.g. if marketed as dated) or on the basis that investing in it is
like investing in a lower level instrument, it should be treated
as an instrument falling into that lower level of capital for
prudential purposes as well;

in deciding whether an instrument is eligible as Tier 1 capital or
Core Tier 1 capital, its economic substance should also be taken
into account. Therefore, any feature of an instrument that
results in the economic substance of the instrument being
inconsistent with the features of Tier 1 capital or Core Tier 1
capital will result in its being ineligible as Tier 1 capital or, as
the case may be, Core Tier 1 capital. Any feature of a Tier 1
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instrument that creates or increases market expectations of or
pressure for redemption makes the instrument innovative;

(h) the shares and instruments should be available to absorb losses
on a going concern basis;

()

(i)

(ii)

(iv)

to count as Core Tier 1, there should be no doubt that the
instrument is available to absorb losses to allow an issuer
to continue trading, despite suffering losses up to the
value of that capital. The FSA considers that only directly
issued ordinary shares, and directly issued non-
cumulative undated preference shares meet these criteria.
Any other instrument, if it is eligible Tier 1 capital,
should be classified as Innovative.

An instrument may only be included in Innovative Tier 1
capital if it meets the criteria on loss absorbency in
paragraph (ii);

the bank's obligations under the capital instrument should
either not constitute a liability (actual, contingent or
prospective) under section 123(2) of the Insolvency Act
1986 or, if they do, the conditions in paragraph (iii)
should be met;

if the bank's obligations do constitute liabilities under
paragraph (i1), the terms of the capital instrument should
be such that:

- those liabilities should not be relevant for the purposes
of deciding whether the bank is unable to pay its debts,
whether it is likely to become unable to pay its debts or
whether its liabilities exceed its assets;

- no creditor (including but not limited to holders of the
instrument) should be able to petition for the winding up
or administration of the bank on the grounds that the
bank is or may become unable to pay any liabilities
under the capital instrument;

- the bank should not have to take into account those
liabilities for the purposes of deciding whether or not
the bank is or may become insolvent for the purposes of
section 214 of the Insolvency Act 1986 (wrongful
trading);

therefore, if the capital instrument does constitute a
liability, this should only be the case when the bank is
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perfectly able to pay that liability but chooses not to do
so. As Tier 1 capital should be undated, this will
generally only be relevant on a solvent winding up of the
bank;

a) A bank wishing to issue a capital instrument should obtain an opinion from
Queen’s Counsel, or where the opinion relates to the law of a jurisdiction
outside the UK, from a lawyer in that jurisdiction of equivalent status,

confirming that these criteria are met.

b) For the purpose of (iii) above, the holder should agree that the bank has no
liability (including any contingent or prospective liability) to pay any
amount to the extent to which that liability would cause the bank to become
insolvent if it made the payment or to the extent that its liabilities exceed its
assets or would do if the payment were made. The terms of the instrument
should be such that the directors can continue to trade in the best interests of
the senior creditors even if this prejudices the interests of the holders of the

instrument.

where an issuer call is accompanied by principal stock
settlement, the instrument is classified as Innovative Tier 1

(i) limited principal stock settlement will be allowed in
Innovative Tier 1 subject to a redemption limit of an
increase of 200% in the redemption ratio (alternative Tier
1 instrument to preference shares) set at the time of issue.
The redemption value of the alternative Tier 1 instrument
should not exceed the issue price of the original
preference share or capital instrument;

(i) where principal stock settlement features are included in
Innovative Tier 1 capital, banks should ensure that they
hold an appropriate buffer of authorised share capital to
fulfil their potential obligations under such issues.

a) The redemption ratio is calculated as follows. The issue price of the original
preference shares or capital instruments is compared with the market price (as at
the date of issue of the preference share or capital instrument) of the Tier 1
instruments that will be issued on their redemption. The ratio between those two
prices is calculated. Then the original issue price of the original preference
shares or capital instruments is compared with the market price (as at the date of
the redemption) of the Tier 1 instruments issued on their redemption. The ratio

between those two prices is calculated. Those two ratios are then compared.

b) Ifthe alternative Tier | instrument is not outstanding at the time of issue of the

preference share or capital instrument, the redemption value of the alternative
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Tier 1 instrument should not be greater than the issue price of the original

preference share or capital instrument being redeemed.

i)  Assuming the following prices at the time of issue, and the maximum
allowable increase in the redemption ratio of 200%, this is how limited

principal stock settlement would apply:

Value of original preference share or capital instrument: £10
Value of the alternative Tier 1 instruments at time of issue: £5

Redemption ratio set at time of issue: 2:1

c) If the value of the alternative Tier 1 instrument at the time of redemption was
£5.00, the redemption ratio would remain at 2:1. If the value of the alternative
Tier 1 instrument fell to £2.50, holders of the original preference share or capital
instrument would receive the cash equivalent of the value of the original
preference share or capital instrument on redemption using the maximum
allowable increase in the redemption ratio of 200%. The redemption ratio would

rise to 4:1.

d) If the value of the alternative Tier 1 instrument fell below £2.50, or a decrease of
greater than 50%, holders of the original preference share or capital instrument
would not recoup the full value of the original preference share or capital

instrument.

e) If the value of the alternative Tier 1 instrument increased above £5.00
holders of the original preference share or capital instrument would only
recoup the value of the original preference share or capital instrument.
For example, if the alternative Tier 1 instrument was £6.00 at the time of
redemption, holders of the original preference share or capital instrument
would only receive the cash equivalent of 83% of the value of the

alternative Tier 1 instrument.

Preference shares and other instruments which do not fulfil all
these conditions should be classed as Tier 2.

In addition the following provisions apply where innovative
mstruments are included in the calculation of the Tier 1 ratio:

(a) The issuer should be able to meet the requirement at all times
for a capital ratio of 8% while excluding from Tier 1 anything
other than Core Tier 1;

(b) Only Core Tier 1 capital can count towards the €Smn minimum
capital requirement.

(c) Paragraph (a) applies at both the solo and consolidated level.
Therefore, even if the capital were being raised for the solo



CA: Section 5: Page 7

Section Version: 4.0
Date Issued: April 2005

5.2

entity, it would not be acceptable for those requirements to be
met at the solo level but not at the consolidated level; and

(d) The sum of Innovative Tier 1 capital should not exceed 15% of

total Tier 1.

(i) Total Tier 1 comprises Core Tier 1 plus Innovative Tier 1

less Tier 1 deductions.
(e) For the purpose of calculating the capital available to meet the

Individual Capital Ratio, a breach of the 8% ratio in (a) does

not result in an exclusion of the amount of Innovative Tier 1

capital already issued, or a reduction in the amount of

allowable Tier 2 capital.

a) The 8% capital requirement in paragraph 5.1(5)(a) above includes all the
requirements in the Banking Consolidation Directive about how to calculate
capital. One of those requirements is the limit on Tier 2 capital to 100% of Tier
1 capital. Given that anything other than Core Tier 1 must be excluded from
Tier 1 to meet the 8%, this means that a bank should have a minimum Core
Tier 1 ratio of 4%.

b) The FSA considers that the breach of the 4% Core Tier 1 ratio, like the breach
of the Individual Capital Ratio is a breach of the obligation to have adequate
capital as set out in, for example, rule 3.3.13 of Chapter GN. In that situation,
a bank should promptly submit to the FSA an appropriate remedial plan,
addressing the breaches.

c) Ifabank considers a breach of its 4% ratio or its Individual Capital Ratio is
likely, it should submit a remedial plan well before the breach occurs.

Any bank wishing to undertake Innovative Tier 1 issues
should consult their supervisor ahead of making an issue.
Reserves

Reserves are accumulated profits retained by the bank after the
payment of all dividends and tax, and other reserves created by
appropriations of share premia and other surpluses.

a) Dividends should be deducted from reserves as soon as they are

declared.

(a) For the purposes of calculating prudential capital a bank should:

(i) deduct unrealised gains or, where applicable, add back in
unrealised losses, on cash flow hedges of financial
instruments measured at cost or amortised cost;
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(ii) deduct unrealised gains or, where applicable, add back in
unrealised losses, on debt instruments held in the available-
for-sale financial assets category;

(iii) deduct unrealised gains or, where applicable, add back in
unrealised losses, which are not attributable to changes in a
benchmark interest rate, arising when a bank, upon initial
recognition, designates its financial liabilities as at fair
value through profit or loss;

(iv) deduct unrealised gains on investment property;

(b) A defined benefit asset should not be considered part of reserves.

a) a defined benefit asset is the excess of the value of the
assets in a defined benefit occupational pension scheme
over the present value of the scheme liabilities, to the
extent that a bank, as employer, in accordance with
the accounting principles applicable to it, should
recognise that excess as an asset in its balance sheet;

b) a defined business occupational pension scheme is an
occupational pension scheme which is not a defined
contribution occupational pension scheme;

Q) a defined contribution occupational pension scheme is an
occupational pension scheme into which a bank, as
employer, pays regular fixed contributions and will
have no legal or constructive obligation to pay
further contributions if the scheme does not have
sufficient assets to pay all employee benefits relating
to employee service in the current and prior periods.

(c) A bank may, for the purposes of calculating prudential capital,
substitute for a defined benefit liability its deficit reduction
amount. The election should be applied consistently in respect
of any one financial year. A bank should keep a record of and
be ready to explain to its supervisory contacts in the FSA the
reasons for any difference between the deficit reduction amount
and any commitment the bank has made in any public
document to provide funding in respect of a defined benefit
occupational pension scheme.

a) a defined benefit liability is the shortfall of the value of
the assets in a defined benefit occupational pension
scheme below the present value of the scheme
liabilities, to the extent that a bank, as employer, in
accordance with the accounting principles
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applicable to it, should recognise that shortfall as a
liability in its balance sheet.

b)  the bank's deficit reduction amount is, in respect of a
defined benefit occupational pension scheme, the sum,
determined by the bank in conjunction with the
defined benefit occupational scheme's actuaries or
trustees (or both), of the additional funding (net of
tax) that will be required to be paid into that scheme
by the bank over the following five year period for
the purpose of reducing the bank's defined benefit

liability.
5.3 Retained profit and loss
7 Current year interim profits, net of any tax, declared dividends and

other appropriations, may be included in Tier 1 capital where they
have been verified by the bank’s external auditors.

8 Verification by the external auditors should, in normal
circumstances, include at least the following:

(a) the auditors should satisfy themselves that the figures forming
the basis of the interim profits have been properly extracted
from the underlying accounting records;

(b) the auditors should review the accounting policies used in
calculating the interim profits so as to obtain comfort that they
are consistent with those normally adopted by the bank in
drawing up its annual financial statements and are in
accordance with the principles set out in the Bank Accounts
Directive;

(c) the auditors should perform analytical procedures on the
results to date, including comparisons of the actual
performance to date with budget and with the results of the
prior period(s);

(d) the auditors should discuss with management the overall
performance and financial position of the bank;

(e) the auditors should obtain adequate comfort that the
implications of current and prospective litigation, all known
claims and commitments, changes in business activities and
provisioning for bad and doubtful debts have been properly
taken into account in arriving at the interim profits; and
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(f) the auditors should follow up problem areas of which they are
already aware in the course of auditing the financial
statements.

A ftull scope audit is not required. However, the auditors should
indicate in their report where the scope of work differs materially
from that set out above.

The auditors should submit an opinion to the bank on whether the
interim profits are fairly stated. This should be submitted to the
FSA. Banks that report electronically should submit a hard copy of
the auditors’ report to the FSA.

a) Proformas for an auditor’s opinion on the verification of interim profits
are included in the Appendix. Proforma 1 is for banks where the
external auditor is submitting an opinion on the interim profits in the
year in which the bank is publishing its first financial statements under
international accounting standards (see definition in the main Glossary).

Performa 2 is for all other years.

b) A bank should report its capital adequacy position as at the reporting
date. Therefore, with regard to profits to be included in Tier 1, profits
may be included for which auditors” verification has been completed
before the reporting date. In some cases verification of the profits may
be completed after the reporting date for the capital adequacy returns,
but before submission of the forms. In these cases the capital position
reported should include the audited profit but a note should be
attached which allows the analyst to calculate the position net of those

profits.
c) For the treatment of Tier 3 trading profits, see below.
Indirectly issued Tier 1 capital and Minority interests

Minority interests arising from consolidation may be included in
Tier 1 capital.

a) Minority interests arise when a company has a subsidiary which it does
not wholly own. The company’s consolidated accounts usually include
all of the assets of the subsidiary so it would be misleading to include
only that part of its share capital and reserves that is owned by the
company. The capital subscribed by the minority shareholders is

therefore included in the consolidated capital base.

b) Where a Tier 1 instrument is indirectly issued via a special purpose vehicle, it

would be classified as Innovative Tier 1 capital.
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¢) To minimise the risk that the capital may not be available to absorb losses, a
bank should have an obligation to substitute the indirectly issued capital with
directly issued Core Tier 1 capital upon a breach of the 8% capital ratio and the
bank should take all reasonable steps to ensure it has, at all times, sufficient
headroom and corporate authorisations to be able to directly issue Core Tier 1

capital if necessary.

d) Ifabank considers raising capital through a subsidiary that the bank wants to
treat as Tier 1 capital, it should seek individual guidance on whether the capital

qualifies as Core or Innovative Tier 1.

Minority interests arising from preference shares classified as Tier
2 and 3 for the issuing bank’s solo requirements may be included in
consolidated Tier 2 and 3 capital for the group's capital
requirement.

Deductions from Tier 1 capital

Details of the items that should be deducted from Tier 1 capital are
given below.
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6.3

UPPER TIER 2 CAPITAL

This section provides detail on the constituent elements of Upper
Tier 2 capital.

Reserves arising from the revaluation of tangible fixed
assets and fixed asset investments

Reserves arising from the revaluation of tangible fixed assets, or fixed
asset investments, are reserves created when such assets are

revalued to bring them in line with replacement costs. This
category also includes any unrealised gains arising on
revaluing investment property which is ineligible for

inclusion in Tier 1 capital.

These reserves are eligible for inclusion in Upper Tier 2 capital.

a) Fixed assets are assets such as land, buildings, plant, equipment and

other assets acquired for carrying on the business of a company.

b) Where negative goodwill is required to be identified under the adopted
accounting framework it will be included in reserves. Negative goodwill
arises when a company/ portfolio is purchased below the value of its

assets. The difference is called negative goodwill.

c) For the definition of goodwill see the section on deductions from capital.

d) Unrealised gains may arise on revaluing investment
property, where applicable

General/collective provisions

General/collective provisions - funds that the company holds in
reserve against losses which have not yet been individually
identified - should be included in Tier 2 capital up to a maximum
of 1.25% of the sum of risk weighted assets.

a) For CAD banks this should be 1.25% of the sum of risk weighted assets
in the banking book and notional risk weighted assets in the trading
book.

b) For a definition of risk weighted assets see the overview of capital

adequacy chapter.

¢)  Specific/individual provisions - funds held in reserve against individually

identified losses - are not included in capital.

Minority interests arising upon consolidation from interests
in Tier 2 capital items

Minority interests in Tier 2 preference shares arising from
consolidation may be included in Tier 2 capital. For the definition
of minority interests see the section on Tier 1 capital.
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Fully paid up share capital issued after 1 January 1992 by
the capitalisation of property revaluation reserves

Shares issued by the capitalisation of property revaluation reserves,
if issued before 1 January 1992, may be included in Tier 1. All
shares issued after that date should be included in Upper Tier 2.

a)  Property revaluation reserves are reserves created when property is

revalued to bring it in line with replacement costs.

b) Prior to 1992 a number of banks issued fully paid bonus shares through
the capitalisation of property revaluation reserves. The inclusion of
such shares in Tier 1 capital was not permitted by any other signatory
of the Basel Agreement and has been prohibited in the United Kingdom
since 1992.

c) See also the section on deductions from Tier 1 capital.
Hybrid capital instruments

Hybrid capital instruments can be included in Upper Tier 2 where
they are perpetual, and provided certain conditions are met. The
amounts raised by such issues should be verified by independent
auditors. Dated capital instruments are included in Lower Tier 2
capital.

a) Hybrid capital instruments are instruments that combine the features of
debt and equity in that they are structured like debt, but exhibit some of

the loss absorption and funding flexibility features of equity.
Upper Tier 2 capital instruments therefore include:
(@) Perpetual cumulative preferred shares, including;:

(i)  such shares redeemable at the option of the issuer and
with the prior consent of the FSA; and

(ii) such shares convertible into ordinary shares. The shares
should not be included within Tier 1 capital until the
conversion has taken effect.

a) These shares are included in Tier 2 capital because they are cumulative.

Non-cumulative perpetual preference shares may be included in Tier 1.

(b) Perpetual subordinated debt, including such debt which is
convertible into shares. The converted debt should not be
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included within Tier 1 capital until the conversion has taken
effect.

a) For any form of subordinated debt to qualify for inclusion in a bank’s
capital base, in either Upper or Lower Tier 2, a number of conditions

should be met. These are given below.

Criteria for subordinated debt to be included in Upper Tier
2

In order to qualify as a hybrid capital instrument, and to therefore
be eligible for inclusion in Upper Tier 2 capital, subordinated debt
should satisfy the conditions listed below, as well as the general
conditions for subordinated debt detailed under the section on
subordinated debt below:

(@) The debt should be perpetual, i.e. undated.
a) This is not a requirement under the Banking Consolidation Directive.

(b) Repayment: No repayment should be made without the prior
consent of the FSA. The FSA would not normally expect to
give such consent within five years and one day from the date
of draw-down, and consent is only given when the FSA is
satisfied that the bank’s capital is likely to remain adequate
after repayment.

a) In the first five years of an issue consent would normally only be given
where the bank makes a simultaneous issue of new capital which is

neither smaller in size, nor of a lower quality than the original issue.

In some cases the FSA will consider requests for the repayment of an
issue within the initial five year period, without a simultaneous re-
issue, where there is a compelling business case, unless the debt has
been issued on artificial terms in anticipation of repayment being

allowed within the first five years.

b) After five years consent to a net redemption can be given where the
FSA is satisfied that the bank will remain above its individual capital
ratio without resort to new capital issues for at least two years. Banks
should produce a capital plan showing that they will remain above
their individual capital ratio for at least two years after repayment. For
details of what should be included in a capital plan see the section on

the repayment of capital.

c) See also what is said on repayment in the section on general conditions
for subordinated debt.
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Deferral of interest: The debt agreement should provide for the

institution to have the option to defer any interest payment on
the debt.

a) Itis acceptable for deferred interest to bear interest, provided that it is
not at a penal rate, i.e. provided that it is not materially different from

the market rate.

The debt agreement should provide for the debt and unpaid
interest to be able to absorb losses, whilst leaving a bank able
to continue trading. For that purpose, a debt agreement
should meet the criteria on loss absorbency set out in 5.1(4)(h).

Amortisation: Debt that would otherwise qualify for inclusion
in Upper Tier 2 capital but which contains a step-up (in excess
of the limits on step-ups given in section 8.3) should be treated
as a dated Lower Tier 2 instrument. It should be amortised on
a straight-line basis over the five years to the date of the call
option.

a) For the definition of a step-up see section on general conditions for
subordinated debt.

b) The policy on amortisation is covered in the section on general

conditions for subordinated debt.

Convertible loanstock

Convertible loanstock is loanstock which may be converted into
another form of capital. Conversions may be mandatory, or at the
investors’ or issuers’ option. In addition to the criteria listed in 6.6,
a convertible loanstock can be included in Upper Tier 2 providing it
also meets the following criteria:

(@)

(b)

the perpetual nature of the original capital issue should be
preserved;

any conversion should substitute a higher or equal form of
capital (e.g. Tier 1 equity or irredeemable preference shares);

the converted loanstock should not be included within the
higher form of capital until the conversion has taken effect;
and

any perpetuals exchanged for shares should be cancelled, and
not held by the issuing bank for possible future re-issue.
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7.2

LOWER TIER 2 CAPITAL

This section provides detail on the constituent elements of Lower
Tier 2 capital.

Subordinated term debt

Subordinated debt that is eligible for inclusion in Lower Tier 2
capital includes:

(@) dated cumulative preference shares;

(b) perpetual subordinated debt which does not qualify as a
hybrid capital instrument (e.g. an undated bond with no loss
absorbency features and no interest deferral provision); and

(c) subordinated term debt with a minimum original term to
maturity of five years and one day.

a) Where a bank issues subordinated debt denominated in a foreign
currency, this should be revalued periodically in terms of the base
currency at prevailing exchange rates. Where a bank swaps the
proceeds from such issues into another currency through a
conventional swap, this should not be taken into account in measuring
Lower Tier 2 capital, as standard swap obligations count as senior,
rather than subordinated claims, i.e. a swap counterparty could
demand payment of any swap related obligations and have these
enforced pari passu in a winding up with claims of depositors and

other senior creditors.

To overcome this it may be possible to utilise a subordinated swap as a
hedge. Any bank wishing to hedge its position in this or some other

way should contact its line supervisor.

Criteria which should be met for subordinated debt to be
included in Lower Tier 2

In order to be eligible for inclusion in Lower Tier 2 capital
subordinated debt should fulfil the following conditions, as well as
satisfying the conditions listed in the section on subordinated debt
below:

(@) Minimum maturity: The debt should have a minimum
maturity of five years and one day from the date of draw-
down. Where the debt agreement provides for the loan to be
drawn down in a series of tranches, the minimum original
maturity of each tranche should be five years and one day
from the date of its draw-down.
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(i)  Where a bank wishes all tranches of the same issue to
have identical terms it should give an undertaking that
no part of the issue will be repaid until five years and
one day from the date of the issue of a new tranche.

(b) Repayment: No early repayment of the debt should be made
without the FSA’s prior consent. Where a debt agreement
provides for the lender to have the right to demand repayment
(lender/borrower has a put option back to the bank), the FSA
will regard the first possible repayment date as the maturity
date of the loan. Consequently this repayment date should be
five years and one day from the date of draw-down for the
loan to be eligible for inclusion in Lower Tier 2 capital.

See 8.2 &s12.2 a) See also what is said on repayment in the section on general conditions
for subordinated debt, and the conditions given in the section on

repayment of capital.
7.3 Convertible loanstock

3 Lower Tier 2 capital may be converted into another form of capital
providing that the conversion substitutes a higher or equal form of
capital. The shares should not be included within the higher form
of capital until the conversion has taken effect.

Conversions may be mandatory, or at the investors” or issuers’
option.
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GENERAL CONDITIONS FOR SUBORDINATED DEBT
Introduction

In order to be eligible for inclusion in Tier 2 capital, all forms of
subordinated debt should satisfy various conditions. These are
detailed below. Further conditions apply to subordinated debt
eligible for inclusion in Upper and Lower Tier 2 and in Tier 3
capital. These are given in the sections on those types of capital.

General conditions

The following general conditions should be met if subordinated

debt is to be included in Tier 2 capital:

(@)

(b)

The subordinated debt should be fully paid up, i.e. the bank
should be in possession of the funds.

Subordination: The terms of any agreement governing the
raising of subordinated loan capital should ensure that the
claims of the lender are fully subordinated to those of the
unsubordinated creditors.

The FSA is more concerned that the subordination provisions
should be effective than that they should follow a particular
form. Subordination provisions should ensure the following:

(i)  The claims of the subordinated creditors rank behind
those of all unsubordinated creditors.

a) In the event of the liquidation of the bank, subordinated creditors
should not be able to receive and retain any amounts until all

unsubordinated creditors have been paid, or provided for, in full.

(ii) Waiver of set-off: To the fullest extent possible creditors
should waive their right to set off any amounts they owe
the bank against subordinated amounts owed to them by
the bank.

a) This is to ensure that all the bank’s assets are available to depositors
ahead of subordinated creditors. The waiver should apply both prior to

and during a liquidation.

b) Itis legally impossible to contract out of the statutory right of set-off in
Rule 4.90 of the Insolvency Rules 1986 which applies during a
liquidation. A possible way around this problem is for subordinated

creditors to commit to return any amounts they receive to the liquidator
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(i)

(iv)

of the bank on trust for unsubordinated creditors. This commitment

would normally be included in the terms of the debt agreement.
Default: The only events of default should be:

non-payment of any amount due and payable under the
debt agreement (or guarantee);

In this instance “amount due and payable” refers to principal and

interest only.

the winding-up of the institution (or borrower where this
is not the same).

Remedjies: The only remedies available to the
subordinated creditor in the event of default in respect of
the subordinated debt should normally be limited to:

petitioning for the winding up of the institution (and the
borrower where this is not the same, i.e. in circumstances
where the borrower is a subsidiary of the institution or
some other related company but the institution is acting as
guarantor of the debt);

proving for its debt and claiming in the liquidation of the
institution (and the borrower where this is not the same).

The FSA does not consider that there should be the right to sue for
unpaid amounts because this might enable subordinated creditors to
obtain full repayment through the courts shortly before the bank goes

into liquidation, thus reducing the cash available to depositors.

However, the FSA recognises that in some jurisdictions (e.g. in the
United States when an issue is SEC registered and subject to the
provisions of the Trust Indenture Act) it may be legally impossible to
limit the remedies available to lenders to those stated above. In such
jurisdictions, the lender may have the right to sue for unpaid principal
which is due and payable under the debt agreement, provided the
institution has an option to defer repayment for at least six months after
the contractual repayment date. The institution should also have the

option to defer interest payments until a dividend is paid.

An event of default should not accelerate the debt in the sense of
weakening the subordination provisions or permitting repayment

outside a winding-up.

the debt agreement should expressly exclude all other
remedies.
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A bank should always provide the FSA with written
confirmation that it has received a written legal opinion from its
legal adviser stating that these subordination requirements have
been met.

English Law: The debt agreement should normally be subject
to English Law. Other law (including Scottish law) is
acceptable, but only where it is necessary for the success of the
issue (e.g. where an overseas operating subsidiary issues
capital in its own market).

a) In cases where the debt is issued under overseas law, the FSA prefers
the subordination provisions at least to be subject to English law.
Where this is impossible, the FSA should be satisfied that an equivalent
degree of subordination can be achieved under the overseas law as in

English law.

b) In cases where the debt is issued under the provisions of foreign law
the issuing bank should obtain an opinion confirming that an
equivalent degree of subordination can be achieved as under English
Law. This should be obtained from lawyers with a demonstrable track
record, and a high level of expertise in this area of law, in the country

concerned.

(d) Trigger clauses: The debt agreement should not contain any

clause which might require early repayment of the debt (e.g.
cross default clauses, negative pledges and restrictive covenants), or
which might make the debt more expensive (e.g. a clause
which leads to an increase in the interest paid on the debt
under a given circumstance). This should not however
prejudice any right to petition for the winding-up of the
borrower, for example, in the event of non-payment of interest
on the debt.

a) 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. Itis
intended to prevent one creditor getting an advantage over other

creditors, e.g. obtaining full repayment through the courts.

b) A negative pledge is a clause which puts the loan into default if the

borrower gives any further charge over its assets.

c) A restrictive covenant is a term of contract that directly, or indirectly,
could lead to early repayment of the debt.

d) Some covenants, e.g. relating to the provision of management

information or ownership restrictions, have been allowed where line
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management is content. In the past, where covenants have been
allowed, the FSA has asked either for monetary redress to be ruled out,
or for any payments to be covered by the subordination and limitation
of remedies clauses (i.e. if damages are unpaid, the only remedy is to

petition for a winding up).

(e) Repayment: No early repayments should be made without the
FSA’s prior written agreement. This includes purchases of
capital notes by the bank or its subsidiaries for cancellation.
The FSA will only agree where it is satisfied that the bank’s
capital is adequate after repayment, and that it is likely to
remain so for at least two years.

a)

The FSA considers it essential that note-holders should be made aware
of the restriction on early repayment, either through the loan
agreement, or in the offer documents, or through other information

sources commonly used in the markets.

Prior to agreeing to early repayment the bank should provide the FSA
with a capital plan showing that its capital will remain adequate
(above its individual capital ratio) after repayment, and that it is likely
to remain so for at least two years. For details of capital plans see

section on repayment of capital.

See also the additional policy on Upper and Lower Tier 2 in the section

on repayment of capital.

Step-ups

Issues of subordinated debt can contain options for the bank to
repay the debt (in the case of perpetual debt), or prepay the debt
prior to its maturity date (in the case of term debt). Failure to
exercise the option sometimes leads to an increase in the interest
rate paid on the debt. This is called a step-up.

There are two methods of treating debt which includes a step-up,
depending on the size of the step-up involved, which a bank
should adopt.

(@) Where the sum of all possible step-ups is no more than 50 basis
points in the first ten years of the issue and no more than 100
basis points over the whole life of the issue, the debt may be
treated as at its original maturity.

(b) Issues with step-ups of more than 50 basis points in the first
ten years of an issue, or more than 100 basis points over the life
of an issue should be treated as term debt which matures at the
date the step-up is triggered (i.e. at the date of the call option).
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8.4

The limits on step-ups are cumulative and apply to the all-in cost of
the debt to the bank.

a) The FSA considers that the inclusion of a step-up in a debt agreement
signals the intention to repay the debt, as the inclusion of a large step-
up will make the repayment of the debt preferable to paying a penal

interest rate.

b) The FSA objects to high step-ups, as they can make a bank’s capital
expensive at a time when the reason that the issue has not been called is

that alternative sources of finance are not readily available.

C) Where a step-up arises through a change from paying a coupon on a
debt instrument to paying a dividend on a share issued in settlement of
the coupon, then any cost to the bank arising from the tax treatment of

the dividend may be excluded.

Subordinated debt issues with step-ups in the first five years
should not be included in the capital base.

Banks should discuss proposed step-ups with the FSA in advance
to establish whether they are acceptable in this context.

On occasion a floating-rate debt issue may contain a provision that
the benchmark interest rate changes from one standard to another
(e.g. from a Treasury bill rate to a LIBOR rate). The change in
benchmark typically occurs following the failure to exercise a call.
The FSA will wish to consider issues where the step-up involves
changes in the reference rate to see whether this together with any
margin change implies a step-up in excess of its rules.

The FSA will also wish to consider issues containing embedded
options, e.g. issues containing options for the interest rate after the
step-up to be at a margin over the higher of two (or more) reference
rates, or for the interest rate in the previous period to act as a floor.
The inclusion of such options may affect the funding costs of the
borrower and imply a step-up.

Amortisation

Tier 2 term subordinated loan capital in its final four years to
maturity should not count in full as part of the bank’s capital, but
should be amortised on a straight line basis by 20% per annum.
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8.5.1

13

a) Amortisation is the system whereby a payment is spread over a period
in the bank’s accounts even though it is actually made on one date.

This is to avoid a sudden deduction in the capital base.
b) Tier 3 term subordinated debt does not need to be amortised.

The debt should be included in the capital base according to the
following schedule:

Years to maturity Amortised amount
more than 4 100% of nominal
less than and including 4 but more than 3 80% of nominal
less than and including 3 but more than 2 60% of nominal
less than and including 2 but more than 1 40% of nominal
less than and including 1 20% of nominal

In the case of loans which are repayable in separate tranches, each
tranche should be amortised individually, as if it were a separate
loan. However, where the bank has only the option (not the
obligation) to repay in separate tranches, the tranches need not be
amortised individually provided its limits on step-ups are not
exceeded.

Where a bank has an option to repay early the FSA does not
normally assume early repayment for amortisation purposes.
However, where the decision not to exercise the option leads to a
“step-up” in the interest rate paid on the loan (of more than 50
basis points in the first ten years of the issue, or more than 100 basis
points over the life of the issue), the loan should be amortised over
the five years preceding the exercise date of the option.

a) Perpetual debt, containing a call option to repay at a particular date
with a step-up in place where the option is not exercised, should
therefore be amortised over the five years preceding the date of the

option.

Issuing debt
Procedures for issuing subordinated loan capital

An issuing bank should confirm to the FSA that it has received a
written legal opinion stating that the FSA’s subordination policy
has been followed.
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8.5.2

a) The legal opinion should confirm that all of the subordination
conditions listed under section 8.2 paragraph (b), i.e. the conditions on

subordination, waiver of set-off, default, and remedies, have been met.

Where the debt is issued under the provisions of law other than
English law the issuing bank should obtain a written legal opinion
from lawyers with relevant experience in the country concerned,
confirming that an equivalent degree of subordination can be
achieved as under English law.

The issuing bank should give written confirmation that no early
repayment of the debt will be made without the FSA’s prior written
consent, and undertaking to seek the FSA’s prior consent to any
material variation in the terms and conditions of the issue.

The issuing bank should make lenders fully aware of the
restrictions on early repayment either through the debt agreement,
or through other sources of market information.

For Upper Tier 2 subordinated debt the debt agreement should
contain an explicit warning to lenders of the condition for the
automatic or deemed conversion of the debt into shares in the
event of the liquidation of the bank, or of any provisions for the
debt to be treated as if it had been converted into shares
immediately preceding the winding-up of a bank, i.e. a deemed
conversion.

The debt agreement for issues of Tier 3 subordinated debt should
contain a warning to investors that the FSA may require payments
of principal or interest to be suspended if the bank’s total eligible
capital falls below its individual capital ratio. A bank using
subordinated debt under an agreement entered into before 1
February 2003 should consider whether the removal of the concept
of the target ratio that took effect on that date prejudices the
operation of that agreement in such a way that the debt no longer
satisfies the conditions in this chapter. However, the FSA expects
that most such documents would have been drafted sufficiently
widely to accommodate that change.

a) The individual capital ratio means the individual capital ratio as
calculated on the Form BSD3, and does not refer only to the trading

book individual capital ratio.

Loanstock issues by a bank holding company or a special purpose
vehicle
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Where a holding company or a special-purpose vehicle raises
capital for a bank, the issue should be subordinated to other
creditors of the holding company.

If the issue is made through an issuing vehicle subsidiary, the
holding company guarantee for the issue should be subordinated
to the creditors of the holding company. This should apply even if
the holding company has no senior creditors, since subordination
will protect any future creditors.

a) In general the FSA prefers issues through subsidiaries or holding
companies to be fully passed on to the bank via a back-to-back loan on

the same terms.

b) See also the section on issues of preference shares by vehicle

subsidiaries.

Subordinated debt issued at a large premium or discount to its
redemption value.

Banks may try to circumvent the policy on the early repayment of
Tier 2 debt by disguising repayments as interest, and paying
interest at rates significantly higher than market rates.

In such cases it is necessary to look at the total amount the bank
would expect to pay per period for interest servicing costs for a
conventional bond given the sum of capital raised (including the
premium) and to treat any amount paid in excess of this amount as
a capital repayment.

The converse case is where a bank issues debt at a discount and
attaches a lower coupon or no coupon. In such cases the bank may
be allowed to treat the difference between the total value of
coupons paid, and that which would be payable on a conventional
bond as a series of mini capital issues.
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TIER 3 CAPITAL

This section provides detail on the constituent elements of Tier 3
capital.

Use of Tier 3 capital

Tier 3 capital was introduced with the implementation of the
CAD, which allows a lower tier of capital to be used to support
trading book activities. Specifically, Tier 3 capital may only be
used to support market risk (including foreign exchange risk)
arising from trading book activities.

a) A bank which does not have a trading book for CAD purposes should

not include Tier 3 capital in its capital base.

b) Tier 3 capital should not be used for capital requirements arising out of
counterparty risk and settlement risk, even where these are a result of

trading book activities.

c) Banks may use Tier 3 capital in other cases at a consolidated level where
the aggregation plus method of consolidation is applied. The Bank
should seek the FSA’s agreement to this. This is to accommodate the
CAD regimes of other supervisors. This would normally happen in the
case of the consolidation of a bank within a large group of securities
firms. This is because securities firms are not restricted from using Tier
3 capital against counterparty and settlement risk arising out of trading

activities.
Short-term subordinated debt

Term subordinated debt may be eligible for inclusion in Tier 3
capital provided it meets the conditions for subordinated debt
listed in the previous section. In addition the following conditions
should be met:

(@) The debt should have a minimum initial maturity of two
years.

(b) The terms of the debt should provide a lock-in clause that if
the bank’s total eligible capital falls below its individual
capital ratio then the FSA should be notified and the FSA
may require that interest and principal payments be deferred
on Tier 3 debt until the bank’s capital position returns above
its individual capital ratio. A firm using Tier 3 debt under an
agreement entered into before 1 February 2003 should
consider whether the removal of the concept of the target
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ratio that took effect on that date, prejudices the operation of
that agreement in such a way that the debt no longer satisfies
the conditions in this chapter. However, the FSA expects
that most such documents would have been drafted
sufficiently widely to accommodate that change.

a) The individual capital ratio means the bank’s individual capital ratio as
calculated on the Form BSD3, and does not refer only to the trading

book capital requirement.

(c) The FSA would not normally expect to give consent to any
repayment within two years from the date of issuance or
drawdown. Repayment is only considered acceptable where
the FSA is satisfied that the bank’s capital will be adequate
after repayment. A bank should in any case inform the FSA
of any scheduled Tier 3 repayments once its own funds have
fallen below 120% of overall requirements.

The contribution that Tier 3 subordinated debt can make to the
capital base does not have to be amortised over its life.

a) For the definition of amortisation see the section on general conditions
for subordinated debt.

Subordinated debt which includes a step-up in the first five years
should not be included in Tier 3 capital.

a) The detail on step-ups is given in the section on general conditions for
subordinated debt.

Daily net trading book profits

Daily net trading book profits should not be included in Tier 3
capital.

a) This option was removed with the implementation of CAD2 on 30
September 1998.

Minority interests in Tier 3 capital

Minority interests arising from consolidation in Tier 3 capital
instruments may be included in Tier 3 capital.

a) For the definition of minority interests see the section on Tier 1 capital.
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10 DEDUCTIONS FROM CAPITAL

This section details the deductions that should be made from capital at
various stages of the calculation of the capital base.

10.1 Deductions from Tier 1 capital
1 The following items should be deducted from Tier 1 capital:
See s10.3 (a) Atasolo level, all holdings of a bank’s own Tier 1 paper should be

(b)
See s6.1

(c)

(d)
See s 6.4

deducted. At a consolidated level, all holdings of own consolidated
Tier 1 should be deducted from consolidated Tier 1 capital; however,
Tier 1 instruments held at a consolidated level as a result of
designated equity index arbitrage trades may be exempted but the
FSA’s written agreement to this should be obtained;

Goodwill, adjustments for uncertain valuation and other intangible
assets;

a)  Goodwill arises when a company (A) buys another company (B) for a price
exceeding the fair value of B’s assets. A is allowed to show the difference in
its published accounts as an asset called “goodwill”. Goodwill may also cover
the purchase of other assets or portfolios at above fair value and adjustments
for an uncertain valuation of B. The FSA may, however, exceptionally agree
to the non-deduction of intangible items where there is an active, liquid market

in which these can be traded.
b) For the definition of negative goodwill see above.
c) Intangible assets are assets such as goodwill, brand names or patents.

A bank’s current year’s unpublished losses: interim unpublished
cumulative net losses should be deducted from Tier 1 capital;

a) For a CAD bank, interim cumulative net losses on the banking and trading

books, when taken together, should be deducted.

Fully paid up share capital issued after 1 January 1992 arising from
the capitalisation of property revaluation reserves.

a)  Property revaluation reserves are eligible for inclusion in upper Tier 2 capital.
i)  For the definition of property revaluation reserves see above.

ii)  Shares issued in this manner prior to January 1992 do not need to be

deducted from Tier 1 capital.

(e) Net unrealised losses on equities held in the available-for-sale

financial assets category.
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10.2

Deductions from the total of Tier 1 capital and Tier 2 capital

Certain deductions should be made from the total of Tier 1 (after Tier 1
deductions) and Tier 2 capital:

(a) Investments in subsidiaries and associates which fall outside the
scope of a bank’s capital adequacy return (including all material
insurance holdings);

a)

b)

©)

d)

For example, when calculating a solo-consolidated capital base any
investments in subsidiaries or associates that are not included in the solo-
consolidation scope should be deducted. For a consolidated return, the
deduction should be of all investments in subsidiaries and associates outside

the consolidated scope.

Where a bank is at the top of the group and is acquiring a new subsidiary,
which will sit outside of the scope of the capital adequacy return, the
"goodwill" element or adjustment for uncertain valuation should be deducted
from tier 1 capital. The remaining investment should be deducted from the

total of tier 1 and 2 capital

The rationale for this deduction is that the capital invested in the subsidiary is
being used to support the business of that subsidiary and is not available to

support the business of the parent bank.

The amount of any material insurance holding should (subject to (i) below ) be
deducted from the total of Tier 1 and Tier 2 capital. A material insurance

holding means the higher of:

(1) the book value of an investment held in an insurance undertaking,
reinsurance undertaking, or insurance holding company (investment for
this purpose is either a participation, or the investment in a subsidiary

undertaking); or

(2) the bank's proportionate share of that undertaking's local or notional

regulatory capital requirement.

Where the undertaking is a subsidiary and it has a solvency deficit, the
subsidiary's local or notional regulatory requirement should be deducted in full.
A description of how a notional capital requirement is to be calculated is set
out in paragraphs 6.7 and 6.8 in Part 6 of PRU 8 Annex 1. A notional
requirement should be calculated in all cases where the undertaking is not
regulated to EEA or equivalent standards: this is also explained in paragraphs
6.7 and 6.8 in Part 6 of PRU 8 Annex 1.

i)  Where an insurance undertaking is accounted for using the embedded

value method, this treatment should be modified as follows (unless the
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regulatory capital requirement is the higher figure):

- On acquisition, any “goodwill” element, i.e. the difference between the
acquisition value according to the embedded value method and the actual

investment, should be deducted from Tier 1 capital.

- The embedded value should be deducted from the total of Tier 1 & 2

capital.

- Post-acquisition, where the embedded value of the undertaking
increases, the increase should be added to reserves, while the new
embedded value is deducted from total capital. This means that the net
impact on the level of capital is zero, although Tier 2 headroom will

increase with any increase in Tier 1 reserves.

i) Embedded value is the value of the company taking into account the
present value of the expected future inflows from existing life assurance
business.

Seech CSs2 & e) For details of consolidation and solo consolidation, see the chapter on
s9 consolidated supervision.

(b) Connected lending of a capital nature;

a) Connected lending of a capital nature is, for example, lending to a group

company for activities which that company would find hard to finance from

another source, and is typically on a long term basis. Unless there is a genuine

ability for the funds to be repaid within a short time it is generally considered

that the loan is of a capital nature.

(c) All holdings of capital instruments issued by other credit institutions
and financial institutions unless these are covered by a trading book
concession;

a)  This deduction applies to:

See ch TU s3 .

All long, physical positions in instruments which are included in the capital
of the issuing credit or financial institution (including such instruments
sold under sale and repurchase agreements, instruments carrying third
party guarantees (including central government guarantees), depository
receipts, and net commitments to underwrite issues of such instruments

(from working day zero));

In the case of net commitments to underwrite (see indent above), the
scaling factors set out in the chapter on underwriting may be applied before

deduction;

All indirect holdings of credit or financial institutions’ capital taken via

instruments issued by their holding companies on behalf of such
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b)

d)

e)

g)

institutions. Also indirect holdings taken via instruments issued by
vehicles whose business is exclusively or mainly to hold or repackage

credit and/or financial institutions’ capital instruments;

e Investments in investment trusts, unit trusts, mutual funds or other
investment vehicles established exclusively or mainly to hold credit or

financial institutions’ capital instruments;

e Guarantees of other credit and financial institutions’ capital instruments

given by a bank;

e Guarantees given by the bank which are included in the supervisory capital
of another credit or financial institution (i.e. where a regulatory body

allows an institution to gear up on such guarantees); and

e Any other holdings of instruments of a capital nature relating to credit or

financial institutions.
The definition of credit institution is given in rule 3.5.1R.
The definition of a financial institution is given in the glossary.

i)  The FSA assumes that parent companies which are primarily engaged in
commercial activities but which have a financial subsidiary do not fall

within the definition of a financial institution.

Long and short positions in any of the above should only be netted if they are

in identical instruments (i.e. fungible/generally deliverable against each other).
Banks need not deduct:

1)  short positions in capital instruments (long and short spot positions
should not be netted for the purposes of this section unless they are in
identical instruments (i.e. fungible/generally deliverable against each
other)); and

il) exposures to capital instruments taken through forward purchases,

futures, options or other derivative instruments.

The FSA may agree that a bank need not deduct holdings of credit and
financial institutions’ capital instruments when they are held temporarily for
the purposes of a financial assistance operation on behalf of the issuing credit

or financial institution.

Where vehicle companies controlled by banks have entered into arrangements
to purchase the capital instruments of other banks but have managed to insulate
themselves fully from issuer risk, they may consult with their supervisor as to

whether it is reasonable not to make the deductions outlined in this section.
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(d) Banks that have a captive mortgage indemnity insurance company
should have a methodology, which includes professional actuarial
advice, for ensuring that the captive is adequately capitalised.

a) A captive mortgage indemnity insurance company is a wholly owned
subsidiary of a bank set up to provide mortgage indemnity insurance on the
parent’s mortgage lending. This means that the risks associated with a high
loan to value lending stay within the group, rather than being transferred to an

external insurer.

(e) Holdings of capital issued by own bank or own group (and eligible as
capital at a consolidated level) not deducted from Tier 1 capital.
Certain forms of own group paper held at a solo level may, however,
be eligible for an own group trading book concession;

(f) Certain positions in respect of qualifying holdings defined under
Article 51 of The Banking Consolidation Directive (formerly Article
12 of 2BCD); and

(g) Others to be determined on a case-by-case basis (e.g. a bank’s
provision of the credit enhancement element of an asset
securitisation).

a) Note that the deduction of the above capital instruments does not preclude the
recognition of any hedging benefits gained against other market exposure, i.e.
such capital instruments can be used to reduce risk elsewhere, but should

nevertheless be deducted from capital.
Exemptions from the deduction policy

The FSA considers that there are two cases where the deduction of
holdings of bank and financial institution capital instruments need not be
made:

e trading book concessions; and

e deductions of a bank’s holdings of its own paper from its surplus
capital.

Trading book “concessions”

Instruments which are in the trading book need not be deducted if they are
covered by a specific concession agreed with the FSA in advance,
although reciprocal cross-holdings of credit and financial institutions’
capital instruments should always be deducted.

Previously, some banks have been allowed concessions from making
deductions in respect of holdings of other credit or financial institutions’
capital instruments on grounds that they are active primary or secondary
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market-makers in these instruments. These concessions now apply with
respect to general trading book activity.

Before agreeing a concession the FSA needs to be satisfied that:

(a) The bank has adequate systems and controls surrounding the trading
of credit and financial institutions’ capital instruments to ensure that
it has the ability to stay within the limits of the FSA’s concession (or
deduct when necessary); and

(b) The holdings qualify for inclusion in the trading book;

a) The bank’s trading book policy statement should be amended where necessary

to outline the scope of the concession.

b) Holdings which are not deducted should be included in the trading book risk
calculations in the normal way. Trading book positions which are deducted
may nevertheless be included in the bank’s trading book general market risk
calculation, where there are hedging benefits from doing so (i.e. where to do so

would result in a reduced general market risk charge.)

A concession for holding capital instruments is specific to each bank and
is agreed by the relevant line supervisor. It may be reviewed periodically
by the FSA.

a) The FSA considers a bank’s existing and prospective level of trading business
when deciding the extent of any concession. The amount by which holdings
exceed this level should be deducted.

There is a maximum limit on the size of the concession which may be
agreed: a bank should always deduct the excess of all holdings which in
aggregate exceeds 10% of the total of its own eligible Tier 1 and Tier 2
capital (calculated before deductions of holdings of capital instruments in
credit and financial institutions). To anchor the calculations, the eligible
capital base for these purposes should generally be based on the capital
position at the end of the last reporting period. A bank should also deduct
the excess of any direct or indirect holdings which exceed an amount
equal to 10% of the paid up share capital of the credit or financial
institution in which the holding is made.

The limits on the trading book should apply on a solo and a consolidated
basis; all holdings taken by subsidiaries within the concession of the
consolidated group should therefore either fall within a concession or be
deducted. Solo and group concessions need not be set at the same
percentage of capital base.

The FSA, however, distinguishes between subsidiaries’ holdings which
are consolidated using the aggregation-plus method and those which are
consolidated on a line-by-line basis. When agreeing to a consolidated
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concession and when calculating consolidated holdings for the purposes of
determining whether a deduction should be made, the FSA may disregard
subsidiaries’ holdings consolidated using the aggregation-plus method.

a) However, when holdings are disregarded for the purposes of these calculations,
any capital located in those subsidiaries should be excluded from the measure

of consolidated group capital used to calculate whether deductions are needed.

Wherever own group paper (which has not already been deducted from
Tier 1) is held within a consolidated group its book value should be
deducted in full for the purposes of calculating the consolidated group
capital ratio, irrespective of the existence of any trading book concessions.

a) This also applies to holdings of own group paper by subsidiaries which are

consolidated using the aggregation-plus method.

Where a bank has a solo trading book concession, holdings of capital
instruments issued by parent or sister credit or financial institutions may
be included within the scope of its concession.

a) However, a separate sub limit of the concession is normally applied to such

holdings (own group paper eligible for a concession).

A bank’s holdings of its own capital instruments are not eligible for
inclusion in a trading book concession and should be deducted in full from
its solo capital. Similarly, holdings of capital instruments are not eligible
for inclusion in a solo trading book concession when they are issued by a
bank’s subsidiary or companies in which it has a participating interest (as
defined by the Companies Act 1985).

Holdings of paper issued by entities in the consolidated group held by a
bank’s subsidiaries consolidated using the aggregation-plus method are, at
a solo level, subject to the local or host supervisor’s rules.

Where paper issued by entities within the consolidated group is held
within a consolidated group solely as a result of equity index arbitrage
trading, it may be treated in the same way as holdings in a credit or
financial institution which is not included in the bank’s consolidated
group (i.e. it may fall within the scope of an existing consolidated
concession). The FSA’s prior written agreement to this should be
obtained.

Reporting form for trading book concession

The FSA will confirm in writing to a bank the trading book concession
that it is prepared to agree.

A bank which has been agreed the concession should complete the form
M.
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Deductions of holdings of own paper from “surplus” capital

In some cases a bank may have ‘surplus’ capital (e.g. if its total Tier 2
capital is greater than Tier 1 capital, or its subordinated term debt is
greater than 50% of Tier 1) .

In the following circumstances, a bank may deduct holdings of its own
paper from this ‘surplus’ rather than from qualifying capital (so the
deduction will have no immediate impact on its RAR):

(a) Where a bank has excess Tier 2 and holds part of its own capital
issue: the deduction should be on a like-for-like basis (i.e. holdings
of hybrid capital instruments should only be deducted from surplus
hybrid capital and not from surplus term debt); or

(b) Where a bank can cancel issued capital it holds provided that such
cancellation does not trigger a repurchase of the whole issue, and that
there is no likelihood of the bank having to call on its excess capital
in the near future. The FSA will only agree to cancellation in
exceptional circumstances only, generally where an issue has not
been made within the last five years.

Holdings of the issued capital of another bank should be deducted from
qualifying rather than ‘surplus’ capital.

Deductions of qualifying holdings from Tiers 1 and 2 capital

Article 51 of The Banking Consolidation Directive (formerly Article 12 of
2BCD) requires deductions in respect of qualifying holdings in non-
financial undertakings, which exceed certain limits. These deductions are
made from Tier 1 and Tier 2 capital combined.

A bank’s holding in a non-financial undertaking constitutes a qualifying
holding if the bank:

(a) Directly or indirectly holds 10% or more of the shares in the
undertaking; or

(b) Is directly or indirectly entitled to exercise, or to control the exercise
of, 10% or more of the voting power at any general meeting of the
undertaking; or

(c) Is able to exercise a significant influence over the management of the
undertaking, by virtue of:

(i) A direct or indirect holding of shares in the undertaking; or
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(i1) A direct or indirect entitlement to exercise, or control the
exercise of, the voting power at any general meeting of the
undertaking.

An indirect holding (or entitlement) refers both to single holdings (or
entitlements) with third parties or nominees through which the bank
exercises control and to holdings (and entitlements) located with
subsidiaries of the bank which may collectively represent a qualifying
holding. Deductions need not be made where the bank is holding
instruments or providing custodial services on behalf of others.

For the purposes of qualifying holding deductions, non-financial
undertakings are defined as all undertakings other than:

(a) Credit and certain financial institutions;

a) The capital instruments of institutions which meet the definition of financial
and credit institutions in section 10.2 therefore fall outside the scope of
qualifying holdings. (The full definition of financial institution is in the
Glossary.)

(b) Institutions 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 supporting banking services or any other similar
activity; and

a) These activities are set out in Article 43(2)(f) of the Bank Accounts Directive
(86/635/EEC).

(c) Insurance and reinsurance companies, and insurance holding
companies.

a) The definition of an insurance undertaking is contained in the First Non-Life
Insurance Directive (73/239/EC) and article 4 of the Life Assurance Directive
(2002/83/EC). The definition of reinsurance undertaking is contained in the
Insurance Groups Directive (98/78/EC).

Banks should deduct from the total of Tier 1 and Tier 2 capital the greater
of the total values of the following two items:

(a) The total by which individual qualifying holdings exceed 15% of the
total Tier 1 and Tier 2 capital, adjusted for the deduction of other
credit and financial institutions’ capital instruments but not for other
deductions from Tiers 1 and 2 combined; or

(b) The amount by which the aggregate of qualifying holdings exceeds
60% of the total Tier 1 and Tier 2 capital, adjusted for the deduction
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of credit and financial institutions’ capital instruments but not for
other deductions from Tiers 1 and 2 combined.

In both cases, banks should normally use the adjusted Tier 1 and Tier 2
figure from the previous reporting period.

Deductions need not be made in respect of holdings when:
(a) The shares held are not financial fixed assets,

a) Generally, a financial fixed asset is taken to mean participating interests,
shares in affiliated undertakings and securities intended for use on a continuing
basis in the normal course of an undertaking’s activities. Financial fixed assets

should not be included in the trading book.

(b) The FSA has given its prior written agreement to non-deduction on
the basis that the shares are held temporarily during a financial
reconstruction or rescue operation;

(¢) The shares are held during the normal course of underwriting;
(d) The shares are held in the bank’s name on behalf of others; or

(e) The shares are held in exceptional circumstances and the FSA has
given its prior written agreement to non-deduction on the basis that
the bank has increased its capital or taken other equivalent measures,
or has agreed to do so.

Under the terms of The Banking Consolidation Directive (formerly
2BCD), where qualifying holdings were already in existence on 1 January
1993, banks have ten years (until 1 January 2003) in which to comply with
the requirements of the Directive. The FSA is prepared if approached by a
bank to discuss proposals aimed at reducing these exposures, or to
introduce these deductions, over a period of time.

The FSA requires all banks which either on a solo or consolidated basis
have qualifying holdings to report their positions to the FSA, on form M1,
at the same time as the reporting dates for the BSD3.
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11.1

11.1.1

11.1.2

11.2

11.3

APPLICATION AND LIMITS OF CAPITAL
Application of capital

Banks may use the different tiers of capital to support different
types of activity.

Tier1 & 2 capital

Tiers 1 and 2 may be used to support both banking book and
trading book capital requirements.

Tier 3 capital

Tier 3 capital should only be used to support trading book activities
and foreign currency risk.

Tier 3 capital should not be applied to those trading book capital
requirements arising out of counterparty and settlement risk.

a) Tier 3 capital may however be used in such cases but only at a
consolidated level where the aggregation plus method of consolidation
is applied. The FSA’s prior written agreement to a bank using Tier 3
capital for this purpose should however be obtained. This is to

accommodate the Own Funds regimes of other supervisors.
Limits on the use of different forms of capital

As each tier of capital differs in the degree of protection that it can
offer depositors, restrictions should be placed on the amount of
each type of capital that is held in the capital base.

Banks should meet the limits at both a solo (or solo-consolidated)
and consolidated level.

Limits on capital for non-CAD banks
The limits non-CAD banks should apply are that:
(a) Total Tier 2 capital should not exceed total Tier 1 capital.

(b) Tier 2 subordinated term debt should not exceed 50% of Tier 1
capital.

a) Where a bank has any subordinated debt surplus to this ratio, this debt
should be disregarded in the calculation of a bank’s own funds and

treated as part of the long-term funding of the bank.
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©)

General/ collective provisions should not be more than 1.25%
of risk weighted assets.

a) This determines the maximum level of general/ collective provisions
that a bank should include in its capital base. Clearly, a bank can make

more general/collective provisions if it chooses.

Limits on capital for CAD banks

CAD banks should apply the following limits:

(@)

(b)

Tier 2 subordinated term debt should not exceed 50% of Tier 1
capital.

General/ collective provisions should not exceed 1.25% of the
sum of risk weighted assets in the banking book and notional
risk weighted assets in the trading book.

Tier 2 capital used to meet banking book requirements should
not exceed 100% of the Tier 1 capital used to meet those
requirements.

Tier 3 capital may cover trading book requirements only,
including those arising from foreign currency risk, but should
not be used to cover counterparty risk or settlement risk capital
charges in the trading book.

Tier 2 capital and Tier 3 subordinated debt used to meet the
trading book capital requirements should not exceed 200% of
the Tier 1 capital used to meet those requirements.

Tier 2 and 3 capital in total should not exceed Tier 1 overall.
This applies at the consolidated level only (or at the solo level
when a bank is not part of a consolidated group).

a) This last limit should not be exceeded without the FSA’s express
agreement, which will normally only be given where a bank’s trading

book accounts for most of its business.

b) The calculation of capital adequacy for banks subject to these limits is
complex, since banks will wish to maximise the use of Tiers 2 and 3
within the constraints imposed. An example of a capital adequacy
calculation for CAD banks is included in the overview of capital

chapter.

Amounts exceeding any of the ratios above should not be included
in the calculation of a bank’s own funds
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12 REPAYMENT OF CAPITAL
12.1 Repayment of Tier 1 capital
1 No repayment of Tier 1 capital should be made without the FSA’s
prior agreement. Any repayment should be part of a bank’s capital
plan that should:

(@) demonstrate that the bank will remain in excess of its (group
and solo) individual capital ratios for two years without
relying on new capital issues;

(b) be consistent with the bank’s strategic and operating plans;
and

(c) take account of any possible acquisitions, locked-in capital in
subsidiaries and the possibility of exceptional losses.

a) The degree to which a worst case view will need to be included in the

plan will depend on:

i)  the size of the institution;

if)  the historic volatility of profitability and asset growth;
iii) confidence in the calculation of assets; and

iv) the quality of management and systems.

12.2 Repayment of Tier 2 capital

See s12.1 2 No early repayment of Tier 2 capital should be made without the
FSA’s prior agreement. The FSA will only agree to early repayment
where a bank produces a capital plan, as described in the section on
repayment of Tier 1 capital that shows that the bank will remain
above its individual capital ratio for at least two years after the
repayment.

a) For repayment of intra-group capital it is normally sufficient for a bank
to be above its individual capital ratio immediately after repayment, i.e.
the need to remain above the individual capital ratio for at least two

years does not apply.

See s8.2 3 Conditions which should be met for the repayment of Tier 2
subordinated debt are given under the section on general
conditions for subordinated debt.
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Specific conditions which should be met for the repayment of

See 56.6 & $7.2
eSmeEe Upper and Lower Tier 2 subordinated debt are given under the
sections on Upper and Lower Tier 2 capital.
12.3 Repayment of Tier 3 capital
See s9.2 5 Conditions which should be met for the repayment of Tier 3 capital

are given under the section on Tier 3 capital.
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APPENDIX — PROFORMA 1 - FOR EXTERNAL
AUDITOR'S REPORT ON INTERIM PROFITS IN YEAR
OF TRANSITION TO ANOTHER ACCOUNTING
FRAMEWORK (EG FROM UK GAAP TO IFRS)

THE BOARD OF DIRECTORS, XYZ BANK LIMITED
Dear Sirs

In accordance with your letter of instruction dated [ ], a copy of
which is attached, we have reviewed XYZ Bank Ltd’s current year
interim profits for the period [ ] as reported on Form BSD3 [or
successor form] dated [ ] a copy of which is attached for
identification. Our review, which did not constitute an audit, has
been carried out having regard to the conditions set out in Section 5
of the chapter on the “Definition of Capital” in the Prudential
Sourcebook applying to banks.

On the basis of the results of our review, nothing came to our
attention to indicate that :

(@) the interim profits as reported on Form BSD3 have not been
calculated on the basis of the accounting policies adopted by
the bank to report under international accounting standards
for the year to [ ]. These accounting policies are not necessarily
consistent with those used in preparing the bank's latest
statutory accounts for the year to [ |];

(b) the accounting policies adopted by the bank to report under
international accounting standards differ in any material
respects from those required by the international accounting
standards adopted from time to time by the European
Commission in accordance with EC Regulation No 1606/2002,
[except for...];

(c) the interim profits amounting to £] ] as so reported are not
reasonably stated.

Yours faithfully

Chartered Accountants

PROFORMA 2 - FOR EXTERNAL AUDITOR'S REPORT ON
INTERIM PROFITS (WHERE THERE IS NO CHANGE IN
ACCOUNTING FRAMEWORK)
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THE BOARD OF DIRECTORS, XYZ BANK LIMITED

Dear Sirs

(@)

the interim profits as reported on Form BSD3 have not been
calculated on the basis of accounting policies adopted by the
bank to report under international accounting standards for
the year to [ ] [except for ...];

those accounting policies differ in any material respects from
those required by [the Banks Accounts Directive as
implemented in the UK or, where relevant, the international
accounting standards adopted from time to time by the
European Commission in accordance with EC Regulation
No 1606/2002], [except for];

the interim profits amounting to £] ] as so reported are not
reasonably stated.

Yours faithfully,

Chartered Accountants
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1.1

Seechs CODU 1

and TC

See ch CO

1.2

3

1.3

CREDIT RISK IN THE BANKING BOOK
INTRODUCTION
Legal sources

The legal sources identified in the equivalent section of the Capital
Adequacy Overview chapter are also relevant for this chapter.
Within the set of chapters outlining the assessment of capital
adequacy, this chapter covers the basic framework which banks
should adopt for including credit (or counterparty) risk in the
banking book in the capital adequacy calculation. For non-CAD
banks, together with the chapter on counterparty risk on OTC
derivatives and unsettled trades - the treatment of which is the
same for banking and trading books - it covers all the relevant
details on credit risk. For CAD banks, the treatment of other
counterparty risk in the trading book is covered in a separate
chapter.

The Banking Consolidation Directive (formerly the Solvency Ratio
Directive - 89/647/EEC) establishes the framework within the
European Union for bringing credit risk into the assessment of
capital adequacy. The framework it provides is along similar lines
to that given by the 1988 Basel Convergence Agreement on capital
standards. The Capital Adequacy Directive ((CAD’ - 93/6/EEC)
established a 20% weighting for certain investment firms, clearing
houses and exchanges (which are recognised for the purposes of
Chapter BC of IPRU (BANK)).

a) The capital requirements of The Banking Consolidation Directive

(formerly the SRD) are implemented mainly by this chapter.
Application
This chapter applies to all UK banks.

The requirements of The Banking Consolidation Directive
(formerly the SRD) apply on a consolidated basis where there is a
relevant EU group, and only on a solo basis otherwise. The FSA
considers that the weightings should be applied on both a solo (or
solo-consolidated) and a consolidated basis.

How this chapter is organised

Section 2 defines credit risk in the banking book and outlines the
rationale for the framework. Section 3 covers the framework for on
balance sheet credit risk, including counterparty risk weights,
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country zone definitions, public sector entities and multilateral
development banks. Section 4 deals with off balance sheet credit
risk including credit conversion factors and credit equivalent
amounts.



BC: Section 2: Page 1

Section Version: 1.0
Date Issued: June 2001

2.1

2.2

See ch CB

See ch DU

DEFINITION OF CREDIT RISK
Introduction

For most banks, credit risk, the risk of loss as a result of the failure of
the party with whom they have contracted to meet its obligations,
is one of the principal risks they face. Credit risk arises in respect
of both on and off balance sheet items.

Approach to credit risk in the banking book

International agreement has established a way of weighting the
assets and off balance sheet items of a bank to reflect their riskiness.
These risk weighted amounts are then used to determine how
much capital it is prudent for a bank to set aside to cover the risks
in business.

a) For CAD banks, the division of assets and positions between the
banking and trading books is explained in the chapter on the banking
book/trading book division.

b) All the assets of non-CAD banks should be included within the banking
book and subject to the framework outlined in this chapter and that on

OTC derivatives and unsettled trades.

The risk weightings used provide broad categories of relative
riskiness. The framework is deliberately simple with each band
covering a range of counterparties with different credit ratings.

a) So for example, the same risk weighting applies to lending to small
firms as to large publicly quoted companies, and to secured and

unsecured lending.

In simple terms, for a non-CAD bank the risk asset ratio should be
calculated by dividing total net capital by its risk-weighted assets.
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3.2

3.2.1

3.2.2

4

RISK WEIGHTING FRAMEWORK: ON BALANCE SHEET
Introduction

The framework gives types of asset in the banking book a risk
weighting depending on the counterparty and taking account of
different country risks, by classifying countries in two zones.

Weightings should not be regarded as a substitute for commercial
judgment for the purposes of market pricing of the different
instruments.

Counterparty weights
Overview

The following list identifies the counterparty weights, which reflect
their relative riskiness. Definitions of highlighted terms relevant to
more than one weighting band are given following the list.

a) Generally, unless it can be shown that an exposure merits a reduced
risk weighting under the weighting bands set out below it should

receive a 100% risk weighting.

b) Guarantees received from a banking subsidiary should not be taken
into account when determining the appropriate risk weight, unless they
are collateralised by a cash deposit placed with that subsidiary.
However, in reporting on a solo or unconsolidated basis reporting
banks may accept a guarantee from a subsidiary and reduce the risk

weight of an asset if the following applies:
i)  the guarantee is direct, explicit, unconditional and irrevocable;

ii) the reporting bank is adequately capitalised on a consolidated

basis;

iif) the guarantee is not being given to circumvent regulatory rules;

and

iv) the guarantee should have sound commercial rationale and

should be made on proper commercial terms.
Zero weighting
The following types of asset may attract a zero weighting;:

(@) cash and claims collateralised by cash deposits placed with the
lending institution (or CDs and similar instruments issued by
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3.2.3

5

3.2.4

and lodged with the bank) and meeting the conditions set out
in the chapter on collateral and netting;

(b) gold and other bullion held in vaults or on an allocated basis;

(c) claims on, other than holdings of bills or securities issued by,
Zone A central governments and central banks;

a) Securities that are issued by Zone A central governments may attract a
0% risk weighting in certain cases. Full details are contained in the

chapter on collateral and netting.

(d) claims carrying the explicit guarantees of Zone A central
governments and central banks;

(e) claims on, other than holdings of bills and securities issued by,
Zone B central governments and central banks denominated in
local currency and funded by liabilities in the same currency;
and

(f) claims guaranteed by Zone B central governments or central
banks, where denominated in local currency and funded in
that currency;

(g) certificates of tax deposit;

(h) items in suspense where they represent position risk; and

(i) a defined benefit asset.

10% weighting

Certain holdings of government securities should attract a 10%
weighting as a proxy for market risk. The nature of the security (ie
fixed rate or floating rate) and the residual maturity of the security
should determine the risk weight.

a) Full details are contained in the chapter on proxies for market risk in
the banking book.

20% weighting
The following types of asset should attract a 20% weighting:

(a) assetitems constituting claims on multilateral development
banks as defined in the Handbook Glossary and claims
guaranteed by or collateralised by the securities issued by
these institutions;

a) [deleted]
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claims on credit institutions incorporated in Zone A countries,
claims guaranteed (or accepted or endorsed) by Zone A
incorporated credit institutions and cash collateral placed in
the form of deposits with a third party Zone A credit
institution;

claims on credit institutions incorporated in Zone B countries
with a residual maturity of 1 year or less and claims of the
same maturity guaranteed by Zone B credit institutions;

a) Asexplained elsewhere certain claims on credit institutions should be
deducted from the capital base, rather than being weighted.

cash items in the course of collection. The total amount of
cheques, etc drawn on and in the course of collection on other
banks, and debit items in transit between domestic offices of
the reporting institution in each country;

claims on Zone A public sector entities and claims guaranteed by
such entities. In the United Kingdom, these comprise of local
authorities and certain non-commercial public bodies;

claims on investment firms (but not their unregulated affiliates),
subject to the CAD or incorporated in a non-EEA state but
subject to an equivalent regime;

a) The investment firm regimes deemed broadly equivalent to the CAD
regime are given in the appendices to the chapter on consolidated

supervision.

b) An’investment firm’ is defined in the trading book/banking book
chapter.

claims on clearing houses and exchanges recognised for the
purposes of Chapter BC of IPRU (BANK), including initial cash
margins and surplus variation margins at futures exchanges or
clearing houses;

a) For the list of clearing houses and exchanges recognised for the
purposes of Chapter BC of IPRU (BANK), refer to the appendix at the
end of this chapter.

claims which are directly, explicitly, unconditionally and
irrevocably guaranteed by those investment firms, exchanges
and clearing houses recognised for the purposes of Chapter BC
of IPRU (BANK), should attract the weighting given to a direct
non-tradable security claim on the guarantor. Indirect



BC: Section 3: Page 4

Section Version: 3.1
Date Issued: April 2005

See ch BO
sl

3.2.5

guarantees are not recognised for the purposes of reduced risk
weights.

(i) certain holdings of government securities should attract a 20%
weighting as a proxy for market risk. The nature of the
security (ie fixed rate or floating rate) and the residual maturity
of the security determine the risk weight. Full details are
contained in the chapter on proxies for market risk in the
banking book.

50% weighting:
The following types of asset should attract a 50% weighting:

(@) loans to individuals fully secured by a first priority charge on
residential property that is (or is to be) occupied by the
borrower or is rented;

“Fully secured” means the value of property should be greater than
or equal to the value of the loan (ie maximum loan to value of
100%). There is no requirement to revalue properties on a regular
basis, but where such a valuation has found that the loan to value
ratio exceeds 100% such loans should be weighted at 100%.
(However, if the shortfall in the security value is fully covered by a
specific or individual provision, the net amount of the exposure
may continue to be weighted at 50%.) Conversely, where
revaluation indicates that the loan to value ratio has fallen to 100%
the loan may be weighted at 50%.

(b) Loans to registered social landlords, registered with the
Housing Corporation or Communities Scotland or the
National Assembly for Wales, fully secured by a mortgage on
residential property that is:

(i) already let; or

(ii) under development and will be let, on condition that the
development attracts Social Housing Grant (SHG)
and/or other public subsidy on equivalent terms, of an
amount equal to or greater than, 50% of the approved
total scheme cost, the security for which is subordinated
to the loan, where the funding body has legally
committed itself to the full payment of the subsidy.

(c) Loans to public universities, fully secured by a mortgage on
residential property that is:

(i) already let; or
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(i) under development and will be let, on condition that the
lender is in possession of a certificate, issued by a
quantity surveyor or architect appointed by the bank,
showing work to the value of 20% of the projected
finished end value of the product (excluding cost of land)
has been completed, prior to any draw down under the
loan;

and can readily be sold or let in the non-student market.

(d) mortgage sub-participations, where the risk to the sub-

participating bank is fully and specifically secured against
residential mortgage loans which would themselves qualify for
the 50% weight;

mortgage-backed securities (MBS), issued by special purpose
mortgage finance vehicles, where the following conditions are
met:

(i)  the notes embody an express promise to repay the
noteholder;

(ii) the issue documentation contains provisions which
would ultimately enable noteholders to initiate legal
proceedings directly against the issuer of the MBS. As an
example such provisions would allow noteholders to
proceed against the issuer where the trustee, having
become bound to take steps and/or to proceed against
the issuer, fails to do so within a reasonable time and
such failing is continuing;

(iii) the documentation contains provisions which would
ultimately enable noteholders to acquire the legal title to
the security (i.e. the mortgagee's interest in it) and to
realise the security in the event of a default by the
mortgagor;

(iv) under the issue:

a) the mortgage loans themselves qualify for the 50% weight (see Chapter
3.2.5.7(a), (b) and (c) above); and

b) the mortgage loans are not in default at the time at which they are

transferred to the vehicle.

(v) the vehicle’s activities are restricted by its articles of
association to mortgage business. The vehicle may hold
assets qualifying for a risk weighting of 50% or less.
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3.2.6

3.2.7

100% weighting
The following types of asset should attract a 100% weighting:
(@) claims on the non-bank private sector;

(b) claims on banks incorporated in Zone B countries with a
residual maturity over 1 year;

(c) claims on Zone B central governments and central banks
(unless denominated in the national currency and funded by
liabilities in the same currency);

(d) claims on Zone B regional governments or local authorities;

(e) claims guaranteed by Zone B central governments or central
banks, which are not denominated and funded in the national
currency common to the guarantor and borrower;

(f) claims on commercial entities owned by the public sector;
(g) claims on Zone B public sector entities;
(h) premises, plant, equipment and other fixed assets;

(i) real estate, trade investments and other assets not otherwise
specified.

Variations from normal weighting

There are a number of circumstances where a variation in treatment
of assets for calculating risk weighted assets is considered to be
appropriate:

(@) Loan transfers and securitisation

Assets which otherwise would normally be weighted may be
removed from the supervisory balance sheet where the policy,
outlined in the chapter on loan transfers and securitisation, is met.

(b) Collateral and netting

Where an exposure to a counterparty is collateralised, a lower risk
weight may apply. The FSA considers that only certain types of
collateral justify reduced risk weightings. The policy on this is set
out in the chapter on netting and collateral.

In addition, the use of netting agreements may reduce exposure to
a counterparty. Banks wishing to report on a net basis for capital



Section Version: 3.1
BC: Section 3: Page 7 Date Issued: April 2005

adequacy purposes should meet the criteria set out in the chapter
on netting and collateral.

See ch CA s10 (c) Deductions

Some on and off balance sheet assets should be deducted from total
capital rather than being risk weighted.

a) For an explanation of those items which should be deducted from

capital base, see the chapter on the definition of capital.
3.2.8 Zone A/ Zone B countries
10 For the definition of Zone A country see the Glossary
“Zone B” comprises all countries not in Zone A.

a) The Channel Islands, Gibraltar, Bermuda and the Isle of Man should
also be regarded as being within Zone A. A bank should discuss with
the FSA the appropriate treatment of dependencies of Zone A countries.

i)  Gibraltar and Bermuda are included as territories within the UK’s
membership of the OECD. Consequently, a claim on either
government should be treated as a claim on a Zone A public sector
entity and a claim on a bank incorporated in Gibraltar or Bermuda

should be treated as a claim on a Zone A bank.

b) For the purpose of determining whether a bank is in Zone A or B, the
place of incorporation is the relevant factor to be considered rather than

the location of the branch.
3.2.9 Public Sector Entities (PSEs)

11 PSEs are principally regional governments and local authorities.
Bodies which carry out non-commercial functions on behalf of, and
are responsible to, regional governments or local authorities may
also be classified as PSEs.

In addition, bodies owned by the central or regional government or
local authorities which perform regulatory or other non-
commercial functions are classified as PSEs. Commercial entities or
companies (other than banks) owned by the public sector,
including public utilities, carry a weighting of 100%. This is to
avoid giving them an unfair advantage over private sector
companies.

a) Examples of UK public bodies eligible for classification as PSEs include:
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i)  Local authorities: London borough councils, county and district
councils in England, Northern Ireland, and Wales, and district,
island and regional councils in Scotland together with their
departments. The state government in the Channel Islands and

the Isle of Man government are included in this category.

if) Non-commercial public corporations: The Audit Commission,
United Kingdom Atomic Energy Agency and the Welsh
Development Agency.

b) Examples of UK public bodies not eligible for classification as PSEs
include: British Broadcasting Corporation, British Coal Corporation,
Civil Aviation Authority, Channel Four Television Company Limited,
NHS Trusts, Post Office Corporation.

NHS Trusts for example, are engaged in economic activity. As public
corporations NHS Trusts cannot be described as agencies or
departments of the government, which would be a factor in weighting
them at 10%. Therefore the weighting should be consistent with a claim

on other commercial entities owned by the public sector.



BC: Section 4: Page 1

Section Version: 1.0
Date Issued: June 2001

See ch VA s4

4.1

4.2

4.2.1

RISK WEIGHTING FRAMEWORK: OFF BALANCE SHEET
RISK

Introduction

In assessing the contribution of off balance sheet items to risk-
weighted assets, a distinction is made between OTC derivative
contracts and other off-balance sheet items.

For OTC derivative contracts, the risk lies in having to replace any
positive cash flows following the failure of the counterparty (pre-
settlement counterparty risk). Therefore, the amount at risk, which is
less than the nominal exposure, should be measured by calculating
the proportion of the nominal exposure to be considered at risk -
the credit equivalent amount.

The off balance sheet credit risk in the case of the other items should
be measured by multiplying the notional principal amounts by a
credit conversion factor of 0%, 20%, 50% or 100% and weighting the
resultant figure by the counterparty risk weight.

a) The credit conversion factor should be used to convert off balance sheet
nominal exposures into a level which allows for comparison with on

balance sheet exposures for risk weighting purposes.

Section 4.2 details the credit conversion factors for the other off
balance sheet items, and section 4.3 covers OTC derivative
contracts.

Credit conversion factors for off balance sheet credit risk
General

Credit conversion factors (CCFs) should be applied to the amount
of the off balance sheet exposure multiplied by the weights
applicable to the category of the counterparty for an on balance
sheet transaction.

The calculation is: nominal principal x credit conversion factor x
counterparty weighting.

a) For example, if a bank extends a £200,000 ten-year revolving credit to
a company, the calculation is: £200,000 x 50% CCF x 100% credit risk
weighting, which results in a risk-weighted amount of £100,000.

The following list gives the CCFs for the respective instruments.
Details about how commitments should be captured in the
framework are given following the list.
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4.2.2

4.2.3

100% credit conversion factor

(@)

©)

direct credit substitutes, including general guarantees of
indebtedness, standby letters of credit serving as financial
guarantees, acceptances and endorsements.

sale and repurchase agreements and asset sales with recourse
where the credit risk remains with the bank.

a)

Sale and repurchase agreements should be weighted according to the
category of the issuer of the security (or the borrower in the
underlying loan agreement) and not according to the counterparty

with whom the transaction has been entered into.

The treatment of reverse repos (i.e. purchase and resale agreements
where the bank is the receiver of the asset) should be different to that
of repos. Reverse repos should be treated as collateralised loans, with
the risk being measured as an exposure to the counterparty. Where
the security temporarily acquired attracts a preferential risk weighting
(e.g. a Zone A government security) this is recognised as collateral and

the risk weighting of the loan may accordingly be reduced.

forward asset purchases, forward forward deposits placed and

the unpaid part of partly-paid shares and securities, and any
other commitments with a certain draw-down.

a)

For these instruments the risk of loss depends on the credit-worthiness

of the counterparty.

50% credit conversion factor

(a) transaction-related contingent items not having the character

a)

b)

of direct credit substitutes (e.g. performance bonds, bid bonds,
warranties and standby letters of credit related to particular
transactions);

note issuance facilities and revolving underwriting facilities:

Other commitments (e.g. formal standby facilities and credit
lines) with an original maturity of over 1 year.

These instruments are essentially guarantees which support particular

non-financial obligations.

For an explanation of the maturity of commitments, see below.
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4.2.4

4.2.5

4.2.6

20% credit conversion factor

(@) short-term self liquidating trade-related contingent items (such
as documentary credits collateralised by the underlying
shipments).

0% credit conversion factor

(@) endorsements of bills (including per aval endorsements) which
have previously been accepted by a bank;

(b) other commitments (e.g. formal standby facilities and credit
lines) with an original maturity of up to 1 year, or which can be
unconditionally cancelled at any time.

Commitments

The maturity of a commitment should be measured from the earlier
of:

(a) thirty days or in the case of syndicated facilities, sixty days
following the date of ‘firm offer’; and

(b) the date at which the facility becomes available to be drawn
down.

a) The ‘window’ given in (a) above is intended to provide a reasonable
period after the date of ‘firm offer’ to allow the practicalities of
arranging a facility to be completed. It also enables the borrower to
organise funding more efficiently and look elsewhere if a request for a

credit line is declined.

b) The date of ‘firm offer’ is often earlier than the date of signature of the
facility agreement. For example, an offer should be regarded as firm
even if it is still subject to documentation and no material adverse
change. However, an offer made prior to the credit assessment of the
customer and/or where the bank reserves the right to withdraw the

offer at its discretion, should not be regarded as firm.

In the case of a non-underwritten (or best efforts) syndicated facility,
the date of firm offer is deemed to be that on which the arranger(s)

confirms that the facility is fully subscribed.

Where a bank underwrites a facility which is subsequently to be
syndicated, it should measure its commitment from the date of its firm
offer. If the subsequent syndication is successful, the underwriter(s)
may then measure its commitment afresh from the same date as the

syndicate banks, i.e. the earlier of 60 days after the date on which the
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11

12

13

underwriter(s) confirms to the borrower the results of general
syndication and the date at which the facility becomes available for
draw-down. If the facility is unsuccessful and the underwriting bank
is left with a commitment then the underwriting period should be
added to the term of the facility. If this results in a commitment in
excess of one year then a capital charge should result.

Even if the formal agreement to provide the facility indicates an
original maturity of one year or under, a commitment should be
regarded as having an original maturity of over one year if the
bank assumes additional legal or moral obligations which imply a
maturity of over one year. Banks should satisfy themselves that no
such additional obligations exist.

Where the terms of a commitment have been renegotiated and/or
the maturity of a commitment extended, the original maturity
should be measured from the start of the initial commitment until
the expiry date of the renegotiated/extended facility. The only
exceptions should be where either:

(@) the ‘firm offer’ to extend the commitment is given in the final
thirty days (or sixty days in the case of syndicated facilities) of
the initial commitment period, following a full credit
assessment of the customer; or

(b) the renegotiation/extension involves a full credit assessment
of the customer and the bank has the right, without notice, to
withdraw the existing commitment at the time when the
renegotiation/extension is requested and to refuse the request
for the renegotiated /extended commitment.

In these two cases, the extended /renegotiated facility may be
reported as a new commitment.

Where a commitment provides for a customer to have a facility
limit which varies during the commitment period, the amount of
the commitment should at all times be taken as the maximum
amount that can be drawn for the remaining period of the
commitment.

A commitment to provide a loan (or purchase an asset) which has
a maturity of over one year, but which must be drawn down
within a year, should be treated as having a maturity of one year
or under provided any undrawn portion of the facility is
automatically cancelled at the end of the draw-down period.

A commitment to provide a loan (or purchase an asset) to be
drawn down in a number of tranches, some where the availability
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of the commitment is one year or under, some where it is over one
year, should be considered as having a maturity of over one year.

14 Where a bank enters a forward commitment, that is provides a
commitment to make a facility available at a future date, the
original maturity of the commitment should be measured from the
earlier of:

(a) thirty days following the date of ‘firm offer’; or
(b) the date at which the facility is available to be drawn down.

15 A distinction is drawn between a commitment to provide an off
balance sheet facility which may or may not be drawn by the
customer, and a commitment to provide an off balance sheet
instrument with certain draw-down.

a) For example, a commitment of over one year to provide a trade
related contingent facility at a future date which may or may not be
drawn down should be given a credit conversion factor of 50% (the
CCF for long-term commitments) multiplied by 20% (the CCF for
trade related contingents) giving an effective CCF of 10%.

A commitment (short-term or long-term) to provide a trade related
contingent item where it is certain that the draw-down will occur at
some date, or range of dates, in the future should be given a CCF of
20% (i.e. without multiplying by the relevant CCF for a commitment).
Similarly, a commitment to issue a guarantee with certain draw-down
at a particular date, or range of dates, in the future should receive a
CCEF of 100%.

16 When a bank enters into two or more commitments which are
arranged simultaneously for the same or connected customer(s)
they are said to be linked. Where a bank enters into one or more
commitment(s) of over one year and one or more commitment(s) of
one year and under, these should be treated as ‘linked” (i.e.
aggregated and reported according to the maturity of the longest
of the commitments) where either:

(@) the facilities cannot be drawn down, negotiated or cancelled
separately; or

(b) the customer is seeking two or more commitment(s) for the
same purpose and has no legitimate commercial reason for
doing do.

Where a bank enters into ‘linked” commitments which begin
or mature at different dates, the maturity of the combined
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4.3

17

18

commitment should be measured from the commencement of
the first commitment to the expiry date of the last
commitment.

OTC derivative contracts

When entering into over the counter (OTC derivative) interest rate,
foreign exchange rate, equity, precious metals (excluding gold) and other
commodities contracts, banks are exposed to counterparty risk in the
form of the potential cost of replacing any positive cash flows. The
risk varies depending on the maturity of the contract and on the
volatility of the underlying rate or price.

a) Interest rate related contracts include single-currency interest rate swaps,
basis swaps, forward rate agreements and products with similar
characteristics, interest rate options purchased (including caps, collars
and floors purchased as stand alone contracts) and similar
instruments. Contracts of a similar nature concerning bonds should

also be included in this category.

b)  Foreign exchange rate related contracts include cross currency swaps,
cross currency interest rate swaps, forward foreign exchange contracts,
currency options purchased and similar instruments. Contracts of a
similar nature concerning gold should also be included in this

category.

c)  Equity, precious metals (excluding gold) and commodities contracts include
equity options purchased, swaps and similar contracts, commodity
options purchased, swaps and similar instruments involving

commodities.

Exposures from OTC derivatives should be treated in the same
broad framework as other off balance sheet contracts. The
contract’s CEA should be multiplied by the risk weight
appropriate to the counterparty to determine the risk weighted
amount for the contract. The difference with the treatment of other
derivatives lies in the way that the CEA is calculated. The
calculation for OTC derivatives, which is the same in banking book
and the trading book, is explained in the chapter on derivatives
and unsettled trades.
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5.1

5.1.1

5.1.2

APPENDIX

Clearing houses and exchanges recognised for the
purposes of Chapter BC of IPRU (BANK). (Counterparty
exposures to Clearstream and Euroclear continue to
attract a 20% weighting).

Exchanges

Any of the following:

(a) any “recognised investment exchange”;
(b) any “designated investment exchange”;
(c) any “regulated market”

in each case, as defined in the central Handbook Glossary (“the
Glossary”, amended from time to time).

Clearing Houses
Any of the following:
(a) any “recognised clearing house” as defined in the Glossary;

(b) any of the following clearing houses:

ASX Settlement and Transfer Corporation Pty Ltd (ASTC)
Austrian Kontroll Bank (OKB)

Board of Trade Clearing Corporation

Cassa di Compensazione e Garanzia S.p.A (CCG)
Commodity Clearing Corporation

Emerging Markets Clearing Corporation

FUTOP Clearing Centre (FUTOP Clearing Centralen A/S)
Hong Kong Futures Exchange Clearing Corporation Ltd
Hong Kong Securities Clearing Company Ltd

Kansas City Board of Trade Clearing Corporation
Norwegian Futures & Options Clearing House (Norsk
Opsjonssentral A.S. (NOS))

N.V. Nederlandse Liquidatiekas (NLKKAS)

OM Stockholm Exchange

Options Clearing Corporation

Options Clearing House Pty Ltd (OCH)

Sydney Futures Exchanges Clearing House (SFECH Ltd)
TNS Clearing Pty Ltd (TNSC)
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nil risk weighted holdings of Zone A central government
and central bank fixed-interest rate paper with a residual
maturity of one year or less;

nil risk weighted Zone A central government and central
bank floating-rate or index linked paper of any maturity;
and

holdings of Zone B central government and central bank
nil risk weighted paper with a residual maturity of 1
year or less (irrespective of whether such paper is fixed
or floating rate), denominated in the local currency and
funded in the local currency.

(b) 20% weight should be applied to:

Zone A central government and central bank fixed rate
paper with a remaining term to maturity of over one
year; and

holdings of Zone B central government and central bank
nil risk weighted paper with a residual maturity of over
one year, (irrespective of whether such paper is fixed or
floating rate), denominated in the local currency and
funded in the local currency.

Holdings of Zone B central government and central bank securities
not denominated in the local currency or funded in the local
currency should be weighted at 100%.
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Foreign exchange PRR

General

1 G

G

Every bank should apply this chapter and calculate its foreign exchange PRR by:

(1) 1identifying which foreign currency and gold positions to include in the PRR
calculation;

(2) calculating the open currency position and net gold position; and

(3) multiplying the sum (ignoring the sign) of the open currency position and the net
gold position by 8%.

For example, a bank has an open currency position of -£100 and a net gold position of
£50. The sum (ignoring the sign) is £150, and so the foreign exchange PRR is £12.

Scope of the foreign exchange PRR calculation

2 G

A bank’s foreign exchange PRR calculation should include the following items
regardless of whether they are trading book or non-trading book positions:

(1) all gold positions;
(2) all instruments which are denominated in a foreign currency, except:

(a) foreign currency assets which have been deducted in full from the bank's
capital;

(b) instruments hedging (a);
(c) instruments hedging the bank's capital; or

(d) instruments hedging a future foreign currency income or expense which is
known but not yet accrued; and

(3) notional positions arising from the instruments listed in table 4G:

3 G A bank should notify the FSA in writing if it uses the exclusions in 2G(2)(a)-(d).

4 G Table: instruments which result in notional foreign currency positions (see 2G)

Instrument See
Foreign exchange futures, forwards, CFDs or synthetic futures 10G
Foreign exchange swaps 12G
Foreign exchange options (unless the bank calculates a PRR on the option 14G
under chapter TO)
Gold futures, forwards, synthetic futures and CFDs 15G
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Gold options (unless the bank calculates a PRR on the option under chapter TO) 16G

Banks are reminded that table 5G in chapter TO divides foreign exchange options into:

(1) those which should be treated under chapter TO; and

(2) those which should be treated under either chapter FX or chapter TO, but banks can
choose whether chapter FX or TO is used.

When determining the currency of denomination banks should:

(1) wuse the currency in which the bank accounts for the instrument where an instrument
is quoted in more than one currency; and

(2) treat depository receipts as positions in the underlying security.

Instruments denominated in a foreign currency include, amongst other things, assets and
liabilities (including accrued interest); non-foreign exchange derivatives; net underwriting
positions; reduced net underwriting positions; and irrevocable guarantees (or similar
instruments) that are certain to be called.

Where a contract is based on a basket of currencies, the bank can choose either to derive
notional positions in each of constituent currencies, or treat it as a single notional position
in a separate hypothetical currency.

Derivation of notional positions

9

G This section derives notional currency positions for the instruments listed in table 4G.

FOREIGN EXCHANGE FORWARDS, FUTURES, CFDS AND SYNTHETIC FUTURES

10 G A bank should treat a foreign exchange forward, future or CFD as two notional currency

positions as follows:

(1) along notional position in the currency which the bank has contracted to buy; and
(2) ashort notional position in the currency which the bank has contracted to sell;
where the notional positions have a value equal to either:

(a) the contracted amount of each currency to be exchanged in the case of a
forward or future held in the non-trading book; or

(b) the present value of the amount of each currency to be exchanged in the case
of a forward or future held in the trading book.
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11 G Forexample, a bank Today 1 year’s time
contracts to sell $106 for
€108 in one year’s time. PV of Currently discounted @ 8% Buy
€0 €108
The present values of each
cash flow are $100 and €100 and
. PV of Currently discounted @ 6% Sell
respectively. S0 v o0
e In the non-trading book, this forward would be treated as a combination of a €108
long position and a $106 short position.
e In the trading book, this forward would be treated as a combination of a €100 long
position and a $100 short position.
Banks are reminded that foreign exchange forwards held in the trading book should also
be included in the bank’s interest rate PRR calculation (see 4G of chapter TI).
FOREIGN EXCHANGE SWAPS
12 G A bank should treat a foreign exchange swap as:
(1) along notional position in the currency which the bank has contracted to receive
interest and principal,
(2) ashort notional position in the currency which the bank has contracted to pay
interest and principal; and
(3) where the notional positions have a value equal to either:
(a) the nominal amount of each currency underlying the swap if it is held in the
non-trading book; or
(b) the present value amount of all cash flows in the relevant currency in the case
of a swap held in the trading book.
13 G For example, a bank enters into a five year foreign exchange swap where it contracts to

pay six month US$ Libor on $100 in return for receiving 6% fixed on €100. The present
values of each leg are $100 and €98 respectively.

e In the non-trading book, this swap would be treated as a combination of a €100 long
position and a $100 short position.

e In the trading book, this swap would be treated as a combination of a €98 long
position and a $100 short position.

Banks are reminded that foreign exchange swaps held in the trading book should also be
included in the bank’s interest rate PRR calculation (see table 4G of chapter TI).

FOREIGN EXCHANGE OPTIONS ABD WARRANTS
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14 G Where included in this chapter’s PRR calculation (see table 4G), a foreign exchange
option or warrant should be treated as a foreign exchange forward.

GOLD FORWARDS, FUTURES AND CFDs

15 G A forward, future or CFD on gold must be treated as a notional position in gold with a
value equal to the amount of gold underlying the contract multiplied by the current spot
price for gold.

GOLD OPTIONS

16 G Ifincluded in the PRR calculation under this chapter (see table 4G), a gold option must be
treated as a gold forward.

Open currency position
17 G A bank should calculate its open currency position by:
(1) calculating the net position in each foreign currency;
(2) converting each net position into its base currency equivalent at current spot rates;
(3) summing all short net positions and summing all long net positions; and
(4) selecting the larger sum (ignoring the sign) from (3).
Net gold position
18 G A bank should calculate its net gold position by:

(1) wvaluing all gold positions using the prevailing spot price for gold (regardless of the
maturity of the positions);

(2) offsetting long and short positions; and

(3) converting the resulting net position into the base currency equivalent using the
current spot foreign exchange rate.

Definitions used in chapter FX

19 G  This chapter uses the following definitions:

Defined term Definition

Base currency The currency currently used by a firm to calculate its financial
resource requirement.

CFDs Means contract for differences.

Derivative Options, futures and contracts for differences.

Foreign currency A currency other than the bank's base currency.

Forward A contract to buy or sell where the date of settlement has been
agreed as a particular date in the future.

Future As specified in article 78 of the Regulated Activities Order (Futures)
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Non trading book Items not in the trading book.

Open currency The position calculated under 17G.

position

Option A contract which confers the right to buy or sell a security,
contractually based investment, currency, gold or commodity at a
given price on or before a given date. (NB: the definition of an
option used for the purposes of this chapter deliberately differs from
that in the main Handbook Glossary).

PRR Position risk requirement.

Swap A transaction in which two counterparties agree to exchange streams
of payments over time according to a predetermined basis.

Synthetic future A combination of a long (short) call option and a short (long) put
option which are based on the same underlying and have the same
notional amount, strike and maturity.

Trading book As defined in section 3.2.1 of chapter CB.

Underwriting Means an arrangement made before the relevant securities are issued
under which a party agrees to buy a specified quantity of those
securities on a given date and at a given price, if no other has
purchased or acquired them.

Warrant The investment specified in article 79 of the Regulated Activities

Order (instruments giving entitlement to investments).
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CM

Commodity PRR

General

1 G Every bank should apply this chapter and calculate its commodity PRR by:

(1) identifying which commodity positions should be included within the PRR
calculation (see 2G);

(2) calculating an individual PRR for each commodity (see 20G);

(3) converting each PRR to the bank’s base currency at current spot foreign
exchange rates; and

(4) summing the resulting individual PRRs.
Scope of the PRR calculation

2 G A bank’s commodity PRR calculation should, regardless of whether the positions are
trading book or non-trading book positions:

(1) include physical commodity positions;

(2) include the notional positions derived from positions in the instruments listed in
table 4G; and

(3) exclude positions constituting a stock financing transaction.

3 G Gold positions are excluded from the scope of the commodity PRR. Instead, they are
included within the scope of the foreign exchange PRR.

4 G Table: Instruments which result in notional positions (see 2G(2))

Instrument see
Forwards, futures, CFDs, synthetic futures and options on a single 8G
commodity (unless the bank calculates an PRR on the option under
chapter TO)
A commitment to buy or sell a single commodity at an average of 10G

spot prices prevailing over some future period

Forwards, futures, CFDs, synthetic futures and options on a 13G - 14G
commodity index (unless the bank calculates an PRR on the option

under chapter TO)

Commodity swaps 16G-17G
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G  2G includes a trading book position in an commodity that is subsequently repo’d under
a repurchase agreement or lent under a stock lending agreement. Clearly, if the
commodity had initially been obtained via a reverse repurchase agreement or stock
borrowing agreement, the commodity would not have been included in the trading book
in the first place.

G  Banks are reminded that table 5G in chapter TO divides commodity options into:
(1) those which should be treated under chapter TO; and

(2) those which should be treated under either chapter CM or chapter TO, but banks
can choose whether chapter CM or TO is used.

Derivation of notional positions

7

G This section converts the instruments listed in table 4G into notional positions in the
relevant commodities. These notional positions are expressed in terms of quantity
(tonnes, barrels, etc), not value. The maturity of the position is only relevant where the
bank is using the maturity ladder approach.

FUTURES, FORWARDS, CFDS AND OPTIONS ON A SINGLE COMMODITY

G  Where a forward, future, CFD, synthetic future or option (unless already included in the
bank’s option PRR calculation) settles according to:

(1) the difference between the price set on trade date and that prevailing at contract
expiry, the notional position:

(a) equals the total quantity underlying the contract; and
(b) has a maturity equal to the expiry date of the contract

(2) the difference between the price set on trade date and the average of prices
prevailing over a certain period up to contract expiry, there is a notional position
for each of the reference dates used in the averaging period to calculate the
average price, which:

(a) equals a fractional share of the total quantity underlying the contract; and
(b) has a maturity equal to the relevant reference date.

G The following example illustrates 8G(2). A bank buys a Traded Average Price Option
(TAPO - a type of Asian option) allowing it to deliver 100 tonnes of Grade A copper
and receive $1,750 in June. If there were twenty business days in June the short notional
positions will each:

(1) equal 5 tonnes per day(1/20 of 100 tonnes); and

(2) have a maturity equal to one of the business days in June (one for each day).
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In this example as each business day in June goes by the quantity per day for the
remaining days does not change (5 tonnes per day) only the days remaining changes.
Therefore, halfway through June there are 10, 5 tonne short notional positions
remaining each for the ten remaining business days in June.

BUYING OR SELLING A SINGLE COMMODITY AT AN AVERAGE OF SPOT PRICES PREVAILING IN
THE FUTURE

10 G Commitments to buy or sell at the average spot price of the commodity prevailing over
some period between trade date and maturity should be treated as a combination of:

(1) aposition equal to the full amount underlying the contract with a maturity equal
to the maturity date of the contract which is:

(a) long, where the bank will buy at the average price; or
(b) short, where the bank will sell at the average price

(2) aseries of notional positions, one for each of the reference dates where the
contract price remains unfixed, each of which:

(a) 1is long if the position under (1) is short, or short if the position under (1) is
long;

(b) equals a fractional share of the total quantity underlying the contract; and
(c) has a maturity date of the relevant reference date.

11 G The following guidance provides an example of 10G.

In January, a bank agrees to buy 100 tonnes of copper for the average spot price
prevailing during the 20 business days in February, and will settle on 30 June. After
entering into this agreement, the bank faces the risk that the average price for February
increases relative to that for 30 June. Therefore, as highlighted in the table below:

(1) the short positions reflect the fact that this could occur because any one of the
remaining forward prices for February increase; and

(2) the long position reflects the fact that this loss could occur because the forward
price for 30 June falls.

12 G Table: Example of buying at the average spot price prevailing in the future (see 11G)

- Application of 10G(1) Application of 10G(2)

From trade | Long position in 100 A series of 20 notional short positions each
date to start | tonnes of copper with a equal to 5 tonnes of copper. Each position is
of maturity of 30 June. allocated a maturity equal to one of the
averaging business days in February (one for each
period day).
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During Long position in 100 As each business day goes by in February
averaging | tonnes of copper with a the price for 5 tonnes of copper is fixed and
period maturity of 30 June. so there will be one less notional short

position.

After Long position in 100 No short positions.
averaging | tonnes of copper with a
period maturity of 30 June.

FUTURES, CFDS AND OPTIONS ON A COMMODITY INDEX

13 G Commodity index futures or CFDs, and commodity index options (unless the option is
included in the bank’s option PRR calculation), should be treated as follows:

(1) Step 1: The total quantity underlying the contract should be either:

(a) treated as a single notional commodity position (separate from all other
commodities); or

(b) divided into notional positions, one for each of the constituent commodities
in the index, of an amount which is a proportionate part of the total
underlying the contract according to the weighting of the relevant
commodity in the index.

(2) Step 2: Each notional position determined in step 1 should then be included:

(a) when using the simplified approach (24G); or
(b) when using the maturity ladder approach (25G).

14 G Table: Treatment of commodity index futures and commodity index options (see
13G(2)(b)).

Construction of index Notional position (or positions) and maturity

Spot level of index is Each quantity determined in step 1 is assigned a maturity
based on the spot price of | equal to the expiry date of the contract.

each constituent

commodity
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15

16

17

Spot level of index is Each quantity determined in step 1 is divided (on a pro-rata
based on an average of basis) into a series of forward positions to reflect the impact
the forward prices of of each forward price on the level of the index. The maturity
each constituent of each forward position equals the maturity of the relevant
commodity forward price determining the level of the index when the
contract expires.

An example of using 13G and table 14G is as follows. A bank is long a three-month
commodity index future where the spot level of the index is based on the one, two and
three month forward prices of aluminium, copper, tin, lead, zinc and nickel (18 prices in
total).

Step 1: the bank should decide whether to treat the full quantity underlying the contract
as a single notional commodity position, or disaggregate it into notional positions in
aluminium, copper, tin, lead, zinc and nickel. In this case the bank decides to
disaggregate the contract into notional positions in aluminium, copper, tin, lead, zinc
and nickel.

Step 2: if the bank uses the simplified method, nothing more need be done to arrive at
the notional position. In this case the bank uses the maturity ladder approach and so
subdivides each position in each metal into three because the level of the index is based
on the prevailing one, two and three month forward prices. Since the future will be
settled in three months’ time at the prevailing level of the index, the three positions for
each metal will have maturities of four, five and six months respectively.

COMMODITY SWAPS

G A bank should treat a commodity swap as a series of notional positions, one position for

each payment under the swap, each of which:
(1) equals the total quantity underlying the contract;
(2) has a maturity corresponding to the payment date; and

(3) 1s long or short according to 17G

G Table: Treatment of commodity swaps (see 16G)

Receiving amounts Receiving the price of
which are unrelated commodity ‘b’
to any commodity’s
price
Paying amounts which N/A Long positions in commodity
are unrelated to any ‘b’

commodity’s price
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Paying the price of Short positions in Short positions in commodity
commodity ‘a’ commodity ‘a’ ‘a’ and long positions in
commodity ‘b’
18 G Table 17G shows that where

the legs of the swap are in
different commodities, a
series of forward positions are
created for each commodity
(that is, a series of short
positions in commodity ‘a’
and a series of long positions
in commodity ‘b’).

19 G Table 17G also covers the
case where one leg is
unrelated to any commodity’s
price. This leg may be subject
to a PRR under another
chapter; for example, an
interest rate based leg would
have to be included in a
bank’s interest rate PRR
calculation.

Calculating the PRR for each commodity

20 G A bank should calculate a PRR for each commodity separately using either the
simplified approach (24G) or the maturity ladder approach (25G).

21 G A bank need not use the same approach for all commodities.

22 G A bank should treat positions in different grades or brands of the same commodity-class
as different commodities unless they:

(1) can be delivered against each other; or

(2) have price movements which have exhibited a stable correlation coefficient of at
least 0.9 over the last 12 months. The bank should then monitor the correlation on
a continuing basis

23 G Ifabank intends to rely on the approach in 22G(2) it should:

(1) notify the FSA in writing at least twenty business days prior to the date the bank
starts relying on it.

(2) when it notifies the FSA under (1) the bank should also provide to the FSA the
analysis of price movements on which it relies.
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SIMPLIFIED APPROACH
24 G A bank which calculates PRR using the simplified approach should do so by summing:
(1) 15% of the net position multiplied by the spot price for the commodity; and

(2) 3% of the gross position (long plus short, ignoring the sign) multiplied by the spot
price for the commodity.

MATURITY LADDER APPROACH

25 G A bank using the maturity ladder approach should calculate the PRR following the steps
in 26G and then sum all the spread charges, carry charges and outright charge that
result.

26 G The bank should calculate the charges referred to in 25G as follows:
(1) Step 1: Offset long and short positions maturing:
(a) on the same day; or

(b) (in the case of positions arising under contracts traded in markets with
daily delivery dates) within 10 business days of each other.

(2) Step 2: Allocate the positions remaining after step 1 to the appropriate maturity
band in table 28G (physical commodity positions are allocated to band 1).

(3) 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%.

(4) 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. In each instance, calculate:

(a) acarry charge equal to the carried position multiplied by the spot price for
the commodity, the carry rate of 0.6% and the number of bands by which
the position is carried; and

(b) aspread charge equal to the matched amount multiplied by the spot price
for the commodity and the spread rate of 3%.

(5) Step 5: Calculate the outright charge on the remaining positions (which will either
be all long positions or all short 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%.

27 G The matched amount in 26G is the lesser (ignoring the sign) of either the total long
position or the total short position. For example, a band with 1000 long and 700 short
results in a matched amount of 700. The unmatched amount would be 300.
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28 G Table: Maturity bands for the maturity ladder approach (see 26G))
Band 1 0 <1 month
Band 2 > 1 month < 3 months
Band 3 > 3 months < 6 months
Band 4 > 6 months < 1 year
Band 5 > 1 year < 2 years
Band 6 > 2 years < 3 years
Band 7 > 3 years
29

using the maturity ladder approach (26G).

G Figure: An example illustrating the calculation of the PRR on an individual commodity

Figure 29G:  After a bank has carried out the pre-processing required by 26G(1) (that is, step 1), it

follows steps 2 to 5 as shown below. Because the bank is using the maturity ladder
approach the spread rate is 3%, the carry rate is 0.6% and the outright rate is 15%. The
example assumes that the spot price for the commodity is £25.

Band Step 2 Step 3 Step 4a Step 4b Step 6
Allocate Match within | Carry across | Match within | Remaining
remaining bands. Each bands. Each band. Each position(s)
positions to | matched carried matched incur an
appropriate amount amount amount outright
maturity incurs a incurs a carry | incurs a charge.
bands spread charge. spread

charge. charge.

0 <1 month

>1 month < 3 months 1000 long 700 matched
700 short 300

>3 months < 6 months carried

>6 months < 1 year

>] year < 2 years 600 short Nothing 400 matched | 200 short

matched remains
>2 years < 3 years
yER =Y 100
> 3 years 100 long Nothing carried
matched
Spread charges 700%£25*%3% + 400*£25*3% = £825
Carry charges 300%£25%0.6%*3 + 100*£25%0.6%*2 = £165
Outright charge 200%£25*15% = £750
£1740
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Definitions used in chapter CM

30 G This chapter uses the following definitions:

Defined term Definition

Base currency The currency currently used by a firm to calculate its financial
resource requirements.

Business days Any day except Saturday, Sunday, bank holidays and public
holidays (not being bank holidays).

CFDs Means contract for differences.

Commodity Any physical or energy product (except gold) which is, or can be

traded on a secondary market. (NB the definition of commodity
used in CM deliberately differs from that in the main Handbook

Glossary).

Forward A contract to buy or sell where the date of settlement has been
agreed as a particular date in the future.

Future As specified in article78 of the Regulated Activities Order
(Futures).

Non trading book Items not in the trading book.

Option A contract which confers the right to buy or sell a security,

contractually based investment, currency, gold or commodity at a
given price on or before a given date. (NB: the definition of an
option used for the purposes of this chapter deliberately differs
from that in the main Handbook Glossary).

Physical commodity | The actual commodity, documents of title to actual commodities,
or shipping documents conveying actual title to commodities.

PRR Position risk requirement.

Repurchase See section 3.2, and 2(b)a) of chapter TC.

agreement

Reverse repurchase | See section 3.2, and 2(b)a) of chapter TC.

agreement

Stock financing A transaction where a physical commodity is sold forward and
the cost of funding is locked in until the date of the forward sale.

Swap A transaction in which two counterparties agree to exchange
streams of payments over time according to a predetermined
basis.

Synthetic future A combination of a long (short) call option and a short (long) put

option which are based on the same underlying and have the
same notional amount, strike and maturity.
Trading book As defined in section 3.2.1 of chapter CB.
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1.1

1.2

1.3

COUNTERPARTY RISK TREATMENTS COMMON TO THE
BANKING AND THE TRADING BOOK

INTRODUCTION
Context

This chapter is one of a number that deal with capital adequacy and
one of several within those that explain how banks should include
counterparty risk within the capital adequacy framework.

The chapter on credit risk in the banking book explains the bulk of
the banking book regime and the counterparty risk weights which
should be used for both banking and trading book exposures. For a
few instruments, the treatment of counterparty risk is the same
whether the instruments are held in the banking book or the
trading book. These are treated here. Together the two chapters
provide an explanation of the whole framework for counterparty
risk which is of relevance to non-CAD banks.

Finally, there is guidance which applies only for assets held in the
trading book (or where the treatment is different to that applying to
such assets when held in the banking book); these are in a separate
chapter.

Legal sources

The sources covered in the Legal Sources section of the Capital
Adequacy Overview chapter are also relevant to this chapter.

The Capital Adequacy Directive ((CAD’ - 93/6/EEC), as amended,
is largely concerned with the capital requirements relating to
banks’ trading books. However, it also amended the treatment of
settlement and delivery risk in the banking book, in order to ensure
consistent treatment in the banking book and the trading book.

The risk weightings applying in the trading book are the same as in
the banking book, as set down by The Banking Consolidation
Directive (formerly the Solvency Ratio Directive). The CAD
amended the weightings applying in both banking and trading
books to cover investment firms and recognised clearing houses
and exchanges.

The treatment of OTC derivatives for both trading and banking
books is set out in The Banking consolidation Directive (formerly
the Solvency Ratio Directive, as amended).

Application
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5 This chapter applies to all UK banks.

a) Banks incorporated elsewhere in the EEA with UK branches are subject
to the requirements of the CAD regime as implemented by their home

supervisors.
b) Overseas banks fall outside the CAD regime.
1.4 How this chapter is organised
6 Section 2 states the underlying principles of the FSA’s approach.

Section 3 deals with the calculation and treatment of counterparty
risk for OTC derivatives; section 4 deals with that for unsettled
transactions and free deliveries.
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2

2.1

2.2

4

GENERAL PRINCIPLES OF COUNTERPARTY RISK
Definition

In the case of OTC derivatives, unsettled trades and free deliveries,
counterparty risk is the risk that at some future date some party,
other than the issuer of the security, fails to complete a contract,
resulting in a loss to the bank.

By their nature, derivative contracts involve a delay between the
transaction date and some future date when the contract matures.
The time delay creates two types of risk for a bank:

(a) that the market price will move against the bank, so that when
the position matures it will make a loss - market risk; and

(b) that the price will move in the bank’s favour, so that it makes a
book profit, but that at maturity, it cannot realise that profit
because the other party defaults - counterparty risk.

For a wider range of contracts than derivatives, a bank may be at
risk from a further movement in price if the contract has not settled.
Further, if one leg of the contract has been delivered before receipt
of the other leg, the bank may be at risk for the whole amount of
the contract as well as for any further movement in price.

General principles

The bank should hold capital in respect of both market and
counterparty risk. This chapter deals with counterparty risk; the
treatment of market risk in the trading book is given in the relevant
chapters on equity position risk, interest rate position risk,
commodity position risk, foreign exchange position risk, option
position risk and internal models.

a) The Banking Consolidation Directive (formerly SRD) and CAD, and the
latter's amending Directives, express capital charges in different terms.
This difference should not be allowed to confuse the common treatment
in this chapter; the underlying method of calculating capital

requirements is the same.

The counterparty risk is incurred with respect to the trading
counterparty, rather than the issuer of the security.

a) So the counterparty risk weights in this chapter used are those for the

trading counterparty.
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6

2.3

b) The counterparty weights used throughout this chapter are the same as
those used in the banking book, with one exception in the treatment of
OTC derivatives.

All trading book exposures (securities and, if appropriate,
collateral) should be marked to market at least once a day.

a) An exception to this is that cash items which have a residual maturity of
one month or less may be exempted. A bank should seek the FSA’s

agreement to it adopting this practice.

i)  For these purposes, cash items should be taken to include loans
and deposits and also the cash legs of repo and reverse repo

transactions.

b) Banks should not generally enter into contracts at off market prices. If
any contracts are undertaken at off market prices banks should contact
their line supervisor to discuss the background and agree a reporting
treatment. If any contracts are undertaken at off market prices, they
should be approved by a bank’s credit division or equivalent so that the
real credit exposure of a transaction is captured, and the FSA should be

contacted to discuss the background and to agree a reporting treatment.
Collateral

When exposures covered by this chapter are collateralised by
securities, the risk weight considered to be appropriate is that
applicable to the security.

a) Collateral that may reduce the risk weight applicable to a counterparty

exposure is defined in the chapter on netting and collateral.

b) The collateral should be marked to market daily and an “add-on”
(equal to the market value of the collateral multiplied by the relevant

risk cushion factor) deducted from the value collateralised

c) The risk cushion factor (“RCF”) is as set out in the chapter on trading

book counterparty risk.

When collateral is received in the form of a guarantee, letter of
credit or similar instrument provided by a Zone A bank, but only if
that bank would not be considered to be a connected lender if it
was making a loan to the recipient of the securities, the appropriate
risk weight is that applying to the provider of the collateral.

In the event that the guarantor is not a Zone A bank or is a
connected bank:
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(@) the trading book capital requirement for the securities lender
should be calculated as:

Market value of securities lent x Counterparty risk weight x
8%.

(b) the banking book risk weighted amount for the securities
lender should be calculated as:

Market value of securities lent x Counterparty risk weight.



DU: Section 3: Page 1

Section Version: 1.0
Date Issued: June 2001

3.1

See ch TC s2

3.2

See s3.3

See ch BC s3

3.3

3

OTC DERIVATIVES

Scope

Banks should apply the treatment of counterparty risk for OTC
derivatives set out in this section to all OTC derivatives in the
trading book and in the banking book.

a)

OTC derivatives are interest rate, foreign exchange rate, equity,
precious metals (excluding gold) and other commodities contracts

which are not exchange traded.

The treatment should not apply to written options in either trading or
banking book. This is because there is, by definition, no counterparty

risk with a written option, the continuing liability being one-way and
an asset only for the option holder. If there is an uncollected

premium, this should be assessed as a debt; see the relevant chapter.

General treatment

The contribution to risk weighted assets arising from an off-
balance sheet contract should be calculated by multiplying its
credit equivalent amount (“CEA”) by the risk weight attaching to
the counterparty to the contract.

a)

The replacement cost method - explained below - should be used for
calculating the CEA.

No CEA is reportable either for contracts traded on exchanges where
they are subject to daily margining requirements; or for OTC contracts
cleared by a clearing house where the latter acts as the legal
counterparty and all participants collateralise on a daily basis; or for
OTC foreign exchange contracts (except contracts concerning gold)

with an original maturity of 14 calendar days or less.

The counterparty weights that should be used are the same as those
used in the banking book. The sole exception to this is that for OTC
derivatives, in both the trading and the banking books, a 50% risk
weight should be applied to counterparties which would otherwise
attract a 100% weight.

i)  This should not apply to repos/reverse repos.

Replacement cost method

The credit equivalent amount of OTC contracts is the sum of:
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(@) the total replacement cost of all contracts with a positive value
(obtained by ‘marking to market’); and

(b) an amount to capture the potential future credit exposure on
all contracts, the add-on.

The add-ons which should be used are shown in the following

table:

Type of contract Residual Maturity of contract
<1 Year >1 & <5 Years | >5 Years

Interest Rate 0.0% 0.5% 1.5%
Foreign exchange 1.0% 5.0% 7.5%
(including Gold)
Equities 6.0% 8.0% 10.0%
Precious Metals 7.0% 7.0% 8.0%
(except Gold)
Commodities 10.0% 12.0% 15.0%

a) These add-ons should be calculated by taking a percentage of the
notional principal amount of each contract (according to the residual
maturity of each contract) and summing the results.

b) Contracts which do not fall within one of the five categories indicated
in the table above should be treated in the same way as contracts
concerning commodities. For use of the categories, see next
paragraph.

c¢) No potential future credit exposure should be calculated for single
currency interest rate basis swaps: the credit exposure on these
contracts should be evaluated solely on the basis of the replacement
cost.

d) For contracts with multiple exchanges of principal the potential future

exposure should be multiplied by the number of payments still to be

made under the contract.

When using the replacement cost approach, competent authorities try

to ensure that the notional amount to be taken into account is an
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appropriate yardstick for the risk inherent in the contract. For
example, where the contract provides for the multiplication of cash
flows (eg leveraged derivatives), the notional amount should be
adjusted to take account of the effect this has on the risk structure.

For contracts that are structured to settle an outstanding exposure
following specified payment dates and where the terms are reset such
that the mark to market value of the contract is zero on these specified
dates, the residual maturity should be set equal to the time until the
next reset date. However, in the case of interest rate contracts with a
residual maturity of more than one year, the potential future exposure
matrix multiplier should be subject to a floor of 0.5% even if there are

reset dates of a shorter duration.

Contracts with a negative replacement cost should still be subject to an
add-on if there is a possibility of the replacement cost becoming
positive before maturity. Written options should therefore be exempt

from add-ons.

4 The risk varies with the maturity of the contract and the volatility
of the underlying rate or price. When calculating the appropriate
add-on for the replacement cost method, contracts should therefore
be split into different categories as set out in the following list:

(@)

Interest-rate contracts

e Single-currency interest rate swaps*
e Basis swaps*®

e Forward-rate agreements*

e Interest-rate futures*

¢ Interest-rate options purchased*

e Other contracts of a similar nature.

Foreign-exchange contracts and contracts concerning gold

e Cross-currency interest-rate swaps*
e Forward foreign-exchange contracts*
e Currency futures*

e Currency options purchased*

e Other contracts of a similar nature

e Contracts concerning gold of a nature similar to those

above.
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(c) Contracts of a nature similar to those marked *" above
concerning other reference items or indices including;:
e Equities
e Precious metals except gold
e Commodities other than precious metals

Note that this list is not exhaustive and banks should seek
clarification where they are uncertain which category is
appropriate for a given contract.
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4.1.2

UNSETTLED TRANSACTIONS AND FREE DELIVERIES
Unsettled transactions
General principles

Whether or not a transaction involving the delivery of an
instrument against the receipt of cash attracts a counterparty risk
charge during its life, a capital charge should apply in cases of
unsettled transactions as defined below.

a) An unsettled transaction is one where delivery of the instrument is due
to take place against the receipt of cash, but which remains unsettled

five business days after the due settlement date.

b) This section does not apply to repos, reverse repos, stock borrowing

and stock lending agreements.

i)  See the relevant chapters, dependent on whether banking or

trading book.

c) As an example of where this is applicable, if Bank A sells shares in
Company C to Bank B and Bank A fails to deliver on time, Bank B
should hold capital for counterparty risk on Bank A in addition to
capital for specific risk on Company C. This is because if the price
moves in Bank B’s favour, its profit can only be realised once Bank A

has delivered the instruments to Bank B.

In principle, banks’ systems should be set up in such a manner
that, where a deal attracts a counterparty risk charge, this charge
continues to apply when settlement is due but has not been
completed. Banks are expected to move towards this for all
transactions.

No capital charges in respect of settlement risk on spot and
forward foreign exchange transactions are considered necessary.

Normal treatment

For both the banking and trading books, unsettled transactions
should attract a capital cost based upon the difference between the
amount due and the current market value of the instrument, if this
has a potential loss.

The capital requirement should be this potential loss multiplied by
the relevant factor in column 1 of the table below.
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4.1.3

4.2

a) This applies only to trades where a loss may arise for the bank if the
trade fails to settle.

b) Note that the capital requirement for such transactions is not
multiplied by the counterparty risk weight.

Alternative treatment

With the explicit approval of the FSA, a bank may calculate the
capital requirement for the counterparty risk on trading book
unsettled transactions using column 2 of the table below.

The capital requirement under this treatment is the settlement
price multiplied by the relevant factor shown in the table.

a) Unless a bank accounts for such positions in this way in its own
accounts and management information, the FSA would expect the

normal treatment to be adopted.

b) Note that the capital requirement for such transactions is not

multiplied by the counterparty risk weight.

Number of working days Column 1 Column 2
after due settlement date.
0-4 Nil Nil
5-15 8% 0.5%
16 - 30 50% 4%
31-45 75% 9%
46 or more 100% 100%

Free deliveries

For free deliveries in both the banking and trading books, an
immediate exposure arises where a bank has settled its side of the
transaction but has yet to receive the countervalue.

a) A free delivery occurs when a bank has paid away (or received) its side
of a transaction and has yet to receive (or pay away) the

securities/cash concerned.
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The bank having made the delivery will be deemed to have a claim on
the other party of the amount of the cash or equivalent to the current

market value of the securities, whichever is still outstanding.

For example, if Bank A sells shares in Company C to Bank B and if
Bank B pays for the shares immediately and Bank A is to deliver at
some future date, Bank B should hold capital for counterparty risk on
Bank A in addition to capital for specific risk on Company C. This is
because Bank B is exposed for the whole amount of the value of the

shares to Bank A until delivery takes place.

7 The capital requirement for free deliveries should be calculated as

follows:

e in the trading book, it should be the counterparty claim
multiplied by the counterparty risk weight multiplied by 8%;

e in the banking book, the risk weighted amount should be the
counterparty claim multiplied by the counterparty risk weight.

a)

This treatment should be applied to exchange traded contracts

involving physical delivery.

No capital charges in respect of delivery risk on spot and forward

foreign exchange transactions are considered necessary.

Where the transaction is effected across a national border, the FSA
considers that there is a window of one working day before the

exposure should be included.
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Interest rate PRR
General

1 G A UK bank to which CAD applies should apply this chapter and calculate its
interest rate PRR by:

(1)  identifying which positions should be included within the PRR calculation;
(2)  deriving the net position in each debt security in accordance with 37G - 41G;

(3) including these net positions in the PRR calculation for general market risk
and the PRR calculation for specific risk; and

(4) summing all PRRs calculated for general market risk and specific risk.

2 G The interest rate PRR calculation divides the 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.

Scope of the Interest rate PRR calculation
3 G A bank’s interest rate PRR calculation should:

(1) include all trading book positions in debt securities, preference securities and
convertibles, except:

(a) positions in convertibles which have been included in the bank’s PRR
calculation for equities under chapter TE;

(b) positions fully deducted from capital under 2(c) of section 10.2 of
chapter CA, in which case the bank may exclude them; or

(c) positions hedging an option which is being treated under 26G of chapter
TO; and

(2) include notional positions arising from trading book positions in the
instruments listed in table 4G.

4 G Table: Instruments which result in notional positions (see 3G(2))

Instrument See
Futures, forwards or synthetic futures on debt securities 13G
Futures, forwards or synthetic futures on debt indices or baskets 14G
Interest rate futures or forward rate agreements (FRAS) 18G
Interest rate swaps or foreign exchange swaps 21G
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Deferred start interest rate swaps or foreign exchange swaps 24G
The interest rate leg of an equity swap (unless the bank calculates a 27G
PRR on the instrument using the basic interest rate PRR calculation in
chapter TE)
The cash leg of a repurchase agreement or a reverse repurchase 30G
agreement
Cash borrowings or deposits 31G
Options or warrants on a debt security, interest rate or interest rate 32G
future or swap or on a future on a debt security (unless the bank
calculates a PRR on the option under chapter TO)
Dual currency bonds 33G
Foreign exchange futures or forwards 34G
Gold futures or forwards 34G
Forwards, futures or options (except cliquets) on an equity, basket of 34G
equities or equity index (unless the bank calculates a PRR on the
instrument using the basic interest rate PRR calculation in chapter
TE)
Credit derivatives Chapter

CD

3G(1) includes a trading book position in debt security, preference security or
convertible that is subsequently repo’d under a repurchase agreement or lent under
a stock lending agreement. Clearly, if the security had initially been obtained via a
reverse repurchase agreement or stock borrowing agreement, the security would

not have been included in the PRR calculation in the first place.

3G(1) includes net underwriting positions or reduced net underwriting positions in

debt securities.

Banks are reminded that table 5G in chapter TO divides options or warrants on

interest rates, debt securities, interest rate futures and swaps into:

(1)  those which should be treated under chapter TO; and

(2)  those which should be treated under either chapter TI or chapter TO, but

banks can choose whether chapter TI or TO is used.

Cliquets on equities, baskets of equities or equity indices do not attract an interest
rate PRR. Table 4G excludes them from the scope of the interest rate PRR
calculation in this chapter, and 42G of chapter TE excludes them from the basic

interest rate PRR calculation in that chapter.
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9 G Table 4G shows that equity derivatives are excluded from this chapter’s PRR

calculation if they have been included in the basic interest rate PRR calculation in
chapter TE (see 42G of chapter TE).

Derivation of notional positions

GENERAL APPROACH

10 G This section converts the instruments listed in table 4G into notional positions in:

11

12

(1)

2)

the underlying debt security, where the instrument depends on the price (or
yield) of a specific debt security; and/or

hypothetical debt securities to capture the pure interest rate risk arising from
future payments and receipts of cash (including notional payments and
receipts). Because they are designed to represent pure general market risk
(and not specific risk) they are called zero-specific-risk securities.

G For the purposes of calculating PRR, unless specified otherwise, a bank should
derive the value of notional positions as follows:

(1)

)

notional positions in actual debt securities should 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 should be valued using one of the two
following methods. A bank should use the same method for all positions
denominated in the same currency:

(a) Present value approach: The zero-specific-risk security is assigned a
value equal to the present value of all the future cash flows that it
represents.

(b) Alternative approach: The zero-specific-risk security is assigned a value
equal to:

(1)  the market value of the underlying notional equity position in the
case of an equity derivative;

(i)  the notional principal amount in the case of an interest rate or
foreign exchange swap; or

(ii1)  the notional amount of the future receipt or payment that it
represents in the case of any other instrument.

G A bank should use 11G(2)(a) in respect of any positions that it includes in the

duration method calculation of general market risk (see 60G).

FUTURES OR FORWARDS ON A DEBT SECURITY

13 G  Futures or forwards on a single debt security should be treated as follows:
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(1) A purchased future or forward is treated as:

(a)

(b)

a notional long position in the underlying debt security (or the cheapest
to deliver (taking into account the conversion factor) where the contract
can be satisfied by delivery of one from a range of securities); and

a notional short position in a zero coupon zero-specific-risk security
with a maturity equal to the expiry date of the future or forward.

(2) A sold future or forward is treated as:

(a)

(b)

a notional short position in the underlying security (or the cheapest to
deliver (taking into account the conversion factor) where the contract
can be satisfied by delivery of one from a range of securities); and

a notional long position in a zero coupon zero-specific-risk security with
a maturity equal to the expiry date of the future or forward.

FUTURES OR FORWARDS ON A BASKET OR INDEX OF DEBT SECURITIES

14 G  Futures or forwards on a basket or index of debt securities should be converted into
forwards on single debt securities as follows (and then the resulting positions are
treated under 13G).

15

(1)  Futures or forwards on a single currency basket or index of debt securities
should be treated as either:

)

(a)

(b)

a series of forwards, one for each of the constituent debt securities in the
basket or index, of an amount which is a proportionate part of the total
underlying the contract according to the weighting of the relevant debt
security in the basket; or

a single forward on a hypothetical debt security.

Futures or forwards on multiple currency baskets or indices of debt securities
should be treated as either:

(a)
(b)

a series of forwards (using the method described in (1)(a)); or

a series of forwards, each one on a hypothetical debt security to
represent one of the currencies in the basket or index, of an amount
which is a proportionate part of the total underlying the contract
according to the weighting of the relevant currency in the basket.

G Under 14G(2)(b), a forward on basket of 3 Euro denominated debt securities and 2
Dollar denominated debt securities would be treated as a forward on a single
hypothetical Euro denominated debt security and a forward on a single hypothetical
Dollar denominated debt security.
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16 G The hypothetical debt securities in 14G are assigned a specific risk PR4 and a
general market risk PRA equal to the highest that would apply to the debt securities
in the basket or index.

17 G The debt security with the highest specific risk PRA within the basket might be a
different debt security to that with the highest general market risk PRA. When
following 16G, a bank would select the highest percentages even where they relate
to different debt securities in the basket or index, and regardless of the proportion
of those debt securities in the basket or index.

INTEREST RATES FUTURES AND FORWARD RATE AGREEMENTS (FRAS)

18 G Interest rate futures or FRAs should be treated as the two notional positions (one
long, one short) shown in table 19G.

19 G Table: Interest rate futures and FRAs (see 18G)

|

A short position in a zero

coupon zero-specific-risk-
security

2

A long position in a zero
coupon zero-specific-risk-
security

Where the bank
buys an interest

rate future or
sells an FRA

Maturity equals the expiry
date of the future (or
settlement date of the FRA)

Maturity equals the expiry date

of the future (or settlement date

of the FRA) plus the maturity of
the borrowing/deposit

Where the bank
sells an interest
rate future or

Maturity equals the expiry
date of the future (or
settlement date of the FRA)

Maturity equals the expiry date
of the future (or settlement date
of the FRA)

buys an FRA plus the maturity of the
borrowing/deposit
20 G The following example

illustrates 18G and table 19G in
conjunction with 11G (the latter
guidance determines the value
of notional positions). A bank
sells £1mn notional of a 3v6
FRA at 6%. This results in:

(1) ashort position in a zero-specific-risk-security with a zero coupon, three
month maturity, and a nominal amount of £ mn; and

(2) along position in a zero-specific-risk-security with a zero coupon, six month
maturity, and nominal amount of £1,015,000 (i.e. notional plus interest at 6%

over 90 days)

If a bank were to apply the approach in 11G(2)(a), the two nominal amounts would
have to be present valued.
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INTEREST RATE SWAPS OR FOREIGN EXCHANGE SWAPS

21 G

Interest rate swaps or foreign exchange swaps without deferred starts should be

treated as the two notional positions (one long, one short) shown in table 22G:

22 G

1. Paying leg

A short position in a zero-
specific-risk security

Table: Interest rate and foreign exchange swaps (see 21G)

2. Receiving leg

A long position in a zero-
specific-risk security

Coupon equals the fixed rate of
the swap and maturity equals the
maturity of the swap

Coupon equals the floating rate
and maturity equals the reset
date

Coupon equals the floating rate
and maturity equals the reset
date

Receiving fixed | coupon equals the floating
and paying rate and maturity equals the
floating reset date
Paying fixed | coupon equals the fixed rate
and receiving of the swap and maturity
floating equals the maturity of the
swap
Paying floating | coupon equals the floating
and receiving | rate and maturity equals the
floating reset date
23 G

For a foreign exchange swap, the
two notional zero-specific-risk
securities would be denominated
in different currencies. A foreign
exchange swap is also included
in the foreign exchange PRR
calculation.

DEFERRED START INTEREST RATE SWAPS OR FOREIGN EXCHANGE SWAPS

24 G

Interest rate swaps or foreign exchange swaps with a deferred start should be

treated as the two notional positions (one long, one short) shown in table 25G.

25 G Table: Deferred start interest rate and foreign exchange swaps (see 24G)

1. Paying leg

A short position in a zero-

specific-risk security with a
coupon equal to the fixed
rate of the swap

2. Receiving leg
A long position in a zero-
specific-risk security with a
coupon equal to the fixed rate

Receiving maturity equals the start date
fixed and of the swap
paying floating

of the swap

maturity equals the maturity of
the swap
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Paying fixed | maturity equals the maturity | maturity equals the start date of
and receiving of the swap the swap
floating
26 G For example, a bank enters into a

five year swap which starts in two
year's time. The bank has

contracted to receive 6% and pay
six month Libor on a principal

amount of £1mn. This results in a
long position in a 7 year debt

security and a short position in a

2 year debt security. Both have a

coupon of 6%.

SWAPS WHERE ONLY ONE LEG IS AN INTEREST RATE LEG (E.G. EQUITY SWAPS)

G

A bank should treat a swap with only one interest rate leg as a notional position in

a zero-specific-risk security:

(1) with a coupon equal to that on the interest rate leg;

(2) with a maturity equal to the date that the interest rate will be reset; and

(3) which is a long position if the bank is receiving interest payments and short

if making interest payments.

27G includes equity swaps, commodity swaps and any other swap where only one

leg is an interest rate leg.

CASH LEGS OF REPURCHASE AGREEMENTS AND REVERSE REPURCHASE AGREEMENTS

G

G

Bank's are reminded that for the purposes of 30G, a repurchase agreement
includes a sell/buy back or stock lending; and a reverse repurchase agreement

includes a buy/sell back or a stock borrowing.

The forward cash leg of a repurchase agreement, or reverse repurchase agreement
should be treated as a notional position in a zero-specific-risk security which:

(1)  1is a short notional position in the case of a repurchase agreement; and a
long notional position in the case of a reverse repurchase agreement;

(2)  has avalue equal to the market value of the cash leg;

(3)  has a maturity equal to that of the repurchase agreement or reverse

repurchase agreement; and

(4) has a coupon equal to:

(a) zero, if the next interest payment date coincides with the maturity

date; or
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(b) the interest rate on the contract, if any interest is due to be paid before
the maturity date.
CASH BORROWINGS AND DEPOSITS
31 G A cash borrowing or deposit should be treated as a notional position in a zero
coupon zero-specific-risk security which:
(1)  is a short position in the case of a borrowing and a long position in the case
of a deposit;
(2)  has avalue equal to the market value of the borrowing or deposit;
(3)  has a maturity equal to that of the borrowing or deposit, or the next date the
interest rate is reset (if earlier); and
(4)  has a coupon equal to:
(a) zero, if the next interest payment date coincides with the maturity
date; or
(b) the interest rate on the borrowing or deposit, if any interest is due to be
paid before the maturity date.
OPTIONS AND WARRANTS
32 G Where included in this chapter’s PRR calculation (see table 4G), options and

warrants should be treated as follows:

(1)

2)

€)

(4)

An option or warrant on a debt security should be treated as a position in
that debt security.

An option on an interest rate should be treated as a position in a zero
coupon zero-specific-risk security with a maturity equal to the sum of the
time to expiry of the option and the length of the period for which the
interest rate is fixed.

An option on an future — where the future is based on an interest rate or debt
security — should be treated as:

(a) along position in that future for purchased call options and written put
options; and

(b) ashort position in that future for purchased put options and written
call options.

An option on a swap should be treated as a deferred starting swap.

BONDS WHERE THE COUPONS AND PRINCIPAL ARE PAID IN DIFFERENT CURRENCIES

33 G Where a debt security pays coupons in one currency, but will be redeemed in a
different currency, it should be treated as:
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(1)  adebt security denominated in the coupon's currency; and
(2)  aforeign exchange forward to capture the fact that the debt security's
principal will be repaid in a different currency from that in which it pays
coupons, specifically:

(a) anotional forward sale of the coupon currency and purchase of the
redemption currency, in the case of a long position in the debt
security; or

(b) anotional forward purchase of the coupon currency and sale of the
redemption currency, in the case of a short position in the debt
security.

INTEREST RATE RISK ON OTHER FUTURES, FORWARDS AND OPTIONS
34 G  Other futures, forwards, options and swaps should be treated as positions in zero-
specific-risk securities, each of which:
(1) has a zero coupon;
(2) has a maturity equal to that of the relevant contract; and
(3) islong or short according to table 35G.
35 G  Table: Interest rate risk on other futures, forwards, options and swaps (see 34G).

Instrument Notional positions
Foreign exchange a long position a short position
forward or future denominated in the and denominated in the
currency purchased currency sold
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Gold forward or a long position if the a short position if the
future forward or future or forward or future
involves an actual (or involves an actual (or
notional) sale of gold notional) purchase of
gold
Equity f orwalfd or A long position if the A short position if the
future, or option . .
. contract involves an or contract involves an
(unless a PRR is . .
actual (or notional) sale actual (or notional)
calculated under the . .

. of the underlying equity purchase of the
basic interest rate underlying equity
calculation in
chapter TE)

Deriving the net position in each debt security

36 G The net position is the difference between the value of the bank’s long positions
(including notional positions) and the value of its short positions (including
notional positions) in the same debt security.

NETTING POSITIONS IN THE SAME DEBT SECURITY
37 G A bank should not net positions (including notional positions) unless:

(1)  long and short positions are in the same debt security, and a debt security is
the same as another if and only if:

(a) they enjoy the same rights in all respects; and
(b) are fungible with each other; or

(2) long and short positions are in different tranches of the same debt security,
where the tranches:

(a) enjoy the same rights in all respects; and

(b) become fungible within 180 days, and thereafter the debt security of
one tranche can be delivered in settlement of the other tranche.

NETTING THE CHEAPEST TO DELIVER SECURITY WITH OTHER DELIVERABLE SECURITIES

38 G A bank may net a short notional position in the cheapest to deliver security arising
from a short future or forward (see 13G(2)(a)) against a long position in any
deliverable security up to a maximum of 90% of the common nominal amounts.
The residual long and short nominal amounts should be treated as separate long and
short positions.

39 G The netting permitted by 38G only relates to where the bank has sold the future or
forward. It does not relate to where the bank has bought a future or forward.

NETTING ZERO-SPECIFIC-RISK SECURITIES WITH DIFFERENT MATURITIES

10
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40 G A bank may net a notional long position in a zero-specific-risk security against a
notional short position in a zero-specific-risk security 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 to one year; and

(c)  within thirty days of each other, if they have residual maturities in
excess of one year.

REDUCED NET UNDERWRITING POSITONS IN DEBT SECURITIES

41 G A bank should not net a reduced net underwriting position in a debt security with
any other debt security position.

42 G 41G only relates to reduced net underwriting positions.
Specific risk calculation
43 G A bank should calculate the specific risk PRR for each debt security by:

(1)  multiplying the market value of the individual net position (ignoring the
sign) by the appropriate PRA from table 44G; and

(2)  converting this amount into the bank’s base currency at prevailing spot
foreign exchange rates.

44 G Table: specific risk PRAs (see 43G).

Issuer RESGLET PRA
maturity

An issue of, or fully guaranteed by, or fully Any 0%
collateralised by a Zone A4 central government
or central bank or the European Communities

An issue of, or fully guaranteed by, a Zone B Zeroto 12 0%
central government or central bank months
denominated in the local currency

11
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Other qualifying debt securities (see 46G) Zero to 6 0.25%
months

6 to 24 months 1%

Over 24 1.6%
months

Non-qualifying debt securities Any 8%

45 G 43G includes
both actual
and notional
positions.
However,
notional
positions in
zero-specific-
risk securities
do not attract
specific risk.
For example:

(1) Interest rate swaps, foreign exchange swaps, FRAs, interest rate futures,
foreign exchange forwards, foreign exchange futures, and the cash leg of
repurchase agreements and reverse repurchase agreements create notional
positions which will not attract specific risk; whilst

(2)  Futures, forwards and swaps which are based on the price (or yield) of one
or more debt securities will create at least one notional position that attracts
specific risk.

DEFINITION OF A QUALIFYING DEBT SECURITY
46 G A debtsecurity is a qualifying debt security if:
(1) 1itattracts zero specific risk under table 44G; or

(2) itisissued by, or fully guaranteed by:

(a) a Zone B central government or central bank and the security is
denominated in the local currency of the issuer;

(b) amultilateral development bank listed in 3.2.4 of chapter BC
(c) aZone A public sector entity;

(d) acompany whose equity is a constituent of one of the indices making
up the FTSE All-World Index; or

12
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(e) anissue of, or fully guaranteed by an investment firm or recognised
third-country investment firm.

(3) itisissued by, fully guaranteed by, endorsed or accepted by:
(a) a credit institution incorporated in a Zone A country; or

(b) acredit institution incorporated in a Zone B country and the debt
security has a residual maturity of one year or less.

(4) itis a mortgage backed security which meets the criteria in 7¢ of section
3.2.5 of chapter BC.

(5) itisrated by at least one of the agencies shown in table 47G, and every such
rating equals or exceeds the corresponding minimum shown in that table.

47 G Table: minimum ratings for qualifying debt securities (see 46G(5)).

Issuer Rating agency Minimum Rating

Securities Money
Market
Obligations
Any Moody's Investors Service Baa3 P3
Standard & Poor’s Corporation BBB- A3
FITCH Ratings Ltd BBB- F-3
Canadian | Canadian Bond Rating Service B++low A-3
Dominion Bond Rating Service BBB low R-2
Japanese | Japan Credit Rating Agency, Ltd BBB- J-2
Mikuno & Co BBB M-3
Japan Rating & Investment BBB- a-2
Information Inc

General market risk calculation
48 G A bank should calculate the general market risk PRR for each currency using either:
(1)  the simplified maturity method;
(2)  the maturity method; or
(3) the duration method (subject to 50G).

49 G A bank should convert all general market risk PRRs into its base currency using
prevailing foreign exchange spot rates.

50 G A bank should not use the duration method for index-linked securities. Instead,
these securities should:

13
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(1)  be attributed a coupon of 3%; and
(2) treated separately under either the simplified maturity method or the maturity
method.
SIMPLIFIED MATURITY METHOD
51 G The 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).
52 G Under the simplified maturity method, the PRR for general market risk equals the
sum of each individual net position (long or short) multiplied by the appropriate
PRA in table 53G.
53 G Table: general market risk PRAs (see 52G).
Maturity band PRA
One 0 < Imonth 0 < Imonth 0.00%
> 1 < 3months > 1 < 3months 0.20%
>3 < 6 months >3 < 6 months 0.40%
> 6 < 12 months > 6 < 12 months 0.70%
Two > 1< 2 years >1.0< 1.9 years 1.25%
>72 < 3years >1.9< 2.8 years 1.75%
>3 < 4 years > 2.8 < 3.6 years 2.25%
Three >4 < 5 years >3.6 < 4.3 years 2.75%
>5< 7 years >4.3 < 5.7 years 3.25%
>7 < 10 years >5.7< 7.3 years 3.75%
>10< 15 years >7.3 < 9.3 years 4.50%
> 15 < 20 years >9.3 < 10.6 years 5.25%
> 20 years >10.6 < 12.0 years 6.00%
>12.0 < 20.0 years 8.00%
> 20 years 12.50%
THE MATURITY METHOD

54 G The maturity method builds on the simplified maturity method by partially
recognising offsetting positions. 57G provides an illustration of the maturity

55

G

method.

Under the maturity method, the PRR for general market risk is calculated as

follows:

(1)  Step 1: each net position is allocated to the appropriate maturity band in
table 53G and multiplied by the corresponding PRA.

(2)  Step 2: weighted long and short positions are matched within:

(a)

the same maturity band;
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(b) the same zone (using unmatched positions from (a)); and
(c) different zones (using unmatched positions from (b)).
(3)  Step 3: the PRR for general market risk is the sum of:
(a) 10% of the total amount matched within maturity bands;
(b) 40% of the amount matched within zone 1 under (2)(b);
(¢) 30% of the amount matched within zones 2 & 3 under (2)(b);

(d) 40% of the amounts matched between zones 1 and 2, and between
zones 2 and 3;

(e) 150% of the amount matched between zones 1 and 3; and
() 100% of the weighted positions remaining unmatched after (2)(c);

56 G Table 53G distinguishes between debt securities with a coupon of less than 3%
and those with coupon in excess of 3%. However, this doesn't mean that the bank
has to do a separate general market risk calculation for each, it merely ensures that
when allocating debt securities to a particular band, their coupons are taken into
account as well as their maturities. So for example, a 21 year 6% debt security
falls into the same band as an 11 year 2% debt security. They are both weighted at
6%, and can be matched under the first part of step two because they fall within
the same band.

57 G An example of the maturity method calculation. In this example, a bank with a £
sterling base currency is processing its euro denominated positions.

Weighted | Weighted
Totals of: Ioggs sh%rts
Zone netlongs | netshorts PRA within within
within the | within the each each
band band band band
€100 €50 0.00% 0 0
€250 €0 0.20% 0.50 0
. 1 €200 €0 0.40% 0.80 0
Weight 0 0| 0.70% 0 0
€140 €0 1.25% 1.75 0
eac h 2 €200 €300 1.75% 3.50 5.25
position €0 €400 | 2.25% 0 9
€0 €0 2.75% 0 0
€200 €200 3.25% 6.50 6.50
€300 €0 3.75% 11.25 0
3 €200 €300 4.50% 9 13.50
€0 €14.30 5.25% 0 0.75
€300 €0 6.00% 18.00 0
€0 €0 8.00% 0 0
€0 €0 12.50% 0 0
same band same zones different zones
Long | Short Long [ Short Long [ Short
0.50 0.50
0.80 0.80 1.30

15
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Match 1.75 1.75 o
. 3.50 <{>5.25 .75 9.00
weighted 9 9
pOSItIOﬂS 6.50 <7—>6.50
11.25 11.25 | 24.00
9 <«p13.50 450
0.75 50.75
18.00 18.00
[ 19 matched | | 7matched | | 9matched |
Matched within bands 19| @ 10% ]| = 1.9
Matched within zone 1 0|l @] 40% | = 0
Matched within zones 283 7@ 30%]|-= 21
Matched between zones 1&2 and 2&3 9| @ | 40% | = 3.6
Matched between zones 1&3 0| @| 150% | = 0
Unmatched after 2(c) 16.30 | @ | 100% | =| 16.30
total = € 23.90
general market risk PRR (if €1=£0.60) = £14.34

DURATION METHOD

58 G The duration method produces a more accurate measure of interest rate risk than
the maturity methods but it is also more complex to calculate.

59 G Banks should use the following formula to calculate modified duration:

< tCi

Modified Duration = D D= Z (l )
t=1 r

(1+) P

=1 (1 + I")t

Where: C; = cash payment at time t
m = total maturity
r  =yield to maturity, based on the current mark to market of the
debt security. In the case of a floating rate instrument, this is
calculated on the assumption that the principal is due on the
date that the interest rate can next be changed
t =time

60 G Under the duration method, the PRR for general market risk is calculated as
follows:

(1) Step 1: allocate each net position to the appropriate duration zone in table
61G and multiply it by:

(a) its modified duration (using the formula in 59G); and
(b) the appropriate assumed interest rate change in table 61G.

(2) Step 2: match weighted long and short positions:

16
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(a) within timebands;
(b) within zones (using unmatched positions from (2)(a)); and
(c) across zones (using unmatched positions from (2)(b));
(3) Step 3: calculate the general market risk as the sum of:
(a) 100% of the weighted positions remaining unmatched after (2)(c);
(b) 5% of the matched weighted position in each timeband;
(c) 40% of the matched weighted position in zone 1;
(d) 30% of the matched weighted position in zones 2 and 3;

(e) 40% of the matched weighted position between zones 1 and 2, and
between zones 2 and 3; and

(f) 150% of the matched weighted position between zones 1 and 3.

61 G Table: Assumed interest rate change in the duration method (see 60G).

Zone Modified Duration Assumed interest rate change
(percentage points)

1 0 < 1 months 1.00
> 1 < 3 months 1.00

>3 < 6 months 1.00

> 6 < 12 months 1.00

2 >1.0< 1.9 years 0.90
>1.9< 2.8 years 0.85

>2.8< 3.6 years 0.85

3 > 3.6< 4.3 years 0.75
>4.3 < 5.7 years 0.70

>5.7< 7.3 years 0.70

>7.3< 9.3 years 0.70

> 9.3 < 10.6 years 0.70

>10.6 < 12 years 0.70

>12.0 < 20 years 0.70

> 20 years 0.70

Definitions used in chapter TI

62 G This chapter uses the following definitions:

Defined term Definition

Base currency The currency in which the bank's accounts are prepared.

Commodity Any physical or energy product (except gold) which is, or can be
traded on a secondary market. (NB the definition of commodity used
in T1 deliberately differs from that in the main Handbook Glossary).
Convertible A security which gives the investor the right to convert the security

17



TI Version: 3.0
July 2005
into equity at an agreed price or on an agreed basis.
Derivative Options, futures and contracts for differences.
Equity See share.
Forward A contract to buy or sell where the date of settlement has been agreed

as a particular date in the future.

Forward rate

An agreement in which two parties agree on the payment by one

agreement party to another of an amount of interest based on an agreed interest
rate for a specified period from a specified settlement date applied to
an agreed principal amount; no commitment is made by either party
to lend or borrow the principal amount; their exposure is only the
interest difference between the agreed and actual rates at settlement.

FRA Forward rate agreement.

Future As specified in article78 of the Regulated Activities Order (Futures).

Investment firm As defined in section 1 of chapter CB.

Option A contract which confers the right to buy a security, contractually

based investment or commodity at a given price on or before a given
date. (NB: the definition of an option used for the purposes of this
chapter deliberately differs from that in the main Handbook
Glossary).

Preference securities

A share with rights, in respect of capital and dividends, superior to
those of ordinary equity.

PRA Percentage risk addition.

PRR Position risk requirement.

Qualifying debt As defined in 46G.

security

Recognised third An investment firm which is subject to the prudential rules of one of

country investment

firm

the regulators listed in appendix C to chapter CS.

Repurchase agreement

See section 3.2, 2(b)a) of chapter TC.

Reverse repurchase

See section 3.2, 2(b)a) of chapter TC.

agreement

Security As defined in article 3(1) of the Regulated Activities Order.

Share As specified in article 76 of the Regulated Activities Order (Shares
etc).

Swap A transaction in which two counterparties agree to exchange streams
of payments over time according to a predetermined basis.

Synthetic future A combination of a long (short) call option and a short (long) put
option which are based on the same underlying and have the same
notional amount, strike and maturity.

Trading book As defined in section 3.2.1 of chapter CB.

Underwriting The arrangement under which a party agrees to buy, before issue, a

specified quantity of securities in an issue of securities on a given
date and at a given price, if no other has purchased or acquired them.

Zero-specific-risk

A hypothetical debt security used to represent the general interest

securities rate risk arising from certain derivative and forward transactions.

Warrant The investment specified in article 79 of the Regulated Activities
Order (Instruments giving entitlement to investments).

Zone A As defined in section 3.2.8 of chapter BC.

18
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| Zone B | As defined in section 3.2.8 of chapter BC.

19
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TE
Equity PRR
General

1 G A UK bank to which CAD applies should apply this chapter and calculate its equity
PRR by:

(1) 1identifying which equity positions should be included within the scope of the
PRR calculation (see 2G);

(2) deriving the net position in each equity in accordance with 22G -25G;

(3) including each of those net positions in either the simplified equity method
(see 29G) or, subject to 27G, the standard equity method (see 32G); and

(4) summing the PRR on each net position as calculated under the simplified and
standard equity methods.

Scope of the Equity PRR calculation
2 G A bank’s equity PRR calculation should:
(1) include all trading book positions in equities, unless:

(a) the position is fully deducted from capital under 2(c) of section 10.2 of
chapter CA, in which case the bank may exclude it;
(b) the position is hedging an option or warrant which is being treated
under 26G of chapter TO; and
(2) include notional positions arising from trading book positions in the
instruments listed in table 3G.
3 G Table: Instruments which result in notional positions (see 2G(2))

Instrument See
Depository receipts 12G
Convertibles where:(a) the convertible is trading at a market price of 13G

less than 110% 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 bank
includes the convertible in its equity PRR
calculation rather than including it in its interest
rate PRR calculation set out in chapter TI.

Futures, forwards, CFDs and synthetic futures on a single equity 14G

Futures, forwards, CFDs and synthetic futures on a basket of 15G
equities or an equity index
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Equity legs of an equity swap 19G
Options or warrants on a single equity, an equity future, a basket of 21G

equities or an equity index (unless the bank calculates a PRR on the
option or warrant under chapter TO).

2G(1) includes a trading book position in an equity that is subsequently repo’d under
a repurchase agreement or lent under a stock lending agreement. Clearly, if the
equity had initially been obtained via a reverse repurchase agreement or stock
borrowing agreement, the equity would not have been included in the trading book
in the first place.

2G(1) includes net underwriting positions, or reduced net underwriting positions in
equities. 27G requires banks to use the simplified equity method in the case of
reduced net underwriting positions. In the case of net underwriting positions that
haven’t been reduced according to 24G of chapter TU, there is no such restriction; a
bank can choose which of the two equity methods to use.

Banks are reminded that table 5G in chapter TO divides equity options and warrants
into:

(1) those which should be treated under chapter TO; and

(2) those which should be treated under either chapter TE or chapter TO, but
banks can choose whether chapter TE or TO is used.

Under table 3G, not every convertible need be included in this chapter’s PRR
calculation. Where a convertible is not included in this chapter’s PRR calculation,
3G(1)(a) of chapter TI states that it should be included in the chapter TI PRR
calculation.

Some of the instruments listed in table 3G are also included in a bank’s interest rate
PRR calculation. For simplicity, a bank may use the interest rate PRR calculation at
the end of this chapter rather than the calculation in chapter TI. 41G explains this in
more detail.

Derivation of notional positions

9 G This section converts the instruments listed in table 3G into notional positions in
individual equities, equity baskets, or equity indices.
GENERAL
10 G 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.
11 G For example, the current market value of a particular equity is £2.50. If a bank

contracts to sell this equity in five years' time for £3 it would treat the notional short
equity position as having a value of £2.50 when calculating the equity PRR.
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In effect, the forward position has been treated as being equivalent to a spot position
for the purposes of calculating equity PRR. To capture the risk that the forward price
changes relative to the spot price, forward equity positions are included in the bank’s
interest rate PRR calculation (see 42G of this chapter or 4G of chapter TI).

DEPOSITORY RECEIPTS
12 G A depository receipt should be treated as a notional position in the underlying equity.
CONVERTIBLES
13 G Where a convertible is included in this chapter’s PRR calculation (see table 3G):
(1) it should be treated as a position in the equity into which it converts; and
(2) the bank’s equity PRR should be adjusted by making:

(a) an addition equal to the current value of any loss which the bank would
make if it did convert to equity; or

(b) adeduction equal to the current value of any profit which the bank would
make if it did convert to equity (subject to a maximum reduction equal to
the PRR on the notional position underlying the convertible).

FUTURES, FORWARDS AND CFDS ON A SINGLE EQUITY

14 G A future, forward or CFD on a single equity should be treated as a notional position
in that equity.

FUTURES, FORWARDS AND CFDS ON EQUITY INDICES OR BASKETS
15 G A future, forward or CFD on an equity index or basket should be treated as either:
(1) aposition in each of the underlying equities; or
(2) the positions shown in table 16G.

16 G Table: equity index or basket contracts (see 15G(2))

Under the

et
nelceltﬁt)yd equif[y method
(29G) (326)
Only one country One
in the index or position in One position in the index or basket
basket (see 32G) | the index or
basket
More than one One Several notional One notional basket
country in the position in basket positions,  Or position in a separate,
the index or one for each
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index or basket basket country hypothetical country

17 G For example, a bank decides to treat a FTSE Eurotop 300 future under the standard
equity method, and furthermore, chooses to treat it as one notional position. Under
table 16G a bank should treat this notional position as if it were from a separate
hypothetical “country” rather than any of the countries to which the underlying
equities are from.

18 G The notional positions created under 15G have the following values:

(1)

2

where only one notional position is created, it has a value equal to the total
market value of the equities underlying the contract; or

where more than one notional position is created, each one has a value which
reflects that relevant equity's or country's contribution to the total market value
of the equities underlying the contract.

EQUITY LEGS OF EQUITY SWAPS

19 G The equity leg of an equity swap should be treated as a position in the underlying
equity, basket of equities or equity index, which is:

(D
2

long, if the bank has contracted to receive any increase and pay any decrease in
the value of the underlying equities or equity index; and

short, if the bank has contracted to receive any decrease and pay any increase in
the value of the underlying equities or equity index.

20 G The interest rate leg of an equity swap is included in a bank’s interest rate PRR
calculation (see table 4G of chapter TI).

OPTIONS

21 G Ifincluded in this chapter’s PRR calculation (see table 3G), options should be treated

as follows:

(1) an option on a single equity should be treated as a notional position in that
equity;

(2) an option on a basket of equities or equity index should be treated as a future on
that basket or index; and

(3) an option on an equity future should be treated as:

(a) along position in that future, for purchased call options and written put
options; and

(b) ashort position in that future, for purchased put options and written call
options.

Deriving the net position in each equity
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22

23

24

25

G

The net position is the difference between the value of the bank’s long positions
(including notional positions) and the value of its short positions (including notional
positions) in the same equity.

When deriving the net position in each equity, a bank should not net long and short
positions unless:
(1) they are positions in the same equity. Two equities are the same if:

(a) they enjoy the same rights in all respects; and
(b) are fungible with each other; or

(2) they are positions in different tranches of the same equity and the tranches:
(a) enjoy the same rights in all respects; and

(b) become fungible for each other within 180 days, and thereafter the equity
of one tranche can be delivered in settlement of the other tranche.

A bank should not net a reduced net underwriting position with any other equity
position.

24G only relates to reduced net underwriting positions.

Simplified and standard equity methods

26

27

28

29

30

G

G

G

1G(3) states that the net position in each equity should be included in either the
simplified equity method or the standard equity method, though indicates that this
choice should be subject to the restrictions in 27G. A bank does not have to use the
same method for all equities.

A bank should use the simplified equity method for reduced net underwriting
positions.

A bank may use either method for a net underwriting position, 27G only relates to
reduced net underwriting positions.

SIMPLIFIED EQUITY METHOD

G

G

Under the simplified method, the PRR for each equity, equity index or equity basket
equals the market value of the net position (ignoring the sign) multiplied by the
appropriate PRA from table 30G. The result should be converted into the bank’s base
currency at current spot foreign exchange rates.

Table: simplified equity method PRAs (see 29Q)

| PRA_____

Single equities 16%
Qualifying equity indices (see 38G) 8%
All other equity indices or baskets 16%
Standard equity
method
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31 G The standard equity method divides the risk of loss from a bank’s equity positions
into the risk of loss from a general move in that 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.

32 G Under the standard equity method, a bank should:
(1)  Group equity positions into country portfolios as follows:
(a) A position in an individual equity belongs to:
(1)  the country it is listed in;
(1)  any of the countries it is listed in, if more than one; or
(ii1)  the country it was issued from, if unlisted.

(b) A position in equity basket or index that is treated under 15G(2), is
allocated to one or more country portfolios based on the countries to

which the underlying equities belong to under (a) above.
(2)  Sum:

(a) the PRRs for specific risk calculated under 33G; and

(b) the PRRs for general market risk for each country portfolio as calculated
under 40G.
SPECIFIC RISK

33 G Under the standard equity method, a bank should calculate a PRR for specific risk
based on the net position in each equity, equity index or equity index by:
(1) multiplying its market value (ignoring the sign) by the appropriate PRA from
table 34G; and

(2) converting it into the bank’s base currency using current spot foreign exchange
rates.

34 G Table: PRAs for specific risk under the standard approach (see 33G(1))

- | __PRA___|

Qualifying equities (see 35G) 4%
Qualifying equity indices (see 38G) 0%
All other equities and equity indices 8%

35 G For the purposes of table 34G, a qualifying equity is one which:
(1) belongs to a country portfolio where:

(a) no individual position exceeds 10% of the portfolio’s gross value; and
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(b) the sum of positions (ignoring the sign) which individually represent
between 5% and 10% of the portfolio’s gross value, does not exceed 50%
of the portfolio’s gross value; and
(2) is a constituent of an index in table 39G.
36 G The following example illustrates 35G(1). A country portfolio has a gross value of

37

38

£100 and is made up of positions in 29 different equities (some are long positions,
others are short positions). Not all the equities are constituents of an index used to
create the FT All-World Index (this criteria only becomes relevant once a bank has
determined whether the country portfolio meets the test in 35G(1)).

Six positions exceed the 5% threshold. The diagram below shows the composition of
the portfolio.

Part (a): the portfolio meets the first £100
part of the test because no individual
position is worth more than 10% of
the portfolio’s value.

£8 —

Part (b): the portfolio fails the second 8 £9
part of the test because the sum -
(ignoring the sign) of the six relevant
positions is £52; this exceeds 50% of £ £9 ‘0
the portfolio’s value.

G A country portfolio can be split into two sub-portfolios if this enables one sub-
portfolio to meet the conditions in 35G. Individual positions may be sub-divided
between sub-portfolios.

Continuing the example above, one £91
of the largest positions is taken out of £ |
the portfolio and put into a new

portfolio. The new portfolio fails the
two tests, but the amended portfolio ] £9

meets both tests: £8 |
Part (a): no single remaining position £
exceeds £9.10. £9 ~ £9

£9

Part (b): the sum of the five relevant

positions is £43, this is less than 50%
of the new portfolio’s value of £91.

G A qualifying equity index is one which:
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(D) is listed in table 39G; or

(2) is not listed in table 39G, but is constructed such that:

(a)

it contains at least 20 equities;

(b) no single equity represents more than 20% of the total index; and

(©)

no five equities combined represent more than 60% of the total index.

39 G Table: Qualifying equity indices (see 38G)

Qualifying equity indices

Australia All Ordinaries

Austria Austrian Traded Index

Belgium BEL 20

Canada TSE 35, TSE 100, TSE 300

France CAC 40, SBF 250

Germany DAX

European Dow Jones Stoxx 50 Index, FTSE Eurotop 300, MSCI Euro
Index

Hong Kong Hang Seng 33

Italy MIB 30

Japan Nikkei 225, Nikkei 300, TOPIX

Korea Kospi

Netherlands AEX

Singapore Straits Times Index

Spain IBEX 35

Sweden OMX

Switzerland SMI

UK FTSE 100, FTSE Mid 250, FTSE All Share

US S&P 500, Dow Jones Industrial Average, NASDAQ Composite,

Russell 2000

general market risk

40 G The PRR for general market risk equals the net value (ignoring the sign) of the
country portfolio multiplied by 8%. It should be converted into the bank’s base
currency using current spot foreign exchange rates.

Basic interest rate PRR calculation for equity instruments

41 G

42 G

A basic PRR calculation is included in this chapter for those banks that do not wish
to use the calculation in chapter TI. However, it tends to result in higher charges
than the methods in chapter TI, largely because the interest rate PRR is calculated on
each notional equity position separately and then summed without offsetting long
and short positions.

Where a bank does not include a forward, future, or option (except cliques) or swap
on an equity, basket of equities or equity index in its chapter TI PRR calculation, it
should calculate an interest rate PRR as follows:
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(1)  multiplying the market value of the notional equity position underlying the
instrument by the appropriate percentage from table 44G; and

(2)  summing the results from (1), ignoring the sign.

43 G Cliquets on equities, baskets of equities or equity indices do not attract an interest
rate PRR. 42G excludes them from the basic interest rate PRR calculation and table
4G excludes them from the scope of the interest rate PRR calculation in chapter TI.

44 G Table: Percentages used in the basic interest rate PRR calculation for equity
instruments (see 42G(1))

0 < 3months 0.20
>3 < 6 months 0.40
> 6 < 12 months 0.70

> 1< 2 years 1.25

>2 < 3 years 1.75

>3 < 4 years 2.25

>4 < 5 years 2.75

>5< 7 years 3.25
>7< 10 years 3.75
>10< 15 years 4.50
> 15 < 20 years 5.25

> 20 years 6.00

Definitions used in chapter TE

45 G This chapter uses the following definitions:

Defined term Definition

Base currency The currency in which the bank's accounts are prepared.

CFDs Means contract for differences.

Convertible A security which gives the investor the right to convert the
security into equity at an agreed price or on an agreed basis.

Derivative Options, futures and contracts for differences.

Equity See share.

Forward A contract to buy or sell where the date of settlement has been
agreed as a particular date in the future.

Future As specified in article 78 of the Regulated Activities Order
(Futures).

Option A contract which confers the right to buy a security, contractually

based investment or commodity at a given price on or before a
given date. (NB: the definition of an option used for the purposes
of this chapter deliberately differs from that in the main

Handbook Glossary).
PRA Percentage risk addition.
PRR Position risk requirement.
Qualifying equity As defined in 38G.

index
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Repurchase See section 3.2, and 2(b)a) of chapter TC.

agreement

Reverse repurchase | See section 3.2, and 2(b)a) of chapter TC.

agreement

Share As specified in article 76 of the Regulated Activities Order
(Shares etc).

Swap A transaction in which two counterparties agree to exchange
streams of payments over time according to a predetermined
basis.

Synthetic future A combination of a long (short) call option and a short (long) put
option which are based on the same underlying and have the same
notional amount, strike and maturity.

Trading book As defined in section 3.2.1 of chapter CB.

Underwriting The arrangement under which a party agrees to buy, before issue,
a specified quantity of securities in an issue of securities on a
given date and at a given price, if no other has purchased or
acquired them.

Warrant The investment specified in article 79 of the Regulated Activities

Order (Instruments giving entitlement to investments).

10
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1.1

See chs BC &
DU

1.2

See ch BC s3 3

1.3

COUNTERPARTY RISK IN THE TRADING BOOK
INTRODUCTION
Context

This chapter is one of a number that deal with capital adequacy
and one of several within those that explain how banks should
include counterparty risk within the capital adequacy framework.

The chapter on credit risk in the banking book explains the bulk of
the banking book regime and the counterparty risk weights which
should be used for both banking and trading book exposures. For
a few instruments (see the relevant chapter), the treatment of
counterparty risk should be the same whether the instruments are
held in the banking book or the trading book. In some cases a
particular treatment should be adopted only for assets held in the
trading book (or a treatment which is different to that applying to
such assets when held in the banking book); these are dealt with
in this chapter.

Legal sources

The sources identified in the Legal Sources section of the Capital
Adequacy Overview chapter are also relevant to this chapter.

The Capital Adequacy Directive ((CAD’ - 93/6/EEC), as amended
by the CAD Amending Directive (‘CAD2’ - 98/31/EC), introduced
the concept of the trading book.

The counterparty risk weightings applying to the trading book are
the same as in the banking book, as set down by The Banking
Consolidation Directive (formerly the Solvency Ratio Directive).
The CAD amended the weightings applying (for both banking and
trading books) to investment firms and recognised clearing houses
and exchanges.

Application
This chapter applies to all UK banks .

a) Banks incorporated elsewhere in the European Economic Area with
UK branches are subject to the requirements of the CAD regime as
implemented by their home supervisors.

b) Overseas banks fall outside the CAD regime.
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1.4

How this chapter is organised

Section 2 sets out the general principles behind the treatment of
counterparty risk in the trading book.

Section 3 details the framework for treating counterparty risk for
repos/reverse repos, both documented and undocumented.

Section 4 is an appendix providing worked examples as
illustration.
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2.1

See ch DU s4

GENERAL PRINCIPLES FOR COUNTERPARTY RISK IN
THE TRADING BOOK

Definition and illustrations

In general, counterparty risk is only present in the trading book on
deals that are not finally settled.

By their nature, derivative contracts involve a delay between the
transaction date and some future maturity date. The time delay
creates two types of risk for a bank:

(a) that the market price will move against the bank, so that when
the position matures it will make a loss - market risk; and

(b) that the price will move in the bank’s favour, so that it makes a
book profit, but that at maturity it cannot realise that profit
because the other party defaults - counterparty risk.

a) Note that the settlement risks for free deliveries and unsettled trades

are dealt with elsewhere.

So the counterparty risk in the trading book is the risk that at some
future date some party, other than the issuer of the underlying
security, fails to complete a contract, resulting in a loss to the bank.

b) Three examples illustrate the different types of risk:

i)  Bank A sells shares issued by Company C to Bank B, which places
them in its trading book. Once the transaction has settled, Bank B
has specific market risk on Company C but no counterparty risk
on Bank A.

ii) Bank A enters into a forward contract to sell shares issued by
Company C to Bank B. Bank B acquires specific market risk on
Company C, but also acquires counterparty risk on Bank A, as
there is a risk that Bank A may fail to deliver the shares to Bank B
on the future delivery date. Similarly, Bank A acquires
counterparty risk on Bank B because Bank B may fail to deliver the

cash on the future settlement date.

iif) Bank A enters into an interest rate swap with Bank B. As there is
no underlying instrument, there is no specific risk, but Bank B
acquires counterparty risk on Bank A for the duration of the swap.

Bank A acquires a similar counterparty risk on Bank B.
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2.2

See chs TI, TE, 2
CM, FX, TO &
TV

See ch BC s3

See ch DU s4

See ch DU s3

See ch BC

General principles

A bank should hold capital in respect of both market and
counterparty risks in the trading book; the treatment of market risk
which should be adopted is given in the relevant chapters on
equity position risk, interest rate position risk, commodity position
risk, foreign exchange position risk, option position risk and
internal models.

The counterparty risk is incurred with respect to the trading
counterparty, rather than the issuer of the underlying security.

a) So the counterparty risk weights used should be those for the trading

counterparties.

b) The counterparty weights used should be the same as those used in the

banking book.

With the following exceptions, capital should be assigned to
counterparty risk on any trade that is not yet due for final
settlement or is overdue (e.g. OTC derivative exposures, margins
and fees payable):

(@) contracts traded on exchanges where they are subject to daily
margining requirements;

(b) OTC foreign exchange contracts (except contracts concerning
gold) with an original maturity of 14 calendar days or less;

(c) overdue transactions involving the delivery of an instrument
against the receipt of cash that are less than five days beyond
the due date.

a) The potentiality of loss should be assessed using a credit equivalent
amount (CEA), which assesses the present exposure, and an assessment

of the counterparty involved.

b) The capital charge on trades where settlement is overdue (unsettled

transactions) is detailed elsewhere.

c) The capital charge for counterparty risk on OTC derivative contracts is

detailed elsewhere.

d) Where a counterparty exposure arises in the trading book and is not
otherwise covered by this chapter or the rules for unsettled
transactions, the capital charge should be calculated in accordance with

the treatment for banking book exposure.
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All trading book exposures (securities and, if appropriate,
collateral) should be marked to market at least once a day.

a) This is because the credit equivalent amount will vary with the mark-

to-market value of the contract.

b) A bank may seek the FSA’s agreement that it is appropriate to exempt

cash items which have a residual maturity of one month or less.

i)  For these purposes, cash items should be taken to include loans
and deposits and also the cash legs of repo and reverse repo

transactions.

c) Banks should not generally enter into contracts at off market prices. If
any contracts are undertaken at off market prices banks should contact
their line supervisor to discuss the background and to agree a reporting
treatment. If any contracts are undertaken at off market prices, they
should be approved by a bank’s credit division or equivalent so that the
real credit exposure of a transaction is captured, and the FSA should be

contacted to discuss the background and agree a reporting treatment.

Collateral

When exposures covered by this chapter are collateralised by
securities, the risk weight should be that applicable to the security.

a) Collateral that may reduce the risk weight applicable to a counterparty

exposure is defined in the chapter on netting and collateral.

b) The collateral should be marked to market daily and an “add-on”
(equal to the market value of the collateral multiplied by the relevant

risk cushion factor) deducted from the value collateralised.

i)  This does not apply to documented repos/reverse repos, for

which see below.
c) The risk cushion factor (“RCF”) is as set out below.

When collateral is received in the form of a guarantee, letter of
credit or similar instrument provided by a Zone A bank, but only if
that bank would not be considered to be a connected lender if it
was making a loan to the recipient of the securities, the risk weight
should be that applying to the provider of the collateral.
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10

In the event that the guarantor is not a Zone A bank or is a

connected bank, the capital requirement for the securities lender
should be:

Market value of securities lent x Counterparty risk weight x 8%.
Deferred settlement

Deferred settlement transactions occur where compensation is due
to be paid in the future in exchange for an immediately active
option contract.

a) For example, contingent premium options, where the option writer

receives the premium at exercise of the option.

b) The treatment set out below should not apply to conventional OTC

derivatives, the treatment for which is set out elsewhere.

In such cases, the capital requirement for counterparty risk on the
deferred compensation should be calculated as:

Current market value of the payment due x counterparty risk
weight x 8%.

a) This applies to the option writer, and is therefore an exception to the
general principle set out in chapter DU that there is no counterparty

risk on written options.
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3.1

3.2

REPOS/REVERSE REPOS
Introduction

This section deals with counterparty risk on repos/reverse repos
and stock lending/stock borrowing in the trading book. Section
3.2 sets out how the capital requirement for documented repos
should be calculated and section 3.3 sets out the risk cushion factor
for undocumented repos which should be applied.

Documented repos/reverse repos

Special treatment should be given to counterparty risk as it applies
to repos or reverse repos in the trading book, provided that the
documentation (which, whether a master agreement or
documentation used on specific occasions, should be written and
legally enforceable) includes both :

(@) anetting agreement. (A netting agreement provides for the claims
of the bank to be set off automatically and immediately against
the claims of the counterparty in the event of the latter’s
default); and

(b) wvariation margin provision. (The provision for variation margin
exists where the bank has the right to call for variation margin
daily when there is a material adverse move against the
counterparty).

a) A repo or reverse repo is used as a generic term to describe a contract

where:

i) abank has sold (or lent) trading book securities or commodities
to a counterparty subject to buyback (or a return clause); or

ii) a bank has bought (or borrowed) trading book securities or
commodities from a counterparty subject to buyback (or a return

clause).

b) If (a) and/or (b) are not met, the forward leg of the contract should be
treated as an undocumented repo/reverse repo for capital adequacy

purposes.

c) If (a) and (b) are met, the capital charge for counterparty risk may be
calculated in the manner set out below regardless of the terminology
used - i.e. the arrangements may be called repo/reverse repo or stock
lending/ stock borrowing or sell-buy/buy-sell. Arrangements where
the bank has lent a third party’s securities at the bank’s own risk are

also included.
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d) For the detailed treatment of netting agreements, see the relevant

chapter.

e) The transactions covered by this section should attract capital charges
for market risk (see chapters on interest rate position risk, equity
position risk and commodity position risk) in addition to the

counterparty risk treatment set out here.

f)  This chapter covers trading book exposure only. The treatment of
exposures arising from repos/reverse repos in the banking book is

detailed elsewhere.

If it seems to the FSA that the nature of a bank’s repo/reverse repo
business is such that risks are significant, the FSA may insist on a
higher capital requirement, which may take the form of treating all

such transactions as undocumented repos/reverse repos.

The capital charge for repos’ counterparty risk is the higher of zero
and (the market value of securities sold or lent minus the market
value of collateral taken) x the counterparty risk weight x 8%.

a) Examples of the calculations are to be found in the appendix to this

chapter.

b) Note that the 50% ceiling on counterparty risk weightings does not

apply to repos or reverse repos.

The capital charge for reverse repos’ counterparty risk is the
higher of zero and (the market value of collateral given minus the
market value of securities bought or borrowed) x the counterparty
risk weight x 8%.

a) Note that the 50% ceiling on counterparty risk weightings does not
apply to repos or reverse repos.

Where there is a series of transactions with a single counterparty,
the counterparty risk requirements may be calculated on a
portfolio basis as long as the bank complies with the guidance on
netting of counterparty risk.

The amounts to be received or given should include all cashflows
relating to the securities and the transactions, including dividends
interest and fees.

a) The amounts to be included as receivables in the calculation should
include all cashflows relating to the securities and the transactions,
including dividends, interest and fees. They include payments due
from the counterparty which are late and have not yet been received.
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3.3

3.3.1

Receivables need not be included on the day they are due, but they

should be included if not received the following business day.

b) The value of the securities to be given should include all cashflows
relating to the securities and the transactions, including dividends,
interest and fees. It includes payments to the counterparty which are

late and have not yet been paid.
Undocumented repos/reverse repos

For repos or reverse repos which do not meet the netting and
variation margin conditions set out above, risk cushion factors
(RCFs) should be applied (see below). RCFs should also be
applied if the nature of a bank’s repo/reverse repo business is
such that risks are significant. RCFs reflect the typical volatility of
securities prices.

Receipt of securities

Where the bank is receiving securities in exchange for cash (or
collateral), the capital requirement for the counterparty risk should
be calculated as:

(the replacement cost of the contract plus the potential future credit
exposure) x counterparty risk weight x 8%

a) The replacement cost for the receipt of securities should be the higher of

zero and the difference between:
e the market value of the securities to be received; and
e the market value of collateral.

b) The potential future credit exposure should be the RCF applicable to the
securities (or to the collateral if its RCF is higher) multiplied by the
contracted value for forward delivery - see table below.

¢) The amounts to be included as receivables in the calculation should
include all cashflows relating to the securities and the transactions,
including dividends, interest and fees. They include payments due
from the counterparty which are late and have not yet been received.
Receivables need not be included on the day they are due, but they
should be included if not received the following business day.

d) Note that the 50% ceiling on counterparty risk weightings does not
apply to repos or reverse repos.
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3.3.2

Receipt of cash

Where the bank is receiving cash (or collateral) in exchange for
securities, the capital requirement for the counterparty risk should
be calculated as:

(the replacement cost of the contract plus the potential future credit
exposure) x counterparty risk weight multiplied by x 8%.

a)

The replacement cost for the receipt of cash should equal the higher of

zero and the difference between:
e the market value of collateral and
e the market value of the securities to be delivered.

The potential future credit exposure should equal the RCF applicable to
the securities (or to the collateral if its RCF is higher) multiplied by the

contracted value for forward delivery - see table below.

The value of the securities to be given should include all cashflows
relating to the securities and the transactions, including dividends,
interest and fees. It includes payments to the counterparty which are

late and have not yet been paid.

Note that the 50% ceiling on counterparty risk weightings does not

apply to repos or reverse repos.
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3.3.3

9

Risk cushion factors

The RCFs are as follows:

Product Residual maturity RCF
of securities

Interest rate products Less than one year 0.25%
One to five years 0.50%
Five years or over 1.50%

Equity products Not applicable 6.00%

In determining the size of the RCF on a leg of a transaction, reference
should be made to the maturity of the securities and of the collateral,

rather than to the maturity of the transaction.

The RCF which should be applied to an undocumented repo/reverse
repo is the greater of the RCFs on each of the two legs.

Where the two sides of a transaction are denominated in different
currencies, and an RCF applies, the risk cushion factors should each be

increased by one percentage point.

Where collateral is provided in the form of cash or a guarantee, a letter
of credit, or an instrument performing a similar function issued by a
Zone A bank, an RCF of 0% may be applied to that leg of the

transaction.
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4.1

4.2

APPENDIX - EXAMPLES OF CALCULATIONS FOR
REPOS/ REVERSE REPOS IN THE TRADING BOOK

Case 1: properly documented transaction

A lends £100 cash to B, and receives a five-year bond (current mark
to market value: £102) from B.

A and B each have a 20% counterparty risk weight.

Counterparty risk requirement for each bank to include in its
capital adequacy calculation:

A max [ 0, (£100-£102) x 20% x 8% ] = nil
B max [ 0, (£102-£100) x 20% x 8% ] = £0.032

Case 2: properly documented transactions calculated on
portfolio basis

A lends five-year bonds (current mark to market valuation: £100)
and US equities (current mark to market valuation: £100) to B and
receives UK equities (current mark to market valuation: £97) and
two-year bonds (current mark to market valuation: £105) from B.

A and B each have a 20% counterparty risk weight.
Counterparty risk requirement:
A Securities and collateral paid away

£100 + £100 = £200

Securities and collateral received

£97 +£105 = £202

Received > paid away

Therefore no counterparty risk requirement applies.



TC: Section 4: Page 2

Section Version: 1.0
Date Issued: June 2001

4.3

Securities and collateral paid away
£97 +£105 = £202

Securities and collateral received
£100 + £100 = £200

Received < paid away

Therefore a counterparty risk requirement applies of

(£202 - £200) x 20% x 8% = £0.032

Case 3: inadequate documentation (or business of a type or
volume which leads the FSA to insist on this treatment).

A lends a five-year bond (current mark to market value: £102) to B
and receives £100 cash from B.

A and B each have a 20% counterparty risk weight.

Risk Cushion Factors for bond =1.5%

for cash = 0%

Contracted value for forward delivery = £100

Counterparty risk requirement:

A

Replacement cost max [ 0, (£102 - £100) ]
Potential future exposure  £100 x 1.5%
Capital charge = (£2 + £1.50) x 20% x 8% = £0.056
Replacement cost max [ 0, (£100 - £102) ]
Potential future exposure  £100 x 1.5%

Capital charge =£1.50x20% x 8% = £0.024
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4.4

Case 4: as case 3, except collateral and securities in differing
currencies

A lends a five-year US government bond (current mark to market
value: £102) to B and receives £100 cash from B.

A and B each have a 20% counterparty risk weight.
Risk Cushion Factors for bond = 2.5%
for cash =1.0%
Contracted value for forward delivery = £100
Counterparty risk requirement:
A Replacement cost max [ 0, (£102 - £100) ]
Potential future exposure  £100 x 2.5%
Capital charge = (£2 + £2.50) x 20% x 8% = £0.078
B Replacement cost max [ 0, (£100 - £102) ]
Potential future exposure  £100 x 2.5%

Capital charge =£2.50x20% x 8% = £0.040
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5.1

5.2

APPENDIX - EXAMPLES OF CALCULATIONS FOR
REPOS/ REVERSE REPOS IN THE TRADING BOOK

Case 1: properly documented transaction

A lends £100 cash to B, and receives a five-year bond (current mark
to market value: £102) from B.

A and B each have a 20% counterparty risk weight.

Counterparty risk requirement for each bank to include in its
capital adequacy calculation:

A max [ 0, (£100-£102) x 20% x 8% ] = nil
B max [ 0, (£102-£100) x 20% x 8% ] = £0.032

Case 2: properly documented transactions calculated on
portfolio basis

A lends five-year bonds (current mark to market valuation: £100)
and US equities (current mark to market valuation: £100) to B and
receives UK equities (current mark to market valuation: £97) and
two-year bonds (current mark to market valuation: £105) from B.

A and B each have a 20% counterparty risk weight.
Counterparty risk requirement:
A Securities and collateral paid away

£100 + £100 = £200

Securities and collateral received

£97 +£105 = £202

Received > paid away

Therefore no counterparty risk requirement applies.
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5.3

Securities and collateral paid away

£97 +£105 = £202

Securities and collateral received

£100 + £100 = £200

Received < paid away

Therefore a counterparty risk requirement applies of

(£202 - £200) x 20% x 8% = £0.032

Case 3: inadequate documentation (or business of a type or
volume which leads the FSA to insist on this treatment).

A lends a five-year bond (current mark to market value: £102) to B
and receives £100 cash from B.

A and B each have a 20% counterparty risk weight.

Risk Cushion Factors for bond =1.5%

for cash = 0%

Contracted value for forward delivery = £100

Counterparty risk requirement:

A

Replacement cost max [ 0, (£102 - £100) ]
Potential future exposure  £100 x 1.5%
Capital charge = (£2 + £1.50) x 20% x 8% = £0.056
Replacement cost max [ 0, (£100 - £102) ]
Potential future exposure  £100 x 1.5%

Capital charge =£1.50x20% x 8% = £0.024
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Case 4: as case 3, except collateral and securities in differing
currencies

A lends a five-year US government bond (current mark to market
value: £102) to B and receives £100 cash from B.

A and B each have a 20% counterparty risk weight.
Risk Cushion Factors for bond = 2.5%
for cash =1.0%
Contracted value for forward delivery = £100
Counterparty risk requirement:
A Replacement cost max [ 0, (£102 - £100) ]
Potential future exposure  £100 x 2.5%
Capital charge = (£2 + £2.50) x 20% x 8% = £0.078
B Replacement cost max [ 0, (£100 - £102) ]
Potential future exposure  £100 x 2.5%

Capital charge =£2.50x20% x 8% = £0.040
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1.1

1

2

1.2

INCREMENTAL CAPITAL FOR LARGE EXPOSURES
INTRODUCTION
How this chapter is organised

This chapter is one of a number that cover the risks in a bank’s
trading book within the overall capital adequacy framework. It
outlines the policy covering the need for extra capital
(“incremental capital”) where a bank has certain kinds of large
exposures. The chapter on large exposures sets out the remaining
elements of the FSA’s policy on banks’ large exposures.

If an exposure exceeds 25% of a bank’s large exposures capital
base (LECB) but only as a result of long securities positions in its
trading book, a regime of “soft limits" may be agreed in writing
with the FSA. In that case, the bank’s LECB may be amended to
include any tier 3 capital eligible to support the trading book.

a)  Unless it is the result of either an exempt exposure or of holdings of
tradable securities in its trading book, the undertaking of an exposure in
excess of 25% of its LECB other than in the most exceptional circumstances
calls into question whether a bank meets the requirements for authorisation
under the Act.

If an exposure then exceeds 25% of the amended LECB,
incremental capital should be included in the banks’ capital
adequacy calculation for that excess over 25%. This chapter sets
out how much incremental capital the FSA considers to be
appropriate.

a)  So an exposure which exceeds 25% of LECB but not 25% of the amended
LECB does not need incremental capital cover.

Section 2 explains how to calculate the incremental capital which is
considered to be appropriate. Section 3 is an appendix giving an
example of the calculation.

Application
This chapter applies only to all UK CAD banks.

The policy applies to banks on a solo (or solo consolidated) basis
and on a consolidated basis.

a) However, the FSA considers that a UK-incorporated subsidiary bank
within a larger UK banking group may not need to have incremental
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capital in certain cases. Such banks should discuss with the FSA whether it

should have incremental capital.

1.3 Legal sources

See ch COs1 This chapter is relevant to a number of requirements under the Act
and the banking directives. The requirements are set out in the
Legal Sources sections of the chapter on the Capital Adequacy
Overview.
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21

INCREMENTAL CAPITAL
General

If a CAD bank has an exposure to an issuer arising from the
inclusion of holdings of tradable securities in its trading book
which exceeds 25% of its LECB, the use of soft limits should be
agreed in writing with the FSA.

a) A bank’s LECB is defined in the chapter on large exposures.

b) The soft limit agreed with the FSA for an individual
counterparty/issuer is an overall limit on the total exposure to that

counterparty/issuer.

When soft limits have been agreed, the bank’s LECB may be
amended to include any tier 3 capital eligible to support risks in
the bank’s trading book other than counterparty and settlement
risk.

a) For the definition of a bank’s amended LECB see the chapter on large

exposures.

Any exposure, other than an exempt exposure, in excess of 25% of
the bank’s LECB should only be as a result of holdings of tradable
securities in the bank’s trading book, so that the exposure is in
respect of issuer risk.

Incremental capital in respect of the exposure’s excess over 25% of
the amended LECB should be calculated.

a) The capital amount calculated should be included in the calculation
for determining how much trading book capital a bank should have.

i)  For the other components of a bank’s trading book capital, see the
Capital Adequacy Overview chapter.

b) A bank’s incremental capital should be reported on the form BSD3.

However, an exposure which is subject to incremental capital need
not be further pre-notified to the FSA if it is within an agreed soft
limit.

i)  Post-notification is still required.
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2.2

The incremental capital calculation

Calculating incremental capital involves the following steps:

(a)

a) An example of the calculation is given in the appendix.

Net any short securities positions against long securities
positions, netting the short items against the highest specific
risk weighted long items.

a) The specific risk weights of netted items need not be identical; for a
definition of specific risk weights, see the chapters on interest rate

position and equity position risk.

Rank the remaining net long securities positions in order
according to specific risk weighting factors.

Taking the lowest weighted items first, apply these exposures
to the difference between the non-securities exposure to the
counterparty and 25% of the amended LECB.

a) So the ‘headroom’ up to 25% of the amended LECB is used to cover

the lowest weighted exposures first.

Incremental capital should be calculated for remaining net
long securities exposures as follows:

(@) if the excess exposure has been outstanding for 10 days
or less, the specific risk weighting for the exposures in
excess of 25% of the amended LECB should be
multiplied by 200%.

(ii) if the excess exposure has been outstanding for more
than 10 days, the specific risk weightings for the
exposures in excess of 25% of the amended LECB should
be multiplied by the factors shown in the table below.

a) The period that an exposure has been outstanding is calculated in
relation to the time that the total has been above a particular threshold
even though the components of the exposure may have changed
within that time.
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When an exposure is over 25% of amended | Factor applied
LECB, the portions of the excess should be | to specific risk
treated as follows: weighting
Portion up to 40% of amended LECB 200%
Portion from 40% - 60% of amended LECB 300%
Portion from 60% - 80% of amended LECB 400%
Portion from 80% - 100% of amended LECB 500%
Portion from 100% - 250% of amended LECB 600%
Portion over 250% of amended LECB 900%

In any event, the FSA considers that the following limits on excess
exposures should not be exceeded:

e 500% of the bank’s amended LECB on the trading book
exposure to the counterparty, where the excess exposure has
been extant for 10 days or less; and

e 600% of the bank’s amended LECB on the aggregate of any
trading book excess exposures which have persisted for more
than 10 days.
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3

AN EXAMPLE OF THE CAPITAL CALCULATION

Large exposures position

A bank’s large exposures capital base comprises:

£
Capital base (tier 1 and tier 2) 1000
Eligible tier 3 capital 100
Amended capital base 1100

The components of the large exposure comprise:

£
(i) Counterparty exposure: 200
(ii) Mark to market value of trading book
securities:

% Specific risk weight

Short: Qualifying 1.00 (20)
bond
Long: Qualifying 0.25 100
commercial paper
Long: Equity 4.00 150
Long: Qualifying 1.60 30
convertible
Total net long securities position: 260
Total net large exposures position [(i)+(ii)]: 460

Calculating the exposure for which incremental capital is needed

The short position in the qualifying bond is offset against the
highest specific risk weight items - in this case equities:

Net long equity position (£150 - £20) 130
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The remaining items are ranked according to specific risk weight.

% Specific risk  Security £

0.25 Qualifying commercial paper 100
1.60 Qualifying convertible 30
4.00 Equity (net) 130

The “headroom” between the non securities exposure and 25% of
the amended capital base is calculated.

£
25% of amended capital base (1100) 275
Non securities exposures 200
Headroom 75

Applying the securities positions in ascending order of specific risk
weight, £75 of the £100 qualifying commercial paper may be
counted before 25% of the amended capital base is reached.

The remaining £25 of qualifying commercial paper, along with £30
qualifying convertible and £130 equity (net) are traded securities
exposures in excess of the limit and should therefore be covered by
incremental capital.

a) The amount of incremental capital should be included in the
calculation for determining how much trading book capital a bank
should have.

If the excess exposure has been outstanding for 10 days or less, the
specific risk weights for the elements over 25% of amended LECB
should be doubled:

a) The 25% limit (£275) is taken up by £200 counterparty exposure and
£75 securities exposure within the limit.

i)  The two items in bold above , when added to the items in bold
below, total £460. £460 is the total net large exposures position,
as set out in paragraph 2 above.
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Qualifying commercial paper £
£25 x0.25% x 200% = 0.125
Qualifying convertible
£30 x1.60% x 200% = 0.960
Equity
£130x 4% x200% = 10.400
Additional capital requirement 11.485

8 If the excess exposure has been outstanding for more than 10 days:

a) The 25% limit (£275) is taken up by £200 counterparty exposure and

£75 securities exposure within the limit.

i)  The two items in bold above, when added to the items in bold
below, total £460. £460 is the total net large exposures position,

as set out in paragraph 2 above.

Over 25% and up to 40% of amended

capital base at 200% (40% of £1100 = £440) £

£25 x0.25% x 200% = 0.125
£30 x1.60% x 200% = 0.960
£110 x 4.00% x 200% = 8.800
Excess exposure 40% - 60% of amended

capital base at 300%

£20 x4.00% x 300% = 2.400

Additional capital requirement 12.285
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Securities Underwriting
General

1 G A UK bank to which CAD applies should apply this chapter. This chapter sets out the
method for calculating a net underwriting position or reduced net underwriting position,
which is then included in the PRR calculation in other chapters, or chapter BC if the bank
does not have a trading book.

2 G A bank which underwrites or sub-underwrites an issue of securities should:

(1) 1identify commitments to underwrite or sub-underwrite which give rise to an
underwriting position (see 8G);

(2) 1identify the time of initial commitment (see 14G);

(3) calculate the net underwriting position (set out in 18G) or reduced net underwriting
position (in the circumstances set out in 24G);

3 G A bank should include the net underwriting position or reduced net underwriting position
in:

(1)  3G(1) of chapter TI, where debt securities are being underwritten:
(2)  2G(1) of chapter TE, where equities are being underwritten;

(3)  22G of chapter TO, where warrants are being underwritten; or
(4) chapter BC, where the bank does not have a trading book; and

(5) 2G of chapter FX, where the equities, debt securities or warrants being underwritten
are denominated in a foreign currency.

4 G A bank should comply with 2G from initial commitment (as determined under 8G) until the
end of the fifth business day after working day 0 (as determined under 23G).

5 G  Sub-underwriting is a commitment given by one bank to someone other than the issuer or
seller of the securities, to underwrite all or part of an issue of securities.

6 G  The net underwriting position calculated in 18G will also be used in calculating the net
underwriting exposure set out in 32G.

7 G  The net underwriting position or reduced net underwriting position arising from
underwriting or sub-underwriting a rights or warrants issue should be calculated using the
current market price of the underlying security for the purposes of the equity PRR or option
PRR. However, the PRR will be limited to the value of the net underwriting position
calculated using the initial issue price of the rights or warrants.

Commitments to underwrite securities



TU Version: 2.0
July 2005

8 G  For the purpose of 2G(1), a bank has a commitment to underwrite or sub-underwrite an
issue of securities where:

(1) it gives a commitment to an issuer of securities to underwrite an issue of securities;

(2) it gives a commitment to a person, other than the issuer of securities, to sub-
underwrite an issue of securities; or

(3) itis a member of a syndicate or group that gives a commitment to an issuer to
underwrite an issue of securities or a commitment to a person other than the issuer of
securities, to sub-underwrite an issue of securities.

9 G Block trades including bought deals, private placements, revolving underwriting facilities
and underwriting syndicated loans are not within the scope of this chapter.

10 G For the purpose of this chapter, securities include debt and equity instruments and
instruments which are convertible into securities but excludes loans.

11 G A bank that buys and sells securities before issue is dealing in the grey market. This
chapter does not apply to a bank dealing in the grey market unless the bank:

(1)  has an underwriting commitment to the issuer in respect of those securities; or

(2)  has a sub-underwriting commitment in respect of those securities and is using the
grey market solely for the purpose of reducing that sub-underwriting commitment.

12 G In this chapter the grey market is the market in which dealers "buy" and "sell" securities
ahead of issue. In reality the dealers are buying and selling promises to deliver the
securities when issued.

13 G Where a single bank is involved in both underwriting or sub-underwriting an issue of
securities as well as dealing in that issue for proprietary trading purposes this chapter will
not apply to grey market transactions undertaken by the proprietary trading part of the
bank.

Time of initial commitment
14 G Subject to 15G, the time of initial commitment is the earlier of:

(1) the time the bank signs an agreement with the issuer of securities to underwrite those
securities; Or

(2) the time the price and allocation of the issue are set.

15 G Ifabank has an irrevocable and unfettered right to withdraw from an underwriting
commitment, exercisable within a certain period, the commitment commences when that
right expires.

16 G Subject to the existence of a right described in 15G an underwriting commitment
commences even if it is subject to formal, legal or other conditions that would normally be
expected to be satisfied.
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17 G A force majeure or material adverse change clause would not be a right of the sort referred
to in 15G.

Calculating the net underwriting position

18 G A bank should calculate a net underwriting position by adjusting the gross amount it has
committed to underwrite for:

(1)  any sales or sub-underwriting commitments received that have been confirmed in
writing at the time of initial commitment;

(2)  any underwriting or sub-underwriting commitments obtained from others since the
time of initial commitment;

(3) any purchases or sales of the securities since the time of initial commitment, (other
than those referred to in 13G); and

(4) any allocation of securities granted or received, arising from the commitment to
underwrite the securities, since the time of initial commitment.

19 G A bank signing an underwriting agreement with an issuer of securities where the exact
issue price or allocation of securities has not been fixed should calculate the gross amount,
for the purposes of 18G, as the amount it has formally committed to under that agreement
until the time the exact issue price and/or allocation is set.

20 G Allocations may arise, after date of initial commitment, from the agreement to underwrite.
For example obligations or rights to or from the issuer, the underwriting group or
syndicate.

GREY MARKET TRANSACTIONS

21 G Subjectto 11G and 13G a bank can include grey market transactions when calculating the
net underwriting position.

OVER-ALLOTMENT OPTIONS

22 G When calculating the net underwriting position, a bank should exclude an over-allotment
option granted to it by the issuer, except to the extent it reduces:

(1)  from working day 0 an over-allotment made by the bank; or

(2)  from working day 0 an over-allotment made by the bank on behalf of another
member of the underwriting syndicate who has been granted the over-allotment
option.

23 G For the purposes of this chapter working day 0 is the business day on which the bank
becomes unconditionally committed to accepting a known quantity of securities at a
specified price, as follows:
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(1)

)

)

For debt issues and securities which are issued in a similar manner, working day 0 is
the later of the date on which the securities are allotted, and the date on which
payment for them is due.

For equity issues and securities which are issued in a similar manner, working day 0
is the later of the date on which the offer becomes closed for subscriptions and the
date on which the allocations are made public.

For rights issues, working day 0 is first day after the date on which the offer becomes
closed to acceptances for subscription.

Calculating the reduced net underwriting position

24 G A bank may apply the relevant reduction factors in table 27G to its net underwriting
position if the securities it is underwriting or sub-underwriting are new securities.

25

26

G For the purposes of this chapter, a bank may treat as new securities:

(1)

2)

securities that have not previously been offered for sale or subscription by an issuer;
or

securities that have not previously been traded on a recognised investment exchange,
designated investment exchange or a regulated market.

G To calculate the reduced net underwriting position a bank should apply table 27G to the net
underwriting position (calculated under 18G) as follows:

(1)

2)

In respect of debt securities, a bank should calculate two reduced net underwriting
positions; one for inclusion in the bank’s specific risk calculation (see 43G of
chapter TI), the other for inclusion in its general market risk calculation (see 48G of
chapter TI).

In respect of equities, a bank should calculate only one reduced net underwriting
position and then include it in the simplified equity method (see 27G of chapter TE).

27 G Table: Net underwriting position reduction factors (see 26G)

Underwriting timeline Debt

General market | Specific risk
risk

Time of initial commitment until 0% 100% 90%
working day 0

Working day 1 0% 90% 90%
Working day 2 0% 75% 75%
Working day 3 0% 75% 75%




28

29

30

31
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Working day 4 0% 50% 50%
Working day 5 0% 25% 25%
Working day 6 and onwards 0% 0% 0%

G Figure: An example of the reduced net underwriting position calculation. The example is based on

the bank starting with a commitment to underwrite £100 million of a new equity issue.

Time Net underwriting position (see 18G) Percentage Reduced net
reduction (see | underwriting
27G) position?

Atinitial £100m gross amount is reduced by £20m = £80m | 90% £8m

commitment 9.00am | due to sales/ sub-underwriting commitments

Monday confirmed in writing at the time of initial

commitment (see 12R(1).

Post initial Remaining £80m is reduced by £40m dueto = £40m | 90% £4m

commitment 9.02am | further sales, sub-underwriting commitments

Monday obtained and allocations granted (see 12R

(2) - (4)).

At the end of Remaining £40m is reduced to £20mdueto = £20m | 90% £2m

working day 1 further sales.

End of working day | Remaining £20m is reduced to £5m due to = £5m 75% £1.25m

3 further sales.

End of working day | Remaining £5m is reduced to £2m due to = £2m 50% £1m

4 further sales.

End of working day | Remaining £2m is reduced to £1m due to = £1m 25% £0.75m

5 further sales.

Start of working day | £1m remaining = f£1m 0% £1m

6

Note: ' Banks are reminded that in the case of an equity, the reduced net underwriting position should be treated under the

simplified equity method (see 27G of chapter TE)

(1) Large exposure risk from underwriting securities

CALCULATING THE NET UNDERWRITING EXPOSURE

G  The net underwriting exposure should be included as an exposure to the issuer for the
purposes of determining the bank's total exposure to that issuer when applying chapters LE

and TL.

G A bank should include counterparty exposures to any sub-underwriters for the purposes of
determining the bank's total exposure to that counterparty when applying chapter LE.

G A bank, before entering into a new underwriting commitment should be able to recalculate
its large exposure to the level of detail necessary for it to follow the guidance in chapters

LE and TL.
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32 G A bank should calculate the net underwriting exposure by applying the relevant reduction
factors in table 33G to its net underwriting position calculated under 18G.

33 G Table: Calculation of net underwriting exposure (see 29G)

Time Reduction factor to be applied to net
underwriting position

Initial commitment to working day 0 100%
Working day 0 100%
Working day 1 90%
Working day 2 75%
Working day 3 75%
Working day 4 50%
Working day 5 25%
Working day 6 onwards 0%

34 G There is no large exposure limit (chapter LE) or incremental capital (chapter TL) for net
underwriting exposures between initial commitment and working day 0, except where specified
by a requirement on a bank’s Part IV permission.

MONITORING AND REPORTING LARGE EXPOSURES

35 G For the purposes of large exposures monitoring only, a bank should report its net
underwriting exposure from the date of initial commitment rather than working day 0.

RISK MANAGEMENT

36 G A bank should take reasonable steps to establish and maintain such systems and controls to
monitor and manage its underwriting and sub-underwriting business as are appropriate to the
nature, scale and complexity of its underwriting and sub-underwriting business.

37 G The general requirements for systems and controls are set out in SYSC. 36G is specific to a
bank’s underwriting and sub-underwriting business.

38 G A bank should take reasonable steps to:

(1) allocate responsibility for the management of its underwriting and sub-underwriting
business;

(2) allocate adequate resources to monitor and control its underwriting and sub-
underwriting business;
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(3) satisfy itself that its systems to monitor exposure to counterparties will calculate, revise
and update its exposure to each counterparty arising from its underwriting or sub-
underwriting business;

(4) satisty itself of the suitability of each person who performs functions for it in
connection with the bank’s underwriting business having regard for the person's skill
and experience; and

(5) satisfy itself that its procedures and controls to monitor and manage its underwriting
business address, on an on-going basis, the capacity of sub-underwriters to meet sub-
underwriting commitments.

Definitions used in chapter TU

39 G This chapter uses the following definitions:

Defined term

Base currency The currency in which the bank's accounts are prepared.

Business day Any day except Saturday, Sunday, bank holidays and public holidays
(not being bank holidays).

Designated See Handbook Glossary.

investment

exchange

Equity See share.

Foreign A currency other than the bank's base currency.

currency

Option A contract which confers the right to buy a security, contractually based
investment or commodity at a given price on or before a given date. (NB:
the definition of an option used for the purposes of this chapter
deliberately differs from that in the main Handbook Glossary).

PRR Position risk requirement.

Regulated See Handbook Glossary.

investment

exchange

Regulated See Handbook Glossary.

market

Security See 10G.

Share As specified in article 76 of the Regulated Activities Order (Shares etc).

Trading book As defined in section 3.2.1 of chapter CB.

Underwriting The arrangement under which a party agrees to buy, before issue, a
specified quantity of securities in an issue of securities on a given date
and at a given price, if no other has purchased or acquired them.

Warrant The investment specified in article 79 of the Regulated Activities Order
(instruments giving entitlement to investments).

Working day 0 As defined in 23G.
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TO
Option PRR
General

1 G A UK bank to which CAD applies should apply this chapter and calculate its option PRR
by:

(1) 1identifying which option positions must be included within the scope of the option
PRR calculation under 3G to 5G;

(2) calculating the derived position in each option in accordance with 9G to 15G;
(3) calculating the PRR for each derived position in accordance with 16G to 32G;
(4) summing all of the PRRs calculated in accordance with (3).

2 G Banks are reminded that table 4G of chapter TI and table 3G of chapter TE also state that
an interest rate PRR should be calculated for options on equities, baskets of equities or
equity indices. The interaction between this chapter and others is illustrated in 33G.

Scope of the option PRR calculation
3 G  Except as permitted under 5G, a bank’s option PRR calculation must include:
(1) each trading book position in an option on an equity, interest rate or debt;
(2) each trading book position in a warrant on an equity or debt security; and
(3) each trading book and non-trading book position in an option on a commodity,
currency or gold.
4 G 3G(2) includes net underwriting positions or reduced net underwriting positions in

warrants.

5 G Table: Appropriate PRR calculation for options and warrants (see 3G)

Option type (see 18G) or Warrant PRR calculation
American option, European option, Calculate either an option PRR, or the most
Bermudan option, Asian option or appropriate to the underlying position of:
warrant for which the in the money (a) an equity PRR
percentage (see 6G) is equal to or greater (b) an interest rate PRR
than the appropriate PRA (see 7G and (c) a commodity PRR
8G) (d) a foreign exchange PRR
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American option, European option,
Bermudan option, Asian option or
warrant:
(a) for which the in the money percentage
(see 6QG) is less than the appropriate PRA Calculate an option PRR

(see 7G and 8G); or
(b) that is at the money; or
(c) that is out of the money.

All other types of option included in 18G
(regardless of whether in the money, at
the money or out of the money)

THE IN THE MONEY PERCENTAGE

6 G  The in the money percentage is calculated as follows:
For a call option:

Current market price of the underlying — Strike price of the option * 100
Strike price of the option

For a put option:

Strike price of the option — Current market price of the underlying * 100
Strike price of the option

THE APPROPRIATE PRA

7 G  The appropriate PRA for a position is that listed in table 8G against the relevant
underlying position.

8 G  Table: Appropriate PRA (see 7G)

Appropriate PRA

Equity The PRA applicable to the underlying equity or equity index in
table 30G of chapter TE (simplified equity method)
Interest rate The sum of the specific risk PRA (table 44G of chapter TI) and the

general market risk PRA (table 53G of chapter TI) applicable to
the underlying position

Debt securities The sum of the specific risk PRA (table 44G of chapter TI) and the
general market risk PRA (table 53G of chapter TI) applicable to
the underlying position

Commodity 15%
Gold 8%
Currency 8%

Calculating derived positions
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9 G A bank must calculate the derived position specified in the table in 13G for each position
included in its option PRR calculation.

NETTING POSITIONS

10 G A bank may calculate a derived position for its net position in an option or a warrant, if
the relevant options or warrants are identical or may be treated as identical under 11G or
12G.

11 G A bank may treat options or warrants as identical if they have the same strike price,
maturity (except for an interest rate cap or floor — see 12G) and underlying.

12 G A firm may treat as identical a purchased interest rate cap (or floor) and a written interest
rate cap (or floor) only if they mature within 30 days of each other and all other terms are
identical (a cap may not be netted against a floor).

Derived positions

13 G  Table: Derived positions (see 9G)

Equity

Interest rate

OPTION (OR WARRANT)

OPTION (WARRANT) ON A
SINGLE EQUITY OR OPTION ON A
FUTURE/FORWARD ON A SINGLE
EQUITY

OPTION (WARRANT) ON A
BASKET OF EQUITIES OR OPTION
ON A FUTURE/FORWARD ON A
BASKET OF EQUITIES

OPTION (WARRANT) ON AN
EQUITY INDEX OR OPTION ON A
FUTURE/FORWARD ON AN
EQUITY INDEX

OPTION ON AN INTEREST RATE
OR AN INTEREST RATE
FUTURE/FRA

OPTION ON AN INTEREST RATE
SWAP

Underlying position

A notional position in the actual equity underlying
the contract valued at the current market price of
the equity.

A notional position in the actual equities
underlying the contract valued at the current
market price of the equities.

A notional position in the index underlying the
contract valued at the current market price of the
index.

A zero coupon zero-specific-risk security in the
currency concerned with a maturity equal to the
sum of the time to expiry of the contract and the
length of the period on which the settlement
amount of the contract is calculated valued at the
notional amount of the contract.

A zero coupon zero-specific-risk security in the
currency concerned with a maturity equal to the
length of the swap valued at the notional principal
amount.
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Debt
securities

Commodity

Gold

Currency

INTEREST RATE CAP OR FLOOR

OPTION (WARRANT) ON A DEBT
SECURITY OR OPTION ON A
FUTURE/FORWARD ON A DEBT
SECURITY

OPTION ON A COMMODITY OR

OPTION ON A FUTURE/FORWARD
ON A COMMODITY

OPTION ON GOLD OR OPTION ON
A FUTURE/FORWARD ON GOLD

CURRENCY OPTION
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A zero coupon zero-specific-risk security in the
currency concerned with a maturity equal to the
remaining period of the cap or floor valued at the
notional amount of the contract.

The underlying debt security with a maturity equal
to the time to expiry of the option valued as the
nominal amount underlying the contract at the
current market price of the debt security.

An amount equal to the tonnage, barrels or kilos
underlying the option with a maturity equal to the
expiry date of the spot, forward or futures contract
underlying the option.

An amount equal to the troy ounces underlying the
option with a maturity equal to the expiry date of
the contract underlying the option.

The amount of the underlying currency that the
bank will receive if the option is exercised
converted at the spot rate into the currency that the
bank will sell if the option is exercised.

Combinations of options which can be treated as one option

14 G A bank may treat (for the purpose of calculating option PRR under this chapter) an option
strategy in table 15G as a single position in a notional option specified against that
strategy in table 15G, if:

(1) each element of the strategy is transacted with the same counterparty;

(2) the strategy is documented as a single structure;

)
(4)

each option in the structure has the same maturity and underlying; and

the constituent parts of the structure form an indivisible single contract, so that
neither counterparty can unwind or default on one part of the structure without
doing so for the contract as a whole.

15 G Table: Option strategies (see 14G)

Option strategy

(and an example)

Notional option position

(and how it should be treated)

Bull Spread One purchased option
(e.g. buy 100 call and sell 101 call) (treat under 20G)
Bear Spread One written option
(e.g. sell 100 put and buy 101 put) (treat under 21G)
Synthetic Long Call One purchased option
e.g. long underlying and buy put treat under or
1 derlyi d buy 100 der 20G or 24G
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Synthetic Short Call
(e.g. short underlying and sell 100 put)

One written option
(treat under 21G or 24G)

Synthetic Long Put
(e.g. short underlying and buy 100 call)

One purchased option
(treat under 20G or 24G)

Synthetic Short Put
(e.g. buy underlying and sell 100 call)

One written option
(treat under 21G or 24G)

Long Straddle One purchased option
(e.g. buy 100 call and buy 100 put) (treat under 20G)
Short Straddle One written option

(e.g. sell 100 call and sell 100 put)

(treat under 21G but with no reduction
for the amount the option is out of the

money)
Long Strangle One purchased option
(e.g. buy 101 call and buy 99 put) (treat under 20G)
Short Strangle One written option

(e.g. sell 99 call and sell 101 put)

(treat under 21G but with no reduction
for the amount the option is out of the
money)

Long Butterfly

(e.g. buy one 100 call, sell two 101 calls, and

buy one 102 call)

One purchased option
(treat under 20G)

Short Butterfly

(e.g. sell one 100 put, buy two 101 puts, and sell

one 102 put)

One written option
(treat under 21G but with no reduction
for the amount the option is out of the
money)

The option PRR for an individual position

16 G

17 G

18 G
Option
American

option

European
option

DESCRIPTION

A bank must calculate the PRR for each individual derived option position using the
method specified in table 18G, or, if more than one method is permitted, using one of
those methods.

The resulting PRRs must be converted to the bank's base currency using spot foreign
exchange rates.

Table: Option PRR methods applied to different types of option (see 16G)

Method

AN OPTION THAT MAY BE EXERCISED Standard method or

AT ANY TIME OVER AN EXTENDED
PERIOD UP TO ITS EXPIRY DATE.

AN OPTION THAT CAN ONLY BE
EXERCISED AT EXPIRY.

hedging method if appropriate
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Bermudan
option

Asian option

Barrier
option

Corridor
option

Ladder
option

A CROSS BETWEEN AN AMERICAN
OPTION AND EUROPEAN OPTION.
THE BERMUDAN OPTION CAN ONLY
BE EXERCISED AT SPECIFIC DATES
DURING ITS LIFE.

THE BUYER HAS THE RIGHT TO
EXERCISE AT THE AVERAGE RATE OR
PRICE OF THE UNDERLYING OVER
THE PERIOD (OR PART OF THE
PERIOD) OF THE OPTION. ONE
VARIANT IS WHERE THE PAYOUT IS
BASED ON THE AVERAGE OF THE
UNDERLYING AGAINST A FIXED
STRIKE PRICE; ANOTHER VARIANT IS
WHERE THE PAYOUT GIVES AT
EXPIRY THE PRICE OF THE
UNDERLYING AGAINST THE AVERAGE
PRICE OVER THE OPTION PERIOD.

AN OPTION WHICH IS EITHER
CANCELLED OR ACTIVATED IF THE
PRICE OF THE UNDERLYING REACHES
A PRE-SET LEVEL REGARDLESS OF
THE PRICE AT WHICH THE
UNDERLYING MAY BE TRADING AT
THE EXPIRY OF THE OPTION. THE
KNOCK-OUT TYPE IS CANCELLED IF
THE UNDERLYING PRICE OR RATE
TRADES THROUGH THE TRIGGER;
WHILE THE 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) OR RATE(S) AT
A CERTAIN POINT(S) IN TIME,
REGARDLESS OF FUTURE
PERFORMANCE.

Version: 1.0
July 2005



TO

Lock-in
option

Look-back
option

Forward
starting
option

Compound

option

Interest rate
cap

Interest rate
floor

AN OPTION WHERE THE PAY-OUT TO
THE HOLDER IS LOCKED IN AT THE
MAXIMUM (OR MINIMUM) VALUE OF
THE UNDERLYING THAT OCCURRED
DURING THE LIFE OF THE OPTION.

AN EUROPEAN STYLE OPTION
WHERE THE STRIKE PRICE IS FIXED IN
RETROSPECT, THAT IS AT THE MOST
FAVOURABLE PRICE (I.E. THE
LOWEST (HIGHEST) PRICE OF THE
UNDERLYING IN THE CASE OF A CALL
(PUT)) DURING THE LIFE OF THE
OPTION.

AN OPTION THAT STARTS AT A
FUTURE DATE.

AN OPTION WHERE THE UNDERLYING
IS ITSELF AN OPTION (I.E. AN OPTION
ON AN OPTION).

AN INTEREST RATE OPTION OR
SERIES OF OPTIONS UNDER WHICH A
COUNTERPARTY CONTRACTS TO PAY
ANY INTEREST COSTS ARISING AS A
RESULT OF AN INCREASE IN RATES
ABOVE AN AGREED RATE: THE
EFFECT BEING TO PROVIDE
PROTECTION TO THE HOLDER
AGAINST A RISE ABOVE THAT
AGREED INTEREST RATE.

AN INTEREST RATE OPTION OR
SERIES OF OPTIONS UNDER WHICH A
COUNTERPARTY CONTRACTS TO PAY
ANY LOST INCOME ARISING AS A
RESULT OF AN FALL IN RATES BELOW
AN AGREED RATE: THE EFFECT BEING
TO PROVIDE PROTECTION TO THE
HOLDER AGAINST A FALL BELOW
THAT AGREED INTEREST RATE.

Version: 1.0
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Standard but with no reduction for the
amount the option is out of the money
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Performance = AN OPTION BASED ON A REFERENCE  Standard or hedging, but use the highest PRA
option BASKET COMPRISED OF ANY NUMBER  of the individual assets in the basket.

OF ASSETS, WHERE THE PAY-OUT TO

THE HOLDER COULD BE ONE OF THE

FOLLOWING: THE MAXIMUM OF THE

WORST PERFORMING ASSET, OR 0;

THE MAXIMUM OF THE BEST

PERFORMING ASSET, OR 0; THE

MAXIMUM OF THE SPREADS

BETWEEN SEVERAL PAIRS OF THE

ASSETS, OR 0.

Quanto QUANTO STANDS FOR “QUANTITY Subject to 31G, the standard method
ADJUSTED OPTION”. A QUANTO IS
AN INSTRUMENT WHERE TWO
CURRENCIES ARE INVOLVED. THE
PAYOFF IS DEFINED IN TERMS OF A
VARIABLE THAT IS MEASURED IN
ONE OF THE CURRENCIES AND THE

PAYOFF IS MADE THE OTHER
CURRENCY.
Cliquet A CLIQUET OPTION CONSISTS OF A Standard method for a purchased cliquet or
option SERIES OF FORWARD STARTING the method specified in 30G for a written

OPTIONS WHERE THE STRIKE PRICE cliquet
FOR THE NEXT EXERCISE DATE IS SET
EQUAL TO A POSITIVE CONSTANT
TIMES THE UNDERLYING PRICE AS OF
THE PREVIOUS EXERCISE DATE.
THEY INITIALLY ACT LIKE A
VANILLA OPTION WITH A FIXED
PRICE BUT AS TIME MOVES ON, THE
STRIKE IS RESET AND THE INTRINSIC
VALUE AUTOMATICALLY LOCKED IN
AT PRE-SET DATES. IF THE
UNDERLYING PRICE IS BELOW THE
PREVIOUS LEVEL AT THE RESET DATE
NO INTRINSIC VALUE IS LOCKED IN
BUT THE STRIKE PRICE WILL BE
RESET TO THE CURRENT PRICE
ATTAINED BY THE UNDERLYING. IF
THE UNDERLYING PRICE EXCEEDS
THE CURRENT LEVEL AT THE NEXT
RESET THE INTRINSIC VALUE WILL
AGAIN BE LOCKED IN.
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Digital A TYPE OF OPTION WHERE THE PAY-  The method specified in 29G
option OUT TO THE HOLDER IS FIXED. THE

MOST COMMON TYPES: ALL-OR-

NOTHING AND ONE-TOUCH OPTIONS.

ALL-OR-NOTHING WILL PAY OUT THE

FIXED AMOUNT IF THE UNDERLYING

IS ABOVE (CALL) OR BELOW (PUT) A

SET VALUE AT EXPIRY. THE ONE-

TOUCH WILL PAY THE FIXED

AMOUNT IF THE UNDERLYING

REACHES A FIXED POINT ANY TIME

BEFORE EXPIRY.
Any other The method specified for the type of
option or instrument whose description it most closely
warrant resembles.
Calculating option PRR

19 G Inthe table 18G:
(1) "standard method" refers to the method specified in 20G to 22G; and
(2) "hedging method" refers to the method specified in 23G to 28G.
The standard method
PURCHASED OPTIONS AND WARRANTS
20 G Under the standard method, the PRR for a purchased option or warrant is the lesser of:

(1) the market value of the derived position (see 9G) multiplied by the appropriate PRA
(see 8G); and
(2) the market value of the option or warrant.

WRITTEN OPTIONS AND WARRANTS

21 G Under the standard method, the PRR for a written option or warrant is the market value
of the underlying position (see 9G) multiplied by the appropriate PRA (see 8G). This
result may be reduced by the amount the option or warrant is out of the money (subject
to a maximum reduction to zero).

UNDERWRITING OR SUB-UNDERWRITING AN ISSUE OF WARRANTS

22 G Under the standard method, the PRR for underwriting or sub-underwriting an issue of
warrants 1s 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.
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The hedging method

23 G The hedging method involves option PRR being calculated on a combination of the option
and its hedge.

24 G Under the hedging method a bank must calculate PRR individual positions as follows:

(1) for an option or warrant on an equity, basket of equities or equity index and its
equity hedge(s), to the extent specified or permitted in table 26G, using the
calculation in table 27G;

(2) for an option or warrant on a debt security, basket of debt securities or debt security
index and its debt security hedge(s), to the extent specified or permitted in table
26G, using the calculation in table 27G;

for an option on gold and its gold hedge, to the extent specified or permitted in table
(3) 26G, using the calculation in table 27G; and

(4) for an option on a currency and its currency hedge, to the extent specified or
permitted in table 26G, using the calculation in table 28G.

25 G A firm may not use the hedging method for:
(1) an interest rate option and its hedge; or
(2) acommodity option and its hedge.

26 G Table: Appropriate treatment for equities, debt securities or currencies hedging options

(see 24Q)
Hedge PRR calculation for the hedge Limits (if Naked
the positions
hedging
method is
used)
An equity The equity should be treated in either The To the extent
(hedging an chapter TE (equity PRR) or the hedging | hedging that the
option or method (table 27G) method amount of the
warrant) should only hedge (or
A debt security | The debt security should be treated in | be used up option)
(hedging an chapter TI (interest rate PRR) or the to the exceeds the
option or hedging method (table 27G) amount of notional
warrant) the hedge amount
Gold (hedging a The gold should be treated in either that underlying
gold option) chapter FX (foreign exchange PRR) or | matches the | the option or
the hedging method (table 27G) notional warrant (or

10
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A currency or
currencies
(hedging a

currency option)

The currency should be treated in either
chapter FX (foreign exchange PRR) or
the hedging method (table 28G)

amount
underlying
the option
or warrant

hedge), a
bank should
apply an
equity PRR,

interest rate
PRR or
foreign
exchange
PRR (or
option PRR)

G Table: The hedging method of calculating the PRR (equities, debt securities and gold)
(see 24G(1) to (3))

Option or
warrant position

In the money by | In the money by

more than the

less than the PRA

Out of the money

Long in Long put Zero Wp X
security Short call Y Y Z
Short in Long call Zero Wce X
security Short put Y Y Z
Where:
Wp | [
(PRA - 100%) x  The underlying +
position valued The market value of the
at strike price underlying position
We | [
(100% + PRA) x  The underlying - The market value of the
position valued underlying position
at strike price
X | The market value of the underlying position multiplied by the appropriate PRA
Y | The market value of the underlying position multiplied by the appropriate PRA. This
result may be reduced by the market value of the option or warrant, subject to a
maximum reduction to zero.
7 | The standard method should be used.

G Table: The hedging method of calculating the PRR (currencies) (see 24G(4))

Optton position In the money by | In the money by | Out of the money
more than 8% less than 8%

Long calls & long puts

Zero

Short calls & short puts

Zero

Y

X

Where:

11
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WL | [

1.08 x The amount of the underlying currency that - The market
the bank will receive if the option is value of the
exercised, converted at the strike price into underlying
the currency that the bank will sell if the position

option is exercised

The market value of the underlying position multiplied by 8%.

X
Y | The market value of the underlying position multiplied by 8%. This result may be
reduced by the market value of the option, subject to a maximum reduction to zero.

Specific methods and treatments
DIGITAL OPTIONS

29 G The PRR for a digital option is the maximum loss of the option.
WRITTEN CLIQUET OPTIONS

30 G The PRR for a written cliquet option is the market value of the derived position (see 8QG)
multiplied by the appropriate PRA (see 8G) multiplied by F+1 (see below). This result
may be reduced by the amount the option is out of the money (subject to a maximum
reduction to zero).

i.e. [PRA* underlying * (F +1)|- OTM
where F= min{FR, max(%, Y ﬂ

FR: Number of forward re-sets

Y: Years to maturity

OTM: out of the money amount
QUANTOS

31 G Ifthe pay-out to the holder of a quanto option is fixed at the inception of the transaction a
bank must add 8% to the PRA when applying the standard method.

32 G The additional PRA is to account for the forward foreign currency exchange risk.

Interaction with other chapters
33 G Figure: Diagram illustrating the relationship between this chapter and other chapters.

This chapter | Other chapters

(" Standard : TI: interest rate
method able 5G of chapter PRR
TO provide that
PRR some options may .
calculated be treated under the TE: equity

on each Hedging PRR calculation for PRR
option< method the relevant

using underlying position.

either: 1 —Tb

\l
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CM:
commodity
PRR
Ta%e 26G.of chapter FX: Foreign
provides that
some positions in the exchange PRR

underlying equity or

debt security may be
treated under the
hedging method

G This chapter uses the following definitions:

At the money

Where the strike price of the option or warrant is the same as the
current market value of the underlying instrument.

Base currency

The currency in which the bank's accounts are prepared.

Cap

Means an agreement in respect of a borrowing under which a
counterparty contracts to pay any interest costs arising as a result of
an increase in rates above an agreed rate: the effect being to provide
protection to the holder against a rise above that agreed rate.

Commodity Any physical or energy product (except gold) which is, or can be
traded on a secondary market. (NB the definition of commodity used
in chapter TO deliberately differs from that in the main Handbook
Glossary).

Equity See share.

Floor Means an agreement in respect to a deposit under which a

counterparty contracts to pay any lost income arising as a result of a
fall in rates below an agreed rate: the effect being to provide
protection to the holder against a fall below that agreed interest rate.

Foreign currency

A currency other than the bank's base currency.

Forward

A contract to buy or sell where the date of settlement has been
agreed as a particular date in the future.

Forward rate
agreement

An agreement in which two parties agree on the payment by one
party to another of an amount of interest based on an agreed interest
rate for a specified period from a specified settlement date applied to
an agreed principal amount; no commitment is made by either party
to lend or borrow the principal amount; their exposure is only the
interest difference between the agreed and actual rates at settlement.

FRA

Forward rate agreement.

Future

As specified in article78 of the Regulated Activities Order (Futures).

In the money

Where the strike of a call option or warrant is less than the current
market value of the underlying instrument, or vice versa for put
options.

Option

A contract which confers the right to buy or sell a security,
contractually based investment, currency, gold or commodity at a
given price on or before a given date. (NB: the definition of an
option used for the purposes of this chapter deliberately differs from

13
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that in the main Handbook Glossary).

Out of the money Where the strike price a call option or warrant is more than the
current market value of the underling instrument, or vice versa for a
put option.

PRA Percentage risk addition.

PRR Position risk requirement.

Security As defined in article 3(1) of the Regulated Activities Order.

Share As specified in article 76 of the Regulated Activities Order (Shares
etc).

Swap A transaction in which two counterparties agree to exchange streams
of payments over time according to a predetermined basis.

Trading book As defined in section 3.2.1 of chapter CB.

Underwriting The arrangement under which a party agrees to buy, before issue, a
specified quantity of securities in an issue of securities on a given
date and at a given price, if no other has purchased or acquired them.

Warrant The investment specified in article 79 of the Regulated Activities

Order (instruments giving entitlement to investments).

Zero-specific-risk
security

A hypothetical debt security used to represent the general interest
rate risk arising from certain derivative and forward transactions.

14
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Use of a CAD1 Model

Introduction

G

G

A bank should, under Section 3.4 of chapter TO, calculate PRR using the guidance in
chapters TI, TE, CM, FX and TO. However, at the bank's request, the FSA may give
individual guidance, and thereby allow the bank to calculate all or part of its PRR using a
Capital Adequacy Directive "CADI1" (for options risk aggregation and/or interest rate pre-
processing) or "VaR" (value at risk) model instead. Chapter TV deals with the VaR model
recognition process.

The purpose of this chapter is to provide guidance on the FSA's policy for giving
individual guidance on the use of CADI models. The policy recognises that CAD1
models may vary across banks but, as a minimum, the FSA will need to be satisfied about:

(1) the quality of the internal controls and risk management surrounding the model
model (see 17G to 21G for further details); and

(2) the quality of the model standards and that the CAD1 model captures and produces
an accurate measure of the risks inherent in the portfolio covered by the CAD1
model (see 22G to 51G for further details).

It also explains how the output from the model is fed into the CO: Section 5 PRR
calculation.

If individual guidance to use a CAD1 model is given by the FSA, the individual guidance
will contain certain conditions. In order to adequately address individual circumstances,
these conditions may differ from the requirements set out in this chapter. The individual
guidance will also confirm the scope of the CAD1 model recognition given to a bank.

Individual guidance permitting the use of models in the calculation of PRR will not be
given if that would be contrary to the CAD or Basel Accord, and any individual guidance
which is given will only be given on terms that are compatible with the CAD and Basel
Accord. The FSA considers it unlikely that it will deviate from this approach.
Accordingly, the only individual guidance permitting the use of models that the FSA is
likely to give are CAD1 and VaR models.

If a bank ceases to meet any of these standards, the FSA’s policy is that the individual
guidance should cease to have effect.

Scope of CADI models

G

The FSA recognises two types of CAD1 model. The table below sets out :

Options risk aggregation Interest rate pre-processing models
models
Brief Analyse and aggregate May be used to calculate duration weighted
description | options risks for positions for:
and eligible
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instruments | e interest rate options; e swaps (swaps include swaps and their
economic equivalent).
® equity options;
e foreign exchange options;
and

e commodity options.
The output | Depending on the type of Depending on the type of model and the
and how it | model and the conditions conditions contained in any CAD1 model

is used in contained in any CAD1 model | individual guidance given, the individual
the PRR individual guidance given, the | sensitivity figures produced by this type of
calculation | outputs from an options risk CADI1 model may be either input into a

aggregation model may be bank's standard duration method PRR
used as an input to the PRR calculation (see 60G of Chapter TI) or be
calculation set out in converted into notional positions and input
IPRU(Bank) chapters CO, T1, | into a bank's maturity method PRR (see
TE, CM, FX and TO). 55G of Chapter TI).

The CAD1 model application and review process

G

G

In order to consider a CAD1 model recognition individual guidance request, the FSA may
undertake a review to ensure that it is adequate and appropriate for the PRR calculation.

The model review process may be conducted through a series of visits covering various
aspects of the bank's control and IT environment. Before these visits the FSA may ask the
bank to provide some information relating to its individual guidance request accompanied
by some specified background material. The model review visits are organised on a
timetable that allows a bank being visited sufficient time to arrange the visit and provide
the appropriate pre-visit information.

As part of the model review process, the following may be reviewed: organisational
structure and personnel; details of the bank's market position in the relevant products;
profit and risk information; valuation and reserving policies; operational controls; IT
systems; model release and control procedures; risk management and control framework;
risk appetite and limit structure and future developments relevant to model recognition.

The FSA will normally require meetings with senior management and staff from the front
office, financial control, risk management, operations, systems development, information
technology and audit areas.

A review by a skilled person may be used before CAD1 model individual guidance is
given to supplement the model review process, or after the individual guidance has been
given to review the CAD1 model.

If the FSA gives individual guidance to allow the use of a CAD 1 model, the individual
guidance will set out the conditions on which the individual guidance has been given.
Conditions may include:
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14

15

16

17

18

19

(1) the details of the calculation of PRR;
(2) the CAD1 model methodology to be employed;

(3) the products covered by the model (e.g. option type, maturity, currency);
(4) any notification requirements relating to the CAD1 model individual guidance; and
(5) any other conditions attached to the CAD1 model individual guidance.

Where a bank operates any part of its CAD1 model outside the United Kingdom, the FSA
may take into account the results of any home state supervisor’s model review. The FSA
may wish to receive information directly from the home state supervisor.

Maintenance of model recognition

G

No changes should be made to a CAD1 model unless the change is not material. Material
changes to a CAD1 model will require further individual guidance to be issued.
Materiality is measured from the time that the individual guidance or further individual
guidance has been given. If a bank is considering making material changes to its CAD1
model, then it should notify the FSA at once. A bank must request further individual
guidance if the products covered by the model change.

If the CAD1 model ceases to meet the conditions of the individual guidance, the bank
should notify the FSA at once. The FSA may then withdraw the individual guidance,
unless further individual guidance is given.

Risk management standards

G

G

A bank with a complex portfolio is expected to demonstrate more sophistication in its
modelling and risk management than a bank with a simple portfolio.

A bank should be able to demonstrate that it meets the risk management standards set out
in this appendix for each legal entity that will have the benefit of the CAD1 model
individual guidance. This is particularly important for subsidiaries in groups subject to
matrix management where the business lines cut across legal entity boundaries.

A bank should have a conceptually sound risk management system which is implemented
with integrity and should meet the following minimum standards:

(1) A bank should have a risk control unit that is independent of business trading units
and reports directly to senior management. The unit should be responsible for
designing and implementing the bank's risk management system. It should produce
and analyse daily reports on the risks run by the business and on the appropriate
measures to be taken in terms of the trading limits.

(2) A bank's senior management should be actively involved in the risk control process,
and the daily reports produced by the risk control unit should be reviewed by a level
of management with sufficient authority to enforce reductions of positions taken by
individual traders as well as in the bank's overall risk exposure.
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3)

(4)

)

The risk control group should have a sufficient number of staff with appropriate
skills in the use of models.

A bank should have established procedures for monitoring and ensuring compliance
with a documented set of appropriate internal policies and controls concerning the
overall operation of the risk measurement and control framework. This should take
into account the front, middle and back office functions.

A bank should conduct, as part of its internal audit process, a review of the systems
and controls surrounding its CAD1 model. This review should include the valuation
process, compliance with the CAD1 model scope and the activities of the business
trading units and the risk control units. This review should be undertaken by staff
independent of the areas being reviewed.

20 G Inassessing whether the risk management and control framework is implemented with
integrity, the FSA will consider the IT systems used to run the CAD1 model and
associated calculations. The assessment will include, where appropriate:

(1

2

feeder systems; risk aggregation systems; the integrity of the data (i.e. it is complete,
coherent and correct); reconciliations and checks on completeness of capture; and

system development, change control and documentation; security and audit trails;
system availability and contingency procedures; network adequacy.

21 G A bank should take appropriate steps to ensure that it has adequate controls surrounding:

(1) the derivation of the PRR from the CAD1 model output;
(2) CADI model development, including independent validation;
(3) reserving;
(4) valuation (see IPRU(Bank), chapter VA) including independent validation; and
(5) the adequacy of the IT infrastructure.
Model standards

22 G Abank should take appropriate steps to ensure that its CAD1 model captures and
produces an accurate measure of the risks inherent in the portfolio covered by the CAD1
model. These risks may include, but are not limited to, gamma, vega and rho.

OPTIONS RISK AGGREGATION MODELS

23 G For abank to obtain CADI model individual guidance for its options risk aggregation
model, it should have in place an appropriate options valuation model.
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24 The FSA does not specify the methodology that a bank should employ in order to produce

25

26

27

28

29

the appropriate outputs from its CAD1 model. However, 25G to 41G provide conditions
of how a bank could meet the requirements to capture gamma, vega and rho risks using a
scenario matrix approach. Where a bank adopts the scenario matrix approach then the
standards set out in 25G to 41G should be followed. The bank should also take into
account other risks not captured by the scenario matrix approach. Otherwise, a bank may
use an equivalent methodology. If a bank uses an equivalent methodology, then it will
need to demonstrate that the approach used meets the requirements of this chapter.

A scenario matrix is an approach by which an options portfolio is revalued given a
number of simultaneous shifts in both the spot level of the underlying and the implied
volatility.

The scenario matrix approach may be employed for all types of options on all types of
underlying asset.

The following provides an outline of the initial steps to be taken when using the scenario
matrix approach:

(1) A value for an option should be obtained using the bank's options valuation model.

(2) The inputs into the options valuation model for implied volatility of the underlying
asset and the price of the underlying asset should then be altered so that a new value
for the option is obtained (details of the amount by which the implied volatility and
the price of the underlying should be amended are set out in 28G-34G).

(3) The difference between the original value of the option and the new value obtained
following the alterations should be input into the appropriate cell in the matrix, the
value in the central cell where there is no change in implied volatility or price of the
underlying should therefore be zero.

(4) The process of obtaining a new price for the option should be repeated until the
matrix is completed.

The alteration to the implied volatility (known as the implied volatility shift) referred to in
27(2) G may be a proportional shift, the size of which depends on the remaining life of the
option and the asset class of the underlying. Table 30G sets out the shifts that should be
applied where a proportional shift is used. Alternatively, a bank may use a single shift
across all maturities or use an absolute rather than a proportional implied volatility shift.
Where a single shift or an absolute shift is used it should be at least as conservative as the
proportional shifts. This should be reviewed and, if necessary updated, on a regular basis.

A bank may choose to use a less detailed term structure than that in Table 30G, but the
shifts used should be no less conservative than those set out. For example, a bank that
uses one <3 month band, rather than the two bands (<1 month, and 1-3 months) set out in
the table, should use the most conservative shift set out in the table for the bands covered
that is, 30% for the <3 month band.



TS

Version: 2.0

July 2005

30 G TABLE: PROPORTIONAL IMPLIED VOLATILITY SHIFTS (SEE 28G)

31

32

REMAINING LIFE OF
OPTION

EQUITIES & FX & INTEREST RATES
COMMODITIES

PROPORTIONAL SHIFT

< 1 month 30% 30%
>1< 3 months 20% 20%
>3< 6 months 15% 15%
>6< 9 months 12% 12%
>9< 12 months 9% 9%

>1< 2 years 6% 9%

>2< 4 years 4.5% 9%

>4 years 3% 9%

The size of the underlying price/rate shift depends on the asset class of the underlying,

and is set out in 32G:

TABLE: UNDERLYING PRICE/RATE SHIFTS (SEE 31G)

UNDERLYING ASSET CLASS SHIFT

Equities

+8%

Foreign Exchange

+8%
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33

34

35

Commodities +15%, (but a bank may use the
percentages applicable under the
extended maturity ladder approach,
where permitted by the requirements of
Chapter CM).

Interest Rates +100bp (but a bank may use the sliding

scale of shifts by maturity as outlined in
Chapter TI).

G  The shifts outlined above are the maximum shifts required; in addition there will be a
number of intermediate shifts as a result of the minimum matrix size criteria set out in

34G.

G The minimum size of the scenario matrix should be 3x7, that is, three observations for
implied volatility (including the actual implied volatility) and seven observations for the
price of the underlying (including the actual price of the underlying). A bank should be
able to justify its choice of granularity. Greater granularity may be required where the
portfolio contains, for example, a large proportion of barrier options.

(1)

2)

3)

4)

A different scenario matrix should be set up for each underlying asset type:

for equities (including single equities, baskets and indices) this means a separate
matrix for each national market or non-decomposed basket or non-decomposed
multi-national index;

for foreign-exchange products this means a separate matrix for each currency pair
where appropriate;

for commodity products this means a separate matrix for each underlying as defined
in Chapter CM; and

for interest rate products this means a separate matrix for each currency; in addition,
a bank should not offset the gamma and vega exposures (except in the circumstances
set out in 36QG) arising from any one of the following types of products with the
gamma and vega exposures arising from any of the other products in the list:

(a) Swaptions (options on interest rate swaps);

(b) interest rate options (including options on exchange-traded deposit or bill
futures);

(c) bond options (including options on exchange-traded bond futures);
(d) other types of exotic option which do not fall easily into one of the other three

categories and are required by the FSA to form their own separate underlying
asset.




TS

Version: 2.0
July 2005

36 G
37 G
38 G
39 G
40 G
41 G

A bank may offset gamma and vega exposures arising from the products listed in 35(4) G
where it can demonstrate that it trades different types of interest rate-related options as a
portfolio and takes steps to control the basis risk between different types of implied
volatility. If this is the case, then an individual matrix is not required for each of the
products listed in 35(4) G and a combined scenario matrix may be used.

Where it is imprudent to fully offset long-dated and short-dated vega exposure due to non-
parallel shifts in the yield curve, a bank should use an appropriate number of scenario
matrices to take account of non-parallel shifts in the yield curve according to the maturity
of the option or underlying.

Following the steps outlined in 27G, a bank then removes the portion of the values in the
matrix that can be attributed to the effect that delta has had on the change in the value of
the option (a process known as delta-stripping).

Once the effect of delta has been removed from the matrix, the values left in the matrix
relate to gamma and vega risk. A bank's market risk requirement in relation to gamma
and vega risk on the individual option is the absolute of the most negative cell in the
scenario matrix produced. Where all cells are positive the PRR is zero. The total PRR for
the gamma and vega risk on the portfolio of options is a simple sum of the individual
requirements. This amount should then be fed into a bank's PRR calculation.

The values that have been obtained for the delta-equivalent positions of instruments
included in the scenario matrix should then be treated in the same way as positions in the
underlying. Where the delta obtained relates to interest rate position risk, the delta
equivalent positions may be fed into a bank's interest rate pre-processing model providing
that the positions fall within the scope of the interest rate pre-processing model set out in
7G, and that the bank has the appropriate CAD1 model individual guidance.
Alternatively, the delta obtained should be fed into the standard PRR calculation in
Chapter TI, TE, CM or FX as appropriate.

In using the scenario matrix approach, none of the steps followed will take specific
account of a bank's exposure to rho risk. Where a bank can demonstrate that for interest
rate-related options the rho sensitivity is effectively included in the delta sensitivities
produced, there is no separate capital requirement relating to rho. For all other options
except commodity options, a bank should calculate a rho sensitivity ladder by currency as
part of its CAD1 model and feed this either into the maturity or duration method PRR
calculation set out in Chapter T1 or, where a bank has the appropriate individual guidance,
into an interest rate pre-processing model.

INTEREST RATE PRE-PROCESSING MODELS

42 G

43 G

A bank that has been given individual guidance to use an interest rate pre-processing
model is permitted to use it for the pre-processing of the instruments set out in 7G, from
which the residual positions are fed into the maturity or duration method PRR calculation
as set out in Chapter TI.

There are a number of different methods of constructing pre-processing models. All pre-
processing models should generate positions that have the same sensitivity to defined
interest rate changes as the underlying cash flows.
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44 In an interest rate pre-processing model each transaction is converted into its constituent

45

46

47

48

49

cash flows. The cash flows are discounted using zero coupon rates derived from the
bank's own yield curves.

The cash flows are then calculated again using the bank's own yield curve shifted by the
amount set out in 47G.

The difference between the present values calculated using the bank's own yield curve and
those calculated using the bank's curve shifted by the amount specified are known as the
sensitivity figures. Alternatively, banks may shift the yield curve by one basis point and
multiply the sensitivity figures up by the appropriate amount in order to achieve the shifts
set out in 47G. These sensitivity figures are then allocated to each of the 15 maturity
bands set out in 47G.

TABLE: YIELD CURVE SHIFTS (SEE 45QG)

Zone Modified Duration Assumed interest rate change
(percentage points)

1 0 <1 months 1.00
> 1 <3 months 1.00

> 3 <6 months 1.00

> 6 <12 months 1.00

2 > 1.0 <1.9 years 0.90
> 1.9 <2.8 years 0.80

> 2.8 <3.6 years 0.75

3 > 3.6 <4.3 years 0.75
> 4.3 <5.7 years 0.70

> 5.7 <9.3 years 0.65

> 7.3 <9.3 years 0.60

> 9.3 <10.6 years 0.60

>10.6 <12 years 0.60

> 12.0 <20 years 0.60

> 20 years 0.60

Sensitivity figures calculated by a bank using an interest rate pre-processing model are
usually produced in the format of a net sensitivity by maturity bucket or by discrete
gridpoint. These maturity buckets or gridpoints should then be allocated to the 15 bands
set out in 47G. The number of maturity buckets or gridpoints used to represent a yield
curve can be referred to as granularity. It is not a requirement that each of 15 bands for
banks have one or more maturity buckets or gridpoints allocated; however, for all banks
the granularity should be adequate to capture the material curve risk in the portfolio.
Curve risk can be defined as the risk associated with holding long and short positions at
different points along the yield curve.

Positive and negative amounts in each of the different maturity bands of the sensitivity
calculation should then be netted off to produce one figure for each of the bands. There is
no capital requirement for this netting process.
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50 G The individual sensitivity figures produced should then be input into a bank's duration
method PRR calculation as set out in Chapter TI. The individual sensitivity figures for
each band should be included with the other positions in the weighted net positions
column used in the duration method.

51 G Alternatively, firms may choose to use an approach based on the maturity method set out
in Chapter TI, making appropriate adjustments to the sensitivity figures.

Definitions used in Chapter TS
.52 G This chapter uses the following definitions:

Defined term Definition

Commodity Any physical or energy product (except gold) which is, or
can be traded on a secondary market. (NB the definition of
commodity used in TV deliberately differs from that in the

main Handbook Glossary).

Deposit See definition in the Glossary.

Equity See share.

Future As specified in article78 of the Regulated Activities Order
(Futures).

Guidance Guidance given by the FSA under the Act.

Option A contract which confers the right to buy or sell a security,

contractually based investment, currency, gold or commodity
at a given price on or before a given date. (NB: the definition
of an option used for the purposes of this chapter deliberately
differs from that in the main Handbook Glossary).

PRR Position risk requirement.

Share As specified in article 76 of the Regulated Activities Order
(Shares etc).

Skilled person A person reported to make a report required by section 166

of the Act (Reports by skilled persons) for provision to the
FSA and who must be a person:

(a) nominated or approved by FSA; and

(b) appearing to the FSA to have the skills necessary to make
a report on the matter concerned.

Swap A transaction in which two counterparties agree to exchange
streams of payments over time according to a predetermined
basis.

10
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TV
Use of a Value at Risk Model
Introduction

1 G This chapter provides details of when the FSA expects to allow a bank to use its own
Value at Risk (VaR) model for the purpose of calculating part or all of its PRR, and
explains how the model will relate to the standard rules.

2 G The models described in this chapter are described as VaR models in order to
distinguish them from the kinds of model originally contemplated by the Capital
Adequacy Directive (CAD). (These are covered in Chapter TS and referred to as
"CAD 1 models".) A VaR model is a risk management model which uses a statistical
measure to predict profit and loss movement ranges with a confidence interval. The
standards described in this chapter, and which will be applied by the FSA, are based on
and implement Annex VIII of the CAD and the Basel Accord.

3 G The aim of the VaR model approach is to enable a bank with adequate risk
management systems to benefit from more accurate capital requirements than those
generated by standard requirements, and to provide a bank with an incentive to
measure market risks as accurately and comprehensively as possible. It is crucial that
those responsible for managing market risk at a bank should be aware of the
assumptions and limitations of the bank's VaR model.

4 G A VaR measure provides an estimate of the worst expected loss on a portfolio resulting
from market movements over a period of time with a given confidence level. The PRR
relating to the risks covered by the VaR model is based on the value produced by the
VaR model. In undertaking the PRR calculation, a bank should apply a multiplication
factor to the value produced by the VaR model (details of how the multiplication factor
will affect a PRR are set out in 75G). The multiplication factor that should be applied
is set by the FSA. The multiplication factor may be increased by a plus factor, which
relates to the results of a bank's back-testing process (for further details on the plus
factor see 63QG).

5 G There are a number of methodologies for calculating PRR using a VaR model. These
include variance-covariance, historical simulation, Monte Carlo or a hybrid of these.
Although the section on model standards in this appendix sets out some general model
standards that should be met, the FSA does not prescribe any one method of computing
PRR using a VaR model. Moreover, it does not wish to discourage any bank from
developing alternative risk measurement techniques. A bank should discuss the use of
any alternative techniques used to calculate PRR with the FSA.

Overview

LINK TO STANDARD PRR RULES
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6 G Under section 3.4 of chapter CO a bank should use the rules in chapters TI, TE, CM
FX and TO to calculate PRR. Therefore, a bank needs to apply for individual guidance
in order to calculate its PRR using a VaR model instead of (or in combination with) the
standard approaches required under section 3.4 of chapter CO.
7 G The VaR Model based PRR produced in accordance with this appendix should be

10

11

12

included in the bank's PRR calculation set out in section 3.4 of chapter CO. The VaR
model PRR should be used in place of the appropriate PRR for the risks covered by the
VaR model.

BASIC REQUIREMENTS / SUMMARY OF CHAPTER

G

The FSA will not normally give individual guidance for the use of a VaR model unless
it is satisfied about the quality of:

(1) the internal controls and risk management surrounding the VaR model (see 28G
to 35G);

(2) the VaR Model Standards (see 36G to 44G);

(3) risk management standards including stress testing and backtesting procedures
surrounding a VaR model; (see 45G to 73G); and

(4) the procedures in place at a bank to calculate its VaR model based PRR.

The FSA recognises that the nature of VaR models will vary across banks. The scope
of and the conditions set out in VaR model individual guidance may therefore differ in
substance or detail from the matters described in this chapter in order to address
individual circumstances adequately. For example, a VaR model individual guidance
may also include additional conditions to meet the particular circumstances of the bank
or the model.

If the bank ceases to meet any of these standards, the FSA’s policy is that the
individual guidance should cease to apply. In many cases the ongoing need to meet
these standards will be included in the individual guidance direction by imposing
certain conditions. Even if they are not formally included as conditions, the FSA is
likely to consider withdrawing the individual guidance if the standards are not met.

The VaR Model Waiver Application and Review section of this chapter sets out the
FSA’s general policy on the VaR model application and review process and the
conditions that the FSA may impose relating to alterations of the model.

Individual guidance permitting the use of models in the calculation of PRR will not be
given if that would be contrary to the CAD or Basel Accord, and any individual
guidance which is given will only be given on terms that are compatible with the CAD.
The FSA considers it unlikely that it will deviate from this approach even where the
bank making the individual guidance application is not subject to CAD and Basel
Accord. Accordingly, the FSA is likely to give only individual guidance permitting the
use of models that are of the same nature as CAD1 and VaR models.
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SCOPE OF VAR MODELS

13 G This chapter sets out the FSA’s policy on the scope of VaR model individual guidance

14

15

16

17

G

and the manner in which the outputs of the model will be incorporated in the
calculation set out in section 5 of chapter CO. Some of the standards described in this
chapter may also be reflected in conditions attached to VaR model individual guidance.

A VaR model will be expected to cover one or more of the following types of risk
category:

(1) interest rate general market risk;

2) interest rate specific risk (in conjunction with interest rate general market risk);
3) equity general market risk;

4 equity specific risk (in conjunction with equity general market risk);

®)) foreign-exchange risk; and

(6) commodity risk.

It is the FSA’s view that, where a bank uses a VaR model for one risk category, it is
good practice to extend its model over time to calculate all of its PRR risk categories.

For the purposes of CO: Section 5, where a combination of the standard PRR rules,
CADI model and VaR model approaches is used the PRR from each method should be
added together. A bank should take appropriate steps to ensure that all of the
approaches mentioned are applied in a consistent manner. For example, where the
PRR for a particular portfolio is normally calculated using a VaR model, it should not
switch between the standard market risk rules and a VaR model approach purely to
achieve a more attractive PRR.

A bank will not be required to capture immaterial risk or the market risk inherent in
new products in a VaR model. If a bank does not capture immaterial risks or the market
risk inherent in a new product in a VaR model, then the appropriate standard PRR rules
to these risks will apply.

The VaR model application and review process

18

19

G

G

In order for VaR model recognition individual guidance to be given, the FSA is likely
to undertake a review to ensure that it is adequate and appropriate for the PRR
calculation.

The VaR model review process may be conducted through a series of visits covering
various aspects of a bank's control and IT environment. Before these visits the FSA
may ask that the bank provides some information relating to the bank's individual
guidance request accompanied by some specified background material. The VaR
model review visits are organised on a timetable that allows the bank being visited
sufficient time to arrange the visit and provide the appropriate pre-visit information.
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20

21

22

23

24

25

G

As part of the of the VaR model review process the following may be reviewed:
organisational structure and personnel; details of the bank's market position in the
relevant products; profit and risk information; valuation and reserving policies;
operational controls; IT systems; model release and control procedures; risk
management and control framework; risk appetite and limit structure and future
developments relevant to model recognition.

A visit will usually involve the FSA wishing to meet senior management and staff
from the front office, financial control, risk management, operations, systems
development, information technology and internal audit areas.

The FSA may complement its own review of a VaR model individual guidance
request with one or more reviews by a skilled person under section 166 of the Act.
Such a review may also be used where VaR model individual guidance has been given
to ensure that the standards on which the VaR model individual guidance was based
continue to be met.

As set out in 9G the FSA will issue individual guidance containing certain conditions.
These conditions are likely to cover the standards described in this chapter to the
extent that they are relevant to the circumstances, and may set out:

(1)  the details of the calculation of VaR model based PRR, which will contain the
multiplication factor to be applied;

(2)  the method of separating out specific risk if appropriate;

(3) the method agreed of calculating profit and loss accounts for backtesting
purposes;

(4)  the circumstances in which model refinements, new products, new markets and
new locations should be notified to the FSA;

(5) any notification requirements relating to the VaR model individual guidance;

(6) any additional reporting requirements (e.g. electronic reporting of backtesting
results);

(7)  details of the changes to the VaR model which would be considered material by
the FSA; and

(8) any other conditions attached to the VaR model individual guidance.

Where a VaR model used outside of the United Kingdom differs from that used in the
United Kingdom a bank the FSA may request details on the reasons for using different
models.

Where a bank operates any part of its VaR model outside of the United Kingdom, the
FSA may take into account the results of the home supervisor’s VaR model review.
The FSA may wish to receive information directly from the home supervisor.
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Maintenance of VaR model

26 G  No changes may be made to a VaR model which is the subject of individual guidance
unless the change is not material. Material changes to a VaR model will require
further individual guidance to be issued. Materiality is measured against the VaR
model as it was at the time that the individual guidance was originally given. If a
bank is considering making material changes to its VaR model then it should notify
the FSA at once.

27 G  Ifthe VaR model ceases to meet the conditions of individual guidance, a bank should
notify the FSA at once.

Risk management standards

28 G A bank with a complex portfolio is expected to demonstrate more sophistication in its
modelling and risk management than a bank with a simple portfolio. For example, a
bank will be expected to consider, where necessary, varying degrees of liquidity for
different risk factors, the complexity of risk modelling across time zones, product
categories and risk factors. Some trade-off is permissible between the sophistication
and accuracy of the model and the conservatism of underlying assumptions or
simplifications.

29 G A bank should be able to demonstrate that it meets the risk management standards set
out in this section on a legal entity basis. This is particularly important for subsidiaries
of groups subject to matrix management where the business lines cut across legal entity
boundaries.

30 G A bank should have a conceptually sound risk management system surrounding the use
of a VaR model which is implemented with integrity and should meet the following
minimum standards:

(1)  the VaR model should be fully integrated into the daily risk management process
of the bank, and serve as the basis for reporting risk exposures to senior
management of the bank;

(2)  abank should have a risk control unit which is independent from business
trading units, and which reports directly to senior management. The unit should
be responsible for designing and implementing the bank's risk management
system. It should produce and analyse daily reports on the output of the model
and on the appropriate measures to be taken in terms of the trading limits;

(3) abank's directors and senior management should be actively involved in the risk
control process, and the daily reports produced by the risk control unit should be
reviewed by a level of management with sufficient authority to enforce both
reductions of positions taken by individual traders as well as in the bank's
overall risk exposure;

(4)  abank should have sufficient numbers of staff skilled in the use of sophisticated
models in the trading, risk control, audit and back office areas;
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(6)

(7

®)

©)

a bank should have established procedures for monitoring and ensuring
compliance with a documented set of appropriate internal policies and controls
concerning the overall operation of the risk measurement system;

a bank's VaR model should have a proven track record of acceptable accuracy in
measuring risk;

a bank should conduct a programme of stress testing frequently, and the results
of these tests should be reviewed by senior management and reflected in the
policies and limits set;

a bank should have procedures to ensure that the valuation of assets and
liabilities is appropriate, and that valuation uncertainty is identified and
appropriate reserving is undertaken where necessary; and

at least once a year, a bank should conduct, as part of its regular internal audit
process, a review of its risk management process. This review should include
both the activities of the business trading units and of the independent risk
control unit, and should be undertaken by suitably qualified staff independent of
the areas being reviewed. This review should consider, at a minimum:

a e adequacy of the documentation of the risk management system an
the adequacy of the d tat f the risk g t syst d
process;

(b) the organisation of the risk control unit;

(c) the integration of market risk measures into daily risk management and the
integrity of the management information system;

(d) the process for approving risk pricing models and valuation systems used
in front and back offices;

(e) the validation of any significant changes in the risk management process;
(f)  the scope of risks and products captured by the VaR model;
(g) the accuracy and completeness of position data;

(h) the process used to ensure the consistency, timeliness, independence and
reliability of data sources;

(1)  the accuracy and appropriateness of volatility and correlation assumptions;

(j)  reserving policies, the accuracy of the valuation procedures, and risk
sensitivity calculations;

(k) the process employed to evaluate the VaR model’s accuracy, including the
programme of backtesting;

(I)  the controls surrounding VaR model development; and
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31

32

33

34

35

G

(m) the process employed to produce the VaR model based PRR.

A bank's VaR model output should be an integral part of the process of planning,
monitoring and controlling a bank's market risk profile. The VaR model should be used
in conjunction with internal trading and exposure limits. The links between these limits
and the model should be consistent over time and understood by senior management.

A bank should have adequate VaR model validation procedures to assess its model,
and should have procedures in place to ensure that both the assumptions and
approximations underlying the model and the limits of the model are appropriate. It
should undertake testing of the accuracy of parts of the VaR models as well as the
whole model. The FSA will require a period of initial monitoring or live testing before
a VaR model can be recognised. Backtesting should be regarded as an additional
safeguard rather than the primary model validation tool. A bank should therefore
ensure that it has appropriate methods of assessing model validity and does not rely
purely on the results of backtesting.

In assessing whether the VaR model is implemented with integrity, the FSA will
consider the IT systems used to run the model and associated calculations. The
assessment may include:

(1)  feeder systems; risk aggregation systems; time series databases; the VaR model
system; stress testing system; the backtesting system including profit & loss
cleaning systems where appropriate; data quality; reconciliations and checks on
completeness of capture;

(2)  system development, change control and documentation; security and audit
trails; system availability and contingency procedures; network adequacy; and

(3) operational statistics relating to VaR model production process; examples of
these statistics are timeliness, number of re-runs required and the reliability of
data feeds.

It is the responsibility of a bank's own management to ensure the accuracy and integrity
of its VaR model. This responsibility includes obtaining appropriate independent
validation of the VaR model.

A bank should ensure that it has adequate controls surrounding:

(1)  the derivation of the VaR model based PRR;

(2)  the integrity of the backtesting programme, including the calculation of the
profit and loss account;

(3) the integrity and appropriateness of the VaR model, including the model’s
geographic coverage and the completeness of data sources;

(4)  the VaR model's initial and on going development, including independent
validation;

(5) the valuation models, including independent validation; and
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(6) the adequacy and security/integrity of the IT infrastructure.

Model standards

36 G

37 G

38 G

39 G

40 G

A bank should base its PRR calculation on the output of the VaR model which is used

for its internal risk management rather than one developed specifically to calculate its
PRR.

The FSA accepts that the scope and nature of VaR models varies across banks. This
means that different banks are likely to calculate different estimates of market risk for
the same portfolio. Systematic differences are due to length of data series, choice of
methodology (historical or Monte Carlo simulation or variance-covariance method or
a hybrid of these), differences in aggregating risks within and across broad risk
factors, the treatment of options and other non-linear products and the specification of
risk factors.

A bank that chooses to request individual guidance to use a VaR model for the
calculation of its PRR should calculate its market risk using the appropriate model
parameters as set out in 39G.

A bank should calculate its market risk by adopting the following minimum standards:
(1) VaR should be calculated at least daily, using a 99% one-tailed confidence limit.
(2) VaR should be calculated using a holding period equivalent to ten business days.

(3) VaR measures should be based on an effective historical observation period of at
least one-year, except where a shorter observation period is justified by a
significant change in price volatility. If a weighting scheme or other method is
used, then the effective observation period should be at least one year. The
weighted average time lag of the individual observations should not be less than
six months.

(4) Data sets should be updated no less frequently than quarterly and more
frequently whenever market prices are subject to material change.

A bank may meet the appropriate model parameter requirement by using different
model parameters and employing a suitable adjustment mechanism to produce a VaR
figure which is equivalent to the figure produced using the parameters set out in 39G.
For example, a bank's own model may use a 95% one-tailed confidence limit, but a
mechanism to convert the output of the model to reflect a 99% one-tailed confidence
limit should be employed.

RISK FACTORS

41 G

A VaR model should capture and accurately reflect, on a continuing basis, all material
general market risks and, where VaR model individual guidance has been granted in
relation to specific risk, specific risks arising on the underlying portfolio, and should
ensure that sufficient risk factors are properly specified.

GENERAL MARKET RISK
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42 G  Abank's VaR model should capture a sufficient number of risk factors in relation to
the level of activity of the bank, in particular the following:

(1)

2)

3)

4)

()

(6)

For interest rate risk, the VaR model should incorporate a set of risk factors
corresponding to the interest rate curves in each currency in which the bank has
interest rate sensitive positions. A bank should ensure that it captures the
variations of volatility of rates along the yield curve. In order to achieve this, a
bank should divide the yield curves of, at a minimum, the major currencies and
markets where it has material interest rate exposures into a minimum of six
maturity segments. The risk measurement system should also capture the risk of
less than perfectly correlated movements between different yield curves.

For foreign exchange risk, the VaR model should incorporate risk factors
corresponding to the individual foreign currencies, including gold, in which the
bank's positions are denominated.

For equity risk, the VaR model should use a separate risk factor at least for each
of the equity markets in which the bank has material exposures.

For commodity risk, the VaR model should use a separate risk factor at least for
each commodity in which the bank has material exposures. The VaR model
should capture the risk of less than perfectly correlated movements between
similar, but not identical, commodities and the exposure to changes in forward
prices arising from maturity mismatches. It should also take account of market
characteristics, notably delivery dates and the scope provided to traders to close
out positions.

A bank that deals in options, or products with option-like characteristics, should
ensure that their VaR model captures non-linear risk. Steps should also be taken
to ensure that adequate capital is set aside for any other risks not captured by the
model. Banks are reminded that, under 41G, the standard PRR rules may instead
be applied to these risks.

Correlations within and between the risk factors in (1) to (4) may be used
provided the system for measuring these correlations is sound and implemented
with integrity.

SPECIFIC RISK

43 G  Where a bank wishes to use a VaR model in relation to specific risk it should meet the
following additional standards:

(1)

The model on which the VaR estimate is based should explain the price variation
in the portfolio. For example, the VaR model may be based on a factor model or
on a historical simulation model. The ability of the model to explain price
variation could be demonstrated by a statistical comparison over the same period
of time between actual price changes on the portfolio and the profit and loss
impact of risk factors included within the model. A bank may wish to include an
estimate of residual variation not explained by the model.
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44

G

(2) The VaR model should be sensitive to changes in the level of concentration risk
in the portfolio.

(3) The VaR model should be robust to an adverse environment.

(4) Where a bank calculates its specific risk surcharge under 77G(2) it should
conduct specific risk backtesting for the traded debt portfolio and the equity
portfolio separately. Specific risk backtesting is a comparison of the specific risk
VaR measures against the corresponding actual P&L for sub-portfolios that
contain material specific risk.

(5) The VaR model should be validated through empirical testing appropriate to the
level of complexity and the assumptions made in the VaR model, which should
be aimed at assessing whether specific risk is being adequately captured. Where
specific risk is identified by examining relevant sub-portfolios, then these should
be chosen in a consistent manner.

A bank should have means to assess and, if necessary, mitigate or control event risk.
For example, possible means include stress-testing procedures, or reserving policies.
It is not however necessary to include factors to model event risk within a specific risk
model unless warranted by the nature of the portfolio.

Stress testing and backtesting

45

46

47

48

49

STRESS TESTING

G

G

Stress testing should involve identifying market scenarios or other low probability
events in all types of risks that generate the greatest losses on a bank's portfolio.

A bank should periodically and actively identify all the worst case scenarios that are
relevant to its portfolio. Scenarios used should be appropriate to test the effect of
adverse movements in market volatilities and correlations and the effect of any change
in the assumptions underlying the VaR model. Scenarios involving low probability
market events should nevertheless be plausible.

A bank should have procedures to assess and respond to the results produced from
stress testing. In particular, stress testing results should be:

(1) used to evaluate its capacity to absorb such losses or identify steps to be taken to
reduce risk.

(2) communicated routinely to senior management and periodically to the directors.
Stress testing should capture non-linear effects.

A bank should have the capacity to run daily stress tests. A bank may want to conduct
the more complex stress tests at longer intervals or on an ad hoc basis.

BACKTESTING

10
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50

51

52

53

54

55

56

57

58

59

60

Backtesting is the process of comparing VaR risk measures to portfolio performance.
It is intended to act as one of the mechanisms for the ongoing validation of a bank's
VaR model and to provide incentives for banks to improve their VaR measures.

Backtesting is only one method of assessing the performance of a VaR model and,
although banks are required to carry out a backtesting programme, they should adopt
other methods of measuring performance as well.

Before individual guidance will be given to use a VaR model, a bank should have a
backtesting programme in place and should provide three months of backtesting
history.

A bank should have the capacity to analyse its daily profit and loss account and
compare the results to the VaR measure used for backtesting, both at the level of the
whole portfolio covered by the VaR model and at the level of individual books that
contribute material amounts to risk or the profit and loss account.

VaR models are likely to undergo almost continuous refinements. This may make it
difficult to backtest using 250 days’ data if it is based upon a previous version of the
model. If a refinement is not regarded as material, then a bank may use the last 250
days’ data for backtesting purposes.

A bank should compare each of its 250 most recent business days’ profit and loss
account figures with the corresponding one-day VaR measures. This comparison
should be made daily using a rolling 250-day period.

The VaR measure used for backtesting for these purposes should be calibrated to a
one-day holding period and a 99% one-tailed confidence level, but otherwise the VaR
model should be the same as that used to calculate the VaR model based PRR.

The positions underlying the profit and loss account and VaR measures should not be
materially different.

If a bank uses a combination of the standard rules (and, where appropriate, CAD1
model) and VaR model approaches or does not model specific risk it should take
appropriate steps periodically to ensure that this is taken into account in its backtesting
procedures.

An exception occurs each time a day’s loss exceeds the corresponding VaR measure
(at bank level). When an exception occurs, a bank should notify its supervisor by close
of business two business days after the exception occurs (oral notification is
acceptable).

On a monthly basis, a bank should submit to the FSA a written account of the
previous month’s exceptions. The written account should include the cause of the
exceptions and the bank's planned response. Nil returns will not be required.

11
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61 Where multiple exceptions occur, the multiplication factor used by a bank in its VaR

62

63

64

65

66

67

model based PRR calculation should be increased by the appropriate plus factor set
out in Table 62G (details of how the multiplication factor affects a bank's VaR model
based PRR are set out in the Calculation of a VaR model based PRR section of this
chapter). The table sets out the plus factor to be applied given the number of
exceptions over the most recent 250 business days.

Table: backtesting plus factors (see 61G)

Number of Exceptions Plus Factor

Green Fewer than 5 0.00
Yellow 5 0.40
6 0.50

7 0.65

8 0.75

9 0.85

Red 10 1.00

The addition of a plus factor for VaR models that appear to be under-performing is
designed to act as an incentive to ensure that the VaR model continues to perform
well, and where it does not, that a bank takes prompt action to remedy the situation.

If ten or more exceptions are recorded in a 250 day period, the bank should to take
immediate corrective action. In these circumstances, the FSA may apply a plus factor
greater than one, or the FSA may consider withdrawing a bank's VaR model
individual guidance.

If ten or more exceptions are recorded in a 250 day period due to the specific risk
backtesting required in 43(4) G then the bank should take immediate corrective action
on the specific risk part of the model or set aside additional capital.

If a bank believes an exception should be disregarded it should submit to the FSA a
written explanation of why the exception occurred and why it would be appropriate to
disregard it. An exception may be disregarded only in exceptional situations. One
example of an exception might properly be disregarded is when it has arisen as a
result of a risk that is not captured in its VaR model but against which regulatory
capital is already held.

The FSA may also consider disregarding a backtesting exception where, in a period of
high volatility, multiple backtesting exceptions occur before the data set is updated.

12
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68 G  During the first 250 days after a bank starts to use its VaR model to calculate its VaR
model based PRR, the policy in 61G relating to plus factors only applies to the period
from the date that VaR model recognition is granted.

DEFINITION OF PROFIT AND LOSS ACCOUNT FOR BACKTESTING PURPOSES
69 G  Backtesting should be performed using a measure of actual profit and loss.

70 G  Actual profit and loss means the day’s profit and loss account arising from the trading
activities within the scope of the VaR model. This should exclude material non-
market elements which might mask a loss. Such elements include fees and
commissions, reserving which is not directly related market risk and one-off marketing
profits from new deals.

71 G  Actual profit and loss should reflect any price adjustments arising from position
reconciliation in accordance with a bank's written policies and procedures. These
policies and procedures should include a documented method of assigning valuation
adjustments to backtesting data, such that the amount and the date of adjustment is
unambiguous.

72 G A bank should have the capacity to perform backtesting against hypothetical profit
and loss. The FSA may require banks to produce this information upon request.
Hypothetical profit and loss means profit and loss that would have occurred had the
portfolio remained unchanged.

73 G VaR models are likely to undergo almost continuous refinements. This may make it
difficult to backtest using 250 days’ data if it is based upon a previous version of the
model. If a refinement is regarded as material then new individual guidance may be
required to use a VaR model and the original individual guidance may be withdrawn
(as set out in 27G). If a refinement is not material then a bank may use the last 250
days’ data for backtesting purposes.

Calculation of VaR model based PRR

74 G  The calculation of a PRR under the VaR model approach is set out in this section. As
noted in section 5 of chapter CO the individual guidance will confirm that a bank
should add its VaR model based to its other PRRs calculated under section 3.4 of
chapter CO.

75 G Abank's VaR model based PRR on a daily basis is equal to the higher of:
(1) its previous day’s VaR number; and
(2) the average of its daily VaR measures on each of the preceding sixty business

days multiplied by a multiplication factor (increased by the appropriate plus
factor referred to in 62G).

13
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76

77

78

The multiplication factor to be used is specified by