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Recommended Operating Model Framework for Governance of the 
Balance Sheet 
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The Board risk appetite statement 

An articulated explicit statement of Board appetite for and tolerance balance sheet risk, incorporating 
qualitative and quantitative metrics and limits, becomes the most important document the Board must sign 
off on…. 
The next slide is a summary of the recommended Board risk appetite framework, including a description of 
each of the risk appetite pillars and the key measures that will be used to confirm on a monthly basis that 
the bank is within risk appetite 
For each of the measures identified, an overall bank-wide “macro-tolerance” is set, which is then broken 
down into tolerances for individual business lines (eg., Retail / Corporate).  
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Strategic Objective 

ABC Bank aims to become the Commercial Bank that is respected and trusted by all its stakeholders providing “concierge banking services for ultimate customer service quality", through: 
committed people; recognising that our long term sustainability is dependent on having sufficient capital and liquidity to meet liabilities as they fall due through the cycle; the protection of our 

reputation; and the integrity of our relationship with our customers and wider stakeholders. 

Target Credit Rating 

Credit rating in line with ABC’s closest peers and UK bank average (A/A-)  

Risk appetite pillars 

Capital Adequacy Stable Earnings Growth Liquidity & Funding Stakeholder Confidence 

Maintain sufficient capital, quantity and 
quality, substantially over Regulatory 

minimums, to cover existing projected 
risks in extreme but plausible scenarios 

Be an agile, sustainable UK Retail and 
Corporate commercial bank that 

maintains its capital adequacy in terms of 
amount and quality, and hence is able to 

withstand appropriate capital related 
stress. 

Be an agile, sustainable UK Retail and 
Corporate bank that has stable and 

efficient access to funding and liquidity, 
and hence is able to withstand 

appropriate liquidity related stress, with 
relevant liquid asset holdings. 

Be an agile, sustainable UKK Retail and 
Corporate commercial bank that is 

respected and trusted by all its 
stakeholders and hence maintains 
stakeholder confidence at all times. 

1.  CT1 ratio 
2.  Leverage ratio 
3.  Available capital 
4.  Total Capital Ratio 
5.  RWA green zone 

1.  Earnings volatility 
2.  Return on Capital 
3.  Return on RWA 
4.  Cost to income ratio 

1.  Loan to deposit ratio 
2.  Liquid asset buffer minimum 
3.  Coverage of net outflows under a 

funding stress 
4.  NSFR minimum 
5.  Wholesale funding limits 
6.  Internal funds pricing regime 

1.  Employees 
2.  Regulators 
3.  Investors  
4.  Customers 
5.  Ratings agencies 

P1 P2 P3 P4 

Risk appetite framework overview template 
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Paramount importance of ALCO 

What executive committees have a responsibility for oversight of balance sheet 
risk? 
•  Exec ctee 
•  Risk Management Cttee (CRO chaired) 
•  Credit risk cttee 
•  ALCO 
The executive committee that is most closely concerned with balance sheet risk on 
a strategic and integrated basis (both sides of the balance sheet and all aspects of 
risk) is the Asset-Liability Committee 
Given this, what is the most effective way to ensure above-satisfactory and effective 
governance from Board perspective? 
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Recommended organisation structure* 

ALCO

“Technical ALCO”

Board

Executive Committee

Deposit Pricing Cttee  / 

Product Pricing Cttee
Credit Risk Cttee

* Does not show every committee in the bank 
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Capital planning process 
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Agenda 

Ø  What is Capital Planning? 

Ø  Best Practice in Capital Planning (for Regulatory Capital) 

Ø  Practical Issues in Capital Planning 
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Capital Management Policy 

The Capital Management Policy should describe how a bank will:  
Ø Meet regulatory and other legal obligations on an ongoing basis  

Ø Maintain capital resources and a buffer as required, in line with the stated risk profile of 
the business 

Ø Ensure that capital planning is managed in an efficient and cost effective way 

It will set out a high level operating model covering issues such as: how often are capital 
ratios calculated and reported?, who is responsible for this activity?, what happens if ratios 
are breached? How often are subsidiaries required to remit profits, via dividends to the 
Central Treasury? etc..  
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Capital Management Policy 
Examples of Specific Technical Components that Might be Covered 

Rules for payment of dividends from subsidiaries to the parent or Group holding 
company/capital injections to subsidiaries 
Risk Appetite - Minimum Capital ratios, including buffers  
Capital expenditure – discretionary power of ALCO, CFO, Treasurer etc.. 
Maintenance of a capital plan – how many years forward and how often should it be 
updated? 
Verification of interim profits by external auditors  - how quickly must this be done post 
reporting period? 
Required currency mix of capital 
Required mix of capital by tier for the organisation (not necessarily in line with regulatory 
minima) 
Documentation requirements for internal loan stock transactions 
Capital stress testing requirements 
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Capital Planning (Introduction) 

Capital planning is a dynamic and ongoing process that, in order to be effective, is forward-looking in 
incorporating changes in a bank’s strategic focus, risk tolerance levels, business plans, operating 
environment, or other factors that materially affect capital adequacy. Capital planning assists the bank’s 
board of directors and senior management to: 
 

Ø  identify risks, improve their understanding of the bank’s overall risks, set risk tolerance 
levels, and assess strategic choices in longer-term planning 

Ø  identify vulnerabilities such as concentrations and assess their impact on capital 
Ø  integrate business strategy, risk management, capital and liquidity planning decisions, 

including due diligence for a merger or acquisition 
Ø  have a forward-looking assessment of the bank’s capital needs, including capital 

needs that may arise from rapid changes in the economic and financial environment 
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Capital Planning (Introduction cont.) 

Ø  The most effective capital planning considers both short- and longer-term capital needs and 
is coordinated with a bank’s overall strategy and planning cycles, usually with a forecast 
horizon of at least two years 

 
Ø  Banks need to factor events that occur outside of the normal capital planning cycle into the 

capital planning process; for example, a natural disaster could have a major impact on 
future capital needs 

 
Ø  The capital planning process should be tailored to the overall risk, complexity, and corporate 

structure of the bank. The bank’s range of business activities, overall risks, and operating 
environment have a significant impact on the level of detail needed in a bank’s capital 
planning. A more complex institution with higher overall risk is expected to have a more 
detailed planning process than an institution with less complex operations and lower risks 



14 

Agenda 

Ø  What is Capital Planning? 

Ø  Best Practice in Capital Planning (for Regulatory Capital) 

Ø  Practical Issues in Capital Planning 
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The Base Capital Plan 

We will now take 
a look at each 
section of the 
report in more 
detail…… 

Specimen	Base	Capital	Plan	-	Bank	X	

Now	XX-1	 Jan.	XX	 Feb.	XX	 Mar.	XX	 Jun.	XX	 Sep.	XX	 Dec.	XX	 Jun.	XX+1	 Dec.	XX+1	

Assets	-	RWAs	 Business	Unit	1	(e.g.,	Retail)	 		 		 		 		 		 		 		 		 		

		 Business	Unit	2	(e.g.,	Corporate)	 		 		 		 		 		 		 		 		 		

		 Business	Unit	3	(e.g.,	Wholesale	Market)	 		 		 		 		 		 		 		 		 		

		 Business	Unit	4	(e.g.,	International)	 		 		 		 		 		 		 		 		 		

		 Business	Unit	5	(e.g.,	Wealth)	 		 		 		 		 		 		 		 		 		

		 Total	On	Balance	Sheet	RWAs	 		 		 		 		 		 		 		 		 		

Off	Balance	Sheet		 Business	Unit	1	(e.g.,	Retail)	 		 		 		 		 		 		 		 		 		

Positions	-	RWAs	 Business	Unit	2	(e.g.,	Corporate)	 		 		 		 		 		 		 		 		 		

		 Business	Unit	3	(e.g.,	Wholesale	Market)	 		 		 		 		 		 		 		 		 		

		 Business	Unit	4	(e.g.,	International)	 		 		 		 		 		 		 		 		 		

		 Business	Unit	5	(e.g.,	Wealth)	 		 		 		 		 		 		 		 		 		

		 Total	Off	Balance	Sheet	RWAs	 		 		 		 		 		 		 		 		 		

Total	RWAs	 Business	Unit	1	(e.g.,	Retail)	 		 		 		 		 		 		 		 		 		

		 Business	Unit	2	(e.g.,	Corporate)	 		 		 		 		 		 		 		 		 		

		 Business	Unit	3	(e.g.,	Wholesale	Market)	 		 		 		 		 		 		 		 		 		

		 Business	Unit	4	(e.g.,	International)	 		 		 		 		 		 		 		 		 		

		 Business	Unit	5	(e.g.,	Wealth)	 		 		 		 		 		 		 		 		 		

		 Total	RWAs	 		 		 		 		 		 		 		 		 		

Initial	Capital	plus	Sources	of	 Common	Equity	Tier	1	 		 		 		 		 		 		 		 		 		

Additional	Capital	and	Uses	 Tier	1	Capital	 		 		 		 		 		 		 		 		 		

	of	Capital		 Total	Capital	 		 		 		 		 		 		 		 		 		

		

Capital	Deductions	 Capital	Deductions	 		 		 		 		 		 		 		 		 		

Total	Regulatory	Capital	 Common	Equity	Tier	1	 		 		 		 		 		 		 		 		 		

		 Tier	1	Capital	 		 		 		 		 		 		 		 		 		

		 Total	Capital	 		 		 		 		 		 		 		 		 		

Capital	Ratios	 Common	Equity	Tier	1%	 		 		 		 		 		 		 		 		 		

		 Tier	1	%	 		 		 		 		 		 		 		 		 		

		 Total%	 		 		 		 		 		 		 		 		 		

Required	Minimum	Ratios:	 Common	Equity	Tier	1%	 		 		 		 		 		 		 		 		 		

(include	buffers	required	by	 Tier	1	%	 		 		 		 		 		 		 		 		 		

the	regulator)	 Total%	 		 		 		 		 		 		 		 		 		

Using the assumptions contained in 
the bank’s financial plan, a base 
capital plan should be produced for 
the banking group and all significant 
banking/legal entities within it 
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The Base Capital Plan 

Specimen	Base	Capital	Plan	-	Bank	X

Now	XX-1 Jan.	XX Feb.	XX Mar.	XX Jun.	XX Sep.	XX Dec.	XX Jun.	XX+1 Dec.	XX+1

Assets	-	RWAs Business	Unit	1	(e.g.,	Retail)
Business	Unit	2	(e.g.,	Corporate)
Business	Unit	3	(e.g.,	Wholesale	Market)
Business	Unit	4	(e.g.,	International)
Business	Unit	5	(e.g.,	Wealth)
Total	On	Balance	Sheet	RWAs

Off	Balance	Sheet	 Business	Unit	1	(e.g.,	Retail)
Positions	-	RWAs Business	Unit	2	(e.g.,	Corporate)

Business	Unit	3	(e.g.,	Wholesale	Market)
Business	Unit	4	(e.g.,	International)
Business	Unit	5	(e.g.,	Wealth)
Total	Off	Balance	Sheet	RWAs

Total	RWAs Business	Unit	1	(e.g.,	Retail)
Business	Unit	2	(e.g.,	Corporate)
Business	Unit	3	(e.g.,	Wholesale	Market)
Business	Unit	4	(e.g.,	International)
Business	Unit	5	(e.g.,	Wealth)
Total	RWAs

Forecast assets in each business unit 
multiplied by the relevant Risk Weight 

Forecast off balance sheet positions (such 
as undrawn commitments to lend) in each 
business unit multiplied by the relevant Risk 
Weight 

A sum of the two categories above to 
produce Total Risk Weighted Assets at 
each future balance sheet date 
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The Base Capital Plan 

Initial	Capital	plus	Sources	of Common	Equity	Tier	1
Additional	Capital	and	Uses Tier	1	Capital
	of	Capital	 Total	Capital

Capital	Deductions Capital	Deductions

Specimen	Base	Capital	Plan	-	Bank	X

Now	XX-1 Jan.	XX Feb.	XX Mar.	XX Jun.	XX Sep.	XX Dec.	XX Jun.	XX+1 Dec.	XX+1

Deductions reflect the fact that capital may not be available to the 
firm or that assets are of uncertain value. 

Examples of capital deductions include: Expected Loss net of 
Provisions (to recognise the impact on capital of potential future 
losses not yet reflected in the P&L) and Investments in 
securitisation notes that are less than investment grade 

Sources of additional capital include retained profit 
(audited) and the issuance of new capital (e.g., via a 
rights issue). A planned dividend payment would 
represent a use of capital  
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The Base Capital Plan 

Total	Regulatory	Capital Common	Equity	Tier	1
Tier	1	Capital
Total	Capital

Capital	Ratios Common	Equity	Tier	1%
Tier	1	%
Total%

Required	Minimum	Ratios: Common	Equity	Tier	1%
(include	buffers	required	by Tier	1	%
the	regulator) Total%

Specimen	Base	Capital	Plan	-	Bank	X

Now	XX-1 Jan.	XX Feb.	XX Mar.	XX Jun.	XX Sep.	XX Dec.	XX Jun.	XX+1 Dec.	XX+1

The bank will need to consider mitigating 
action if the forecast capital ratios are 
below the regulatory minima in any of the 
future months 

Total Regulatory Capital in each period after 
taking into account sources of additional 
capital, capital deductions and uses of 
capital  

Aim to repeat the calculation of the capital plan 
in an economic downturn scenario (as a 
minimum) and incorporate mitigating actions 
which could be taken to improve capital ratios 
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Best Practice in Capital Planning 

There are four fundamental components of a sound capital planning process: 
 
(a)  Internal control and governance – a formalised capital planning process that is 

administered through an effective governance structure 

(b) Capital policy and risk capture  - the role of a capital policy in codifying guidelines 
that senior management will rely upon in making decisions about capital 
deployment or preservation 

(c)  Forward-looking view – highlights the benefits of incorporating forward-looking 
measures about potential capital needs into a bank’s capital planning process 

(d) Management framework for preserving capital – the need for a formal management 
process to consider and prioritise a range of actions that could be taken to preserve 
capital Source: BIS 
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Internal Control and Governance 

The Capital Plan/Planning Process should: 
    reflect the input of different experts from across a bank, including but not limited to staff from business, 
risk, finance and treasury departments. There should be a strong link between the capital planning, budgeting 
and strategic planning processes within a bank. Otherwise, there’s a risk that the capital plan won’t represent 
the strategy for individual business lines 

    incorporate a formal process to identify and resolve situations where competing assumptions are 
made, e.g., differences in strategic planning and capital allocation across the bank must be escalated for 
discussion and approval by senior executives 

    be independently verified on a regular basis  
    involve both senior management and the board of directors 
    be reviewed and approved by the board, at least annually 

A

B

C

D

E
Source: BIS 
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Capital Policy and Risk Capture 

The Capital Plan/Planning Process should: 
    have a monitoring framework that is complemented by a clear and transparent formal escalation 
protocol for those situations when a trigger or limit is approached and/or breached 

     incorporate an expression of risk tolerance by management and the board of directors 

    detail the range of strategies management is able to employ to address anticipated and 
unexpected capital shortfalls 
     seek to capture those risks for which an explicit regulatory capital treatment is not present, e.g., 
positions that result in concentrated exposures to a type of counterparty or industry 

     hold a management team accountable for demonstrating adherence to the capital policy 

     incorporate minimum thresholds that are monitored by managers 

F

G

I 

H

J 

K

Source: BIS 
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Forward-Looking View 

The Capital Plan/Planning Process should: 
     incorporate stress testing and the capability of performing ad hoc scenarios outside the normal 
stress testing procedures. The impact of at least a baseline and a downturn scenario that capture a 
combination of economic, market and bank-specific indicators should be estimated  

      capture a diversification assumption within the stress testing, otherwise, a bank is presuming 
that the impact of a scenario is additive 
     reflect actions that the management team could reasonably undertake to mitigate the impact of a 
modelled economic downturn 
     ensure that senior executives are aware of and have approved any assumptions regarding 
potential management actions given that they could have the potential to dampen the capital impact of 
a scenario on a particular business  

L 

M

N

O

Source: BIS 
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Management Framework for Preserving Capital 

The Capital Plan/Planning Process should: 

     provide senior management and directors with views of the degree to which a bank’s business strategy and capital position may be 
vulnerable to unexpected changes in conditions 

     prioritise and quantify the capital actions available to cushion against unexpected events 

     assess the feasibility of proposed contingent actions under stress, including potential benefits and long-term costs, and have a high degree of 
confidence that such actions can be executed as described 

      assess the appropriateness of particular actions under different scenarios 

P

Source: BIS 

Q

R

S
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Examples of Possible Capital Actions to Cover an Anticipated Capital Shortfall 

Divestments 
Issuance of 
regulatory capital 
instruments 

Cessation of dividends 

Securitisation Growth limits 

Reduction in staff and 
other operating 
expenses 

Review product pricing with a 
significant widening of 
margins 
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Agenda 

Ø  What is Capital Planning? 

Ø  Best Practice in Capital Planning (for Regulatory Capital) 

Ø  Practical Issues in Capital Planning 

Ø  Capital Transferability 
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Practical Issues Faced in Capital Planning 

Specimen	Base	Capital	Plan	-	Bank	X	

Now	XX-1	 January	XX	 February	XX	 March	XX	 June	XX	 September	XX	 December	XX	 June	XX+1	 December	XX+1	

Assets	-	RWAs	 		 		 		 		 		 		 		 		 		 		
Business	Unit	1	(e.g.,	Retail)	 		 		 		 		 		 		 		 		 		
Business	Unit	2	(e.g.,	Corporate)	 		 		 		 		 		 		 		 		 		
Business	Unit	3	(e.g.,	Wholesale	Market)	 		 		 		 		 		 		 		 		 		
Business	Unit	4	(e.g.,	International)	 		 		 		 		 		 		 		 		 		
Business	Unit	5	(e.g.,	Wealth)	 		 		 		 		 		 		 		 		 		 		

Off	Balance	Sheet	Positions	-	RWAs	 		 		 		 		 		 		 		 		 		 		
Business	Unit	1	(e.g.,	Retail)	 		 		 		 		 		 		 		 		 		
Business	Unit	2	(e.g.,	Corporate)	 		 		 		 		 		 		 		 		 		
Business	Unit	3	(e.g.,	Wholesale	Market)	 		 		 		 		 		 		 		 		 		
Business	Unit	4	(e.g.,	International)	 		 		 		 		 		 		 		 		 		
Business	Unit	5	(e.g.,	Wealth)	 		 		 		 		 		 		 		 		 		 		

Total	RWAs	 		 		 		 		 		 		 		 		 		 		
Business	Unit	1	(e.g.,	Retail)	 		 		 		 		 		 		 		 		 		
Business	Unit	2	(e.g.,	Corporate)	 		 		 		 		 		 		 		 		 		
Business	Unit	3	(e.g.,	Wholesale	Market)	 		 		 		 		 		 		 		 		 		
Business	Unit	4	(e.g.,	International)	 		 		 		 		 		 		 		 		 		
Business	Unit	5	(e.g.,	Wealth)	 		 		 		 		 		 		 		 		 		 		

Sources	of	Additional	Capital	(e.g.,	planned	capital		 		 		 		 		 		 		 		 		 		
raising/audited	profits)	 		 		 		 		 		 		 		 		 		
Common	Equity	Tier	1	 		 		 		 		 		 		 		 		 		
Tier	1	Capital	 		 		 		 		 		 		 		 		 		
Total	Capital	 		 		 		 		 		 		 		 		 		 		

		
Uses	of	Capital	(e.g.,	dividends)	 		 		 		 		 		 		 		 		 		 		

Capital	Deductions	 		 		 		 		 		 		 		 		 		 		

Capital	Ratios:	 		 		 		 		 		 		 		 		 		 		
Common	Equity	Tier	1%	 		 		 		 		 		 		 		 		 		
Tier	1	%	 		 		 		 		 		 		 		 		 		
Total%	 		 		 		 		 		 		 		 		 		 		

Required	Minimum	Ratios:	 		 		 		 		 		 		 		 		 		 		
(include	buffers	required	by	the	regulator)	 		 		 		 		 		 		 		 		 		
Common	Equity	Tier	1%	 		 		 		 		 		 		 		 		 		
Tier	1	%	 		 		 		 		 		 		 		 		 		
Total%	 		 		 		 		 		 		 		 		 		 		

Large 
Groups 

Basics 

Governance 

Compliance 
with Regulatory 

Minima 

Potential 
disconnect 

between BUs 
and legal entities 

 
 

Integrated 
Model 

 
Forecasts 
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Get the Basics Right! 

Ø  Arithmetic accuracy of all calculations 
Ø  Beware of over-reliance on spreadsheets…. 

FSA Fines Credit 
Suisse £5.6m  - 
CDO Trading 

Business Overly 
Reliant on 

Spreadsheets 

Major Blunder by 
Norwegian Central Bank 
Gives People Totally the 
Wrong Impression About 

Interest RatesI 

Allied Irish 
Banks – Allfirst 

Currency 
Trading Fraud 

US$700mI 

Fannie Mae 
Corrects 

Mistakes in 
Results 

US$1.2bn 

Westpac 
Jumps the 

Gun on Profit 
US$10m 

and there are countless other examples! 
Ø  If a firm’s Capital Plan is held on a spreadsheet, there must be a 

corresponding investment in an appropriate control framework to minimise 
the incidence of potentially costly errors 
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Compliance with Regulatory Minima 

Ø   Compliance with Basel 3/CRR IV/CRD IV at all times 
ü  Challenge posed by the phased implementation of the changes to minimum 

ratios and the implementation of new buffers 
ü  Different jurisdictions may not be implementing the changes at the same pace 
Ø  Credible intra-month RWA Calculation Process 
ü   Focus on trading books 
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Ø   Effective review and challenge process 
Ø   Oversight by a senior body (ALCO or EXCO) 
ü  For consistency, an integrated model capable of producing the base plan and 

stress testing outputs is ideal 
Ø  IRB banks should establish a governance framework around new model approval 

ü  Internal approval must be followed by regulatory approval. This process can be 
protracted 

Ø Discipline around the payment of dividends/capital injections within large banking 
groups. Communication  is key 

Governance 
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Business Units vs. Legal Entities 

Ø A firm’s business units are likely to be targeted on lending/deposit volumes and 
RWAs  

Ø The Capital Planning Unit or function responsible for legal entities within a 
banking group must also consider items such as capital resources, capital 
deductions, ICG feedback etc.. to ensure compliance with minimum capital 
ratios on an actual and forecast basis 

Ø Developments in the non-RWA components could have knock-on 
consequences for established BU RWA targets.  Allocation of required changes 
in RWA targets across different business units and the time required for any 
change in direction are potential issues.  Anticipation of emerging issues is the 
key. 
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Forecasts 

Ø  2-5 year planning horizon 
ü  too much of a tendency to focus on Year 1 only 
Ø Robust underlying planning/budgeting process 
Ø Challenge of forecasting RWAs, particularly for firms employing the Advanced 

Internal Ratings Based Approach 
ü  RWAs are a function of Probability of Default, Loss Given Default and Exposure 

at Default 
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Capital strategy  
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Capital Strategy 

In formulating their capital strategies, banks must devise a plan of action (which is regularly reviewed) to 
achieve the following objectives over the long-term:  
Ø Satisfy all regulatory requirements 

ü  Basel 3 Minimum Capital Ratios 
ü  Basel 3 Leverage Ratio 
ü  Bank Recovery and Resolution Directive – Minimum Requirement for Own Funds and Eligible Liabilities 
ü  Structural Banking Reform – Independent Commission on Banking and ‘Ring-fencing’ 
 

Ø Operate within the bank’s approved Risk Appetite at all times 

Ø Optimise Return on Equity (or similar measure of profitability) 
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Capital Strategy – Satisfy all Reg. Requirements 

Recap – Basel 3/CRD IV Leverage Ratio, which must be satisfied by all Credit 
Institutions in a banking group at all times 
In the lead up to the financial crisis banks in most jurisdictions were only required to 
meet risk-weighted capital requirements and were not subject to leverage 
requirements.  
 Some banks’ balance sheets 
expanded significantly while 
average risk weights declined. 
Banks funded increases in their 
lending through greater amounts of 
relatively cheaper debt rather than 
equity. 
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The Leverage Ratio Calculation 
(note PRA PS21/17) 

The Basel 3 Leverage Ratio is defined as: The Capital Measure 
The Exposure Measure 

Ø    Capital measure =  Tier 1 Capital 
 

Ø  Exposure measure = the sum of: on-balance sheet exposures, off-
balance sheet exposures, securities financing transaction exposures 
and derivative exposures 

 

Ø  Minimum Ratio = 3.25% 
As all on-balance sheet exposures are equally weighted, this ensures that firms are required to 
hold a minimum amount of capital relative to their exposures regardless of their activities. Also, 
exposures cannot be offset by risk mitigation (e.g. any collateral held against an exposure does 
not reduce the exposure measure for leverage ratio calculation). This prevents the exposure of a 
firm deteriorating rapidly if its collateral devalues. 

Recap 
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Leverage Ratio Framework 

Ø In the UK, the PRA has already introduced both a counter-cyclical and a G-SIB/
systemic supplementary Leverage Ratio requirement, set at 35% of each buffer and 
fulfilled from CET1. The Basel Committee is implementing a comparable 
requirement for G-SIBs from 1 January 2022, set at 50% of the G-SIB buffer 
and fulfilled from T1 capital 

Ø For G-SIBs, distribution constraints will apply for the revised Leverage Ratio as 
well as the Capital Conservation buffer 

UK – based G-SIBs: 
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Capital Strategy – Satisfy all Reg. Requirements 

Recap - Bank Recovery and Resolution Directive/FSB Total Loss Absorbing 
Capacity Requirements  
Ø The financial crisis forced governments around the world to rescue banks. The 
subsequent impact on public finances as well as the undesirable incentive effects of 
socialising the costs of bank failure have underscored that a different approach is 
needed  
Ø In the future, shareholders and creditors will have to bear the burden of bank 
failure, minimising moral hazard and risks to taxpayers  
Ø The FSB’s standard sets a minimum loss-absorbing capacity for the largest and 
most complex global firms (known as global systemically important banks, or G-
SIBs) 

* 
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Capital Strategy – Satisfy all Reg. Requirements 

Ø In the UK, this policy is implemented through the Minimum Requirement for Own 
Funds and Eligible Liabilities (MREL) rules 
Ø MREL can be met with regulatory capital and other long term liabilities which are: 
(a) in scope of bail-in; (b) not subject to preference in insolvency and (c) do not 
contain certain features which are likely to make them more difficult to bail-in or 
otherwise expose to loss in resolution. 
Ø UK firms will be subject to interim MREL requirements from 1 January 2020, with 
final requirements coming into force in 2022 
Ø The purpose of MREL/TLAC is to help ensure that when institutions fail, the 
resolution authority can use these financial resources to absorb losses and 
recapitalise the continuing business.  
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Capital Strategy – Satisfy all Reg. Requirements 

Independent Commission on Banking (Vickers) Report 2011 – ‘ring-fencing’  
Ø Separation of a banking group into sub-groups for a Ring-Fenced Bank (RFB) and for ‘excluded activities’ 
under a common holding company 
Ø Aimed at ensuring that financial services crucial to the U.K. economy, such as deposit-taking, payments and 
overdrafts, will be protected if riskier (e.g., trading) units incur losses and have to be shut down 
Ø Banks that take in more than £25bn in 'core' deposits from individuals and small businesses must implement 
the ring-fence by 1 January 2019 
Ø Banking groups that carry out both ring-fenced and "excluded" activities are expected to adopt a 'sibling 
structure' of separate clusters of subsidiaries beneath a single holding company 
Ø The protected unit (the RFB) must be measured on a standalone basis for its capital needs.  Any transactions 
between the RFB and other parts of the institution will be classed as third-party deals, meaning capital will have 
to be held against them. 
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Capital Strategy – Operate within the Bank’s Approved Risk Appetite 

Recap – A bank’s risk appetite quantifies the level of risk it is willing to take 
The Santander example contains 
a specific statement on the 
bank’s risk appetite in respect of 
capital 
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Capital Strategy – Optimise Return on Equity 

Banks should aim to make efficient use of their capital resources: 
Ø  Risk versus Reward trade-off. Return surplus capital to shareholders, e.g., RBS 

ü  ‘As we reduce risk, and make expected divestments over the coming years, we anticipate a 
substantial increase in our capital as a result. Subject to approval, we intend to return any surplus 
capital to our shareholders,’ McEwan told the bank's annual meeting on Tuesday. 

ü  ‘Paying a dividend or buying back shares would make the bank more attractive to investors and 
help the government dispose of its stake. RBS is aiming for a core Tier 1 capital ratio of 13 percent 
and plans to return any capital about that level’. (Reuters 23 June 2015) 

Ø  Allocate capital to the most profitable activities (as measured by regulatory capital) 
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ICAAP best-practice 
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Agenda 

Ø    The ICAAP Process  

Ø    The Supervisory Review and Evaluation Process (SREP) 

Ø    Individual Capital Guidance/The PRA Buffer 

Ø    Practical Issues and Best Practice in ICAAP Preparation 
 

Note, this presentation focuses upon the stress testing process employed within the 
UK, but it will be consistent with the approach in the EU and those jurisdictions which 
adopt the Basel Committee on Banking Supervision framework. 
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What is an ICAAP (Internal Capital Adequacy Assessment Process)? 

Ø Under PRA rules, a firm is required to undertake a regular assessment of the 
amounts, types and distribution of capital that it considers adequate to cover the level 
and nature of risks it is exposed to  
Ø  This assessment (the ICAAP), should cover the major sources of risks to the firms 
ability to meet its liabilities as they fall due and incorporate stress testing and 
scenario analysis 

Ø The ICAAP should be the responsibility of the firm’s governing body and be 
updated at least annually (more frequently if business or operating environment 
changes)  
Ø  The ICAAP should be an integral part of the firm’s management process and 
decision-making culture Source: PRA Supervisory Statement  July 2015 

What type of business 
operating environment would 
necessitate a re-work of the 

ICAAP?  
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ICAAP and SREP (PRA SS31/15 Update 2017) 

The basic requirements paper… 
Notable pointers: 
•  All firms must have appropriate systems and processes pertinent to their business model   
•  Stress testing and scenario analysis are forward looking analytical techniques which seek to anticipate 

possible losses that might occur if an identified economic downturn or risk event occurs (3.1) 
•  Stress scenarios should not simply replay the last crisis… 
•  Stress testing refers to shifting the values of individual parameters that affect the financial position of a 

firm and determining the effect on the firm’s financial position  
•  Scenario analysis refers to a wider range of parameters being varied at the same time; eg., 

simultaneous movements in a number of risk drivers affecting all of a bank’s business operations, such 
as business volumes and investment values 
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ICAAP and SREP (PRA SS31/15 Update 2017)… 

Overall approach 
A bank should undertake a broad range of stress tests which reflect a variety of perspectives, including 
sensitivity analysis, scenario analysis and stress testing on individual portfolios as well as at firm-wide leve; 
(para 3.6) 
A firm should use the results of its stress testing and scenario analysis not only to assess capital needs but 
also to decide if measures should be put in place to minimise the adverse effect  on the firm if the risks 
covered by the stress tests or scenario analysis actually materialise. Eg., contingency plan or specific risk 
mitigation steps (3.7) 
Stress tests and scenario analysis should be carried out “at least annually”. Sudden changes in economic 
outlook or exposure to sectoral concentration may occasion more frequent testing (3.8) 
Governance 
The PRA expects the firm’s management body to be actively involved and engaged in all relevant stages of 
the firm’s stress testing and scenario analysis programme.  
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Assessment of Material Risks 

Ø  Banks need to assess all material risks 

Ø  Should be fully documented 

Ø  Risks that are deemed not to be material still need to be documented (+ 
reasons) 

Ø  Should explain how risks are: 

ü   Measured (where relevant) 

ü   Managed 

ü   Mitigated 

Ø  Develop a risk map/register to cover all risks 
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Statement of Risk Appetite 

Ø  Board-level document  

Ø  Quantifies the desired level of risk that an institution is willing to take  

Ø  How does Risk Appetite compare to Risk Bearing Capacity? 

Ø  Typically expressed in terms of risk limits, but under an ICAAP should also 
quantify those risk limits in terms of capital. May also be expressed in 
terms of earnings volatility 

Ø  Usually refreshed at least annually 
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Risk Register – Example Extract 

Risk  Definition Indicative Appetite Statement 
Credit Risk: Customer Lending Unexpected losses from borrowers failing to meet their 

obligations as they fall due 
X% of customer lending secured by land/buildings 

Credit Risk: Treasury Unexpected losses from Treasury counterparties failing to 
meet their obligations as they fall due 

All counterparties must be rated at XX or above 

Concentration Risk Risk of loss from over exposure to a particular group of 
counterparties 

Customer lending caps to sectors 

Liquidity Risk The bank is unable to meet its deposit liabilities as and when 
they fall due 

Maintain sufficient liquid assets to satisfy an idiosyncratic stress 
for 90 days 

Interest Rate Risk Risk of loss through movement in interest rates Limit on re-pricing mismatch 

Pension Risk The risk that the bank will be unable to meet its pension 
obligations 

Maintain sufficient surplus capital to cover scheme deficits 

Reputation Risk Risk that the bank’s business activities result in a loss of trust 
from bank customers and other stakeholders 

Minimum reputational quality from a variety of stakeholder 
groups 

Conduct Risk Business activities result in poor outcomes for customers Mortgage applications will only be accepted from Prudential 
Regulation Authority/Financial Conduct Authority registered 
firms 

Regulatory Standing The risk that the bank’s standing with regulatory bodies 
deteriorates to the extent that it harms business 

Bank’s activities will operate to avoid breaches of the regulatory 
framework 

Operational Risk The risk of loss from inadequate or failed internal controls, 
human error or external events 

Management is not willing to accept any single loss greater 
than £X, or combination of y losses in a quarter in excess of £Z 
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Risk Taxonomy 

Aspect Key Facts 
Definition The Risk Taxonomy is a catalogue of the inherent risks associated with the ABC Bank business, its customers and the 

regulatory environment in which it operates  
Rationale 
 

In order to establish and maintain the Risk Framework and its various components, it is important to agree a list of risks 
(Risk Taxonomy) and associated accountabilities around which the Framework is designed and built. The Risk Taxonomy 
provides a common risk language for all stakeholders whether internal or external 

Preparation The Group Group Taxonomy has been used as a starting point and then tailored to the ABC Bank business based on 
discussion with Business and Risk stakeholders (Subject Matter Experts), coupled with a review of ABC Bank’s strategy, 
including product strategy, profit and loss account and balance sheet and other related information/documentation. This 
will need to change and evolve as the company’s internal and external environments change. 

Structure There are 3 levels of risks as follows: 
Level 1: These are the headline risk types common to most financial institutions eg Credit, Market and Operational 
Level 2: These are the identifiable sub risks of the Level 1 for example Core Lending risk and Concentration risk are sub 
risks of Level 1 Credit Risk 
Level 3: These arise where Level 2 risks require to be sub-divided further into specific risks requiring risk management 

Status ExCo have approved the Risk Taxonomy and this will now be used when rolling out the Risk Framework 
Importance for 
ICAAP 

The Risk Taxonomy is an important starting point for the MIRA process outlined on the next slide, which in turn is used in 
the capital assessment process. 

Risk taxonomy – Background and purpose 
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Risk Taxonomy Level 1 risks 

Level	1	Risk	 1st	LoD	Risk	Owners 2nd	LoD	Risk	
Owner Definition 

CREDIT	 MD’s	of	each	
Business	area/MD	
Sales	&	Marketing 

CRO Risk	of	loss	from	the	failure	of	a	customer	to	meet	its	obligations	to	settle	outstanding	amounts,	including	Concentration	Risk. 

OPERATIONAL COO,	Head	of	HR,	
Legal	&	CFO The	risk	of	loss	resulting	from	inadequate	or	failed	internal	processes,	people,	or	from	external	events,	including	legal	risk	and	supplier	risk. 

IT Head	of	IT Loss	of	technology	services	due	to	loss	of	data,	system	or	data	centre	including,	where	applicable,	failure	of	back	up	processes	and/or	a	third	party	
to	restore	services. 

COMPLIANCE ExCo	members The	risk	of	material	financial	costs	(including	rectification	and	remediation	costs),	legal	and	regulatory	sanctions,	or	reputational	damage	the	bank	
may	suffer	as	a	result	of	its	failure	to	comply	with	relevant	laws,	regulations,	principles,	rules,	standards	and	codes	of	conduct	applicable	to	its	
activities,	in	letter	and	spirit.	Within	Compliance,	
• 	Conduct	is	the	risk	that	actions	undertaken	by	the	bank	and	/	or	its	staff	could	lead	to	customer	detriment,	employee	detriment	(outside	of	
appetite),	inappropriate	control	of	financial	crime	and	related	activity	or	negative	impact	on	market	stability.		
• 	Prudential	Compliance	is	the	risk	of	material	loss	or	liability,	legal	or	regulatory	sanctions,	or	reputational	damage	arising	from	breaching	existing	
relevant	prudential	policy,	laws,	or	regulations,	in	any	jurisdiction	in	which	the	entity	operates. 

NON	TRADED	
MARKET Head	of	Treasury The	Market	Risk	arising	in	Non	Trading	assets	and	liabilities. 
CAPITAL	&	STRESS	
TESTING CFO The	risk	of	not	being	able	to	conduct	business	in	base	or	stress	conditions	due	to	insufficient	qualifying	capital	as	well	as	the	failure	to	assess,	

monitor,	plan	and	manage	capital	adequacy	requirements. 
FUNDING	&	
LIQUIDITY Head	of	Treasury	

 
The	risk	that	the	company	is	not	able	to	meet	its	liabilities	as	they	fall	due,	or	has	insufficient	resources	to	repay	withdrawals. 

REPUTATIONAL ExCo	members The	risk	of	brand	damage	and/or	financial	cost	due	to	the	failure	to	meet	stakeholder	expectations	of	the	company’s	conduct	and/or	performance. 
BUSINESS CFO/	(+MD’s	of	Biz	

areas/	S&M) The	risk	that	the	company	suffers	losses	as	a	result	of	adverse	variance	in	its	revenues	and/or	costs	relative	to	its	business	plan	and	strategy. 
STRATEGIC CEO	(Board) The	risk	that	the	company	will	make	inappropriate	strategic	choices,	is	unable	to	successfully	implement	selected	strategies,	or	changes	arise	

which	invalidate	strategies.	This	includes	all	divestment	programme	related	risks. 
GROUP	

 
CEO The	dependency	of	the	company	on	the	Group	Group	for	key	support	areas	eg	Funding,	Liquidity,	Capital,	and	other	Back	Office	functions	etc. 

The table below summarises the Level 1 risks within the risk taxonomy for ABC Bank 
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Material Integrated Risk Assessment  (MIRA) 

Aspect Key Facts 
Definition Material Integrated Risk Assessment (MIRA), is a Group basic ‘Top Down’ risk assessment tool across all risk types. It 

identifies material risks and assesses the risk and control framework in place to mitigate those risks 

Importance for 
ICAAP 

Regarding the ICAAP, the MIRA is an important input to the capital assessment process by identifying material risks and 
then assessing the capital treatment required for each of these risks. Material risks are either managed and have capital 
set aside or else managed, not requiring capital 

ABC Bank MIRA ABC Bank has rolled out an initial MIRA process. This is the first time that this has been done in ABC Bank given MIRA 
has previously been rolled out at divisional level to Retail and Corporate.  
 
Good first line engagement has been achieved as each risk has now been agreed with an accountable ABC Bank ExCo 
member. A number of follow up discussions are being held with ExCo members to consider these risk and firm up on 
actions to take the MIRA forward. 
 

Capital 
Assessment 

For capital assessment purposes, the MIRA material risks are set out on the next slide with the proposed capital treatment 

Next steps Within ABC Bank, additional more detailed updates on MIRA will be given to ExCo and ultimately to the ABC Bank Board. 
These will then be shared with PRA/FCA at future meetings.  

Material Integrated Risk Assessment (MIRA) – Background and purpose 
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Risk appetite and risk indicator levels 
PRA “Dear CEO” letter 5th July 2018 

Quote from this letter: 
Several firms calibrated their indicators at or close to regulatory minima. Indicators need to be 
calibrated such that the firm has sufficient time to implement recovery options 
…this finding is especially true of CET1%...indicators. …most firms set their CET1% recovery indicator 
only at their Total Capital Requirement (TCR) level. At this point, it is questionable that the firm would 
be able to implement recovery options in a timely manner to be able to recover.  

 
Setting risk appetite levels 
Setting Early Warning Indicators (EWI) should be consistent with the Risk Appetite Statement  
Recommended approach: for RAS (and hence ICAAP) put in place RAYG (not RAG!) levels with the 
“Green” comfortably above regulatory minima (comfort level is firm-specific)  
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Stress Scenario(s) 

Ø The Prudential Regulation Authority (PRA) publishes a macroeconomic scenario for 
the UK which may be used to complement  firms’ own scenarios. This should be used 
by firms as a guide to calibrate their own scenarios for Pillar 2 capital planning stress 
tests.  

  

  

 

The key practical benefits of this approach are: 
 

- It helps firms to conduct stress tests using scenarios of appropriate severity.  Left to 
their own devices, firms tend to underestimate the probability of adverse outcomes and 
the potential crystallisation of 'tail risks’ 

 

- It enables bench-marking of outputs across the industry. (Note, this is in contrast to 
liquidity stress testing presented in the ILAA, where there is no longer a standardised 
scenario 

 

- It helps to promote senior management engagement in the stress testing process  
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The UK Supervisory Stress Test Scenario 

Ø A stress test examines the potential impact of a hypothetical adverse scenario on the health 
of the banking system and individual institutions within it.  Stress tests allow policymakers to 
assess banks’ resilience to a range of adverse shocks and ensure they are sufficiently 
capitalised, not just to withstand those shocks, but also to support the real economy in a 
potential future stress. 
Ø The UK Supervisory Stress Test contains three types of stresses: 
ü  A macroeconomic stress scenario, spanning a five-year period to the end of 2020. 
ü  A traded risk stress scenario, which is consistent with the content and calibration of the macroeconomic 

stress scenario. 
ü  A misconduct costs stress, which is in addition to the macroeconomic and traded risk stress scenarios. 
Ø Both the scenario provided by the Supervisor and banks own scenarios should be ‘severe, 
yet plausible’ 
Ø The PRA provides an Anchor Scenario for smaller banks as well 
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Example – 2016 UK Supervisory Stress Scenario 

Key Characteristics 
Vulnerabilities across financial markets and the global and UK economies crystallise. There is 
a synchronised global downturn in output growth.  Relative to the baseline scenario, growth in 
China and Hong Kong is particularly adversely affected.  Global GDP growth troughs at -1.9%, 
as it did during the 2008 global financial crisis. 
Investors’ risk appetite diminishes and financial market participants attempt to de-risk their 
portfolios, generating modest safe-haven capital flows and substantial increases in risk premia 
in financial and property markets.  There is volatility in financial markets with emerging market 
currencies depreciating against the US dollar.  Other asset prices fall sharply.  The price of oil 
troughs at US$20 per barrel, reflecting the further slowdown in world demand. 
 Interest rates facing households and businesses increase in the early part of the stress, partly 
reflecting a rise in term premia on relatively safe long-term government debt.  Credit spreads 
on more risky assets such as corporate bonds rise sharply too. Bank funding spreads also 
increase. 
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Example – 2016 UK Supervisory Stress Scenario 

Key Characteristics 
Although policymakers pursue additional monetary stimulus, which starts to reduce long-term 
interest rates, the overall cost of credit rises in the short term. 
 In common with other risky asset prices, property prices fall globally.  Declines in Chinese and 
Hong Kong property prices are particularly pronounced, following rapid recent growth.  In the 
UK, residential property prices fall by 31%, concentrated in regions which have recently 
experienced more rapid price rises. 
 
 

UK CRE prices fall by 42%, with the greatest falls in prime CRE prices which have risen 
strongly since the financial crisis, and were around their pre-crisis peak at the end of 2015. 
Other CRE prices fall by less, due to less growth since the crisis. 
 The level of UK GDP falls by 4.3%, accompanied by a 4.5% rise in unemployment.  The 
combined impact of increases in the cost of credit, the contraction in world demand, falls in 
asset prices and heightened uncertainty have a pronounced impact on domestic growth. UK 
productivity growth remains weak, limiting the recovery in UK activity through the latter part of 
the stress horizon. 
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Supervisory Stress Scenario cont. 

Ø The 2016 Supervisory Stress is severe, and comparable to the deepest UK 
recession over the past 30 years  

Indicator Rate 
GDP -2.2% 
Unemployment 12% 
Base Rate 12-15% 
House Prices 2-5% 
Inflation 12% 

Key	UK	Economic	Indicators	in	1981	 
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In UK, the Scenario Provided by the Regulator is Changed each Year…. 

The 2014 stress test focused on risks to the UK household sector, and included a large fall in house prices and a sharp rise in 
unemployment, triggered in part by a sharp rise in interest rates.  The 2015 stress test focused more on global risks, associated 
particularly with a sharp contraction in growth in China and other EMEs, as well as the euro area, accompanied by a fall in long-term 
interest rates.  In so doing, the 2015 stress test incorporated a less severe stress for banks’ UK exposures. The 2016 stress 
scenario incorporated a more severe global stress than either the 2014 or 2015 stress scenarios.  Part of the explanation for that 
larger shock to global output is the severity of the stress to US GDP growth in the 2016 test, which is significantly greater than in the 
2014 and 2015 exercises. 
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ICAAP Components 

Ø  Business plan and strategy 
Ø  Description of risk governance 
Ø  Statement of risk appetite 

ü  Link to risk limits 
ü  Link to strategy 

Ø  Comparison with risk-bearing capacity 
Ø  Assessment of material risks 
Ø  Description of stress scenarios 
Ø  Risk capital model outputs – impact of stress scenarios on material risks and 

outcome for capital/earnings 
Ø  Available mitigants 
Ø  Reverse stress testing 
Ø  Capital allocation process and policies 
Ø  Use test – embedded in business processes 
Ø  Review and challenge process 
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Specimen ICAAP Components – EBA Guidelines 

General 

Business model and strategy 

Forward projections of key financial metrics 

Risk management and control framework 

Risk appetite framework 

Stress testing programme (e.g., frequency, method, role of 
reverse stress tests etc..) 

Information on risk data, aggregation, and IT systems 

Specific 

Time horizon, organisational coverage and risks covered 

Stress scenarios 

Risk measurement, assessment and aggregation methodologies used 

Internal capital estimates for all material risk categories 

Capital allocation framework 

Capital plan and assumptions 

Committee minutes (use test) 

Management actions 
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Reverse Stress Testing 

Reverse Stress Testing 
Ø  … is a risk management tool used to increase a firm’s awareness of it’s business model vulnerabilities 

Ø  Firms are required to carry out stress tests and scenario analyses that test its business plan to failure 

Ø  Business plan failure is the point at which the market loses confidence in a firm, and as a result the firm is no 
longer able to carry out its activities. An example might be the point at which existing shareholders are unwilling to 
provide new capital 

Ø  As part of its reverse stress testing, a firm should consider whether the failure of one or more of its major 
counterparties would cause the firm to fail 

Ø  Where reverse stress testing reveals that a firm’s risk of business failure is unacceptable high, the firm should 
devise mitigating actions. It may be necessary to consider changes to the business plan 
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ICAAP Business Benefits 

Ø  Enhances ability to understand how much capital flexibility exists to support 
risk appetite and acquisition strategy 

Ø  Enables understanding of capital requirements under different economic 
scenarios and “stress” scenarios 

Ø  Builds and supports linkage between risk and capital – and ties performance 
to both;  

Ø  Positions Bank to optimize the outcome of regulator’s review of capital 
requirements, freeing up the maximum amount of capital to support strategic 
flexibility 

Ø  Strengthens position to respond to increasing focus on capital management 
by both rating agencies and analysts.  
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Agenda 

Ø    The ICAAP Process  

Ø    The Supervisory Review and Evaluation Process (SREP) 

Ø    Individual Capital Guidance/The PRA Buffer 

Ø    Practical Issues and Best Practice in ICAAP Preparation 
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The Supervisory Review and Evaluation Process (SREP) 

 

The SREP is a process by which the PRA: 

Ø reviews the arrangements, strategies, processes and mechanisms  
implemented by a firm to comply with PRA rules/CRR 

Ø  evaluates the risks to which a firm is exposed 

Ø  assesses the risk that the firm poses to the financial system 

Ø  evaluates the further risks revealed by stress testing 
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Examples of Items Reviewed in the SREP (not exhaustive list!) 

The governance 
arrangements of the firm 

The ability of 
members of the 
management body to 
perform their duties 

The corporate culture 
and values of the firm 

The involvement of the 
firm’s governing body in the 
ICAAP production 

The appropriateness of 
internal systems and 
processes supporting ICAAP 
production 

Material risk coverage 
and whether the 
amount and quality of  
capital identified as 
required by the firm is 
sufficient 

The risk the firm 
poses to the 
financial system 

The results of stress tests 
carried out in accordance 
with the CRR 

The firms exposure 
to and management 
of liquidity risk 

The extent to 
which capital held 
to support assets 
the firm has 
securitised is 
adequate 
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The Supervisory Review and Evaluation Process (SREP) Cont. 

 

On the basis of the SREP, the PRA will determine: 
 
Ø  whether the arrangements implemented by a firm and the capital  
    held provide sound management and adequate coverage of risks 
 
Ø if necessary, the PRA will require the firm to take appropriate actions to address 
any future potential failure to meet its prudential regulatory requirements 
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Interaction between elements of ICAAP, SREP and Recovery Plan 

Source: EBA Guidelines 19 July 2018 

ICAAP SREP Recovery	Plan

Information	on	business	model	
and	strategy;	on	stress	testing

Business	model	analysis Analysis	of	critical	functions	and	
core	business	lines.	Analysis	of	
internal	and	external	
interconnectedness.	Assessment	
of	recovery	options

Information	on	risk	governance	
and	management	framework,	on	
risk	data,	aggregation	and	IS	
systems

Assessment	of	internal	
governance	and	firm-wide	
controls

Assessment	of	governance	
arrangements.	Assessment	of	
reocvery	plan	indicators.	
Assessment	of	scenarios

Information	on	risk	appetite	
framework,	on	stress	testing,	on	
risk	measurement,	assessment	
and	aggregation,	on	internal	
capital	and	capital	allocation,	on	
capital	planning	process

Assessment	of	risks	to	capital	and	
capital	adequacy

Assessment	of	recovery	plan	
indicators.	Assessment	of	
recovery	options

					<<<<<<<							Interaction	and	consistency	of	elements							>>>>>>>
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The cross-over from ICAAP to RP… 

© Moorad Choudhry 2018 
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PRA “Dear CEO” letter 5/7/2018 

Some pointers on how to approach the Recovery Plan given in this letter… also point to the ICAAP 
stress setting scenarios and the management actions in stress….: 
Firms had an inadequate range of indicators to identify emerging stresses 
•  A firm’s recovery indicators should reflect the risks it faces, and be able to provide it with early 

warning of an incoming stress (sic). Starting point is list of minimum indicators provided in EBA 
guidelines…insufficient use of forward-looking indicators 

Several firms calibrated their key risk indicators at or close to regulatory minima (already 
highlighted…) 
•  This is particularly the case with CET1 and LCR. Eg., many firms set their CET1 recovery 

indicator at their Total Capital Requirement (TCR) level. At this point, it is questionable whether 
the firm would have sufficient time to implement recovery options to be able to recover  

•  Indicators should be calibrated to firm’s RAS, which will provide the best indication of the point 
at which the firm will consider taking action to restore its position  
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PRA “Dear CEO” letter 5/7/2018…. 

Firms do not consider appropriately how different stresses could impact the 
implementation of recovery options 
•  Should a systemic stress occur, the benefits of certain types of options will be lower when 

compared to the benefits of those options in an idiosyncratic stress. Eg., in a liquidity stress, 
several firms would use options to increase the amount of deposit funding they attract, such as 
increasing the interest rates offered up to the current market maximum. When several firms 
take this action, it is implausible to assume that the firm’s deposit base would increase by the 
same amount as in an idiosyncratic scenario. Ditto equity and debt raising recovery actions…. 

•  Firms should consider what actions are less dependant on the actions of other banks, and also 
what additional recovery options are available should the first set accrue a lower benefit than 
expected… 
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PRA “Dear CEO” letter 5/7/2018…. 

Firms have not considered sufficiently option dependencies, which reduces the credibility 
of firm’s strategies to recover 
•  Many firms do not provide analysis of the dependencies between different options. Eg., two 

options might be mutually exclusive, or the execution of one option may adversely impact the 
benefit of another option. The RP should state clearly what dependencies exist between 
options 

Scenario testing is weak, does not test the credibility of the RP and does not provide 
confidence that the firm can recover from severe stress 
•  The scenario section of the RP should be used to test the credibility of individual components 

of the plan. Scenarios should test appropriately components of the plan, and how the benefits 
of the recovery actions accrue over time.  

•  Firms should use scenarios to evidence how a specific scenario would affect it over time, when 
and which indicators would trigger, which options would be executed and when, and how 
decisions regarding those options would be reached (the governance process)  
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Pointers for the supervisory review 
Proactive intervention framework (PIF), Risk Model and Questions 

PIF scores are confirmed annually at the Periodic Summary Meeting (PSM) (can be raised in response to changes) 
PIF scores should be in line with risk group scores on the risk model (see next). Higher scores > increased scrutiny 

Potential	Impact To	what	extent	would	the	collapse	of	the	firm	affect	the	financial	
system?	How	many	customers	would	be	affected?	Do	other	financial	
services	rely	on	this	firm	for	services?

Cat	1-4

External	context How	severe	is	the	current	economic	climate? Score	1-10	
PIF	1-5

Business	risk How	is	the	firm's	balance	sheet	positioned?	Matching	of	assets	and	
liabilities		/	hedging?	Ability	to	generate	profits?	The	strength	of	the	
business	model?

Score	1-10	
PIF	1-5

Management	and	
Governance

How	suitable	are	the	managers,	executives	and	Board	to	run	the	
firm?

Score	1-10	
PIF	1-5

Capital To	what	extent	is	the	quantity	and	quality	of	capital	appropriate?	
How	easily	are	they	able	to	generate	new	capital?

Score	1-10	
PIF	1-5

Liquidity To	what	extent	is	the	quantity	and	quality	of	liquidity	appropriate?	 Score	1-10	
PIF	1-5

Recovery	&	
Resolution	

How	easily	could	the	firm	be	resolved?	What	proportion	of	deposits	
are	covered	by	FSCS?	How	viable	are	the	Recovery	options?

TBD
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Key areas of PRA focus 

Stress testing 
•  Suitability of capital base 
•  Justification of Pillar 2a 
•  Severe  but plausible 

idiosyncratic stress 
•  Management actions / 

realism 
•  Operational risk and 

concentration focus 

Risk appetite 
•  Linkage to business plan 

and stress testing 
•  How this is monitored 
•  Alignment of risk tolerance 

and risk appetite with 
views of sufficiency and 
capital resources 

Governance 
•  Process for setting and 

agreeing stress tests 
•  Understanding of 

justifications within the 
ICAAP 

•  Early involvement of the 
Board and across the 
business  
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Example Questions 

What are the 3 key risks facing your firm – why do you believe these are the top 3? 
How does the Board ensure the bank is managing risk in line with its stated risk appetite? 
How do you derive comfort that the Pillar 2 capital requirement is stated correctly? 
How do the firm go about agreeing what stress tests to use? 
What is the process for development, challenge and adoption of the ICAAP strategy? 
Describe the level of challenge at Board to the ICAAP strategy? 
How is the ICAAP used within the business?  
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Key areas of PRA focus – Credit Risk 

Strategy and Governance 
•  Lending strategy 
•  How is this agreed? 
•  Communication across the 

business? 
•  Linkage to other documents  

(beware – consistency!) 
•  Supporting policies 
•  That the bank actually does 

what it says on paper 

Procedures 
•  Sales and distribution 
•  Underwriting approach and 

methodology 
•  Segregation of duties 
•  Mandates and escalation 
•  Alignment with strategy 

and policies 

Risk management  
•  Risk appetite 
•  Oversight committee 

structure 
•  Portfolio performance 
•  Bad debt management  
•  Provisioning policy 
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Example questions…. 
Credit risk 

What is the lending strategy that has been agreed by the Board? 
How has this changed recently? 
How is the strategy communicated within the bank? 
How do you monitor your progress against plan? 
What are the key vulnerabilities of your loan book, and why? How do you manage these risks? 
How do you monitor performance of the loan book?  
How do you monitor broker business? (particularly relevant / emphasis for small banks) 
What is your approach to valuations for new  / existing mortgages? 
How do you manage arrears and forbearance? 
How are lending mandates delegated? 
How are decisions on lending outside of policy agreed? Signing authority? 
Have there been any breaches of policy lately? How was this managed? 
What is your provisioning policy? How frequently is this updated? Challenged? Signing authority?  
How accurate has your provisioning been to date? 
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Agenda 

Ø    The ICAAP Process  

Ø    The Supervisory Review and Evaluation Process (SREP) 

Ø    Individual Capital Guidance/The PRA Buffer 

Ø    Practical Issues and Best Practice in ICAAP Preparation 
 



79 

Individual Capital Guidance and the PRA Buffer 

Ø Following the SREP, the PRA will give firms Individual Capital Guidance (ICG) 
setting out the amount and quality of capital that the PRA believes the firm 
should hold (Pillar 2A), in addition to the capital it must hold to comply with the 
CRR (Pillar 1) 

Ø The advice to firms will always be on a consolidated basis and may be on an 
individual basis to subsidiaries 

Ø The PRA may also advise firms of a PRA Buffer (Pillar 2B) that should be held to 
cover capital requirements in a real world stress event, after allowing for realistic 
management actions 

Ø A firm which does not meet its PRA buffer can expect enhanced supervisory 
action, and should prepare a capital restoration plan 

 



80 

The Overall (Basel 3/CRD IV) Capital Requirement for Banks 
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Agenda 

Ø    The ICAAP Process  

Ø    The Supervisory Review and Evaluation Process (SREP) 

Ø    Individual Capital Guidance/The PRA Buffer 

Ø    Practical Issues and Best Practice in ICAAP Preparation 
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Practical Issues and Best Practice in ICAAP Preparation 
 

Ø  The main beneficiary of ICAAP 
Ø  Timeline and continued relevance 
Ø   Assessment of Material Risks 
Ø   Stress Scenarios 
Ø   Mitigation 
Ø   Data History  
Ø   Resources 
Ø   Working together – collaboration and ICAAP operating model 
Ø   Governance 
Ø   The Use test 
Ø   Integrated model   
Ø   Allocation of capital overlays to lines of business 
Ø   The ‘Whole’ Capital Story 
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Who is the Main Beneficiary of the ICAAP Exercise? 

The ICAAP is designed to inform  bank management about the level and types of risk a firm is 
exposed to and how the risk exposures would be affected by stressful situations. Care is required to 
ensure that ICAAP is not viewed as a regulatory tick-box exercise 
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Indicative ICAAP End to End Process 

 
 
 
 
 
 
 
 
 
 
 
 

  

Identification of 
Key Risks (inc. 
Risk Appetite) 
and Selection  
of Stress 
Scenario(s) 

Modelling and  
ICAAP  
Preparation  

ICAAP  
Approval,  
Sign-off 
and  
Submission  

Supervisory 
Review and 
Evaluation 
Process  

Balance 
Sheet 
Start  
Date 

PRA Advice  
of  Individual  
Capital Guidance  
and PRA  
Buffer  

…. A key challenge is the continuing relevance of a firm’s ICAAP as the business will develop during the 
course of ICAAP preparation and PRA review/feedback 

Time ….0  months             2  months            3-6 months           7  months            8-10 months         11-12 months                                 

Note, this presentation focuses upon the stress testing process employed within the UK, but it will be consistent with the approach 
in the EU and those jurisdictions which adopt the Basel Committee on Banking Supervision framework. 
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Assessment of Material Risks 

Ø  Full involvement of risk owners and risk management 

Ø  Risk maps fully documented 

Ø  Risk appetite has been appropriately calibrated and agreed for each risk 

Ø  All relevant data has been incorporated into the assessment 

Ø  The modelling approach is appropriate for the type of risk 

Ø  Any risk classified as ‘non-material’ is documented with reasons 

Ø  There has been a proper level of review and challenge at senior 
       management and Board level 
 

Ø  Arithmetic accuracy of Internal Capital Assessment 
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Stress Scenario(s)  

ICAAP inputs can originate from many different parts of the firm.  If the nature of 
the agreed stress scenarios is not well understood by all stakeholders at the outset, 
inconsistencies will arise in ICAAP outputs.  

For example, Business Unit ‘A’ deduces that a particular stress scenario has 
positive implications for lending volumes, whereas Business Unit ‘B’, engaged in 
related activities, concludes the opposite. 
 

 
Workshops should be arranged by the central project team in the early phases of the 
project to discuss the stress scenario (s) with all stakeholders and ensure that there 
is a common understanding 
 
Also, a broad range of stakeholders should be engaged in the development of 
plausible but severe scenarios (both idiosyncratic and systemic) to stress test the 
key vulnerabilities of the firm  
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Potential Management Actions / Risk Mitigants Reviewed against the 
Background of the 2007-08 Banking Crisis…. 
 
 

•   Securitise Assets 

•   Raise Capital 

•   Sell Discretionary trading portfolios 

•   Extend the term of wholesale funding 

•   Raise Retail deposits 

•   Hedge Risky Portfolios by  
purchasing CDS 

•   Takes too long 
•   Market shut-down 
•   Concerns over bank credit quality (system 

wide) made capital raising difficult  

•   No market 
•   Flight to quality 

•   Wholesale loan markets froze 

•   Offering market leading rates was seen to be 
a sign of weakness 

•  Market in disarray with failure of high profile 
Securities insurance companies 

This is an extreme example, but management actions need to be carefully thought through as they might not be available 
when needed 

 Availability of Mitigant 
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Model Risk Management in Stress Testing 

Ø  PRA PS7/18 describes the requirements with respect to model risk management in stress testing and a 
section on the bank’s approach and comfort in this area must be included in the ICAAP 
Ø  Principle 1 – Banks have an established definition of a model and maintain a model inventory. 
Ø  Principle 2 – Banks have implemented an effective governance framework, policies, procedures and controls to 

manage their model risk. 
Ø  Principle 3 – Banks have implemented a robust model development and implementation process, and ensure 

appropriate use of models. 
Ø  Principle 4 – Banks undertake appropriate model validation and independent review activities to ensure sound 

model performance and greater understanding of model uncertainties. 
Ø  Role of the Board (w.r.t. Principle 2) and external advisers (Principle 4) 

Ø  It is not the PRA’s intention that boards should understand the statistical and mathematical underpinnings of 
models. However, both senior management and the board should ensure that they possess a general 
understanding of the most material models, the uncertainty around judgements, where the model is expected to 
work well and in what circumstances it is likely to break down. 

Ø  The PRA expects firms to conduct validation and independent review activities in line with the use, complexity and 
materiality of model components and vendor models. 

   
   

 



89 

Resources 

If ICAAP is viewed as a tick-box exercise for regulators, its preparation will most 
likely be under-resourced  and, as a consequence, little will be learnt about the 
risks to which a firm is exposed. The SREP process will also likely take longer… 

   
   

 

A strong central project team is required, made up of both project management resources 
and subject matter experts (SMEs) 

•  Full time “project management” – essentially a BAU-process with resources to plan 
exercise, manage to a tight timeline and put governance arrangements in place 
• SMEs – assess full range of risks to which firm is exposed, realism of modelled 
answers and hand-offs between functions 

Effort involved should match that given to the annual planning cycle. Resource 
commitment is required by all stakeholders to the process. 
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Working Together… 

 
ICAAP preparation requires cross functional collaboration, which is not always easy to achieve, especially 
in large organisations. 
Is there a clearly defined operating model (reviewed by Internal Audit)? 
Where does the stress function sit in the organisational structure? 
  

Finance 

Risk 

Treasury 

BUs Strategy/ 
Economics BUs BUs 
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Passing the “Use Test” 

‘The ICAAP should be an integral part of the firm’s management process and 
decision-making culture’: 
 
 
 
 
 
 
 
 

Source: PRA Supervisory Statement December 2013

Outputs from the ICAAP should be used, for example,  in setting: 
 
Ø   Risk limits 
 
Ø   Pricing 
 
Ø   Capital allocation 
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Allocation of PRA Overlays to Lines of Business 

Pillar 2A 
Overlay 

Pillar 2B 
Overlay 

Retail  

Corporate  
SME  

Institutional Banking  
Overseas Business  

The level of subjectivity involved in reaching the end outcome is likely to be greater  if  
the level of the PRA overlays  differs from the  bank’s internal calculations  of the level 
of capital required 

If the PRA applies a Pillar 2 
overlay and a PRA Buffer, 
how, if at all, should they be 
allocated to business lines? 

Hold centrally  
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The ‘Whole’ Capital Story  

ICAAP/SREP is only part of the capital story. In the US, the comparable process, CCAR 
(Comprehensive Capital Analysis and Review), also captures Recovery and Resolution 
Planning to deliver a fully integrated ‘end to end’ capital assessment which is updated by 
firms annually. 
 

Business Plan 
/Capital Plan Stress Testing Mitigation 

Regulator review 
and feedback (Pillar 

2A and 2B) 

Recovery and 
Resolution Planning 

Note, the PRA has introduced Recovery and Resolution Planning, but it is not 
yet part of the end to end ICAAP process. 
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Governance 

Ø  A single ‘owner’ of the ICAAP will help to drive a consistent, comprehensive 
approach and is recommended 
•  Typically this is Finance, but in some banks it is Treasury or Risk. Treasury 

should lead the related Liquidity Adequacy Assessment (ILAAP) 

Ø  To ensure that the ICAAP is owned across the organisation, key stakeholders in 
BUs, Risk, Finance, Strategy, Economics, etc should be involved in its construction 
and approval 

 
Ø  Senior management/the Board should be actively involved in review and challenge 

Ø  There should be a formal sign-off process 

Ø  External parties may be consulted in the development/review of the ICAAP 
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ICAAP template 
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Suggested template 

There is no prescribed format for the ICAAP submission, but the following template is 
suggested by the author as representing best practice, as it covers  all elements required by 
the regulator 
The annexe at the end is also recommended 
The level of detail in an ICAAP document will vary based on the size and complexity of the 
institution.  Supplementary information such as policies, risk management frameworks and 
processes may be attached as appendices.  
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Suggested Table of Contents 

ICAAP Submission Template Elements 
1 Executive Summary 
2 Background on ICAAP  
3 Statement of Risk Appetite 
4 Material Risks 
5 Capital Planning (including capital buffers) 
6 Stress and Scenario Tests 
7 Integration of ICAAP into Risk Management  
8 Challenge & Next Steps  
  
Appendices 
A Required Key Metrics Report 
B Institution’s Risk Assessment and Quantification Methodology 
C  Wind-down costs analysis 
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Executive Summary 
 

This should provide an overview of the ICAAP methodology and results such as:  
Confirmation that the institution has assessed its capital as adequate given the size and complexity of its 
business. 
Description of material risks faced by the institution, why the level of risk is acceptable or, if it is not, what 
mitigating actions are planned. 
Summary of the main findings of the ICAAP analysis including:  
•  the level and composition of internal capital the institution believes should be held, with a comparison to 

the regulatory capital requirement under “Pillar 1” calculation;  
•  the adequacy of the institutions risk management processes;  
•  whether the institution has adequate capital resources over its planning horizon; and 
•  a summary of the target capital metrics ratified by the board –at a minimum, these should include 

Common Equity Tier 1 (CET1) Ratio, Total Capital Ratio and Leverage Ratio.  
Summary of the financial position of the institution, its business strategy, balance sheet structure and 
projected profitability. 
Description of the review, challenge and approval process of the ICAAP.  
 



99 

Background and risk appetite 

Background of ICAAP 
This section should provide a high level overview of the institution’s ICAAP, pulling the institution’s risk 
management framework, business planning and capital management together.  The overview should cover 
relevant policies and systems used by the institution to identify, manage and monitor its risks according to 
its risk appetite.  
Statement of Risk Appetite 
This section should provide a high level overview of the institution’s risk appetite and set out the frequency 
of review of the risk tolerance by management and the board. It should also contain the set of qualitative 
and quantitative risk limits that the bank works too, with the Board delegating  the day-to-day management 
of this to the bank’s ALCO 
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Material Risks 
 

This section should describe the institution’s risk identification process and how it identifies material risk 
areas.  Key risks which should be considered as part of an ICAAP include:  
•  Credit risk 

•  Market risk 

•  Operational risk 

•  Structural Interest rate risk in banking book (IRRBB) 

•  Concentration risk 

•  Funding risk 

•  Business/Strategic risk 

•  Reputation risk 

•  Securitization risk 

•  Residual risk 

•  Any other risks identified 

In an appendix the bank may provide further detail on the institution’s risk assessment and quantification 
methodology, including: 
•  how the institution defines each of  the key risks listed above as well as any other risks identified as key based on the institution’s 

risk profile; 
•  how the institution determines the materiality of each key risk; and 
•  a description of how each material risk is then quantified for capital allocation purpose, including detailed methodology to specify 

data, assumptions and calculations.  

 
 

At a minimum the regulator will expect the 
bank to provide a Pillar II capital allocation 
to cover IRRBB and credit concentration 
risk.  Where the bank does not have a 
material Pillar 2 credit risk, it should ensure 
capital allocation is made to cover 
operational/reputation risk.  
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Capital planning 
 

This section should include: 
•  the institution’s “baseline” capital forecasts (at least quarterly, based on annual business plan); 
•  a 3-year summary forecast capital position; and 
•  a description of the institution’s capital planning and management process, including an outline of how 

ICAAP is incorporated into this process. 
Institutions should ensure that the 3-year capital forecasts capture capital buffers required to cover the 
phasing-out of any non-Basel III compliant capital.  
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Stress & Scenario Testing 
 

This section should provide a concise description of how the institution’s stress testing program is used to 
support capital adequacy assessment and management.  
The Regulator will expect banks to stress test all material portfolios and significant risks identified.  At a 
minimum, each institution must include the Basel III market wide prescribed stress tests in its ICAAP 
analysis. Additional tests and more specific tailored will be expected… 
…including for example a scenario that in management’s view would most likely cause a breach of any of 
the following key Basel III capital adequacy ratios (reverse engineered scenario test):  
•  CET1 ratio of 7%  
•  total capital ratio of 10.5%  
•  authorized leverage ratio 
Regulators stress increasingly that a bank should develop their own scenarios so that stress tests covering 
all its major risks and material portfolios are reported. 
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Integration of ICAAP into Risk Management 
 

This section should:  
•  summarize how ICAAP has been used by the institution and how it is embedded in the decision making 

process;  
•  describe how ICAAP results have been integrated into risk limits setting and monitoring; and 
•  describe how the ICAAP results are reported to the board. 
(The “Use Test”) 
How can this be evidenced? 
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Challenge & Next Steps 
 

This section should:  
•  summarize the extent of challenge and testing of the ICAAP and the control processes applied to the 

ICAAP calculations;  
•  outline the board and senior management sign-off procedures;  
•  identify the nature of any third party review of the ICAAP; and  
•  identify any plans to enhance the ICAAP going forward 
 



105 

ICAAP Submission Template- Required Key Metrics Report (Appendix) 
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ICAAP Submission Template- Required Key Metrics Report 

  (£’000) 

Pillar 1  
(Minimum 
Regulatory 

Capital) 
ICAAP 

(Institution’s 
assessment of Capital 
required for the risk) 

Methodology 
(Reference to 

Appendix X of your 
ICAAP Submission) Based on 

10.5% 
minimum 

Credit risk       
Market risk       
Operational risk       
Total Pillar 1       
Pillar 2 risk x       
  Pillar 2 risk y       
  Pillar 2 risk z       
Total Other Risks 
before Cross Risk 
Diversification 

      

Diversification Benefit       
Additional Capital to 
cover stress testing       

Additional Capital to 
arrive at Target Capital        

        
        
ICAAP Capital       
Current Total Capital       
Surplus       
	

Target Ratio for Total Capital _______   
Target Ratio for CET1 Capital _______   
Target Leverage Ratio ____________   
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Wind-down costs analysis (Appendix) 

The PRA Buffer is assessed relative to an estimate of the wind-down costs of the Bank over a 1-year period following 
redundancy of origination staff and based on retention of support staff required to facilitate the wind down. This may also 
require  haircut to be applied in the event of a wind-down disposal of one, more or all of the business line assets. 
 
Example of layout of “wind down” costs… 

PRA Year	0 Year	1 Year	2
Employment	costs 1,000,000 1,231,475 1,746,070 2,025,426
Redundancy	plan 500,000 615,738 873,035 1,012,713
Staff	retention	(12	months) 500,000 615,738 873,035 1,012,713
%	of	total	employment	costs 27% 26% 30%

Professional	fees 1,020,920 881,202 1,140,708 1,389,483
Legal 380,000 238,201 245,348 252,708
IT 300,000 643,000 895,360 1,136,775
Other 340,920 - - -

Premises 964,080 595,263 613,121 631,515
Head	Office 716,880 595,263 613,121 631,515
Lease	tranfer	cost 247,200 - - -

Haircut	on	asset	sale -
Mortgage	book - 940,201 1,046,058 1,253,099
Corporate	loan	book - 292,178 334,934 418,559

TOTAL 2,985,000 3,648,141 4,545,957 5,299,522
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Some example output 

© Moorad Choudhry 2018 
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§  The ABC Bank ICAAP governance process is developed to ensure detailed input, review and approval by relevant functions. The ICAAP is led by 
Treasury in co-operation with the Risk and Finance functions with review and challenge from senior management and ultimately the Board. 

§  The table below provides an overview of the key ICAAP processes. The figure on the right illustrates the governance structure of the ICAAP 
framework, mapping the components of the ICAAP to the internal processes, governance and approvals, ultimately for regulatory review (SREP) 

Material	
Integrated	Risk	
Assessment	

Stress	Testing	

Capital	Planning	
&	Budgeting	

Risk	Frameworks	
&	Risk	Appetite	

Risk	Specialist	Input	

§  Credit	risk	

§  Operational	Risk	

§  Non-Traded	market	Risk		

§  Liquidity	risk	

§  Conduct	risk	

Risk	Function	
Executive	
Owners	Review	
and	Sign	off	

Regulatory	Review	

Internal	Audit	review	of	the	ICAAP	and	stress	testing	process	

PRA	(SREP)	

	

ê	

	

Individual	
Capital	
Guidance	

(ICG)	

Board	of	
Directors	

	

	

é	

	

	

ALCO	

	

	

Operational	units	Input	into	the	ICAAP	 Governing	bodies	

Capital	and	stress	testing	working	group	

Models,	Capital	and	stress	testing	Forum	
(MCAST)	

Risk	Management	Committee	

Process	 Short	Description	

Risk	Appetite	 Risk	Appetite	is	an	integral	part	of	ABC’s	Risk	
Management	Framework,	designed	to	deliver	the	
strategic	risk	objectives	of	capital	adequacy,	
market	confidence,	stable	earnings	growth	and	
access	to	funding	and	liquidity.		

Material	Integrated	
Risk	Assessment	

An	exercise	that	Identifies,	evaluates	and	assesses	
all	material	financial	and	non-financial	risks	
whether	quantifiable	or	not.	

Stress	Testing	
Programme	

A	comprehensive	programme	of	stress	testing	
which	is	designed	to	ensure	senior	management	
involvement,	is	aligned	to	regulatory	requirements,	
and	integrated	into	the	budgeting	and	capital	
planning	processes.		

9+3	Capital	
Planning	and	
Budgeting	

An	annual	budgeting	and	capital	planning	process	
incorporating	business	and	financial	plans	for	the	
current	year	and	project	at	least	an	additional	2	
years	under	a	base	case	(normal	conditions)	and	3	
years	under	stressed	conditions.		

ICAAP Governance 
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Stress Testing Approach - Integrated Stress Testing  
Stress Testing starting points  
Stress testing for ABC Bank in 2016 will be based on three different starting points: 

1.  Starting point of stress 01/01/2017. Balances Dec forecast plus IP mortgages  
2.  Starting point of stress 01/01/2085. Balances as per the 9+3 pre-shape base 
3.  Considering other timelines and scenario linked to specific areas or risk and/or emerging strategy. 
 
 
 

 
 
 

 
 
Anchor VI scenario -  A recession for the first two years, triggered by contagion from a re-intensification of euro area sovereign concerns.   

•  This scenario is relevant for ABC Bank as it is a UK based recession although the trigger is outside the UK.  The scenario addresses the 
key vulnerabiltiies in the ABC Bank portfolio being UK focus affecting CRE and mortgage exposures with the key economic parameters below: 

•  UK real GDP falls by at an annualised rate of 5.7% at the trough of the recession; 
•  Unemployment peaks at the highest to 11.4% affecting  household consumption and business consumption; 
•  House prices fall by more 20% over the first two scenarios and remain volatile thereafter;  

•  M4 lending and holdings contraction but at different rates; 
•  Interest rates (3m Libor) increasing in the first 3 years and then falling for the next 2 years 
•  The contraction is followed by a slow recovery, with growth eventually returning close to trend towards the end of the scenario. 
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Base case with 2013 ICG 
•  The above assumes that ABC’s starting point capital (in 2014) will ensure that it has a CET1 ratio of 12% and a total capital ratio of 15%. Under the mixed 

approach, this will require starting CET1 capital to be £1,518m post deductions and starting tier 2 capital to be £374m 

•  The 2014 proposed ICG is based on the Pillar 2A calculations presented on the previous slide. These Pillar 2A items have been projected as a fixed percentage 
(42%) of pillar 1 capital requirements over the time horizon  

•  Retained earnings grow throughout the forecast period leading to a significant increase in the capital surplus (£1,258m in 2018) 

•  The base case shows a sizeable surplus throughout the 5-year projection period with the lowest surplus in the first year (2014) reflecting ABC’s starting point 
capital position 

•  During the forecast period the CT1 ratio steadily increases to attain 17.5% in 2018 

Forward Looking Capital Assessment (Base Case) – Mixed Approach 
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Total Capital surplus 
•  Under stress , ABC’s continues to maintain a total capital surplus as available capital is sufficient to meet increases in required capital, although surplus is 

significantly less than under base case assumptions (£660m compared to £1,258m under base assumptions in 2018) 

•  The lowest capital surplus is £414m in 2014, rising to £660m in 2018 
Capital Ratios 

•  During the forecast period the CT1 ratio remains app. 12%, although is significantly below base case forecasts  (4% lower than base case in 2018) 

Forward Looking Capital Assessment (Anchor VI) Mixed Approach 
Under	this	stress	case,	ABC	Bank	has	sufficient	capital	without	any	Management	&	Recovery	
Options 
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Capital planning buffer (CPB) 
•  The capital planning buffer (CPB) is based on a forward-looking analysis, identified 

during normal times so it can be used to absorb losses and/or to cover increasing 
capital requirements in adverse circumstances that are outside the firm’s control 

•  ABC’s will have a total capital surplus in 2014 of £454m under the mixed approach. At 
the lowest point of the stress (2015),  this surplus will fall to £414m, requiring a CPB of 
£40m (i.e. £454m - £414m) 

Capital conservation buffer (CCoB) and Domestic Systemically Important 
Financial Institution buffer (D-SIFI) 

•  The capital conservation buffer (CCoB) is a CRDIV buffer to be phased in from 2016 
•  The D-SIFI is a CRDIV buffer which has been assumed to be 0.5% from 2016 
Conclusions on PRA Required Capital Buffer 
•  PRA Required Capital Buffer has been assumed to be equal to the greater of the CPB 

and the CCoB + D-SIFI in any given year, with any excess capital in addition to this 
capital amount held to cover other regulatory buffers 

•  Under the mixed approach, ABC will be required to hold a CPB of £40m in 2014, and 
a higher capital amount equal to CCoB + D-SIFI thereafter 

The current surplus in 2016 (£454m) is sufficient to absorb increase in net capital demand of up to £40m under stress 

Assessment of Capital Buffers (CB) - Mixed Approach 
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Management actions in stress 
The table below is the complete list of possible capital related management and recovery actions that could be put in place, including a summary of 
their impact on capital, liquidity and P&L 

Management	options	 Description	 Damage to franchise	 Numbers	
A.	Stop	selling	 		 		 Capital	 Liquidity	 P&L Impact	

A.1	 Business	lending	 Cease	all	new	business	lending	via	loans	and	overdrafts	 High	 £202m	 £2bn	 £60m pa	
A.2	 Mortgages	 cease	all	new	mortgages	 Low	 £17.2m	 £1.2bn	 £44.4m pa	

A.3	 Personal	lending	 Cease	all	new	personal	loans.	This	is	normally	unsecured	borrowing	and	carries	significant	RWA	 Medium	 £45.1m	 £376m	 £37m pa	
A.4	 Stop	renewals	 Loans,	commercial	bullet	facilities	that	do	not	contractually	require	renewal	 Medium	 £9.6m	 £80m	 £2.4m pa	

B.	Capital	maximisation	 		 		 		 		 		
B.1	 Adjust	limits	 Cancel	all	undrawn	limits	on	accounts	including	utilised	overdrafts	 High	 £50.4m	 Nil	 £21m	
B.2	 RWA	 Stop	High	RWA	items	 Medium	 See A1	 See A1	 See A1	

C.	Capital	raising	 		 		 		 		 		
C.1	 Sell	a	stake	in	the	business	 Seek	buyers	for	element	of	the	business	via	Private	Placement	 Low	 £200m	 £200m	 £30m pa	
C.2	 Debt	 Convert	debt	to	shares.	(Bail	in	senior	debt	holders)	 Low	 £200m	 Nil	 £18m	
C.3	 Rights	issue	 Launch	rights	issue	 Low	 £200m	 £150m	 Nil	

D.	Debt	buyback	 		 		 		 		 		
D.1	 Debt	 Buy	back	own	debt	if	opportunity	for	capital	gain	 Low	 £129m	(in	retained	profits)	 £180m	 £129m	

E.	Capital	retention	 		 		 		 		 		
E.1	 Dividends	 Withhold	any	unpaid	dividends,	stop	new	ones	 Low	 £45m	 £45m	 Nil	

F.	Fixed	asset	sales	 		 		 		 		 		
F.1	 Property	 Sale	&	Leaseback	or	sub	lease	 Low	 Net	Negligible	 £32m	 Nil	

G.	Sell	assets	 		 		 		 		 		
G.1	 Operations	 Outsource	with	'free'	period	up	front	 Medium	 £20.2m	(in	retained	profits)	 £26m	 £26m	
G.2	 Mortgage	book	 Sell	Mortgage	book	 Medium	 £104.4m	 £5800m	 £435m	
G.3	 Credit	card	book	 Sell	receivables	 Low	 £36m	 £300m	 £6m	
G.4	 Data	 Sell	marketing	data		 Medium	 £0.78m	 £1m	 £1m	
G.5	 Sale	'Tall	Trees'	debt	 Sell	off	debt	for	customers	over	£30m	debt	 Low	 £187.5m	 £1860m	 £56m	

H.	Repricing	 		 		 		 		 		

H.1	 Deposits	 Increase	rate	paid	to	customers	to	enhance	liquidity	 None	
Corporate:				£0.58m 	

Retail:								£1.55m	
Corporate:				£100m	

Retail:								£100m	
Corporate:				£0.75m	

Retail:								£2m	

H.2	 Lending	 increase	pricing	to	enhance	profitability	and	retain	liquidity	by	reducing	demand	 Medium	 £211.4m	 £2860.8m	 -£113.1m	
H.3	 MTA	 increase	pricing	to	enhance	profitability	 Medium	 £1.0m	 £1.3m	 £1.3m	

H.4	 LOBO	 Exercise	review	clause	under	'Lender	Option	-	Borrower	Option'	contracts	(LOBO)	 Low	 ?	 ?	 ?	
I.	Radical	cost	cutting	 		 		 		 		 		

I.1	 Bonus	/	incentives	 Stop	all	discretionary	salary	elements	 Low	 £12.4m	(in	retained	profits)	 £16m	 £16m	
I.2	 Pay	cut	 10%	pay	cut	for	staff	 Low	 £13.2m	(in	retained	profits)	 £17m	 £17m	
I.3	 Non-staff	 Stop	all	discretionary	payments,	e.g.	marketing,	travel	etc	 Low	 £14.9m	(in	retained	profits)	 £19.2m	 £19.2m	
I.4	 Reduce	footprint	 Close	branches	 High	 0	 -£2.5m	 £0.3m	

I.5	 Recruitment	
Stop	all	recruitment	activity	including	in-flight.	Give	notice	to	terminate	consultants/agency	etc.	
Stop	all	recruitment	 Low	 £0.38m	(in	retained	profits)	 £0.5m	 £0.5m	

I.6	 Cost	reduction	 Impose	flat	10%	budget	reduction	across	all	areas	 Low	 £38.75m	(in	retained	profits)	 £50m	 £50m	

Discuss! 
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ICAAP best-practice guidelines 
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Maximising process effectiveness  

ICAAP process and results benefit from a greater connection between internal risk and capital models 
together with simple, effective and transparent management processes. To assist with this: 
•  Ensure close involvement of senior management in the formulation of risk strategy and governance of 

the risk function – paramountcy of ALCO is vital here 
•  Employ a “dashboard” of critical metrics that help the bank translate its risk appetite into specific 

quantitative risk limits that front line managers use and adhere to 
•  Achieve closer alignment of capital planning and corporate strategy to ensure that banks achieve the 

optimum use of their capital 
•  Tailor scenarios and stress tests and above all have a clear and genuine understanding of the “going 

concern” concept and how stress tests impact this status 
•  Involvement of senior management is vital, and will necessarily differ across banks reflecting size and 

culture of the firm 
•  Senior management must have comprehensive and genuine picture of all material risk-types across the 

bank and good understanding of the relevant underlying drivers at any time 
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•  Regular, structured and transparent management reporting must be part of the process of risk strategy 
formulation and risk committees operation  

•  Senior management should have a good understanding of model assumptions and limitations, and 
should be involved actively in identifying material risk drivers across the business, as well as defining 
potential stress scenarios 
•  Making this happen is a challenge for the risk management function and the Exco / Board 

•  Risk managers communications processes should emphasise the language of business, the bottom line 
and regulator interest / focus 

•  Risk appetite statements should be “real” and fully embedded throughout the business, driving day-to-
day decision making and serving as the base from which risk limits are cascaded down to business lines 

•  Reconcile capital planning and strategic planning and ensure alignment, to further ensure consistency  
between risk and business strategies 
•  Good interaction between the risk “triumvirate” of Treasury, Risk, and Finance and between them 

and the business is key to this  
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Risk management processes 
The single most important risk management process is translating the bank’s risk appetite into a limit 
system that is comprehensive as well as understandable and practical.  
Given ICAAP is all about regulatory capital, this means the key metric of success of banking operations is 
and return on regulatory capital and RoRWA 
For the most optimum limit system, answer the following questions: 
•  Risk-bearing capacity: how much capital does the bank have on hand to absorb risk, and to absorb 

unexpected losses and remain a going concern? 
•  Risk appetite: how much capital risk (ie., its capital limit) should the bank take against its risk-bearing 

capacity? 
•  Capital allocation: how should the bank allocate capital to business lines? 
•  Making it real: how should the bank turn its capital limits into an operational limit system?  
With respect to these, one can answer from the perspective of economic, regulatory and accounting 
capital….given we are concerned with ICAAP process effectiveness, the overriding objective with respect to 
answering these questions must be from regulatory capital… 
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…..or alternatively integrate economic and regulatory capital requirements into one model…. 
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Integrated Model 

In an ideal world all aspects of  the business’ financial plan and stress testing activity 
would be undertaken in one integrated model… 
 
 

In reality though, these tend to be modelled as separate 
components,  which means…. 

Care is required  to ensure that the inter-relationships between the components are 
explored.  There will inevitably be a degree of subjectivity in the production of the final 
result 

• Base case Economic scenario 
• Base case Business financial plan 
• Capital Plan (including forecast deductions) 
• Stress modelling of each key risk faced by the firm 
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REFERENCE SLIDES 
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RWA and small banks 
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Levelling the Playing Field 

Ø In the UK, the PRA has observed that Standardised Banks are at a disadvantage compared to IRB Banks 
for certain portfolios, particularly  when the risk weights used under the two methodologies are compared 

Ø This is particularly the case for low-LTV residential mortgages 

Ø Although the overall impact may be partially mitigated by the introduction of systemic risk buffers and, to a 
lesser extent, the Leverage Ratio (which have a greater impact on large, sophisticated organisations), a 
concern remains that the discrepancy may be adversely affecting competition between small and large banks, 
especially in areas such as residential mortgages 

Ø As a result, if the regulator believes that the Standardised Pillar 1 Capital Charge for a given portfolio is over-
estimated when compared to IRB data, the calculated excess can be offset against shortfalls in other 
portfolios when establishing the Pillar 2 capital requirement 

Ø Reference: PRA CP3/17, which subsequently became PS22/17 



124 

Levelling the Playing Field 

Standardised banks are at 
a considerable 
disadvantage compared to 
IRB Banks for the capital 
required to support low 
LTV mortgages  
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IFRS9 Capital Transition Arrangements and Capital Planning 

On 1 Jan 2018 IFRS9 became effective for banks and building societies under the IFRS framework. There is a 5-
year transitional arrangement allowing firms to “phase in” the Day 1 capital impact.  
During the transition, the “new” impairment provisions recognised as a result of IFRS9 adoption will be added back 
to CET1 capital on a transitional basis to mitigate the impact of IFRS9 on capital resources (EBA, 1 Dec 2017). 
Adoption of transitional arrangements is at firm discretion (having informed regulator). Banks that do adopt this have 
to disclose  their own funds, capital and leverage ratios both with and without the transitional arrangement to 
maintain comparability  
PRA Guidance on IFRS9 impact on ICAAP: Firms should consider the initial date of application of IFRS9 as a 
starting point for their capital forecasts (base and stress test scenarios) and are expected to submit a full set of 
forecasts on an IFRS9 basis for base and stress scenarios. For ICAAPs based on 31 Dec 2017 accounts, this can 
be submitted on a reasonable endeavours basis. Firms should also provide an IAS39-equivalent starting point in 
their ICAAPs to allow the PRA to understand the Day 1impact, and disclose both fully loaded and transitional capital 
forecasts for base and stress scenarios. 
Impact on Risk-Weighted Assets: In addition to the increase in specific credit risk adjustments which will reduce 
exposures used in the calculation of RWA, with the introduction of IFRS9, firms will need to consider the 
classification of exposures for which provisions have been made in line with the definition of default of an obligor 
(Article 178 of CRR) which will increase the Risk-Weight applied to exposures not previously classified as in default  
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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 following delivery of this presentation. This presentation does not constitute investment advice 
and 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 his employer or any affiliated body, including University of Kent, or of 
Moorad Choudhry as an employee of any employer 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 © Moorad 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. 
 


