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Three pillars of Basel Il

% . Minimum Capital Requirement

@,
a’h

« Supervisory Review Process

@9& . Market discipline
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Supervisory Review Process

/ |s basically intended to ensure that the banks have adequate capital to
support all the risks associated in their businesses

/ Internal Capital Adequacy Assessment Process

« Independent assessment of the ICAAP of the Banks. This is called
SREP or Supervisory Review and Evaluation Process.
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What is SREP

This is an ongoing supervisory process bringing together findings from all
supervisory activities performed on an institution into a comprehensive

supervisory overview.

Business model
Does the bank have a
sustainable business strategy?

£

Capital
Does the bank have sufficient
buffers to absorb losses?

BTRM
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Governance and risk
Are management bodies fit and
risks dealt with properly?

nr'®'_||_|
Liquidity

Is the bank able to cover short-
term cash needs?
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Spheres of SREP interest
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Overview of the common SREP framework

Categorization of institutions

Monitoring of key indicators

Business Assessment of
model internal
analysis governance and

institution-wide
controls

Assessment of risks to

capital

Assessment of inherent
risks and controls

Determination of own funds
requirements & stress testing

Capital adequacy

assessment

Assessment of risks to
liquidity and funding

Assessment of inherent

risks and controls
Determination of liquidity
requirements & stress testing
Liquidity adequacy
assessment

Overall SREP assessment

Supervisory measures

Early intervention measures
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Quantitative capital measures
Quantitative liquidity measures

Other supervisory measures
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SREP principles

/ Principle of proportionality

« Principle of consistency (of methodologies for the assessment of

capital and liquidity adequacy)

~ Common, uniform and consistent application of European Union law
(Directive 2013/36/EU)

« Principle of continuity of risk assessment

« Efficient and effective supervisory practices

BT R M Bonk Asser ity
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Principle of proportionality

« Categorizing institutions (in four distinct categories) according to their
systemic importance and the extent of any cross-border activities

Institutions
I
................ O OO SO O
1 category 2 category 3 category 4 category
According to P According to s According to 2 According to

institution’s activitiesé institution’s activitiesé : institution’s activitiesg  institution’s activitiesg

N et it it

Building a minimum supervisory engagement model, where:

Depth of the assessments

Intensity of the assessments Depends on the category of the institution

Frequency of the assessments
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# size,
+ structure,
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Categorization of institutions by

/ internal organisation

/ scope

Category 1

. Global systemically :
. important institutions :
(G-Slls) and other
- systemically important :
. institutions (O-SlIs)) :
. and, as appropriate, :
- other institutions
determined by

© 2018 Bardaeva / Choudhry

their activities

by an institution

Institutions categories

Category 2
Non-systemically

important specialized :

institutions with
significant market

- shares in their lines of
. business or payment :
. systems, or financial :

exchanges

BTRM

Category 3

: Specialized institutions
. with less significant :
- market shares in their :
- lines of business or
: payment systems, or :
- financial exchanges

Global Standard in
Bank Asset-Liability
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« the nature and complexity of

« the level of systemic risk posed

Category 4

All other small non-
complex domestic

- institutions that do not :
fall into Categories ~ 1:

to 3
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Principle of consisfency: key indicators
monitored

Financial and risk indicators addressing all risk categories;

All the ratios derived from the application of CRR and CRD |V for calculating the
minimum prudential requirements (e.g. Core Tier 1, LCR, NSFR, etc.);

The minimum requirements for own funds and eligible liabilities (MREL);

Relevant market-based indicators (e.g. equity price, credit default swap (CDS)
spreads, bond spreads, etc.);

And where available, recovery indicators used in the institution’s own recovery
plans

|dentification of material changes or anomalies in indicators

T Global Standard in
B R M Bank Asset-Liability
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Principle of continuity of risk assessment

« Monitor key indicators on a quarterly basis (may establish more frequent
monitoring )

« Produce a documented summary of the overall SREP assessment at least
annually

« Update the assessments of all individual SREP elements at least annually

/# Inform the institution of the outcome of the overall SREP assessment at least
annually

« A statement on the quantity and composition of the own funds the institution is required
to hold in excess of the requirements specified in CRR and CRD |V

/A statement on the liquidity held and any specific liquidity requirements

« A statement on other supervisory measures, including any early intervention measures

BT R n q Global Standard in
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SREP part 1: Business model analysis
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« Ability to generate acceptable returns over the following 12 months and over a
forward-looking period of at least 3 years

Business model analysis

« regulatory reporting (common reporting (COREP), financial reporting (FINREP) and credit
register, where available)

« internal reporting (management information, capital planning, liquidity reporting, internal
risk reports)
« Analysis of current business model, forward-looking strategy and financial plans
+ recovery and resolution plans

« funding plan and capital plan

 Assessment of the business environment
« determine materiality of business areas/lines

« identify the peer group

« ldentification of the institution’s key vulnerabilities, which are most likely to have a
material impact on the institution/lead to its failure in the future

Global Standard in
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Assessing business environment

Analyze the / Major geographies;
TR e % Major subsidiaries/branches;

e .. + Major business lines; and
activities /% Major product lines.

« Contribution to overall revenues/costs;
S Consider a range of / Share of assets;

relevant metrics / Share of TREA; and
4 Market position.

L( Use preliminary /% Materiality and priorities

assessment / Identify peer group

BT R n m Global Standard in
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Assessing business model viability

Criteria for assessment the
acceptability of returns

v/ ¢

o Poor expected financial
performance;

o Reliance on an unrealistic
strategy;

o Excessive concentrations
or volatility (e.g. of
earnings);

o Excessive risk-taking;

o Funding structure
concerns;

o Significant external issues

[ Key vulnerabilities ]

o Return on equity (ROE)
against cost of equity
(COE)

o Funding structure

o Risk appetite
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Business model marks
Score Explanation

1

STRONG AND STABLE RETURNS

*There are no material asset concentration
*The institution has a strong competitive position in its chosen markets and strategy likely to reinforce this

AVERAGE RETURNS
*There are some asset concentrations

*The institution faces competitive pressure on its products/services in one or more key markets.

WEAK OR NOT STABLE RETURNS

+Significant asset concentrations

*Forecasts on the basis of overly optimistic assumptions
«Strategic plans may not be plausible

VERY WEAK AND HIGHLY UNSTABLE RETURNS

*Extreme asset concentrations

*The institution has a very poor competitive position for its products/services
*Forecasts on the basis of very unrealistic assumptions

Strategic plans are not plausible

© 2018 Bardaeva / Choudhry
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SREP part 2: Governance and risk
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Assessment of internal governance and
institution-wide controls (1)

+ Overall internal governance framework
« Transparent organizational structure with clear responsibilities,
« The management body knows and understands operational structure,

« Policies avoid conflicts of interest, outsourcing policies meet the requirements of
CEBS,

« Internal governance framework is transparent to stakeholders
« Corporate and risk culture

+# The management body bears main responsibility for the institution, sets governance
principles, corporate values, clear and strong communication of strategies and
policies to all relevant staff

« 0rganization and functioning of the management body

«# Independence, fit and proper assessment of members, appropriate internal
governance practices and procedures

4 Remuneration policies and practices
« Aligned with its risk appetite

Global Standard in
Bank Asset-Liability
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Assessment of internal governance and
institution-wide controls (2)

/ Risk management framework, including ICAAP and ILAAP

« RAF, stress-testing, link between the strategic plan, risk and capital and liquidity
management frameworks

/ Internal control framework, including internal audit function
« Independent, clear allocation of responsibilities, compliance policy,

« Risk reports are (i) accurate, comprehensive, clear and useful, and (ii) produced with
the appropriate frequency

/ Information systems and business continuity
« Up-to-date risk data in a timely manner
+# Recovery planning arrangements

Global Standard in
Bank Asset-Liability
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Internal governance marks

Score

Explanation

1

NO DEVIATIONS

MINOR DEVIATIONS

SOME DEVIATIONS

*Organizational structure and responsibilities are not fully transparent

*Risk taking is not fully separated from risk management and control functions

*Doubts about the appropriateness of policies / frameworks etc., recovery plan is incomplete

SIGNIFICANT DEVIATIONS

*Organizational structure and responsibilities are not transparent
*Risk taking is not separated from risk management and control functions
*Policies / frameworks etc. are not appropriate, the recovery plan is incomplete and unreliable

© 2018 Bardaeva / Choudhry
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SREP part 3: Capital
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Preliminary assessment

Assessing risk to capital

~own funds requirement for risk
ssessment of inherent compared to the total own funds
individual risk requirement
4 credit %risk-_adjusted performance of the
y markét, portfolio
/ operational Nature and composition of portfolio; |
+ IRRBB .concentration of risk J
Profitability /
Assessment of ' _ ) | SREP score
risk to capital Stress-testing J | for capital

: Credit risk strategy and appetite

Assessment of risk

management and Organisational framework
controls , —
_ Policies and procedures
« credit, e S
/ market, Risk identification, measurement,
/ operational _ monitoring and reporting )
+ IRRBB

Internal control framework

Global Standard in
Bank Asset-Liability
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Credit /| market risk score

Score

Explanation

1

NO RISK

LOW RISK

*non-performing exposures is low, coverage and quality of guarantees and collateral are high
sconcentration is low,

*market risk exposures generate low volatility of returns

MEDIUM RISK

medium concentration,
*non-performing exposures is medium, coverage and quality of guarantees and collateral are medium

*market risk exposures generate medium volatility of returns

HIGH RISK

*high concentration,
*non-performing exposures is high, coverage and quality of guarantees and collateral are low
*market risk exposures generate high volatility of returns

© 2018 Bardaeva / Choudhry
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Assessment of operational risk

[ Reputational ] [ Model risk ] [ Conduct risk J [ Systems risk ]

risk
Operational risk management,
measurement and controls
I
v v v v v v
4 N/ N/ N/ N/ N/ )
Op. risk Internal
Op. risk The . identification, Bgsmess control
management o Policies and resilience and framework
organizational measurement, e .
strategy and procedures . continuity applied to
framework monitoring .
tolerance . plans op. risk
and reporting
management
- N\ AN N\ AN AN

Competent authorities should also leverage the knowledge gained from the
assessment of other SREP elements

BT R n 1 Global Standard in
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The Cottcate

of Bank Tressery

Operational risk score

Score

Explanation

1

NO RISK

LOW RISK

*The nature of exposures is mainly high-frequency/low-severity impact categories, the significance of
operational risk is low, the level of losses experienced by the institution in recent years has been low, or is
expected to increase from a lower historic level or decrease from a higher historic level

MEDIUM RISK
*Some low-frequency/high-severity impact categories, the significance of operational risk is medium, the
level of losses experienced by the institution in recent years has been medium

HIGH RISK
*The nature of exposures extends to all main categories, the significance of operational risk is high and
increasing, the level of losses experienced by the institution in recent years has been high (or significantly

increased

© 2018 Bardaeva / Choudhry
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Assessment of IRRBB

( N\ N\ [ N\ [ )

Re-pricing risk Yield-curve risk Basis risk Option risk

Risk related to the
timing mismatch in

Risk arising from

Risk arising from options, including

hedging exposure

the maturity and re- Risk arising from : embedded options,
pricing of assets, changes in the to one interest rate e.g. consumers
D with exposure to a L
liabilities and off- slope and shape of rate that re-prices redeeming fixed-
balance sheet the yield curve b rate products when

under slightly

different conditions market rates

change

short- and long-
term positions
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Assessment of IRRBB

) .
L Volume of loans with no maturity, volume of loans with pre-
oan . . .
. payment options or volume of floating-rate loans with caps and
portfolio
floors
J
4 )
e Volume of investments with options, possible concentrations
portfolio P P
N J
4 )
Deposit Rate sensitivity of the institution” s deposit base to changes in
accounts interest rates, possible concentrations
N J
4 ) . L . .
Complexity of the derivatives used either for hedging or for
Derivatives speculative purposes, considerations about sold or bought
L ) interest rate options

sssssssss -Liability ,
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IRRBB score

Score

Explanation

1

NO RISK

LOW RISK
*The sensitivity of the economic value / earnings to changes in interest rates / underlying assumptions (e.g.
products with embedded customer optionality) is low

MEDIUM RISK
*The sensitivity of the economic value / earnings to changes in interest rates / underlying assumptions is
medium

HIGH RISK
*The sensitivity of the economic value / earnings to changes in interest rates / underlying assumptions is
high

© 2018 Bardaeva / Choudhry
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SREP capltal assessment process (steps)

Determination of additional
own funds requirements

Reconciliation of additional
). own funds requirements with

the CRD buffers and any
macro-prudential requirements

I Determination and articulation TSCR ratio = 8% X TSCR X 12.5
7" of the TSCR and OCR TREA

I Assessment of the risk of
7| excessive leverage

I‘ Assessment of whether the
| OCR and TSCR can be met

TSCR: Total SREP Capital Requirement over the economic cycle
OCR: Overall capital requirement
TREA: Total risk exposure amount (RWA quantity) Determination of the capital
© 2018 Bardaeva / Choudhry T ‘rB score 2018 30
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Reliability of the ICAA

Credible

Calculations to
be broken down
by risk type

1

| /

Reflect actual
correlations
and portfolio
compositions;
should be
based on
recognised or
appropriate
models and
prudent

assumptions

e

/L—/

P calculatio

ndersta-
ndable

Underlying
drivers of the
calculations /
methodologies
should be
clearly
specified

ns

Comparable

Facilitate
comparability
with peers and
supervisory
benchmark
estimations

© 2018 Bardaeva / Choudhry
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Score on capital assessment

v
1 v

v
v

comfortable level of own funds

stress testing does not reveal any risk regarding the impact of a severe but plausible
economic downturn on own funds

free flow of capital between entities of the group is not impeded or the entities are well
capitalized

institution has a plausible and credible capital plan

leverage ratio is above any regulatory minimum

institution is near to breaching some of its capital buffers
2 v’ stress testing reveals a low level of risk

v free flow of capital between entities in the group could be marginally impeded
v minor risk in capital plan

potential for the institution to breach its TSCR
3 v stress testing reveals a medium level of risk

v free flow of capital between entities in the group is impeded
v’ capital plan is unlikely to be effective

v

v

the institution is near to breaching its TSCR

stress testing reveals a medium level of risk

v free flow of capital between entities in the group is impeded

capital plan is unlikely to be effective

Global Standard in
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SREP part 4: Liquidity and Funding
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Assessing risks to liquidity and funding

assessment of assessment of assessment of
inherent funding inherent funding liquidity and
risk risk funding risk

management
liquidity risk funding risk lig/fund risk
assessment assessment management

J / assessment J
liquidity risk funding risk
score score

BT R n q Global Standard in
Bank Asset-Liability
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Assessing quuidity and funding risk

Assessing liquidity risk

o evaluation of intraday liquidity risk
and liquidity needs in the short and
medium term (under normal and
stressed conditions)

o evaluation of liquidity buffer and
counterbalancing capacity (market
access, concentrations,
unencumbered assets in the buffer,
liquidity needs by currency,
borrowed liquid assets, committed
liquidity facilities)

supervisory liquidity stress testing
© 2018 Bardaeva / Choudhry
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Assessing inherent funding risk

v

O

evaluation of the institution’ s
funding profile and its stability
(incl., dependence on specific
sources of funding and structural
maturity mismatch)

evaluation of actual market access
(current and future threats)

evaluation of expected change in
funding risk based on the
institution” s funding plan

Global Standard 1

n
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Assessing liquidity and funding risk management

Liquidity risk strategy and
liquidity risk tolerance

I’ Organizational framework,
7" | policies and procedures
‘ Risk identification,
p | measurement, management,
monitoring and reporting
| The institution’s liquidity-
) specific stress testing
(conservative approach)

‘ The internal
) control framework for liquidity

risk management (including
TP)

The institution’s liquidity
T contingency plans

© 2018 Bardaeva / Choudhry
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Score on liquidity and funding risk

Score Explanation for liquidity risk Explanation for funding risk

*No risk from mismatches, liquidity *No risk from funding profile, stability of

1 buffer is adequate, other drivers of risk | funding contains no material risk, other
are not material. drivers of risk are not material.

2 *Mismatches and liquidity buffer imply *Funding profile, stability of funding imply
low risk, other drivers of risk are low. low risk, other drivers of risk are low.

*Mismatches and liquidity buffer imply *Funding profile, stability of funding imply
3 medium risk, other drivers of risk are medium risk, other drivers of risk are
medium. medium.

4 *Mismatches and liquidity buffer imply *Funding profile, stability of funding imply
high risk, other drivers of risk are high. | high risk, other drivers of risk are high.

Global Standard in
Bank Asset-Liability
© 2018 Bardaeva / Choudhry BT R M Management BTRM 2018 37



/

E =\ \Y ~d
SREP liquidity assessment process

Determination of
the need for
specific liquidity
measures

Articulation of
specific liquidity
requirements

2y f4
W G

Quantification of

=

ass;vs?rr,aelrl\t of potential specific Determination of
liquidity liquidity requirements — the liquidity score

benchmark calculations

Global Standard in
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Criteria for ILAAP calculations assessment

Credible J [ Understandable ]

Whether the
Calculations /
methodologies used
properly cover the risks
they are looking to
address

Whether there is a clear
breakdown and summary
of the underlying
components of the
ILAAP calculations

Global Standard in
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Score to liquidity adequacy

Lt

+ Counterbalancing capacity and liquidity buffers are comfortably above supervisory
requirements and are expected to remain so

1 » Composition and stability of longer-term funding (>1 year) pose no risk to business model
* Free flow of liquidity between entities in the group is not impeded

+ Credible liquidity contingency plan

» Counterbalancing capacity and liquidity buffers are comfortably above supervisory
2 requirements, but with risk not to remain so
» Free flow of liquidity in the group is or could be impeded

» Counterbalancing capacity and liquidity buffers are deteriorating or below supervisory
requirements

3 » Composition of longer-term funding (>1 year) pose medium risk to business model

* Free flow of liquidity in the group is impeded

» Liquidity contingency plan is unlikely to be effective

+ Counterbalancing capacity and liquidity buffers are rapidly deteriorating or below
supervisory requirements

» Composition of longer-term funding (>1 year) pose high risk to business model
4 » Free flow of liquidity in the group is severely impeded

» Inadequate liquidity contingency plan

Global Standard in
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SREP results
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Overall SREP score

/ 1 - business model and strategy; internal governance and institution-wide control
arrangements; composition and quantity of own funds; liquidity position and
funding profile DO NOT RAISE CONCERNS

+ 2 - business model and strategy; internal governance and institution-wide control

arrangements; composition and quantity of own funds; liquidity position and
funding profile RAISE LOW CONCERNS

+ 3 - business model and strategy; internal governance and institution-wide control
arrangements; composition and quantity of own funds; liquidity position and
funding profile RAISE MEDIUM CONCERNS

/ 4 - business model and strategy; internal governance and institution-wide control
arrangements; composition and quantity of own funds; liquidity position and
funding profile RAISE HIGH LEVEL OF CONCERNS

+ F -there is an IMMEDIATE RISK TO THE VIABILITY of the institution; institution
meets the conditions for ‘failing or likely to fail’

Competent authorities impose additional own funds requirements by setting the TSCR /
specific liquidity requirements / other administrative measures (adjustments to risk
management and control arrangements)

Global Standard in
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Application of measures after SREP

shareholders

Credit risk

Liquidity risk

N\

N\

N\

N\

Enhancement of
collateral mngt
Specific provisioning
policy

Floor/caps to risk
parameters

More frequent
reporting

Enhancement of
ability to monetize
liquid assets

Improvement of
contingency plan,
EWI framework,
stress-testing

Additional reporting

Reduction of large capacity
exposures N
/ Improvement of Funding risk
reporting y
( )4 Limits on risk
IRRBB " appetite

appetite

Improvement of
funding plan, stress
testing capabilities

Change to business
model / strategy

Change to org.

. A . Internal
\ Capital , Liquidity , Business model I governance
+# No distributions / 4  Admin. measures / / Improvement of +# Amendment of
payments to prudential charges systems policies

N\

N\

Change of risk
appetite

Improvement of

j

structure reporting, systems
+# Improvement of
ICAAP & ILAAP
procedures and
N models
Market risk /# Change to org.
J structure
/ Improvement of
reporting
/ Internal audits of f Operational |
market activities risk

N\

N\

Restriction of some
investments

Increase of amount of
derivatives
(conducted through
central

counterparties)

Improvement of
systems

Reduction of
outsourcing

Mitigation of op. risk
exposures
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Application of the SREP to cross-border groups

«# Consolidating supervisors should perform the initial assessment of the
parent undertaking and the group of institutions on a consolidated level;
and

# Competent authorities should perform the initial assessment on the
entities under their supervision (individual, or sub-consolidated, where
relevant).

Global Standard in
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Reading

% Guidelines on common procedures and methodologies for the
supervisory review and evaluation process (SREP) EBA/GL/
2014/13 as of 19 December 2014 (

)

4 Handbook on Operationalising Macro-prudential Policy in the
Banking Sector by The European Systemic Risk Board (ESRB)
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© 2018 Bardaeva / Choudhry



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 Moorad Choudhry in his individual
private capacity and should not be taken to be the views of any employer or any affiliated body,
including University of Kent or WBS, or of Moorad Choudhry 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 © Bardaeva / Choudhry 2018. 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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