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Basel 1l final components

« Aspects of the final strands of Basel Il are significant to the extent that
the market refers to them as “Basel IV”

« While this is not a formal designation from the BIS, it is common for the
market to refer to Basel |V

/ Implementation in the EU will be via:
« Capital requirements directive (CRD) V
« Capital requirements regulation (CRR) I
« Bank recovery and resolution directive (BRRD) Il
« Single resolution mechanism regulation (SRMR) Il
/4 The requirements are due in the main from 2021
 Niesen and Schulte-Mattler (2020) illustrate the final package as a “4

Pillar” concept, building on from the 3 Pillars of Basel Il (and 1), which
we reproduce but in modified form overleaf
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Key components of EU CRDV / CRRII

"Basel IV"

BCBS374/442
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BRRD I/l /SRMRI
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© 2020 BTRN

© Adapted from Niesen / Schulte-Mattler 2020
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Jun 2021

IRRBB
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Market Risk SA-CCR/
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Basel Committee on Banking Supervision

EU Bank recovery and resolution directive 2014/59

Bank recovery and resolution directive 2019/879
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Internal model approach

Central clearing counterparties

Capital requirements directive

Capital requirements regulation

Fundamental review of the trading book
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Interest rate risk in the banking book
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EU Single resolution mechanism regulation 806/2014
Single resolution mechanism regulation 2019/877
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Basel 11l final components...

 Today we present a high-level summary of the key components of the
regulatory regime represented by Basel IV as implemented in the EU

 We also summarise the approach to Basel IV due for implementation
by the United Kingdom PRA

« The key topics we discuss are:

V
V
V

N N\ N\
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Securitisation
Market risk and FRTB

Standardised approach for measuring counterparty credit risk
exposures

Interest rate risk in the banking book (IRRBB)
Regulatory reporting relief
MREL: EU version of Total Loss Absorbing Capacity (TLAC)
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Securitisation

~ The main Basel recommendations for the revised securitisation rules
are BCBS 303 in 2014, BCBS 374 in 2016 and BCBS 443 in 2018.

« Transactions that are deemed Simple, Transparent and Standardised
(STS) securitisations receive favourable regulatory treatment from non-
STS deals

«~ “Simple” in terms of underlying asset class and resulting cash flows, and
standardised with relation to investor information

N\

The objective is to make STS trades comparable by investors across deals

N\

EU Regulation 2017/2402 is a general framework for all EU deals

N\

Defines “securitisation” and due diligence and transparency requirements

N\

Regulates both long-term and short-term (ABCP) as separate classes

N\

Specifies the approach for determining risk-weighted assets (RWAs) from
securitisations

/ Rules in force in EU from January 2019

Global Standard in
Bank Asset-Liability
© 2020 BTRM / Moorad Choudhry BT R M Management Learning Curve Series 2020 6



/ Three alternative methods for assigning the credit risk weights for securitisation
assets:

Securitisation...

« The securitisation internal ratings based approach (SEC-IRBA):

+ uses a simplified supervisory formula approach (SSFA): the measure applies a
number of specified formulae.

« includes the maturity of liabilities tranches as a risk input parameter. SEC-IRBA
adoption requires regulator approval

« The securitisation standardised approach (SEC-SA) is based on SSFA:

+ Similar to SEC-IRBA, underlying portfolio granularity is a key risk input parameter
/ Input parameters data must exist for a minimum 95% of the portfolio

« The securitisation external ratings-based approach (SEC-ERBA) assigns risk weights
from a specified table.

« Table lists the supervisory mapping of external credit ratings (AAA down to CCC)
to the risk weights, again factoring in the tenor of the liability tranche

« There is a hierarchy of approach to be used: in the EU, apply IRBA is possible, if
not or if not approved apply SA if the capital position can only be calculated using
this approach. The Basel approach places ERBA ahead of SA

 No external rating means a RW of 125%
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. CRR Il and a EC regulatory technical standard (RTS) cover the EU
adoption of the “fundamental review of the trading book” (FRTB),
contained in BCBS 352 and 457.

« FRTB regulates the specific definition of the banking book and trading
book, and methodology for determining the minimum capital
requirement for market risk via either standardised approach or internal
model approach

# It is a very complex and technical piece of legislation, possibly the most
quantitatively arcane in banking regulation

« Requirements for assigning balance sheet items to banking book or
trading book are divided into four areas....
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Market risk...

1) Specific holding reasons that define the assignment to the trading book:
positions are always assigned to trading book if held for short-term resale
or to hedge arbitrage gains

2) The list of reasons for holding positions in the second area includes a list of
mandatory trading instruments (eg., all positions on a “trading desk” are
assigned to the trading book

3) Positions in which the bank can waive assignment to the trading book in
justified exceptional cases approved by the regulatory authority (note this
list includes listed equity instruments)

4) In the fourth area the regulatory authority lists positions that are assigned a
mandatory allocation to the banking book

« There is very limited ability to switch positions between banking book
and trading book (or vice-versa) and only in exceptional cases (eq., if a
trading book is closed) where there is no capital benefit arising

« There are new requirements regarding internal risk transfers (IRTs),
distinguishing between credit, interest rate and equity risk
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Market risk...

# New threshold values for trading book definition: balance sheet and off-
balance sheet trading book transactions (TBTs) may not exceed
following limits:

« Smaller than 5% of TBTs and less than EUR 50m (small trading book)
 Smaller than 10% of TBTs and less than EUR 500m (average trading book)
« Greater than 10% of TBTs and greater than EUR 500m (large trading book)

/ A non-trading book bank only becomes a trading book bank if its TBTs
exceed the relative or absolute threshold

/ Institutions with small trading books do not need to apply FRTB rules

« Credit risk of equity and bonds covered by credit risk methods (standardised
or IMA)

« FX and commodity price risk covered by these banks standard CRR |
approach

« Banks with average trading books may generally use CRR | approach
 Only banks with large trading books are required to use the FRTB
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Market risk...

« Alternative standardised approach (ASA)
« Banks will use the ASA to calculate their own funds requirement for market
risk
« All trading book positions plus non-trading book positions with currency and
commodity risks must be taken into account
« Overall minimum own funds requirement for ASA is given by summing:
/% The requirement for the SBA *
« The requirement for the residual risks of the TBTs
« The default risk charge (DRC)
« The SBA is more complex than the CRR | standard procedures
 The SBA determines partial capital requirements for delta, “curvature”

risk (a kind of gamma risk) and vega in seven risk areas specified by
regulators

* The sensitivities-based approach (SBA) is the standardised method to calculate risk capital under
FRTB. The SBA is based on percentages and correlations between different maturities and
currencies. The SBA reflects the risk resulting from Tposures to interest rates, credit spreads,

equities, commodities, foreign exchange, m options,
© 2020 BTRM / Moorad Choudhry
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Market risk...

/ Internal model approach (IMA)

# In CRR | the minimum capital requirement when using IMA was based on
three ratios: value-at-risk (VaR), stressed VaR (SVaR) and incremental risk
charge (IRC).

 CRR Il replaces VaR and SVaR with a new ratio based on Expected
Shortfall (ES) with a confidence level of 97.5%. The ES value indicates the
deviation expected in an extreme event (the VaR number is exceeded)

+ IRC is replaced by default risk charge (DRC)
 IMAs are approved per trading desk as opposed to risk categories
« Backtesting is a key ingredient of the IMA

 The ES model is applied across different liquidity horizons

« A 10-day VaR is replaced by an ES that is scaled for certain risk factors in
line with specified liquidity horizons up to 120 day tenor
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SA-CCR

«# Standardised approach for counterparty credit risk (SA-CCR)
« In the EU the guidelines from BCBS 279 on SA-CCR are part of CRRII.

« Applicable to all banks with derivatives portfolios above a certain threshold

« The measurement of the counterparty default risk influences the RWAs, the
large exposure limit and the leverage ratio

+# CRR Il legislates for SA-CCR and also two methods for the exposure at
default (EAD) calculation for smaller derivs portfolios: a “simplified” SA-CCR
(EUR 300m) and the modified maturity method (for very small portfolios
EUR 100m) not in Basel llI

« For calculation of EAD only the replacement costs need be calculated, and
notional value of portfolio multiplied by the corresponding volatility rates of
the asset class

 CRR Il also adopts BCBS 282 regards RWA calculation for transactions
cleared at central clearing counterparties (CCP)

« Simplified SA-CCR approach can be used for CCP cleared derivs portfolios

Global Standard in
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~# BCBS 386 on interest-rate risk in the banking book (IRRBB) has been
adopted essentially verbatim in the EU and many other jurisdictions
(note EBA Final Report July 2018)

«# Banks must apply six standardised shock scenarios, most notably a
200 basis point parallel yield curve shift scenario, on the banking book
and report sensitivity with two metrics

« Net Interest Income (NII) delta earnings sensitivity (the two parallel shift
scenario only)

« Economic value of equity (EVE) delta future value sensitivity

« An EVE delta sensitivity over 15% of Tier 1 capital base drives an
equivalent Pillar 2a capital add-on unless mitigating steps noted

aaaaaaaaaaaaaaaa
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Implementing the IRRBB requirements

# Sample commercial bank delta sensitivity format

£34,585,714 -£35,509,786| £278,389,685| -£70,006,031 £12,115,912 £8,087,654 £1,212,324 £195,584,3

Parallel Up (200 bps) £11,205,353 -£780,244 -£8,764,102 -£602,675 -£235,432 -£276,898 -£845,656 -£422,828 -£14,545 -£11,942,3
Parallel Down (200 bps) -£8,297,873] £341,432 £9,201,152 £627,379 £143,549 £451,566 £923,109 £461,555 £65,001 £12,214,7
Steepener £2,410,046 £665,497 -£5,046,720 -£2,809,868 -£898,709 -£343,456 -£171,728 -£13,434 -£6,208,3
Flattener -£1,009,656 -£3,320,159 £886,844 £4,352,314 £1,231,342 £675,409 £337,705 £18,781 £3,172,5
Short-rate up -£1,150,630 -£219,867 - - - - - -£1,370,4
Short-rate down £970,656 £195,698 - - - - - £1,166,3
Parallel Up (25bps) £1,400,669 -£100,519 -£1,144,530 -£109,837 -£576,987 -£105,674 -£50,908 -£25,454 -£5,676 -£2,119,5
Parallel Down (25bps) -£1,061,516 £50,700 £579,567 £243,841 £909,878 £567,876 £145,645 £72,823 £13,232 £2,583,5
Baseline
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Regulatory reporting rellef

| | |

# The EU jurisdiction has allowed less onerous regulatory reporting for
banks with balance sheets of below EUR 5bin in the CRR |l

« A number of common reporting (COREP) and financial reporting
(FINREP) reports are required on an annual basis from such banks

« This is outside the Basel lll guidelines and is specific to the EU,
however the principle of “proportionality” in the regulatory burden is one
that is practised in many jurisdictions

................
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« The issue of total loss-absorbing capacity (TLAC) is specific to globally
systemically important banks (G-Slls)

B\

MREL: EU approach to TLAC

« The EU has expanded this concept to a wider range of credit institutions

«# CRR I clarifies the principle of minimum required eligible liabilities (MREL) for
banks that are not G-Slls in the Bank Recovery and Resolution Directive
2019/879 (BRRD II)

« Under this legislation all banks must hold a minimum MREL to cover losses

+ Compared to TLAC the minimum MREL amount is derived on a bank-specific
basis and is a function of the bank’s resolution plan.
« Banks that cannot be fully wound up as part of an insolvency process set MREL as two
components: (i) loss absorption amount and (ii) the recapitalisation amount. Regulator
review confirms the two values, which will not be higher than the minimum capital

requirements from Pillar 1 of the CRR |l and the SREP Pillar 2 mark-up as directed in
CRDV

+ From 2024 the resolution authority can impose a bank-specific MREL on G-SllIs in
addition to the minimum TLAC requirement. This MREL amount is imposed if the
TLAC minimum is deemed insufficient to absorb losses and recapitalise the bank
under the chosen resolution strategy

Global Standard
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Market confidence buffer

« The BRRD Il sets a market confidence buffer that shall not exceed the
combined capital buffer requirement less countercyclical capital buffer.

« There is a lower limit based on the leverage ratio for the loss absorption
and recapitalisation components.

 MREL, like TLAC, must be taken into account when a bank is setting its
maximum distributable amount (MDA) to shareholders.

+ Dropping below MREL minimum will inhibit the payment of dividends and
staff bonuses

 “Top tier banks”

 BRRD Il and single resolution mechanism regulation (SRMR Il) introduce a
so far unique EU provision for “top tier” banks that are not G-Slls but have a
balance sheets over EUR 100bln size

« These banks must meet an MREL of 13.5% of RWAs as a fixed Pillar 1
requirement and a leverage ratio of 5%

« This requirement is at regulator discretion where it is deemed failure of the
bank would generate potential systemic impact

Global Standard
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Total liabilities and own funds, and eligible liabilities

|
\
\

/ In a resolution scenario in the EU, G-SllIs, top tier and otherwise
systemically risky banks must meet a subordination requirement of 8%
of total liabilities and own funds (TLOF)

4 The EU resolution framework requires this prior contribution by
shareholders and creditors before the bank can access funds from the
single resolution fund (SRF)

« CRR Il sets out the criteria for “eligible liabilities” for MREL and TLAC
and this is essentially identical to that for eligible capital instruments

/ In practice the MREL rules force banks to issue a significant amount of
high cost subordinated debt
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Introduction

 The UK banking supervision authority, the PRA, published CP12/20 to
outline changes it will be making to its Policy Statements, Supervisory

Statements and Statements of Policy as a result of implementing the
EU’s CRDV

/ Reiterates objectives of CRDV as:
« Clarifying guidance for Pillar 2
« Supervision and approval of holding companies
« Clarification of the capital stack
« Final definition of the MDA
« Revisions to the capital buffers

« Introduction of IRRBB requirements under Pillar 2

4 CRD V introduces greater specificity in Pillar 2 and the supervisory
review and evaluation process (SREP) requirements to address each of
these points.

aaaaaaaaaaaaaaaa
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 The CP sets out implementation of changes to Pillar 2 provisions
relating to firms’ internal capital assessments, supervisory review, and
the additional capital requirements and guidance that may be applied.

B\

Pillar 2

« As before, firms should have adequate capital and appropriate
processes to address the risks that arise in their businesses, Pillar 2
mitigating risks to a firm not covered, or not adequately covered, by
Pillar 1 standards

+# The proposals amend:

« Statement of Policy ‘The PRA’s methodologies for setting Pillar 2 capital’
(Pillar 2 SoP) (Appendix 3, Chapter 1); and

 S831/15 ‘The Internal Capital Adequacy Assessment Process (ICAAP) and
the Supervisory Review and Evaluation Process (SREP)’ (Appendix 3,
Chapter 2).

Global Standard in
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Pillar 2...

# CRD V introduces a new requirement for supervisors to apply the
criteria used to apply proportionality in the SREP process

 PRA will amend the SREP chapter of SS31/15 to highlight the ways
that proportionality is applied:
« The PRA applies the approach in the EBA SREP Guidelines on
proportionality
« Smaller firms have fewer reporting requirements than larger firms under the
Reporting Pillar 2 Part of the PRA Rulebook.

/ A proportionate approach is applied in setting the operational risk Pillar 2A
add-on for non-Category 1 firms. The PRA assesses operational risk for
these firms on the basis of data provided by the firm, the firm’s own
assessment of operational risk, and supervisory judgement

« The PRA provides more proportionate scenarios for smaller firms’ own
stress testing. For example, the PRA buffer applied to new banks takes
account of their recent entry to the market.

Global Standard in
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Pillar 2...

+ Pillar 2B — the PRA buffer

 The PRA believes the current PRA buffer already implements the CRD
V requirement to apply Pillar 2G.

S

 The PRA buffer is an amount of capital that firms should maintain in
addition to their total capital requirement (TCR) and the combined
buffer. It absorbs losses that may arise under a severe stress scenario
as well as addresses weaknesses such as in a firm’s risk management,
governance, stress testing processes, or data quality.

« With the exception of its application to firms that are subsidiaries of UK
consolidation groups or ring-fenced body (RFB) sub-groups, the PRA
considers that compliance with CRD V would not require material
changes to the PRA buffer.
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Governance

« The CRD V provisions on governance are intended to help ensure that
firms and their management organise and control their affairs
responsibly and effectively.

4 Sound governance practices and procedures enhance the safety and
soundness of firms, in line with the PRA’s objectives.

.~ The PRA will make amendments to:

« the General Organisational Requirements (GOR) Part of the PRA Rulebook
(Appendix 1, Chapter 1);

« the Internal Capital Adequacy Assessment (ICAA) Part of the PRA
Rulebook (Appendix 1, Chapter 4);

« the Related Party Transactions Risk (RPTR) Part of the PRA Rulebook
(Appendix 1, Chapter 6); and

 S828/15 ‘Strengthening individual accountability in banking’ (Appendix 3,
Chapter 4).
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Conclusions

« The final part of Basel lll implementation is as major a piece of
guidance and impact as the original rules were. For example

« The new regulations on securitisation can lead to significant increases in
capital requirements depending on the underlying portfolio, although the
lower risk weighting for STS deals should result in higher volumes

 The FRTB rules will have major impact on smaller banks’ trading desk
operations and regulatory compliance onerousness

« The reporting requirement will increase proportionally but will reduce for
smaller banks

«~ MREL will have an impact on funding structure and cost of many banks

/ It is safe to say that the current very prescriptive and time- and
resource-compliance nature of current banking supervision and
regulatory requirements will remain as is for some years to come
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Basel 11l final implementation dates

Standard

Original date of
implementation

Revised date of
implementation

A\

YV VY VYVYYVY

Revised leverage-ratio framework &
G-SIB buffer

Revised standardized approach for
credit risk

Revised Internal Ratings Based (IRB)
approach for credit risk

Revised operational risk framework
Revised CVA framework

Revised framework for the market risk
Revised Pillar 3 disclosure framework
FRTB implementation

Margin requirements for non-centrally
cleared derivatives

1%t Jan 2022

1% Jan 2023

e Output floor

1t Jan 2022; transitional
arrangements to 15 Jan
2027

15t Jan 2023; transitional
arrangements to 15 Jan
2028
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DISCLAIMER

The material in this presentation is based on information that we consider reliable, but we do not
warrant that it is accurate or complete, and it should not be relied on as such. Opinions expressed
are current opinions only. We are not soliciting any action based upon this material. Neither the
author, his employers, any operating arm of his employers nor any affiliated body can be held liable
or responsible for any outcomes resulting from actions arising as a result of delivering this
presentation. This presentation does not constitute investment advice nor should it be considered
as such.

The views expressed in this presentation represent those of the author in his individual private
capacity and should not be taken to be the views of any employer or any affiliated body, or of the
lecturer as an employee of any institution or affiliated body. Either he or his employers may or may
not hold, or have recently held, a position in any security identified in this document.

This presentation is © BTRM / Moorad Choudhry 2020. No part of this presentation may be
copied, reproduced, distributed or stored in any form including electronically without express
written permission in advance from the author.
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