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Introduction

Ever since its success, in July 1988, in securing agreement on the
prescription of minimuim capital charges to cover the credit risks of
“internationally-active” banks (Hall 1987) the Basle Committee of
Supervisors — a body comprising the central bank governors of the
Group of Ten (G10) countries - has been working on ways of
widening the agreement (henceforth termed the “accord”) to take
account of banks” market risks, Such activity reflected concerns with
developments, such as the deregulation of interest rates, the disman-
tling of capital controls, the relaxation of constraints on banks’
permitted range of activities, the erosion of the traditional distinction
between “banks” and “securities firms” and the rapid growth in
banks’ trading in detivatives, foreign exchange and securities, which
had both allowed for and led to a dramatic increase in the market
risks faced by banks, risks which were not captured by the credit
risk-based assessment methodology of the accord. The outcome of
this work was the publication in April 1993 (Basle Committee 1993a),
of consultative proposals for the measurement and assessment of the
market risks facing banks and for the extension of capital require-
ments to cover banks’ open positions in debt and equity securities
(including their derivatives) in “trading” portfolios and in foreign
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exchange. A revised version of this document, accommodating the

banking industry’s reactions to the initial proposals, was issued in -

April 1995 (Basle Committee 1995}, The consultatio'n pf:riod for this
docament lasts until the end of July 1995, with a d?f1n1t1ve statement
planned for end-1995. It is envisaged that the f_mal set of agreed
proposals should be implemented by all G10 nations by the end of
1997 at the latest. As far as banks’ trading books are con.ce.rned, th‘e
new risk-based requirements would substitute for the existing cre.cht
risk requirements, the overall impact on a bank’s total capital require-
ment depending on its risk profile.! ' o

Side by side with the deliberations taking p.‘L‘aa? within the Ba:sle
Committee, discussions were also taking place within two alternatn':fe
fora — the Furopean Commission (EC) and the International Orggms-
ation of Securities Commissions (TOSCQ), the latter body comptising
securities regulators from the leading financial centres. Whﬂf mem-
bers of IOSCO have, to date, found it impossible to reach an agrc?ed
position” on the form and size of capital requirements to be applied
to the market risks faced by securities firms, the EC hs}’s,' by‘Way ‘of
contrast, in its desire to complete the “Internal l\zi‘[‘arkeF in financial
services, produced proposals — contained in the Capital Adequacy
Directive” (the CAD) — which were formally adopted by Member
States in 1993, This will mean that, by the end of December ‘1995 at
the latest, a substantial degree of convergence actoss the two flr%anmal
sectors — banking and securities ~ will ]qave been .secured in the
European Union (EU) as the CAD’s (minimum} cap1ta1 charges' for
market risks apply to both ctedit institutions and investment firms

ised in the EU.

authoélisveil the close contact maintained between the EC and the
Basle Committee, it is hardly surprising that their appranhes clc‘)sely
resemble each other in many respects. However, significant differ-
ences femain, differences which, if not ironed out, will fundamentally
affect both the stability of the international financial system and the
competitiveness of the different players in the ma1"ket 'pla(:f':. AC(_:olrd-
ingly, the differences are subjected to close scrutiny in this article.

| Wider recognition of “netting” arrangements might also play a patt {see ]Eafsle
Committee 1993b), although there ate currently no proposals to requite add ons” for
exposure to interest rate tisk (Basle Committee 1993¢).
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The European approach

Like its counterpart “Banking Directive”, the “Second Banking
Coordination Directive” (SBCD) (89/646/EEC) — which, together
with the “Own Funds Directive” (OFD) (89/299/EEC) and the
“Solvency Ratio Directive” (SRD) (89/647/EEC), established the
conditions on which a credit institution authorised in one Eutopean
Member State may establish a branch in, or otherwise provide a range
of “banking” services into, another Member State on the strength of
its home country authorisation (the so-called “single passport” prin-
ciple) -, the CAD (93/6/EEC) together with the “Investment Services
Directive” (ISD) (93/22/EEC) establish the terms on which an inter-
mediary (bank or investment — i.e. securities — fitm) can avail itself of
the “investment business” single passpori. Accordingly, it is con-
cerned not only with the promulgation of (minimum) market risk-
based capital requirements but also with minimum izitial capital
requirements, at least in respect of investment firms. >

Initial capital requirements

Under the CAD, EU investment firms must observe minimum
initial (and continuing) capital requirements which range from ECU
50,000 to ECU 730,000 depending on the nature of the investment
business undertaken.* These requirements must be implemented in

? The “investment services” covered by this passpott are set out in the ISD. It
should be noted, however, that there is some overlap between these and the “banking”
services covered by the passport available under the SBCD. Banks which confine their
investment business activities to those covered by the SBCD do not need to obtain the
investment business passport to enable them to offer such setvices cross border within

the EU,

? Minimum initial capital requirements applicable to banks are contained in the
SBCD.

* For those investment firms which fall foul of the initial capital requitements
Lexempted firms comprise those entities which are exempt from the provisions of the
CAD altogether ~ Le. firms which provide investment services exclusively for other
group companies, pension fund managers, UCTTs, commodities traders, central banks of
Member States, Insurance companies and firms which provide investment services in a
manner incidental to theit main professional activities — plus “locals” and “order takers”
(see note ) which de not benefit from the single passport or other opportuniiies (such as
access to other Member States” clearing and settlement systems and regulated matkets)
offered by the ISD] the minimum capital requirement is either ECU 50,000, ECU
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respect of newly-authotised’ investment firms by the end of 1995 at
the latest.

Market risk-based capital requirements

Both EU banks and investment firms (unless exempt)® are sub-
ject to the risk-based requirements imposed by the CAD, which take
offect from the end of 1995. For both types of intermediary, this
involves summing the CAI)’s capital requirements for dealing with:
(i) position risk, settlement risk, counterparty risk and large ex-
posures risk arising {rom their “trading-book™ activities, in accord-

125,000 or ECU 730,000. The ECU 125,000 figure applies to those investment fiyms
which hold clients’ money and/or sccuritics and which offer one or mote of the
following services: “the reception and transmission of investors’ orders for financial
instruments; the execution of investors’ ordets for financial instruments, and the manage-
ment of individual pottfolios of investments in financial instruments” [Article 3(1)1.
These arrangements, however, are subject to the proviso that the investment firms “do
pot deal in any financial instruments for their own account or underwrite issues or
financial instruments on a firm commitment basis”. At the discretion of Membet States,
this amount may be reduced to ECU 50,000 for investment firms which are not
authorised to hold clients’ money nor secutities, not to deal for their own accouat, nor to
anderwrite issues on a firm commitment basis. “Locals” and “order takers” which do
benefit from the opportunities afforded by the ISD are also subject to the lower figure of
ECU 50,000. All other investment firms must satisfy a minimum capital requirement of
ECU 730,000, Only paid-up share capital (ot its equivalent for parfnerships) retained
eatnings and audited profits may be used to satisfy these requirements.

5 Member States are allowed to coptinue to authorise investment firms in existence
helore the Directive is implemented whose own funds ate less than the amounts specified
undet the CAD's initial capital requirements provided that their own funds do not fall
below the highest “reference level” Lsee Article 3(5)] calculated after the date of
notification of the CAD.

& 1.2, local firms (“locals”) — those dealing on financial futures or options exchanges
either solely on an own-account basis or dealing for other members of the exchanges in
question and guaranteed by a clearing member of such an exchange - plus firms acting
merely as order takers without holding sheir clients’ money ot securities (“order takers”).

7 The “trading book” of an institution is defined in Atticle 2(6) of the CAD and
comprises:

(i) proprietary positions in financial instruments held for resale and/or with 2
view to benefiting from short-term vatiations in price or intetest rates;

(#) positions in financial instruments arising from matched principal broking;

(iif} positions taken in order to hedge other elements of the stading book;

(iv) exposures afising from unsettled transactions in debt securities and equities,
from securities paid for but not yet received (“free deliveries”), and from over-the-countey
derivatives such as swaps and options;

(v) exposures atising from repurchase agrecments and securities lending which
are based on securities included in the trading book;
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ance Wii':h Annexes I, IT and VI of the CAD (see Annexes A to D of
this artmlf;’ for a summary of the assessment methodologies em-
plo'ye-ac});8 (ii) the foreign exchange risk arising from all their business
activities, in accordance with Annex ITT of the CAD (see Annex E for
a Sullnmary); (iii) the risks arising in connection with business that is
olut§1de the scope of both the CAD and the SRD and which are
similar to the risks covered by these directives (“adequate” own funds
have to be held to cover these risks); and (iv) the risks arising from

their non-trading book business (hand]l .
. ed b 1 J
ptovisions to this business).’ y applying the SRD’s

In' this way, a degree of equality of treatment (“regulatory
neutrality”) between banks and securities houses is secured although
the'amount of discretion residing with national regulators mi]itatges
against this, as does the earlier availability of the “banking” single

passport, which extends to the provisio i i
n of some investment ser
{see note 2), e

s t(.m) eXposures due to revetse repurchase agreements and securities botrowing
sactions, provided the regulatoty authotities approve; and

o (Yn) exposutes arising from services provided by the firm, in the form of fees
« ssion, interest, dividends and margins on exchange-traded products which relate
irectly to items in the trading book. :

1'To'avmd t'heir un]ust';lﬁed inc.lusion in the trading book, which could lead to
application of lighter capital requirements, the CAD requires, however, that their
;E(;lg]s(;oE b:, l:faseddog “%b}ectiv? procedures”, the terms and imp)lementatit;n of whi?}ll
be reviewed by the regulator authorities. M i
only ehglble fc?r inclusion in the tradisrilgbook if: (a) t%icZ:;Esngsozlrte;a;cfk?épteo(:1? lare
on a d.al..ly basis; (b} the collateral is adjusted in 2 manner acceptable to the re, ula': {ft
autherities to take account of matetial changes in the value of the underlyin segcm::;ttj ;
{c) the agreement or transaction provides automatic “set-off” in the evenSt{ ofg defa ltl?:uS)
the counterparty; anc‘:l {d) such agreements and transactions ate confined to theilrI v
cepted and appropriate use” and additional transactions, especially those not fﬁc'
short-teFm natute, ate excluded., [Conditions {a) to (c) may be waived if the agreem ot or
transgctlon in question is an inter-professional one.] ® et
impﬁseﬁo;rlen ;ci};:t ttgle ‘I‘(E‘an books of banks are r':‘lso subject to the limits and restrictions
imposed ung e arxcze Hxposwres Directive” (LED) (92/121/EEC). The CAD’s
freament of expo?fres refating to t.he .tradmg book will replace the provisions of the
hitherto app ed to credit institutions for such purposes,
o }ﬁhquld'ass?ts” (as defined in Annex V, para. 8, of the CAD) may he deducted
? ofe t 1e application of the SRD's provisions if & firm is using the altetnative definition
of capital - see Annex G - in meeting its trading-book capital requitements and, i
calculating its regulatoty capital, deducts such illiquid assets from own funds $




288 BNL Quarterly Review
Minimum capital vequirements

For EU banks the minimum capital requirement which has to be
observed is the higher of: (i) the minimum initial capital requirement
specified in the SBCD; and (ii) the sum of the minimum risk-based
capital requirements deriving from the application of the CAD. (As
explained above, this incorporates the application of the SRD to the
banking book and the CAD’s market risk requirements to the trading
book, with “add ons” to account for foreign exchange risk and risks
arising from business outside the scope of the CAD and the SRD.)

For EU investment firms subject to the CAD, the minimum
capital requirement is the greater of: (i) the minimum initial capital
requirement imposed under the CAD; (ii) the risk-based own funds
requitement deriving from the application of the CAD; and (iii) one
quarter of the firm’s fixed overheads in the previous year (or one
quarter of the projected figure for fixed overheads for start up firms).
(The last requirement is imposed under the CAD to account for the
“other” risks to which firms are exposed.)

The definition of capital

The capital items which may count towards meeting the risk-
based capital requirements imposed by the CAD are the same as those
which were eligible for inclusion within the “capital base” under the
SRD (i.e. the “original” and “additional” own funds elements ident-
ified within the OFD - see Annex F), However, national regulators
are empowered to permit intermediaries {both investment firms and
banks) to adopt an alternative definition of capital - see Annex G -
but only in respect of satisfying the CAD’s risk-based capital require-
ments arising from ¢rading-book activities (i.e. to cover the risks set
out in Annexes I, II, III, IV and VI of the CAD). Accordingly, the
risks arising from investment firms’ non-trading book activities, like
banks’ lending activities, have to be covered by capital of the form
petmitted under the OFD. The concession of allowing (an albeit
limited amount of) short term subordinated loan capital to count
towards regulatory capital for the purpose of satisfying the CAD’s
market risk-related requirements remains, however, a source of
controvetsy for those {(banking) regulators wedded to the idea that
regulatory capital has to be “permanent”.
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The Basle Committee’s approach

In developing a framework for integrating market risk-based
capital requirements into the accord, the Basle Committee was guided
by a number of considerations. Firstly, it was determined to design
proposals that would ultimately apply to institutions (i.e. securities
firms) beyond its immediate sphere of influence, namely inter-
nationally-active banks. Thus, although eager to secure the support of
banking regulators, it was willing to run the risk of upsetting some in
the interests of securing a degree of harmonisation between the
approaches adopted by banking and securities regulators.

Secondly, in developing its approach, it was seeking to satisfy
two principal objectives: to promulgate capital requirements that
would constitute minimum prudential standards for regulators to
adopt; and to establish a set of capital charges to cover the market
risks'® arising from position-taking in debts, equities, commodities
(including their derivatives) and foreign exchange that would not
artificially distort the use of one class of instrument.

Thirdly, the minimum capital charges suggested for debt and
equities (and their derivatives) would only apply to trading book
positions, expressed in market value terms, where trading positions
were defined as:

“the banks’ propsietary positions in financial instruments [including pos-
itfons in derivative producis and interest rate instruments] which are
taken on with the intention of benefiting in the short term from actual or
expected differences between their buying and selling prices or of
hedging other clements of the trading book, or which are held for
shott-term tesale, or in order to execute a trade with a cusiomer” (Basle
Committee 19934, p. 6, para. 8; a similar definition is provided in Basle
Committee 1993, at p, 1, para. 2).

Inclusion or exclusion of items from the trading book should
also be in accordance with the adoption of “objective procedures”,
such procedures and their implementation being subject to regulatory
review for legitimacy and consistency. The proposed capital charges

10 Nefther counterparty risk nor settlement risk are addressed by the Committee
although, as no:red eatlier, the counterparty risk atising from activities in some over-the-
counter derivatives are alteady captured under the accord (see Hall 1987),
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for foreign exchange and commedities risk would, in contrast, be
applied to all the business activities undertaken by an intermediary,
some of which are likely to be in book value terms.

Fourthly, the Committee was concerned that the capital charges,
to be applied on a worldwide consolidated basis, be statistically valid
and objectively determined and, accordingly, subjected them to the
test that “the capital required should cover adequately a high pro-
portion of the Josses that would have been experienced in any
two-week holding period in a range of representative portfolios over
the last five years” (Basle Committee 1993a, p. 5, para. 4).

Fifthly, the Committee favoured capital requitements over limits
as the appropriate means through which harmonisation of the treat-
ment of market risk should be secured because the former enable
bank managements to retain flexibility in managing such risks, while
encouraging risk management activities (e.g. hedging and risk-based
capital allocation) designed to improve capital allocation and the
risk-adjusted rates of return on the overall portfolio.! Notwith-
standing this, however, national supetvisors are encouraged to main-
tain limits where they judge it appropriate to do so, perhaps as a
means of capping banks’ exposures or of reinforcing internal controls.

Sixthly, as materialised in the CAD, the Committee continued to
promote the use of the “building block” approach to risk assessment by
splitting total position risk arising from exposures in debt and equities
into “spectfic” and “general risk” components because it believed “it
provides a sound conceptual and practical basis for permitting offset-
ting of matched (i.e. long and short) positions”. While such an
approach undoubtedly facilitates such offsetting activities, it is less
clear, however, that it is soundly based (see Dimson and Marsh 1994) a
criticism taken on board in its revised proposals (see below).

Finally, the Committee was concerned to consult as widely as
possible with market practitioners before finalising its plans. A con-
sultation period, lasting from the date of publication of the proposals
— April 1993 - until end-December 1993 was duly established for the
original set of proposals, with a somewhat shorter time period (i.e.
three and a half months) applicable to the revised proposals.

As for the implications of implementation of the new proposals
for the capital accord, it is worth emphasising that, in the case of debt

1 There is a danger, howevet, that, as for the accord, perverse outcomes, involving
potentially destabilising tisk assumption, may result {sece Hall 1994).
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secutities and equities held in the trading book, the proposed market
risk capital charges would substitute for the credit risk weighted
requirements currently applied to balance sheet assets, Items not

- falling within the trading book {e.g. derivative products taken on to

hedge positions in the banking book, the loan book and the invest-
ment book} would, however, continue to be subject to the credit
risk-based requirements of the accord. If national regulators sanction
the inclusion of short term subordinated debt within regulatory
capital — see below - this can only be used to meet the market
risk-based capital charges discussed below (i.e. it cannot be used to
meet credit or counterparty risk, including that arising in respect of
derivatives in cither the trading or banking books).

Changes introduced under the revised proposals

The Committee’s revised proposals were designed, inter alia, to
address some of the comments and criticisms received during the first
consultation period. In particular, the Committee was responding to
the criticisms that: (i) the initial proposals did not recognise best
matket practice in risk measurement techniques and thus failed to
provide a sufficiently strong incentive for institutions to improve risk
management systems; (i) the proposed risk assessment methodology

~ failed to take account of correlations and portfolic effects across

instruments and markets, and generally did not sufficiently reward
risk diversification; and (iii) the initial proposals were not sufficiently
compatible with banks own, often far more sophisticated, measure-
ment systems, implying unnecessarily high compliance costs.

The use of in-house models. Eager to encourage the development
of sound management practices and to minimise the creation of
perverse incentives, the Committee duly set about investigating the
possibility of allowing banks to use their own proprietary internal
models, often termed “value-at-risk” models, to generate capital
charges to handle their exposures to market risk as an alternative to
adopiing the (slightly amended) standardised measurement frame-
work originally proposed. (Such a development had, indeed, been
foreshadowed in the Committee’s original sanctioning of the use of
simulation techniques to generate capital charges to cover foreign
exchange risk.) To balance the need to preserve the integrity and
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flexibility of banks’ internal models against the need to ensure the
transparency and consistency of capital requirements across banks,
however, the Committee decided, after conducting a series of tests
with the industty during the second half of 1994, to sanction such a
development (still subject to national discretion) provided that six sets
of conditions were met. These conditions relate to the following:
(i) general criteria concerning the adequacy of the risk management
system; (i) qualitative standards for internal oversight of the use of
the models, notably by management; (iif} guidelines for specifying an
appropriate set of market risk factors (i.e. the market rates and prices
which affect the value of banks’ positions); (iv) quantitative standards
setting out the use of common minimum statistical parameters for
measuring risk; {(v) validation procedures for external oversight of the
use of models; and (vi) rules for banks which use a mixture of models
and the standardised approach. Given the significance of this supet-
visory development, it is worthwhile elaborating on some of these
conditions furthet (for full details see Part B, Sections B.1 to B.6 of
the Basle Committee’s “Planned supplement to the capital accord to
incorporate market risks”, itself a part of the Basle Committee’s April
1995 document). ‘

Under the general criteria, a supervisory authority has to be
satisfied with at least the following aspects of a bank’s operations
before granting approval for the use of internal models to generate
market risk capital charges: its risk management system; the number
of skilled staff employed in the trading, risk control and audit areas
and, if necessary, also in back office ateas; the track record of the
models in predicting losses with reasonable accuracy; and its conduct
in the area of “stress testing”.

To meet gualitative criteria which banks have to satisfy before
being allowed to employ a models-based approach to generating
maiket risk capital requirements, a bank is required to do the fol-
lowing: operate an independent risk control unit, ensuring the active
involvement of senior management in the process; ensure that the
model is closely integrated into day-to-day risk management and that
a routine and rigorous programme of “stress testing” is in place; adopt
a routine for ensuring compliance; ensure that an independent review
of both risk management and risk measurement procedures is carried
out at regular intervals; prescribe procedures for internal (involving
the use of “back testing”) and external validation of the risk measure-
ment process. In summary, the qualitative standards are designed to
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ensure that banks’ management systems are conceptionally sound and
that the process of managing market risks is carried out with integrity.
In this context, it is also thought necessary to define the risks that
need to be covered, to establish appropriate guidelines for the con-
duct of stress tests (for further details see Section V of “An internal
model-based approach to market risk capital requirements”, part of
the Basle Committee’s April 1995 document) and to provide guidance
on validation procedures for examiners and auditors charged with
independently reviewing and validating banks’ internal models (for
further details see Part B, section B.5 of the Basle Committee’s
“Planned supplement to the capital accord”, op. cit., 1995).

The guantitative standards, which are designed to address super-
visots’ prudential concetns and to ensure that the dispersion between
the results of different models for a uniform set of positions are
confined to a relatively narrow tange, are expressed as a number of
broad risk measurement parameters for banks’ internal models,
together with a simple rule for converting the models-based measure
of exposure into a supervisory capital requirement. Accordingly, the
“value-at-risk” has to be computed daily using a 99th percentile,
one-tailed confidence intetval and a minimum holding period of ten
working days (i.e. 2 weeks). The historical observation period is
subject to a minimum length of one year, although the Committee is
investigating the possibility of a dual observation period. Banks will
have discretion to recognise empirical correlations within broad risk
categories (e.g. interest rates, exchange rates, equity prices, etc.), but
valuc-at-risk a4cross these risk categories has to be aggregated on a
simple sum basis. Models must also accurately capture the unique
risks associated with options. At a minimum this means that banks’
internal risk measurement systems should incorporate option price
behaviour through a non-linear approximation approach involving
higher-order risk factor sensitivities,

The capital charge is to be computed as the higher of: the
previous day’s “value-at-tisk” calculated according to the established
parameters; and an average of the daily “value-at-risk” on each of the
preceding sixty business days, multiplied by a “multiplication factot”
to account for extreme market conditions, This factor is to be set by
the national supervisor on the basis of their assessment of the qua-
lity of each bank’s risk management system, subject to an absolute
minimum of three. It will, however, at least for the time being, also
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be subject to a “plus” which is directly related to the ex post perform-
ance of the model. This is designed to provide banks with a positive
incentive to raise or keep high the predictive quality of the model as a
plus of zero might apply where the ex post performance is excellent.

Finally, banks using internal models — no particular type of
model is prescribed, the only requirement being that they capture all
the material risks run by the bank - will be subject to a separate
capital charge to cover the specific risk of traded debt and equity
securities to the extent that this risk is not incorporated into their
models. In such circumstances, however, the total specific risk charge
applied to debt or equity secutities should in no case be less than half
the specific risk charges calculated according to the standardised
methodology,

In establishing a set of guidelines for the specification of an
appropriate set of market risk factors, the Committee is trying to
ensure that the risk factors contained in a bank’s market risk measure-
ment system are sufficient to capture the tisks inherent in the bank’s
portfolio of on- and off-balance sheet trading positions. Although
banks will retain some discretion in this area, the guidelines have to
be fulfilled. For interest rates, this involves specifying a set of risk
factors which corresponds to interest rates in each currency in which
the bank has interest rate sensitive on- or off-balance sheet positions.
Additionally, the risk measurement system should model the yield
curve using one of a number of generally accepted approaches,
dividing the yield curve into various matutity segments in order to
capture variation in the volatility of rates along the vield curve, For
material exposures to interest rate movements in the major currencies
and markets, banks must model the yield cutve using a minimum of
six risk factors (typically one for each maturity segment of the yield
curve). Ultimately, however, the number of risk factors used should
be determined by the nature of the bank’s trading strategies. The risk
measurement system must also incorporate separate risk factors to
capture spread risk (e.g. between bonds and swaps), with the sophisti-
cation of approach being a function of the nature and scope of the
bank’s exposure to interest rates.

For exchange rates, the risk measurement system should incor-
porate risk factors corresponding to the individual foreign currencies
in which the bank’s positions are denominated.

For equity prices, there should be risk factors corresponding to
each of the equity markets in which the bank holds significant posi-
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tions. At a minimum, there should be a risk factor that is designed to
capture market-wide movements in equity prices {e.g. a market
index), while the sophistication and nature of the modelling tech-
nique employed in respect of a given market should correspond to the
bank’s exposure to the overall market as well as its concentration in
individual equity issues in that market.

Similarly, for commodity prices, there should be risk factors
corresponding to each of the commodity markets in which the bank
holds significant positions, with the sophistication of the modelling
techniques employed being linked to the size of positions run and
scale of trading activity engaged in.

Finally, when handling the volatilities related to options pos-
itions, where the risks are particularly complex, the relevant quanti-
tative standards outlined above have to be adhered to.

The final set of conditions, concerning the rules governing the
mixed use of internal models and standardised approaches, is designed to
cover the petiod during which banks which use models extend them
to cover all their market risks. The Committee is keen to ensure that
banks which start to use models for one or more risk factor categories
will eventually — no time limit has been set — extend the models to all
their market risks, Accordingly, a bank which has developed one or
more models will not be able to revert to measuring the risk measured
by those models according to the standardised methodology (unless
the supervisor withdraws approval for that model). For those using
combinations during this “transitional phase™ the following con-
ditions apply: (i) each broad tisk factor category must be assessed
using a single approach (either internal models or the standardised
approach); (ii) the models used must comply with the six sets of
conditions described above; (iii) banks may not modify the combi-
nation of the two approaches they use without supervisory consent;
(iv) all market risk exposures must be captured; and (v) the capital
charges assessed under the two approaches are to be aggregated
according to the simple sum tmethod.

Changes made to the standardised measurement method. The two
main changes made to the original proposals concern the introduction
of a separate framework for measuring comzmnodities risk (see Annex
H) and amended proposals for the treatment of options (for full
details see Section A.5 of Part A of the Basle Committee’s “Planned
supplement to the capital accord to incorporate market risks”, op. cit.,
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1995). Under the original proposals, the Committee envisaged banks
being allowed, at national discretion, a choice of two or more

-methods -for the-treatment of options, some of which would be- -

incompatible with the espoused building-block methodology (see
Basle Committee 1993a, Annex 5). In its revised proposals, the
Committee suggests that banks, again subject to national discretion,
be allowed to choose from a number — three are described in its
document - of different alternatives within the standardised method-
ology, although banks which use significant trades in options will be
expected over time to move to a comprehensive options risk manage-
ment model and thus become subject to the relevant restrictions
associated with the use of in-house models, as outlined earlier.
Generally, supervisors are expected to apply the principle that the
greater a bank’s involvement in writing options, the mote sophisti-
cated its measurement method should be,

Other, fairly minor, changes made to the proposed standardised
measurement method involve: the movement of the provisions gov-
erning the use of comprebensive risk factor models for foreign exchange
(referred to as the “simulation method” in the original proposals) to
the models section, to ensure that all banks using comprehensive
models will be subject to the same qualitative and quantitative
standards; and, in order to improve accuracy in the measurement of
general market risk for traded debt securities, those employing the
so-called “duration” method will now have “vertical disallowances” of
half the size of the “maturity” method (see below),

Finally, if banks, subject to local supetvisory approval, use the
“duration-based” method for calculating capital charges to cover the
general market risk on debt securities — see below - they no longer
have to ensure that the capital charges so generated are “broadly
equivalent” with the results produced using the standard “maturity”
method, In taking this line, which is now also adopted in respect of
the use of internal models to generate capital charges to cover foreign
exchange risk, the Committee is further demonstrating its willingness
to recognise and encourage the use of sophisticated risk assessment
techniques, bringing it more in line with the Furopean approach
adopted under the CAD.

Other changes. As noted earlier, “Tier 3” capital can now be used
to satisfy all market risk requirements, including those relating to
foreign exchange and commodities exposures, In the original pro-
posals, the use of Tier 3 capital to satisfy foreign exchange capital
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charges (a commodities charge was not, at that time, contemplated)
was explicitly ruled out,

‘Secondly, and sticking with the use of Tier 3 capital, the new
“lock in” clause preventing payment of interest and principal is less
severe than the original as it becomes operative when such payment
would reduce a bank’s overall capital to an amount less than its
minimum risk based capital requirement rather than the original
threshold specified of 20% above required capital.

The definition of capital

In meeting its market risk-based capital requirements, a bank
must use the definition of capital cutrrently employed within the
accord unless its supervisors allow the inclusion of shott term subordi-
nated debt (“Tier 3” capital). If the latter is the case, the new form of
subordinated debt can only be used in satisfaction of the market
risk-based requirements, including those relating to foreign exchange
and commodities risk, and cannot be used to satisfy the capital
requirements levied against the “banking” book. Moreover, its in-
clusion is subject to a number of limitations and restrictions.'?

Firstly, to be eligible for inclusion, the subordinated debt must
satisfy the following:!®

(i) it must be unsecured, subordinated and fully paid up;

(ii) it must have an original maturity of at least two years;

2 Apate from the limitations and restrictions applying to the use of such subordi-
nated debt explained in the text below, the Committee also considered retaining the
current rule in the accord that “Tier 1” capital (see Hall 1987), comprising the highest
quality components of capital, must account for at least half of the capital base. This
would mean that the sum of “Tier 2* and “Tier 3" {the newly authorised type} capital
would be restricted to the size of a bank’s holdings of Tier 1 capital. In its propasals of
Aptil 1995, howevet, it decided to leave the application of such a rule to national
discretion. The rules limiting eligible Tier 2 capital to a maximum of 100% of agpregate
Tier 1 capital, and long term subordinated debt to 50% of aggregate Tier 1 capital
remain, however,

 These conditions are designed to ensure that, if circumstances demand, such
instruments are capable of becoming part of an institution’s permanent capital, and thus
would be available to absorb losses. As Dale (1994) has pointed out, however, the “lock
in” clause preventing repayment of principal and interest is never likely to be activated
because it would be tantamount to defaulting, a perilous coutse of action for any (deposit
taking) intermediary to take.
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(iii) it may not be repayable before the agreed repayment daie
without the agreement of the supervisors;

(iv) it must be subject to a “lock-in” clause which stipulates
that neither interest nor principal may be paid (even at maturity) if
such payment would mean that the banks’ overall capital would then
amount to less than its minimum capital requirement.

And, secondly, the following limitations would apply to its
use:

(i} it would be limited, in aggregate, to 250% of the Tier 1
capital allocated to support market risks; and

(if) Tier 2 capital can be substituted for Tier 3 capital up to
the same limit of 250% as long as the overall limits in the accord are
not breached (i.e. aggregate Tier 2 capital does not exceed total Tier
1 capital, and long-term subordinated debt does not exceed 50% of
Tier 1 capital).

Overall minimum capital requirement

The combination of the capital accord of 1988 and the new
market risk-based requirements will mean banks will have to satisfy
the following overall minimum capital requirement:

(i) the credit risk requitements atising from application of the
cutrent accord’s provisions to the “banking” book (i.e. excluding debt
and equity securities in the trading book and all positions in com-
modities, but including the credit counterparty risk on all over-the-
counter detivatives whether in the trading or banking books);

plus

(ii) the capital charge for market tisks arising from the appli-
cation of the market risk-based requirements.

The latter is derived either by summing the individual capital
charges for market risks derived by applying the “standardised
measurement methods” or by using the figures deriving from the use
of internal models (as explained below) or by using a mixture of the
two, summed arithmetically.
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This overall minimum capital requirement has to be met on a
continuous basis, that is at the end of each business day, and banks
are expected to ensure that intra-day exposures are not “excessive”.
Supetvisors, in turn, are asked to ensure that banks do not “window
dress” on reporting dates.

Calculation of the capital ratio

To ensure consistency in the calculation of capital requirements
to cover both credit and market risks, the risk asset ratio methodology
adopted in the original accotd (see Hall 1987) must be adapted to
accommodate market risk, This is to be done by expressing the new
capital ratio as the ratio of ‘eligible capital’ [i.e. the sum of a bank’s
aggregate Tier 1 capital plus eligible Tiet 2 capital, subject to the
limitations and restrictions applied under the original accord, plus
(subject to national discretion) eligible Tier 3 capital used to meet
market risk requirements, subject to the limitations and testrictions
noted above] to the sum of risk-weighted assets compiled for credit
tisk purposes and the market risk capital chatge multiplied by 12.5
(the reciprocal of the 8% minimum ratio). (The latter transformation
gives a figure for notional tisk weighted assets on the trading book.}

Market risk-based capital requirements under the standardised measure-
ment methods

1. For equities

The Basle Committee’s proposals for 2 minimum capital stan-
dard to cover the position risk atising from equities trading,'* which
might be modified in the light of further discussions with securities
regulators, embrace the building block approach adopted in the

* The treatment proposed would apply to equities and all instruments which
exhibit market behaviour similar to equities, including equity warrants, convertibles,
options on equities, commitments and other rights to buy ot sell equity securities,
derivative products, equity indices and index arbitrage. Non-convertible preference
shares, however, are excluded and subject to the debt securities requirements — see the
text,
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CAD. Accordingly, the overall capital charge is derived by summ-
ing the “specific risk” and “general risk” capital requirements.”

The (minimum) specific risk requirement proposed is 8% of an
institution’s “gross equity positions” (i.e. the sum of all long and of all
short equity positions) unless the portfolio is both “liquid” and “well
diversified” (as intetpreted by national regulators), in which case the
capital charges may be reduced down to a figure as low as 4%, but no
lower. The proposed (minimum) geweral risk requirement, which,
again as in the CAD, applies to an institution’s “overall net position”
(i.e. the difference between the sum of the longs and the sum of the
shorts), is also set at 8%.¢

Tn principle, all derivatives held inside the trading book must be
converted into (notional) positions in the relevant underlying and be
subjected to the measures outlined above, Where the undetlying is
an index representing a “well diversified” portfolio of equities, the
specific risk requirement may be reduced from 8% to 2% of the net
position in the indéx. For options, a range of treatments is permiss-
ible, embracing both a “simplified approach” and “intermediate ap-
proaches” (covering both the “delta-plus” method and “scenario
analysis”)."?

Tn calculating the capital charges, matched positions in each
identical equity in each market (separate calculations have to be
carried out for each national market in which the equities are held)
may be fully offset, thereby allowing for the application of the
minimum percentage charge to a single short or long position. Dis-
pensation, in the form of lower than normal specific risk charges or,
perhaps, the removal of such positions from the building block
methodology, may also be given for certain hedging and arbitrage
strategies (see Basle Committee 1995, pp. 20-21 of the “Planned
supplement to the capital accord to incorporate market risks”).

15 However, if, in the future, wider convergence with securities regulators can be
achieved, it is proposed that national authorities be allowed to retain the discretion to
continue to apply a “comprehensive approach” (i.e. one that combines specific and
general market risks in a single risk charge), provided that the application of such an
approach would produce, in all circumstances, capital charges which were at least as
great as those which would result from the application of the building block method-
ology.
16 The figute reflects analysis of the price volatility of the principal equity indices in
the major markets.

17 For full details see Basle Committee 1993, Section A.5, of the “Planned sup-
plement to the capital accord to incorporate matket risks”.
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2. For debt securities

As for equities, the overall minimum capital requirements are
expressed in terms of two separately calculated charges, one to cover
“specific risk” and one to cover “general market risk” (or the interest
rate risk in the portfolio). Once again, long and short positions may
be offset in the calculation of the latter requirement, but offsetting in
the calculation of the former is restricted to matched positions (in-
cluding positions in detivatives) in the identical issue.

In establishing the appropriate capital charges for specific risk,
the Committee classifies debt securities into five broad categories,
mimicking the approach adopted under the CAD (see Annex A, Part
II). Accordingly, government secutities'® receive a risk weighting of
0%," “qualifying items”2° attract a tisk weight of either 0.25%, 1.00%
or 1.60%, according to the residual maturity of the issue (the lower
figure applying to issues with residual matutrity of up to 6 months, the
middle figure to maturities of between 6 and 24 months, and the
highest figure to maturities exceeding 24 months), and the “other”
items attract a risk weight of 8%. Finally, for “high-yield” debt
securities, either a higher than 8% specific risk charge is applied
and/or offsetting within the calculation of general market risk is not
allowed between such secutities and other debt securities.

In calculating charges for general market risk, designed to capture
the risk of loss arising from changes in market interest rates, a choice

18 1
' Althoug'h’ na.tmnal regulators are empowered to apply a positive specific risk
weight to securitics issued by certain foreign governtnents, especially if the secutities are
deno?;mated in a cutrency other than that of the issuing government.
1 Including, at national discretion, local and regional governments subject to a zeto
credit tisk weight in the Basle Accord.
% To include securities issued by public sector entities and multilateral development
banks, plus other securities that are;

{i) rated “invesiment-grade” by at least two credit-rating agencies specified by the
relevant supervisors;

{ii) rated “Investment-grade” by one tating agency and not less then investment-
grade by any other tating agency specified by the supervisor (subject to supervisory
oversight); ot

(iff) unrated, bu} deemed to be of comparable investment quality by the bank,
and the issuet has securities listed on a recognised stock exchange (subject to supetvisoty
approval}. The application of these qualifying criteria has to be monitored by supervisors,

National authotities also have the discretion to include in this category debt
secutities issued by banks in countries which are implementing the accord, but subject to
the proviso that they take prompt remedial action if an institution fails to meet such re-
quirements.
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of two assessment methodologies is available, the “maturity” method
and a “duration based” method.?! The latter, however, may only be
adopted with the consent of national supervisors, must be used on a
continaous basis (unless a change in method is approved by the
national authority), and be subject to supetrvisory monitoring.
Under the “matutity” method, long or short positions in debt
securities (and their derivatives)? are slotted into a maturity ladder
comprising thirteen maturity bands (fifteen for low coupon instru-
ments). Fixed rate instruments are allocated on the basis of residual
time to maturity, and floating rate instraments according to the next
repricing date. The positions are then weighted to reflect their pri-
ce sensitivity to changes in interest rates. The weights have two
components: the “modified duration” of a bond with a maturity
equal to the mid-point of the respective time-band, assuming an 8%
interest rate envitonment and an 8% coupon;** and an assumed
change in yield which is designed to cover about two standard

21 This involves taking into account the exact coupon of each bond, rather than an
assumed 8% rate, and calculating duration according to the precise residual maturity of
the instrument rather than the mid-point of a timeband (for full details see Basle
Committee 1995, “Planned supplement to the capital accord to incorporate market
risks”, pp. 13-14).

2 Qpposite positions of the same amouat in the same issues, whether actual or
nominal, can be omitted from the reporting frameworls because they incur no interest
rate risk. Similatly, “closely matched” swaps, forwards, futures and FRAs can be excluded
if they satisfy the conditions laid down in Basle Commitice 1995, paras. 20-22, pp.
15-16.

23 Duration is a concept designed to measure the price sensitivity of debt secutities
to changes in interest rates. In mathematical terms, it is derived as follows:
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whete r = vield to maturity; C¢ = cash payment in time and » = total maturity

The “modified dusation” of a debt instrument is P—(l T
R

2 The duration of a bond, although primarily influenced by its maturity, is also
influenced by its coupon. As & result, adjustments need to bhe made before slotting honds
with high price volatility (e.g. zero coupon bonds and deep discount bonds) into the
maturity ladder. The proposed ireatment is, in effect, to convert low coupon bonds into
the -equivalent-of-8§% bonds (with- low Toupon bomds-being defined: as-bonds-with =
coupen of less than 3%), with higher risk weights attaching to low coupon bonds of a
comparable maturity to bends with a coupon greater than 3%, especially once residual
matarities exceed 12 years {see Annex A, Part ).
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deviations of one month’s yield volatility in most major markets. The
product of the two components provides the weighting factor for
each time band. (The weighting factors and maturity ladder used are
identical to those used under the CAD’s approach — see Annex A,
Part IT — so they are not reproduced here.) ,

Having weighted the positions in this fashion, various netting
arrangements are then applied before calculating the capital charge.
As explained when analysing the CAD’s approach to assessing the
general risk arising from debt securities trades, this involves firstly
offsetting the weighted longs and shorts in each time band (“vertical
offsetting”), leaving a single short or long position for each band as a
residual. A capital chatge, known as a “vertical disallowance”, of 10%
of the sum of the “matched weighted positions” (i.e. the amounts of
the vertical offsetting) in all maturity bands is prescribed to reflect the
fact that, because each band would include positions whose maturities
are not identical as well as different instruments with the same
maturity, full vertical offsetting within the band would not reduce
general risk to zero,

Secondly, the Basle Committee proposes that two rounds of
partial “horizontal offsetting” also be allowed, equivalent to the
netting “within zones” and “across zones” allowed under the CAD
_(see Annex A), to reflect the fact that interest rates at different points
in t'he maturity spectrum tend to move together. Accordingly, the
capital charges prescribed reflect the “disallowances™ applied to the
horizontal offsetting undertaken between the net (ie. “residual”)
positions?® in each of the three time zones and subsequently between
the net positions in the different zones.?’ These have to be added to
the disallowances prescribed for the vertical offsetting and to the
absolute amount of the residual net short or long position to arrive at
the general market risk charge.

Using the terminology adopted when describing the CAD’s
approach, the (minimum) general market risk requirement is there-
fore equal to:

10% of the sum of the “matched weighted positions” in all
maturity bands

25 s . ;
. Greater recognition is given to hedging for offsets taking place within the same
time zone than for offsets between different zones.

P ) e w

% Refetred to as the "unmatched weighted posttion” in the discussion of the CAD
(see Annex A, Part II).

%’ Note, however, that no vertical or horizontal offsetting between “high-yield” debt
securities and other debt secutities is allowed unless such high-yield debt securities are
subjected to a specific risk weight in excess of 8%.
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plus 40% of the matched weighted position in xone 1

plus 30% of the matched weighted position in zone 2

plus 30% of the matched weighted position in zone 3

plus 40% of the matched weighted position between zones 1 and 2
plus 40% of the matched weighted position between zones 2 and 3
plus 100%% of the matched weighted position between zones 1 and 3
plus 100% of the residual unmatched weighted position.

Adding to this sum the specific risk charge, calculated as shown
above, vields the overall minimum capital charge to be met by an
institution to cover the position risk arising from trading debt securi-
ties.?’?

Derivatives. In principle, all derivatives held inside the trading
book are to be converted into (notional) positions in the relevant
undetlying which then become subject to the assessment procedures
outlined above.?® Alternative treatments for options, however, are

28 The original Basle Committee proposal was 150%.

2 Separate reporting ladders have to be used for each currency, except for those in
which business is insignificant, and capital charges have to be calculated separately for
each currency, with no offsetting between positions of opposite sign.

3 No offsetting is allowed between positions in different currencies. However, fully
matched positions in identical insttuments with exactly the same issuer, coupon, currency
and matutity are excluded from the reporting {ramework. Moreovet, “closely matched”
positions in the same category of instruments may be exempt from the application of the
disallowance factors if the following conditions hold:

{i) the positions relate to the same underlying instruments;

{ii) the positions ate of the same nominal value;

(i) the positions are denominated in the same currency;

(iv) in the case of futures, the offsetting positions on the notional or underlying
instruments to which the fututes coniract relates are for identical products and mature
within seven days of each other;

(v) in the case of swaps and FRAs, the reference rate (for floating rate positions)
is identical and/or the coupon (fot fixed rate positions) “closely” matched {i.e. within 15
basis points); and

(vi} in the case of swaps, FRAs and forwards, the next interest fxing date or, for
fixed coupon positions or forwards, the residual maturity, correspond with the following
limits:

— less than one month hence: same day;
— between one month and one year hence: within 7 days;
— over one year hence: within 30 days.
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available, as noted eatliet — see Section A.5 of Basle Committee 1995,
The amounts reported would be the market value of the principal
amount of the undetlying or notional underlying.

Futures and forward contracts, including forward rate agree-
ments (FRAs), are to be treated as a combination of a long and a short
position in a notional government security (i.e. with a zero specific
risk requirement),’® the maturity of a future or FRA being the period
until delivery or exetcise of the contract, plus — where applicable —
the life of the underlying security. Where a range of deliverable
instruments may be delivered to fulfil the contract, the institution is
free to choose which deliverable security goes into the maturity lad-
der. Swaps, in turn, are to be treated as two notional positions in
government securities with relevant matutities, i.e. residual maturities
for fixed rate instruments and the period until the next interest fixing
for floating rate instruments. '

3. To cover foreign exchange risk

Under the Committee’s proposals for dealing with foreign ex-
change (including gold) risk, institutions can either use the “short-
hand” method or internal models (subject to supervisory approval,
and satisfying the minimum standards outlined earlier).’?

If the shorthand method is adopted, the Committee proposes a
minimum capital charge (subject to a de minimis exemption) ** of 8%

~ ?" Although the majority of interest-rate sensitive off-balance-sheet instruments {e.g.
interest rate and currency swaps, FRAs, forward foreign exchange contracts and interest
rate futures and options) relate to an undetlying or notional underlying security which
does not bear an identifiable specific tisk, and hence do not incur a specific risk charge,
this is not true of all such insttuments. Accordingly, in the case of futures and options
contracts where the underlying is a debt secutity, or an index representing a basket of
debt securities, a specific tisk charge would apply, based on the credit tisk of the issuer
{as explained in the text).

32 The more complex approach outlined in the Committee’s first set of proposals
was referred to as the “simulation” method.

3? National supervisors have the discretion to exempt a bank from these capital
requirements if:

(1) the bank does not take foreigh exchange positions for its own account;

(if} is foreign' curtency business (defined as the greater of the sum of its gross
qug§ and the sum of its gross shotts in all foreign cutrencies) does not exceed 100% of its
“eligible capital”; and
. (i) the bank’s “net open position”, as defined in the text, does not execed 2% of
its “eligible capital”. :
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of the “net open position”, which is calculated by adding the sum of
the short currency positions or the sum of the long positions, which-
ever is the greater, to the total of the net position (shott or long) in
gold, regardless of sign. In order to evaluate its capital charges a bank
has therefore to firstly calculate its net position in each currency and
gold, converting the nominal amounts of the net positions at spot
rates into the reporting currency. The net open position in any
currency is, in turn, derived by summing the following:

(i) the net spot position (i.e. all asset items less all liability
items, including accrued interest, denominated in the currency in
questionl;

(if) the net forward position (i.e. all amounts to be received
less all amounts to be paid under forward foreign exchange trans-
actions, including currency fututes and the principal on currency
swaps not included in the spot position);**

(iii} guarantees (and similar instruments} that are certain to be
called and are likely to be irrecoverable;

(iv) net future income/expenses not yet accrued but already
fully hedged (at the discretion of the reporting institution);

{v) the net delta (or delta-based) equivalent of the total book
of foreign currency options;* and

(vi) any other items representing a profit or loss in foreign
currencies (this depends on the accounting conventions applicable in
different countries),

For measurement purposes, positions in composite cutrencies
may be treated either as a cutrency in their own right or split into
their component parts (on a consistent basis). And any positions taken
to deliberately hedge (partially or totally) against the adverse effect of
exchange rate movements on the capital adequacy ratio can be
excluded from the calculation or net open currency position if the
following conditions are met:*¢

* Forward currency positions would normally be valued at current spot rates but
banks are allowed to use net present values derived by discounting the cash flows.

** Possible alternatives to the use of net delta values as the measure of exposure
arising from options trading are discussed in section A.5 of Basle Committee 1995,

35 The same treatment can be applied to positions related to items that are deducted
from a bank’s capital when calculating its capital base.
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(i) such positions are of a “structural” (i.e. of a non-dealing)
nature (as defined by national supervisors);

(ii) national supetvisors are satisfied that the structural pos-
itions excluded do no more than protect the bank’s capital adequacy
ratio; and

(iii) any exclusion of positions is applied consistently, with the
treatment of the hedges remaining the same for the life of the assets
or other items.

4. To cover commodities risk

Under the Committee’s proposals for handling commodities risk,
banks can either use models to measure position risk — subject, of
coutse, to local supervisory approval and to satisfying the set of
safeguards applicable to the use of any model for market risk assess-
ment purposes — or a “standardised approach”. If the latter route is
adopted banks have a further choice. They may either adopt a
“simplified approach” or a more complex approach involving the use
of maturity ladders. Fach of these approaches is explained in more
detail in Annex H.

Differences between the European and Basle Committee approaches

Although there are many similarities between the EC and Basle
Committee approaches to measuring and assessing market risks
atising from intermediaries’ trading activities in debts, equities, de-
rivatives and foreign exchange, there are a number of significant
differences (summarised in Annex I).

In terms of the scope of coverage, the EC’s approach, in the
guise of the CAD, is much more comprehensive. For example, it con-
tains provisions relating to underwriting exposures, seitlement risk,
counterparty risk and large exposures risk and also sets requirements
to cover “other” risks (for investment firms only) and risks not
covered by either the CAD or the SRD. None of these areas ate
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covered by the Basle Committee’s proposals, although the assessment
of commodities risk is exclusive to the latter.””

On the question of what instruments should be eligible for
inclusion in regulatory capital and what further restrictions/limi-
tations they ought to be subject to, the Basle Committee has now
moved closer to the less restrictive approach outlined in the CAD.
For example, the Committee has now sanctioned the use of short-
term subordinated debt (“Tier 3” capital in Basle Committee par-
lance), albeit subject to restrictions and limitations, to cover all
market risks, including foreign exchange risk and commodities risk;
and the “lock-in” clause imposed by the Committee on “qualifying”
subordinated loan capital is no longer more demanding than that
imposed under the CAD. The only remaining difference is that,
unlike the EC, the Basle Committee insists that only wnsecured loan
capital is eligible for inclusion in Tier 3.

Morteover, if the focus of attention is on the limitations placed
on the use of shoit term subordinated loan capital, the CAD is the
more restrictive. This is because its use is usually restricted to 150% of
the original own funds (“Tier 1”7 capital in Basle Committee parlance)
allocated to support trading book risks, and may only approach that
maximum with the agreement of national supervisors, Exceptionally,
howevet, at national discretion, this ceiling may be relaxed to 250%
of allocated otiginal own funds. By way of contrast, the Basle Com-
mittee is happy to see regulators apply the 250% limit on an across-
the-board basis.

In the assessment of position risk on equities, the Basle Com-
mittee is again the more stringent, setting the minimum specific risk
capital charge at 8% [reducing, at national discretion, to 4% for liquid
and well-diversified portfolios (as determined by national super-
visors)] of a firm’s gross equity positions, compared with the mini-
mum figure of 4% (reducing to 2% for highly-liquid and well diversi-
fied portfolios satisfying certain objective criteria) prescribed under
the CAD.,

Finally, in the assessment of foreign exchange risk - the position
risk on traded debt instruments is assessed in an almost identical

37 Howevet, counterparty risk arising from transactions in derivatives (but not
securities) is already captured under the accord, while the monitoring of large exposures
arising from banks’ lending activities is the subject of a guidance note issued by the
Committee in 1991 (large exposures ate also covered by the LED for EC credit
institutions),
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fashion - the Basle Committee is again the most demanding for,
under its basic approach, it sets the capital charge at 8% of an
institution’s net open position, as compared with the CAD’s 8%
charge levied on the excess of an institution’s overall net foreign
exchange position over and above a figure equal to 2% of its total
own funds under the standard approach, Moreover, its measures are
applied to gold as well as currencies, unlike the CAD’s; and the
“dispensations” available under the CAD for positions in currencies
subject to legally-binding inter-governmental agreements limiting
their variability vis-d-vis other currencies, for participants in the
second stage of EMU, and for positions in “closely correlated” cur-
rencies are not entertained by the Committee. Contrariwise, a de
minimis exemption from foreign exchange risk capital charges is not
available under the CAD, and the range of treatments available for
foreign currency options is much more limited (in fact, to just the net
delta valuation basis) under the CAD.

Likely future developments

Given the lead taken by Europe in the prescription of capital
charges for market risks incurred by both banks and securities firms, it
is likely that IOSCO will be pressurised into reaching a common
position on the subject in advance of the CAD’s implementation -
end-December 1995 — both to preserve the international com-
petitiveness of securities firms authotised in their jurisdictions and to
influence the future coutse of the debate. Although some securities
regulators, such as the Securities and Exchange Commission (SEC) in
the US, are known to harbour grave reservations about the assessment
methodologies adopted and about the absolute size of some of the
minimum capital charges agreed to under the CAD (e.g. the 2%
specific risk capital charge for highly liquid and well-diversi-
fied equity portfolios is viewed as being “imprudent” by the SEC’s
chairman, a line also taken by the Basle Committee), their ability to
shape the future course of convergence in capital standards — both
across industries and between countries — will be seriously impaired
unless they can reach a wider consensus between themselves.
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Even if this consensus does materialise, however, it is far from
certain that Europe will be forced to “level-up” its supervisory re-
quirements, as both the Basle Committee and IOSCO are likely to
call for.’® Nevertheless, the “review” clause (Article 14) in the CAD
does, in principle, provide the opportunity for a reassessment of the
European standards in the light of developments in the alternative
fora. Whether or not the Commission bows to the inevitable pressure
remains to be seen, however, the outcome itsclf being heavily influ-
enced by market developments. Lack of crises in European securities
industties between the end of 1995 and the end of 1998 might serve
to stiffen its resolve, while widescale crises would undoubtedly
weaken its position and reduce the prospect of an intransigent stance
being adopted.

Conclusions

The continuing quest for convergence in capital standards,
across both finance industry and national frontiers, and the desire to
complete the internal market in financial services, have led the
Member States of Europe to agree to the adoption of laws - in the
shape of the CAD and the SRD - which will facilitate the achieve-
ment of such goals. The convergence goal, desired for both stability
and competitive equality reasons, has also stimulated the Basle Com-
mittee into deliberating, in a “securities friendly” fashion, the means
of amending and extending the “capital accord” reached in July 1988
to accommodate the market risks incurred by banks. While there is
considerable agreement, on both methodological issues and the

* Although, somewhsat ironically, the Basle Committee’s belated sanctioning of the
use, by banks, of capital requitements generated by internal computes-based risk control
mechanisms as an alternative to meeting prescribed capital changes is likely to pui the
European Commission under intense pressure from Member States to relax its stance and
also cater for the use of internal models. Even if the Commission proves willing to accept
the adequacy of the safeguards provided by the “minimum standards” established by the

Committee, it may still baull at the dangers arising from placing even more reliance on

the competence and integtity of management and the adequacy of internal controls as the
means of ensuring averall stability. Moteover, it is doubtful, especially in some ju-
risdictions, if supervisors are up to the task of policing effectively firms’ internal controls
and software packages.

e e e e e e e e
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choice of magnitude for minimum capital charges (notwithstanding
the disagreement over the capital charge to be applied to cover equity
specific risk), between the Basle Committee and the Furopean Com-
mission, significant differences remain.

Tt is to be hoped that further progress can be made in the
convergence process, both between the Basle Committee and the
Furopean Commission on the one hand, and between these two
bodies and IOSCO on the other to ensure that the dangers posed for
international financial stability by a plethora of competing capital
adequacy assessment regimes are minimised. A by-product of such a
development would be a further reduction in the number and signifi-
cance of competitive anomalies arising from regulatory asymmetries.
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ANNEX A

Capital requireinents imposed under the CAD
to deal with position risk

Under the CAD, a different set of rules applies to each of equities, traded
debt instruments, derivatives and the undetrwriting of equities and debt securi-
ties when calculating position (i.e. martket) risk requirements. Before looking at
each set in turn, it is worth noting at this point, however, that both “long” (i.e.
net asset) positions and “short” (Le. net liability) positions are taken into account
in the calculations, and that firms have to adopt a “mark-to-market” approach to
valuing such positions in their trading books, Moreover, the so-called “building
block approach” to assessing position tisk is adopted in the CAD, requiring that
total position risk be broken down into “specific risk” and “general risk”
components. [The specific risk attaching to an instrument is the risk of a price
change due to factors relating specifically to the issuer (or, in the case of 2
desivative, factors relating to the undetlying instrument); in contrast, general
risk is the risk of a price change due, in the case of equities or their derivatives,
to market movements unrelated to any specific equity or, in the case of debt
insttuments or theit derivatives, to interest rate fluctuations.]

1. The treatment o} eguities

The Specific Risk Capital Reguirement = 4% of the firm’s “overall gross
position” in equities, where the “overall gross position” is defined as the sum of
the net positions (long or short) in all equities. [N.B. Positions in stock index
futures are generally treated as positions in the equities represented by such
futures. However, certain exchange-traded stock index futures — i.e. those which
ate “broadly diversified” - are disregarded in the calculation.] The 4% figure
may, however, at national discretion, be teduced to 2% for “diversified”! or
“highly liquid”? portfolios, but the reduction will #ot apply to equities of an
issuer any of whose traded debt instruments attract a specific risk weighting of
8%. (As the 8% weighting applies to all debt instruments except “Central
Government Ttems” and “Qualifying Ttems” — see below — the reducton will
therefore only apply to the equities of the issuers of the debt falling within the
latter category.}

!ie. portfolios where no individua! position comptises more thag 5% of the value
of the whole equity portfolio. However, national regulators may authorise individual
positions of up to 10% provided that the total of such positions does not exceed 50% of
the portfolio,

2 Not defined in the CAD.
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The General Risk Capital Reguivement = 8% of the firm’s “overall net
position” in equities where the “overall net position” is derived by offsetting the
sum of the firm’s long positions against the total of its short positions. (N.B. In
calculating its net positions in each equity the firm has to include its positions in
certain exchange traded stock index futures.) Separate calculations must be
made for each national market.

Total Position Risk Capital Requirement = Specific Risk Capital Requirement +
General Risk Capital Requirement

2. The treatment of traded debt instruments

The Specific Risk Capital Reguirement = the sum of all the “weighted
positions” (shott or long) for the different instruments, where the “weighted
position” of a given instrument is the “net position” (i.e. the difference between
the firm’s long and shott positions, converted daily at spot rates into the firm’s
reporting cutrency) multiplied by the relevant risk weighting — see below.
(Holdings of debt instruments issued by firms themselves are disregarded.)

The risk weightings are designed to reflect the level of specific risk per-
ceived to attract to traded debt instruments by virtue of the nature of the
issuer:

Central government issued debt insttuments attract a risk weighting of 0%.

“Qualifying Items” attract concessionaty weights depending on their residual
maturity

up to 6 months 0.25%
over 6 months and up to 24 months 1.00%
over 24 months 1.6%

Debt instruments counting as “qualifying items” comprise those qualifying
for a 20% risk weighting under the SRD, e.g. a debt security issued by an EC
banl; those issued by invesiment firms as defined in the CAD (plus debt issued
by comparable non-EC firms subject to pradential rules as stringent as those in
the CAD); debt which is (a} listed on a regulated market within the EC, or on a
non-EC stock exchange which is recognised by the Member States of the firm
for whose trading book the risk weighting is being calculated; (b) of acceptable
liquidity; and (c) a debt the solvency of whose issuer is considered such that the
risk of default is no greater than that for an instrument meeting a 20% risk
weighting under the SRD (member States can, however, exercise this criterion
flexibly); all other items attract a risk weight of 8%.
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The General Risk Capital Reguirement under the “maturity-based” ap-
proach’

equals 10% of the sum of the “matched weighted positions” in all matutity
bands

plus  40% of the matched weighted position in zone 1 {residual maturity of up
to one year)

plus  30% of the matched weighted position in zone 2 (residual maturity of
between one and four years)

plus  30% of the matched weighted position in zone 3 (residual maturities of
over four years)

plus  40% of the matched weiy)ited position between zones 1 and 2
plus  40% of the matched weighted position between zones 2 and 3
plus 150% of the matched weighted position between zones 1 and 3
plus 100% of the residual unmatched weighted positions between zones

where:

(i) the matched weighted position in a given maturity band (see below) is
the amount of the firm’s total risk weighted (see below)} long positions matched
by its risk weighted short positions in that particular time bhand. The residual
long or short position is referred to as the “ummatched weighted position” for
that band.

The risk weights depend upon the residual matutity of the security - the
longer the residual maturity, the greater the risk weight, as shown in the table
below - for fixed rate instruments, and on the basis of the period until the
interest tate is next set for variable rate instruments. Debt insttuments are also
distinguished according to whether they have a coupon of less than 3% or 3% or
over (see table below) — the former tend to have a slightly higher risk weighting;

* The alternative approach which may be adopted, if national supervisors allow, is
the “duration-based” approach. This approach generates a lower capital charge — largely
because of the much lower charges levied against the matched weighted positions in
zones — teflecting the allowance given for the more exact measurement of interest rate
sensitivity and the accommodation of interim cash flows. For further details see Annex 1
of the CAD.
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Maturity band
Zone Assumed
Coupon of 3% Coupon of less Weighting | interest rate

or more than 3% (in %) change

{in %)
One 0 < 1 month 0 = 1 month 0.00 -

>1 = 3 months > 1 = 3 months 0.20 1.00
>3 = 6 months >3 = 6 months 0,40 1.00
> 6 =< 12 months > 6 =< 12 months 0.70 1.00
Two >1 = 2 years > L0 = 1.9 years 1.25 0.90
>2 = 3 years > 19 X 2.8 years 1.75 0.80
>3 £ 4 years > 2.8 £ 3.6 years 225 0.75
Three > 4 = 35 years > 3.6 = 4.3 years 275 0.75
> 5 £ 7 years > 43 = 57 yeats 3.25 0.70
> 7 = 10 years > 537 < 7.3 yeats 3.73 0.65
> 10 £ 15 years > 73 £ 93 years 4.50 0.60
> 15 = 20 years > 93 = 10,6 yeats 5.25 0.60
> 20 years > 10,6 = 12.0 years 6.00 0.60
> 120 < 20.0 years 8,00 0.60
> 20 years 12.50 0.60

(it} the “maiched weighted position” in a paricular zowe is the amount
of the firm’s total of unmatched weighted long positions for all bands in that
zone matched by the total of its unmatched weighted short positions for those
bands. The residual, or difference between the two sums, is called the “wn-
matched weighted position” for that zone

and

(ii} the “matched weighted position between zones 2 and 17 is the
amount of the unmatched weighted long (shott) position in zone 1 which is
maiched by the wnmatched weighted short (long) position in zone 2. The
“matched weighted position between zones 2 and 3” is the residual of the above
calculation that is matched by the unmatched weighted position in zone 3. (N.B.
The firm may, alternatively, carry out the matching between zones 2 and 3 and
offset the residual unmatched position against that of zone 1.)

Finally, the “matched position between zones 1 and 3" is the amouni of the
residual unmatched weighted position in zone 1 matched by the residual of zone
3's matching with zone 2.

As can be seen, the general risk capital requirements for traded debt
instruments are thus determined by the residual maturities (For fixed rate
instruments; of the instruments and theitr coupons, with allowance being made
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for offsetting positions within the same maturity band, within the same zone
(groups of maturity bands) and across zones. Generally, the closer the residual
matutity of the positions held by a firm, the greater the allowances given.

Again, The Total Position Risk Requirement is derived by summing the
specific and general risk requirements.

3. The treatment of dervivative instruments

To incotporate these instruments into the “building block” approach, they
are generally broken down into long and short positions in the respective
underlying debt or equity instruments, e.g. an interest rate swap where the
institution receives fixed interest and pays floating would be split into a long
position in a fixed rate debt instrument and 2 shott position in a floating rate
instrument maturing at the next interest rate reset date.

For contracts exposed to interest rate risk (e.g. interest rate futures, swaps,
forward interest-rate agrecments), the long and short positions derived are
treated as notional holdings in Central Governinent securities and thus attract a
nil specific risk weighting. For the general risk requirement the positions are to
be slotted into their respective maturity or duration time zones, in the same
manper as ordinary sccutities. Alternatively, at national discretion, institutions
which matk to market their intetest rate products and employ discounted cash
flow techniques to measutre and monitor interest rate sensitivity may use such
models to calculate theit positions as long as the results obtained are in line with
the interest rate sensitivity of the undetlying cash flows. (For another alternative
approach permissible see CAD, Annex 1, para. 9.)

For all exchange-traded instruments, the capital charge may, at national
discretion, be set equal to the margin required by the exchange.

Equity indes derivatives (including stock index futures and options) may be
treated as positions in the undetlying equities, and firms may offset them against
positions in those equities if close correlation exists between the derivatives and
the undeslying equities.

Finally, exchange-traded futures coveting what regulators decide are
“broadly diversified indices” attract a general risk capital requirement of 8% and
a specific risk requitement of zero.

4. The treatment of underwriting exposures

The CAD tequires institutions progressively to increase their capital cover
the Jonger the underwriting exposures on debt and equity instruments last, with
the maximum capital requirement being reached 5 working days after the
institution’s initial commitment. In calculating its capital requirement, an
institution may disregard underwriting positions which are subscribed or sub-
underwritten by “third parties”.
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The procedure for calculating the reduced underwriting position, to which
the specific and general risk requirements are applied (treating the position as a
position in the debt ot equity in question), is as follows:

(i) caleulate the institution’s “net” position in the instrument, arising from its
undetwriting obligation, by disregarding that part of the issue subscribed

or sub-underwritten and deducting short positions in the same instruments;
and then

(ii) apply a sliding scale of percentage factors to the net underwriting positions
to derive the “reduced underwriting position”, The scale is:
Woiking day 0 (i.e. the wotking day on which the
institution becomes unconditionally committed to
accepting a known quantity of securities at an

agreed price) 0%
Wotking day 1 10%
Working days 2 to 3 25%
Working day 4 30%
Working day 5 75%
After working day 35 100%

Notwithstanding that an institution’s undetwriting exposure is treated as
being nil on “day zero”, the CAD imposes an additional obligation on regulators
to ensure that a firm holds “sufficient capital” against the risk of loss which
exists between the time of the initial commitment and “wotking day 17 (no
guidance is given, however, as to what constitutes “sufficient capital”}.
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ANNEX B

Capital requirements imposed under the CAD
to deal with settlement risk

Settlement (or delivery) risk arises because movements in the market prices
of securities may involve a loss to institutions if transactions entered into are not

settled on the agreed dates. ‘
Under the CAD, institutions are allowed to calculate the capital require-
ments! imposed to cover this risk in one of two ways:

(i) by applying, in the instances where the institution is exposed to loss,
to the price difference (i.e. the difference between the agreed settlement price
and current market price) a percentage factor whick increases with the delay in
settlement (see Column A below); or

(ii) by applying a different set of factors (see Column B below) to the
agreed settlement price when the delay in settlement does not exceed 45 days.

Option (i), howevet, can only be adopted with the permission of regu-
lators; and, if if is adopted, must be used for calculating the institution’s
settlement on #if of its transactions,

Weighting factors

Delay in Settlement: Column A Column B
Number of working % %
days after due

settlement date

3-15 8 0.3
16-30 50 4.0
31-45 73 9.0
46 or more . 100 -

1 These requirements do not cover tepo's, reverse repo’s, securities lending or
. o
bottowing, which are dealt with under the treatment of “counterparty risk” - see
Annex C.
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ANNEX C

Capital requirements imposed under the CAD
to deal with counterparty risk

Counterparty risk is the tisk that the other party to a transaction defaults
before completion, exposing an institution to a loss up to the total value of the
transaction.

Under the CAD, the capital requirement to cover such risk on “free
deliveries” (i.e. where payments do not match deliveries) is set at 8% of the
value of the securities or cash owed to the institution multiplied by the Solvency
Ratio Directive (SRD) risk weighting applicable to the counterparty. The
reduced risk weightings applicable, under certain circumstances, to EC and
OECD banks under the SRD ate extended under the CAD to other categories
of counterparty namely: (i} investment firms subject to the CAD; (i) similar
firms subject to comparahle supervision in non-EC countries; and (iii)
recognised clearing houses and exchanges.

For repurchase and reverse repurchase agreements and securities lending and
borrowing based on securities included in the traded book, the capital require-
ment is 8% of any “unfavourable diffetence” between the market value of the
securities concerned and the loan or collateral, multiplied by the SRD risk
welghting applicable to the counterparty.

For all over the counter (OTC) derivatives, the counterparty risk require-
ment is to be calculated in accordance with the SRD (ie. the charge must be
equal to the replacement cost of the contract muliiplied by a counterparty
weighting, plus an “add-on” in respect of potential future credit exposure, if the
“current exposure” method is used. If the “original exposure” method is
adopted instead, which is permitted if national regulators agree, a simpler, two
stage transformation is required which avoids the need to matk the contract to
market - see Hall 1994).
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ANNEX D

Capital requirements imposed under the CAD
to deal with large exposures risk arising from
intermediaries” trading-book business

Under the CAD, institutions are required to monitor and control their
“large” market risk exposures to individual counterpaities and groups of con-
nected counterparties. The basis for measuring these (overall)® exposures and the
limits to be imposed upon them derive mainly from the Large Exposures
Directive {LED), i.e. no exposure should exceed 25% of own funds,? and the
sum of all such Jarge exposures (that is, those whose value is greater than or
equal to 10% of own funds) should not exceed 800% of own funds.

However, at national discretion, institutions may be allowed to exceed the
25% limit, but only if:

(i) such “excesses” relate only to the trading book;

(i) an additional capital charge is taken to cover such trading book
excesses. This charge is calculated by selecting the individual exposures which
attract the highest specific risk capital requirements and applying designated
capital requirements. For exposutes of no more than 10 days old, a 200% factor

! For each individual counterparty or gtoup of connected counterpatties, the overall
exposure is defined as the sum of the firm’s trading book and non-trading bock large
exposures. Trading book exposures to individual counterparties are made up of:

) net long positions in all financial instruments issued by the counterparty con-
cerned;

(i) net underwtiting exposures as adjusted by the specified scale factors (see
Annex A, patt IV); and

(ifl) positions in tepo’s (and reverse repo’s) and securities lending (and bor-
rowing) and detivative instruments and exposures to settlement risk. (These exposures
are to be calculated as described in Annex C without application of the weightings for
counterparty risk.) ‘ .

For investment firms’ non-trading book exposures, only those not deducted from
own funds (Le. those which are not illiquid assets) need be taken into account.

2 Certain long exposure exemptions which may be granted to credit institutions
under the LED are extended to exposures on investment firms and recognised clearing
houses and exchanges. In particular, national regulators may exempt firms’ exposures to
other investment frms with maturities of one year or less and may also allow firms'
exposutes to other firms with maturities of greater than one year to be weighted and
reported at lower amounts.
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must b'e applied to the specific risk requirement. For those over 10 days old, the
following factors must be applied to the specific risk requirements:

Size of the excesses Factors

{as % of own funds) {in %)
Up to 40 200
40 to 60 300
60 1o 80 400
80 to 100 500
100 to 230 600
Over 250 900

(iii} for those counterparty exposures where the excess is no more than
10 days old, the total trading book exposure to that counterparty does not
exceed 500% of own funds;

(iv) excesses of more than 10 days old do not, in aggregate, exceed 600%
of own funds, and

(v) institutions running such excesses report, to the regulatory auth-
orities, on a three monthly basis, all excesses that have arisen in the preceding
three months.
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ANNEX E

Capital requirements imposed under the CAD
to deal with foreign exchange risk

Under the CAD, capital is required to cover any excess in a firm’s “overall
net foreign exchange position” above 2% of its own funds. The capital require-
ment is 8% of the excess, and applies to virtually all foreign exchange exposures,
not just those arising from the trading book.

The firm’s overall net foreign exchange position is the higher of: (i) the total
of the net short positions; and (if) the total of the net long positions, in all
currencies other than the firm’s reporting currency, converted at spot rates into
the reporting currency,

TFor each cutrency, the net open position comptises:

(i) the net spot position {i.e. the net asset position in the currency in
¢uestion);

(if) the net forward position (Le. all amounts to be received less all
amounts to be paid under forward exchange transactions, inchiding currency
futures and the principal on currency swaps not included in the spot position);

(iii} irrevocable guarantees that are certain to be called;

{iv) net future income/expenses not yet accrued but already fully hedged
(including, with the consent of regulators, net future income/expenses not yet
entered into accounting records but already fully hedged by forward foreign

exchange transactions);

(v) the net delta equivalent (whete delta is the expected change in price
as a proportion of a small change in the price of the underlying instrument) of
the firm’s foreign currency opiions; and

(vi) the market value of non-foreign-currency options.

In calculating the net open positions, firms may exclude, with regulatory
consent, non-trading or structural positions taken to hedge foreign exchange
movements adversely affecting its capital ratio, as well as such positions relating
to items deducted in the calculation of own funds. A firm may also, again with
regulatory consent, apply discounting techniques to arrive at its net open
cutrency positions. , :

For the time being, considerable discretion is also given Member States to
set alternative procedures for the calculation of the overall capital requirement
against foreign exchange risk, provided they notify the Council and Commission
of the methods allowed. For example:
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(i} Lower capital requirements may be set in respect of positions in
curtencies which arve closely correlated (ie. those for which historical evidence
indicates a vety low likelthood — see Annex III, para. 6 of the CAD - of
significant rate variations). If this discretion is adopted the capital requirements
are:

— for matched positions in closely correlated currencies, 4% of their value;

— for unmatched positions in closely correlated currencies and for all positions
in other currencies, 8% of the higher of: (a) the sum of the net short
positions, and (b) the sum of the net long positions, in those currencies.
Positions to which the 4% capital tequitement applies are excluded in
petforming the calculation.

(ii) Regulators are permitted to allow firms to employ other methods of
calculating capital requirements to cover forefgn exchange risk provided that the
resulting capital requirement is sufficient to exceed each of the following:

{a) any losses which have occurred in the firm’s current positions in at
least 95% of the rolling 10 working day petiods over the preceding 3 years (or in
at least 99% of such periods over the preceding 3 years);

(1;')) based on an analysis of such 10 day periods over the preceding 5
yeats, the likely loss over the following such 10 day period 95% or more of the
time (99% where the analysis covers only the preceding 3 years); and

(¢) 2% of the firm's (overall) net open foreign exchange position (as
calculated zbove).

(#ii) The Directive also provides that where currency fluctuations are
limited by legally-binding fnter-governmental agreements, such as the snake
within the EMS, regulators may permit! firms to exclude their positions in those
currencies when caleulating capital for foreign exchange tisk under the above
rules. Nevertheless, capital must still be provided to cover the foreign exchange
tisk on such currencies, albeit at reduced levels:

- matched positions in such currencies ateract a capital requirement of at least
half of the permissible fluctuations under the inter-governmental agreement,
For currencies patticipaiing in the second stage of EMU, regulators may
reduce the capital tequitement to 1.6% of the value of the matched positions;

- unmatched positions are treated in exactly the same way as other currencies.

Despite the costs involved in developing the appropriate systems, the
concessions allowed under these altetnative approaches are likely to provide
sufficiently strong incentives for banks to opt for them provided, of course, that
their national supervisots are willing to recognise them,

! Given, however, that the drafting of the CAD took place before the EMS
upheavals of Autumn 1992 and its effective abandonment in July 1993 regulators are
likely to take a strict line on this,
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ANNEX F

The definition of “own funds” under the
Own Funds Directive

A. Definition

“Own funds” are defined to comprise the following elements:
(1) paid-up share capital plus share premium accounis;

(i) “eligible” disclosed reserves plus published interim retained profits
(net of foreseeable charges and dividends) which have been verified by (ex-
ternal) auditors;

(i) “eligible” revaluation reserves;
(iv) funds for general banking risks;
) “allowable” value adjustments;

(vi) certain other funds and securities which satisfy the requirements of
Aaxticle 3;

(vii) commitments of the members of credit institutions set up as co-
operative societies and of the borrowets of cettain institutions organised as

funds;

(vili) fized-term cumulative preference shares and subordinated loan
capital which satisfy the requiremenis of Article 4(3).

Of these elements, items (i), (ii} and (iv) are classified as “original own
funds” and items (iii) and (¥) to (viii) as “additional own funds”.

B. Limits

{1} the total amount of “additional own funds” may not exceed 100% of
the total of “original own funds” (excluding funds for general banking risks but
including holdings of own shares at book value, intangible assets and current
year losses); and

(ii) the total of items (vii) and (vil) may not exceed 50% of “original
own funds” {excluding funds for general banking tisks, holdings of own shates at
book value, intangible assets and current year losses).
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C. Deductions

The following items have to be deducted from the total of own funds to
atrive at the definition of the capital base to be used in the assessment of capital
adequacy:

{i) holdings in other credit and financial institutions amounting to more
than 10% of the equity of the institutions in which the investments are made
{(full deduction is required); and

(if) such holdings which constitute less than 10% of the equity of the
institutions in which the investment is made but which, in aggregate, exceed
10% of the own funds of the reporting institution (the “excess” amount only
must be deducted).
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ANNEX G

Alternative definition of own funds allowed,
at national discretion, under the CAD

Own Funds {as defined in Directive 89/299/EEC)!

Plus Net trading book profits (net of any foreseeable charges or dividends) less
net losses on other business

Plus Subordinated loan capital

Less* Tlliquid assets’

! But excluding items (12} and {13) of Article 2{1) of Directive 89/?99/EEC for
those investment firms required to deduct “illiquid assets” from own funds in accordance
with Annex V, para. 2 of the CAD. .

2 Provided that: (i) it has an initial matutity of at least two years; (if) it is fully Ea1d
up; (iii) the debt cannot be repaid, other than on the windingup of the institution,
before the agreed repayment date without the approval of the competent authorities, -fmd )
(iv) the subordinated loan capital may not exceed a maximum of 150% of the original
own funds left to meet the requitements laid down in Annexes I to IV and VI of the
CAD, and may approach that maxitum only in particular circumstances acceptable to
the relevant authorities. (Exceptions to this rule for investment firms and C.t"edlt
institutions are specified in paras. 6 and 7 of Annex V of the (;AD respectiveiy:) Nercher
the principal nor the interest on such subordinated loan ca_plta} may bf'b repaid if such
repayment would mean that the own funds of the institution in question wo’u!d then
amount to less than 100% of the institution’s overall requitements. In addition, an
institution is required to notify the competent authority of all such repayments as soon as
fts own funds fall below 120% of its overall requirements. o

> The competent authorities may permit institutions to replace this with items (3)
and (5} to (8) of Article 2(1) of Directive 89/299/EEC if they so choose.

4 The deduction is a¢ the discretion of the competent suthorities,

5 As defined in para. 8 of Annex V of the CAD.

o
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ANNEX H

Basle Committee’s proposed capital requirements
for dealing with comimodities risk

As for the other categoties of market tisk, banks may use intetnal models to
generate capital charges to cover comimodities risk as long as they are subject to
the “safeguards” outlined in the text {indeed, major traders are expected aver
time to adopt such an approach). In the context of commodities tisk, the
methodology adopted must encompass “directional risk” (to captute the ex-
posute from changes in spot prices arising from net open position), “forward
gap” and “interest rate tisk” (to capture the exposute to changes in forward
prices atising from maturity mismatches) and “basis risk” {to capture the ex-
posure to changes in the price relationships between two similar, but not
identical, commodities). Moreover, it is essential that the models used take
proper account of market characteristics, notably delivery dates and the scope
traders have for closing out positions.

For those banks not using a models-based approach, the Committee has
proposed two possible measurement frameworks for adoption under the “stan-
dardised approach” — a simplified approach and a more complex approach.

Under the complex approach, a bank must first convert, at cusrrent spot
rates, its net positions (spot plus forwards) in commodities, as expressed in
standard units of measurement, into the natfonal currency. Positions in the
separate commodities must then be entered into a maturity ladder - a separate
one for each commodity (excluding gold, which is tteated as a foreign currency)
— with physical stocks being allocated to the first time band. For each time band,
the sum of short and long positions (in national currency terms) which are
matched must then be multiplied by the appropriate “spread rate” for that band
— see the table below — to give the relevant capital charges to cover curvaiure/

spread risk (i.e. the forward gap and interest rate risk arising within a given time
band).

Time-band Spread Rate (%)
0- 1 month 15
1- 3 months 15
3- 6 months 15
6-12 months 1.5
1- 2 years 15
2- 3 years 1.5
Over 3 years 1.5
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The residual net positions from the neaser time-bands may then be carried
forward to offset exposures in time-bands further out, although 2 surcharge
equal to 0.6% of the net position carried forward Would .have to be added in
respect of cach time-band that the net ‘position is cartied for?vard from to
recognise the lack of perfect hedging that would result, '].['1'1&: capital charge for
cach matched amount created by carrying forward positions would then b'e
calculated in accordance with the procedures outlined above. At the end o£ this
process a bank will have either only long or only short positions, to which a
capital charge of 15% must be applied. N '

All commodity derivatives (and off—balance-sheet. posmons:} which are af-
fected by changes in commodity prices must also be included in the measure-
ment framework (although options subject to tisk measurement appr'oaches
other than the “delta plus” basis should be handled in accc')rdance. with the
models-based approach). Futures and forward contracts relating to mdwujlual
commodities should be incorporated as notional amounts of the standard .umt'of
measurement and should be assigned a maturity determined in accordance with
the expity date, Commodity swaps where one leg is 2 fixed pri'u? and the other a
cutrent market price should be incorporated as a series of positions equ?l to the
notional amount of the contract, with one position corresponding }VIth each
payment on the swap and slotted into the maturity laddelg ailccordm'gly (the
positions would be “long” if the bank is paying fixed and receiving ﬂoa.tmg, and
“short” if it is recetving fixed and paying floating). Finally, corfumodlty swaps
whete the legs are in different commodities must bfe reported in the relevant

_ reposting ladder, No offsetting will be allowed in this regard except- where the
commodities belong to the same “sub-category”. . .
Under the simplified approach, the same procedure descrlbed. above is used
to derive the capital charge to cover directional risk. AcS:ordmgly, the rt)et
position, long or shott, in each commodity will attract 2 ca];?ltal charge of 15%.
In order to protect the bank against basis risk, interest rate rls'k and forward gap
risk, however, the capital charge for each commodity detived in accordanc‘e with
the procedures adopted in respect of the complex appro?ch must be: :sub]ect 1o
an additional capital charge equivalent to 3% of the hank’s gross posittons, 1o.ng
plus shost, in that particular commodity, Banks shoulc‘l use the current spot price
in valuing the gross positions in commodity derivatives for this purpose.

The Measurement and Assessment of Market Risk: ...

ANNEX I
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Differences between the EC and Basle Committee
approaches to measuring and assessing market risk
for firm engaged in invesiment business

Area of Concern

EC Approach

Basle Committee

Approach

—

. Institutions sabject to the
provisions

o8]

. Legal status of the provisions

ot

. Group supervision

4. Date of implementation

3. Scope of coverage

6. Definition of capital for
regulatory purposes

7. Assessment of position tisk on
equities

8. Assessment of foreign
exchange risk

Investment firms and credit
institutions in the EU and those
EFTA countries covered by the
EEA Agteement of May 1992
The CAD s legally binding on
Member States of the EU

Consolidated supervision is the
norm for financial groups, al-
though national supetvisots have
the discredion to walve it for in-
vestment (but not banking)
groups which satisfy certain eri-
teria (see Article 7 of the CAD,
paras, 4 to 7)

From the end of 1995

Apart from position risk, covers
underwriting exposures, settle-
ment tisk, counterparty tisk and
large expasures risk arising from
trading-book positions in debi
end equities {foreign eschange
risk is assessed on all business
activities); sets capital require-
ments to cover “othet” risks (for
investment firms only) and risks
not covered by the CAD or the
SRD

“Qualilying” criterla for eligi-
bility of short-term subordinated
debt for inclusion in regulatory
caplral do not include 2 provision
that it must be unsecured; the
limitations imposed on the use of
such debt are more restrictive
than those applying under the
Basle Committee’s approach

Minimum specific risk capital
charpe is set at 4% (reducing to
2% for “highly liquid” and “well
diversified” portfolios) of a firm's
ovetall gross positions

Capital charge set at 8% of the
excess of an institution’s net open
position over 2% of own funds;
precious metals not subject to the
provisions; “dispensations” avail-
able for positions in curtencies
subject to legally-binding inter-
governmental agreements lm-
iting varlability wis-d-vis other
currencies, participants in the
second stage of EMU, and for
“closely-correlated” currencies;
no de minimis exemption; foreign
cuttency aptions treated on a net
delta valuation basis

Banls in the G10 area and else-
where where national supetvisors
mendate compliance

A “gentleman’s agreement” be-
tween GI10 central bank gev-
ernots

“Banking” groups must be super-
vised on a consclidared basis for
market risk

From the end of 1997

Only covers position risk and
foreign exchange risk arising
from transactions in debt, equi-
ties, commodities and fareign
exchange; does not prescribe
capital charges to cover risks not
already covered by the above-
mentloned capital charges

Short-term subordinated debt
needs to be unsecured if it Is to
be eligible for inclusion in “Tier
3" capital; the limitations on its
usage are less restrictive than
those applicable under the CAD

Minimum specific risk capital
charge set at 8% {reducing ro 4%
for liquid and well-diversified
portfolios) of a bank’s gross
equity positions

Sets the capital charge under its
basic approach at 8% of a bank’s
net open position; gold subject to
the assessment procedures as well
as forelgn currencies; *dispen-
sations” availzhle under the CAD
ate not available; a de minimis
exemption applies; a wide range
of treatments for foreign cur-
rency options is available
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