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Basel III: Finalizing post-crisis reforms
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Ultimately, the proposed revisions will reduce the unwarranted variations in the
calculation of RWA across Banks and improve the comparability of Capital Ratios
across various jurisdictions
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Introduction
In December 2017, the Basel Committee on Banking Supervision released its final postcrisis reforms to its regulatory framework for the computation of the Solvency levels of
Banks.
After introducing new Capital definitions and Liquidity ratios, the present document
entails revisions to the Standardized Approach for Credit Risk as part of its overall aim to
strengthen the existing regulatory capital standard and review the standardized
approaches for Market Risk and Operational Risk.
The package includes revisions to the Internal Ratings Based approach for credit risk, the
computation of the minimum capital requirements for operational risk and leverage ratio.
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Introduction

Revision

Implementation Date

Revisions to Standardized Approach For
Credit Risk

January 1, 2022

Revisions to IRB Framework

January 1, 2022

Revisions to Operational Risk Framework

January 1, 2022

Leverage Ratio

January 1, 2022
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Revisions to Standardized Approach for
Credit Risk
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Objectives of
the Revised Standardized Approach
Objectives of the Revised Standardized
Approach

Reduce the existing
reliance on External Credit
Assessment Institutions
(ECAIs)

Improve the risk
sensitivity of the
standardized approach

Limit the dissimilarity
between the standardized
approach and the internal
ratings-based approach.
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Exposure to Banks
Under the Revised Standardized approach, the following components of claims
to other Banks and Financial Institutions have been clearly set and identified:
•Definition: “Exposure to Banks” includes in addition to conventional commercial and
investment Banks, all security firms and other financial institutions which are subject to
similar prudential standards and level of supervision to those applied to Banks.
•The Scope of Exposure: An exposure to a Bank has been defined as all claims on any Bank
or Financial Institution as defined above, excluding Subordinated Debt and Equities; and
•Risk Weight Determination: The revised standardized approach offers two options to adopt
depending on whether the jurisdiction relies on external ratings to determine risk weights:
1.The Standardized Credit Risk Assessment Approach (SCRA) is the approach for Banks in
jurisdictions which DO NOT allow the use of external ratings for regulatory purposes;
2.The External Credit Risk Assessment Approach (ECRA) is the approach for
Banks in jurisdictions which allow the use of external ratings for regulatory
purposes.
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Exposure to Banks
Risk Weighing Process for Rated Banks
Current Standardized Approach

Revised Standardized Approach

Assigns a specific risk weight to the exposure to each
Bank according to the ratings of credit agencies (Moody’s,
S&P, Fitch Ratings), whether:
•the Debt Rating of the Sovereign in which the Bank is
incorporated under Option 1
•the Long-Term rating of the Bank itself under Option 2.

The basic principle is to assign an initial Base risk weight for all
exposures to Banks based on their external rating

Under the aforementioned two options, the risk weight
applied increases as the rating of the Sovereign or the
Bank deteriorates.

Due Diligence Analysis is conducted to ensure that the external
ratings reflect the risk profile of the counterparty:
•If higher risk characteristics than implied rating, a one notch
higher risk weight is assigned at least;
•If similar or lower risk characteristics than implied rating, no
changes are applied

Option 1
Sovereign
Rating

Risk Weight

AAA to
AA-

A+ to
A-

BBB+ to
BBB-

20%

50%

100%

BB+ to
BBelow B-

100%

150%

Option 2
AAA to
AA-

A+ to
A-

Risk Weight

20%

50%

50%

100%

150%

Risk Weight for
Short Term
Claims

20%

20%

20%

50%

150%

Bank Rating

The ratings should NOT incorporate assumptions of government
support noting that most recognized ECAIs include the likelihood
of systemic aid in case of crisis

BBB+ to BB+ to Below
BBBBB-

AAA To
AA-

A+ to A-

BBB+
To BBB-

BB+ To
B-

Below
B-

Base Risk
Weight

20%

30%

50%

100%

150%

Risk Weight
for shortterm claims

20%

20%

20%

50%

150%
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Exposure to Banks
Practical Example

Example 1: A short-term Money Market Placement with Bank ABC amounting to USD 10 million, noting the following relevant

information regarding said correspondent Bank:
•
Bank ABC is rated by all three main rating agencies at B-;
•
It is the leading Bank in its country with strong quantitative and qualitative financial metrics EOY 2017 noting total assets
reaching close to USD 44 billion, Net Profits of USD 560 million, NPL ratio of 3.5% and Capital Adequacy Ratio of 16.9%

Current Standardized Approach

Revised Standardized Approach

As per Option 2 of the current approach related to
exposure to Banks, a short-term exposure to a Bank
rated B- is assigned a 50%.

As per the revised approach, the Base Risk Weight assigned to a
short-term exposure to a Bank rated B- is also 50%

Therefore, the Capital Charge related to a short-term
placement with Bank ABC amounting to USD 10 million
and assigned a 50% risk weight would be as follows:
10,000,000 X 50% X 8% = USD 400,000

As per the information above and given the requirement to conduct
due diligence, the Bank enjoys leading presence in its operating
environment, strong profitability and robust capital and asset quality
levels.
However, due diligence analysis cannot result in a lower risk weight
despite the positive profile of the Bank which might warrant it
Therefore, the Capital Charge related to a short-term placement with
Bank ABC amounting to USD 10 million and assigned a 50% risk
weight would be similar to that computed in the current standardized
approach
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Exposure to Banks
Practical Example

Example 2: A syndicated loan exposure with Barclays Bank amounting to USD 20 million, maturing in 1.5 year

noting the following relevant information regarding said Bank:
•Barclays Bank holds AA- mapped rating;
•The Bank is one of the most prominent and leading Banks worldwide with overall robust financial metrics
•The Bank is incorporated in the UK which is officially withdrawing from the EU in March 2019, an event which
might entail uncertain consequences on its economy
Current Standardized Approach

Revised Standardized Approach

As per Option 2 of the current approach related to
exposure to Banks, a Bank having a mapped rating of AA-,
holds a 20% risk weight given that the Syndicated loan
exposure is considered long-term in nature thereby not
qualifying for the preferential treatment related to shortterm exposures.

As per the information, the Bank might consider that he
upcoming Brexit will have considerably negative effects on
Barclays and would therefore entail higher risk characteristics
than the implied rating.

Ultimately, the Capital Charge associated with the USD 20
million syndicated loan exposure would be as follows:
20,000,000 X 20% X 8% = USD 320,000

Following its Due Diligence Analysis, the Bank would decide to
assign a one-notch higher risk weight to the base risk weight
Therefore, the placement with Barclays amounting to USD 20
million will be assigned a 30% risk weight, as opposed to the
20% risk weight implied from its external rating
Ultimately, the Capital Charge associated with said exposure
would be as follows:
20,000,000 X 30% X 8% = USD 480,000
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Exposure to Banks
Risk Weighing Process for Unrated Banks
Current Standardized Approach

Revised Standardized Approach

Assigns a specific risk weight to the
exposure to each Bank according to the
ratings of credit agencies (Moody’s, S&P,
Fitch Ratings), whether:
•the Debt Rating of the Sovereign in which
the Bank is incorporated under Option 1
•the Long-Term rating of the Bank itself
under Option 2.

The basic principle is to adopt the SCRA approach whereby Bank exposures
are classified into one of the following buckets:
Grade A:
•Exceed minimum Capital and Liquidity regulatory requirements and buffers;
•Adequate capacity to meet commitments in a timely manner;
•If CET1 > 14% and Tier 1 Leverage Ratio > 5%, LT exposures are assigned a
base risk weight of 30%

The rating assigned to any unrated Bank can
never exceed that of its Sovereign of
Incorporation

Grade B:
•Exceed only minimum Capital and Liquidity regulatory requirements;
•Substantial repayment risk dependent on stable economic conditions

Option 1
Sovereign Rating

Risk Weight

Unrated

100%

Option 2
Bank Rating
Risk Weight
Risk Weight for Short
Term Claims

Grade C:
•Does not meet minimum Capital and Liquidity regulatory requirements;
•Adverse audit opinion of financial statements
•Material default risks and inability to meet financial commitments
The risk weight assigned to any unrated Bank can never exceed that of its
Sovereign of Incorporation if the exposure is in local currency

Unrated
50%
20%

Grade A

Grade B

Grade C

Base Risk Weight

40%

75%

150%

Risk Weight for shortterm claims

20%

50%

150%
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Exposure to Banks
Practical Example

Example 1: A Long-Term Money Market Placement with Bank XYZ amounting to USD 10 million, noting the following relevant

information regarding said Bank:
•
Bank XYZ is an unrated Bank by all three rating agencies;
•
It is one of the leading Banks in its country of incorporation having never failed to meet its financial obligations regardless of
the conditions of the volatile operating environment of the country;
•
The Bank has reported minimum capital requirements above those required by the regulatory authorities noting that CAR
stands at 15.37%

Current Standardized Approach

Revised Standardized Approach

As per Option 2 of the current approach related to
exposure to Banks, a long-term exposure to an unrated
Bank cannot exceed that of its Sovereign of
incorporation.

As per the revised approach, the Base Risk Weight is determined
using the SCRA whereby the Bank exposure should be classified as
per the three buckets.

The country of incorporation mapped rating currently
stands at B- entailing a 100% risk weight.
Therefore, the Capital Charge related to a placement
with Bank XYZ amounting to USD 10 million would be
as follows:
10,000,000 X 100% X 8% = USD 800,000

Given the information above, Bank XYZ qualifies for Grade A entailing
a 40% risk weight. Moreover, the Basel Framework states that risk
weight floor related to the risk weight assigned to the Sovereign does
not apply to FCY exposure.
Therefore, the Capital Charge related to a long-term placement with
Bank XYZ amounting to USD 10 million and assigned a 40% risk
weight would be as follows:
10,000,000 X 40% X 8% = USD 320,000
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Exposure to Corporates
Under the Revised Standardized approach, the following components of claims to
Corporate Entities have been clearly set and identified:
•Definition: Corporate Exposures include exposure to Corporate entities, securities firms
insurance companies, and all other financial institutions which do not qualify in the definition of
Banks above.
•The Scope of Exposure: An exposure to a Corporate under this section has been defined as all
senior claims on any Corporate, excluding Subordinated Debt and Equities; and

Corporate
Exposures

General Corporate
Exposures

Specialized
Lending
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Exposure to Corporates
Risk Weighing Process for General Corporate Exposures
Current Standardized Approach

Revised Standardized Approach

The current approach mainly relies on assigning a specific
risk weight to each exposure to a Corporate depending on
its external credit ratings as detailed in the table below:

Corporate AAA to A+ to BBB+ to BB+ Below
Rating
AAABBB- to BBUnrated
Risk Weight

20%

50%

100%

100% 150%

The basic principle is to assign an initial Base risk weight for
General Corporate exposures based on the external rating of the
counterparty.
Due Diligence Analysis is conducted to ensure that the external
ratings reflect the risk profile of the counterparty:
•If higher risk characteristics than implied rating, a one notch
higher risk weight is assigned at least;
•If similar or lower risk characteristics than implied rating, no
changes are applied

100%

Corporate
Rating

AAA to
AA-

A+ to
A-

Risk Weight

20%

50%

BBB+ to BB+
BBBto B75%

100%

Below
B-

Unrated

150%

100%

14

Exposure to Corporates
Practical Example

Example 1: A facility, amounting to USD 35 million, granted to a local company XYZ operating in the Food & Beverages sector,

one of the strongest segments in the country mainly relying on the striving Tourism sector. Noting the following relevant financial
information:
• The company is an unrated Corporate entity;
• Total Assets reached USD 2.88 billion;
• Aggregate Revenues reached USD 267 million up by almost 200% from the previous year and its highest levels in the past five
years;
• Net profits also increased considerably from a loss in the previous year reporting a total of USD 75 million

Current Standardized Approach

Revised Standardized Approach

As per the current approach related to exposure to
Corporates, an exposure to an unrated entity such as
Company XYZ holds a 100% risk weight, regardless of any
other information regarding its financial profile.

The base risk weight assigned stands at 100% given that the
company is an unrated entity.

Ultimately, the Capital Charge associated with the USD 35
million facility granted would be as follows:
35,000,000 X 100% X 8% = USD 2,800,000

Due diligence on the company and its financial information
indicates favorable and improving conditions as highlighted in its
growing profitability. However, the revised standard restricts
applying a lower risk weight regardless of the conditions of the
company.
Therefore, the facility amounting to USD 35 million will be
assigned a 100% risk weight and its corresponding capital
charge would be similar to that applied under the current
approach.
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Exposure to Corporates
Specialized Lending

Specialized Lending
A NON-REAL ESTATE exposure to an entity specifically incorporated to finance or operate a
certain project, having no other material assets, whereby the debt will be repaid from the
income streams generated from the financed project. Risk weight is determined by issue
specific ratings for these specialized entities. If unrated:
Project finance
Funding in which the lender looks primarily to the
revenues generated by a single project (Power plants,
transportation infrastructure, telecommunication)
Operational Status Assessment:
•Positive Net Cash Flow covering obligations;
•Declining Long-Term Debt

If Pre-Operational Phase = 130% RW
If Operational Phase = 100% RW
If the project is in operational phase and is
considered high quality and able to meet financial
commitments = 80% RW

Object finance
Funding the acquisition of physical assets where the
repayment of the exposure is dependent on the cash flows
generated by these specific assets

100% RW

Commodities finance
Funding of the purchase of commodities or commoditylinked products, the exposure will be repaid from the
proceeds of the sale of the commodity

100% RW
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Exposure to Corporates

Specialized Lending - Practical Example
Example 1: A Syndicated Loan facility, amounting to USD 15 million, is granted to Karpowership Indonesia 14 DMCC, an SPV

created by Karadeniz Holding AS. The purpose of the loan is to finance the establishment of a powerplant in which the company
fully executes all activities in-house related to the design, construction, site preparation and deployment, as well as management.
The Indonesian state owned electricity distribution company has signed a contract (PPA) for one of the powerships manufactured
by Karadeniz. The project is expected to begin in 3 months noting the following:
• The SPV is an unrated entity;
• Karadeniz Holding, its parent entity, is rated BBB+

Current Standardized Approach

Revised Standardized Approach

As per the current approach, an exposure to a SPV is
directly considered as an exposure to its parent entity
given that there was no differentiation between General
Corporate Exposures and Specialized Lending.

Given the purpose of the loan facility and the nature of the SPV
as an entity which is only dependent on the income generated
from the project, the exposure is considered a Specialized
Lending exposure, specifically project finance as it is related to
financing large and complex installations.

Therefore, the exposure is assigned a 100% risk weight
according to the BBB+ rating of the Karadeniz Holding.
Ultimately, the Capital Charge associated with the USD 15
million facility granted would be as follows:

The project is still in the Pre-Operational phase as it has
yet to begin. Therefore, the exposure would be assigned
a 130% risk weight and the Capital Charge would be as
follows:

15,000,000 X 100% X 8% = USD 1,200,000

15,000,000 X 130% X 8% = USD 1,560,000
Once the project becomes operational, generating cash flows to
cover its obligations and reducing dependence on debt, the
capital charge would drop down to :
15,000,000 X 100% X 8% = USD 1,200,000
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Exposure to Equity, Subordinated Debt
and Other Capital Instruments
Exposures to Subordinated Debt, Equity and other Capital Instruments issued by
both Banks and Corporate entities have been excluded from the scope above,
noting the following revised changes:
Current Standardized Approach
•

•

100% Risk Weight applied for all
Subordinated Debt exposures,
Equity and other capital
instruments;
250% risk weight assigned when
regulatory deductions are applied
mainly related to significant
investments in the banking sector.

Revised Standardized Approach
400% risk weight for speculative equity investments
in unlisted companies held for short-term resale
purposes or in venture capital companies
250% risk weight for all other equity investments
150% risk weight for all subordinated debt and other
capital instruments such as preferred shares.
250% risk weight for the remaining portion of
Significant Equity Investments which have been
deducted from Capital

The application of the increased risk weights on Equity instruments will be gradual over a 5-year period from
the implementation date starting with the existing 100% RW :
• Speculative Equity Investments: Increasing by 60pp each year
• Other Equity Investments: Increasing by 30pp each year
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Exposure to Equity, Subordinated Debt and
Other Capital Instruments
Practical Example

Example 1: A Common Equity investment is held with Visa Inc., the international financial services corporation, amounting to
USD 7 million noting that the company is one of the leading entities involved in card issuance and funds transfers holding a
mapped rated A+ .
Another common equity investment is held with BLOM Bank amounting to USD 7 million as well. BLOM Bank is a leading Lebanese
Bank with total assets exceeding USD 33 billion and yearly net profits of USD 485 million in 2017, holding a rating of B-

Current Standardized Approach

Revised Standardized Approach

As per the current approach, all equity instruments are
assigned a 100% risk weight regardless of the risk profile
of the counterparty. The Capital Charge is as follows:

Both counterparties are similar in nature and both are listed in
their respective markets indicating that these instruments would
be assigned a 250% risk weight, a sharp rise compared to the
current approach.

Visa Inc.: 7,000,000 X 100% X 8% = USD 560,000
BLOM : 7,000,000 X 100% X 8% = USD 560,000

The Capital Charge is as follows:
Visa Inc.: 7,000,000 X 250% X 8% = USD 1,400,000
BLOM : 7,000,000 X 250% X 8% = USD 1,400,000
Noting that the application of the new risk weight should be
gradually applied over 5 years. Whereby the first year, the risk
weight would be 130%
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Exposure to Retail Portfolio
Definition: Retail Exposures include the following subcategories of exposures:
1. Regulatory Retail: Exposures to individuals which meet a set of criteria;
2. Other Retail: Exposure to individuals which do not meet these criteria
3. Regulatory Retail SMEs: Exposures to Companies identified as small to
medium sized entities which meet a set of criteria;
4. Other SMEs: Exposures to Companies identified as small to medium sized
entities.
Regulatory Retail Criteria

Product Criterion
All types of retail loans with the
exception of Mortgage Loans

Low Value Individual
Exposures
Maximum of EUR 1 million

Granularity Criterion
Maximum exposure to one
counterparty at 0.2% of
regulatory retail portfolio
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Exposure to Retail Portfolio
Risk Weighing Process
Current Standardized Approach

Revised Standardized Approach

The current approach classifies exposures as part of the
Retail portfolio as long as these exposures meet specific
requirements related to orientation, product, low value of
individual exposure and granularity, assigning a 75% risk
weight to all retail exposures which meet these criterions.

The revised approach maintains the same criteria for Regulatory
Retail classification also maintaining the 75% risk weight.

All other retail exposures, including SMEs are assigned a
100% risk weight.

Risk Weight
Regulatory Retail including SMEs

75%

Other Retail including SMEs

100%

Regulatory Retail exposures to obligors qualified as transactors:
•Facilities related to Credit Cards and Charge Cards where the
balance is repaid in full at the scheduled repayment date;
•Overdraft facilities if there were no drawdowns in past 12
months
All other retail exposures which do not meet the criteria are
assigned a 100% risk weight.
All other SME exposures which do no meet the criteria are
assigned a 85% risk weight
Risk Weight
Regulatory Retail including SMEs

75%

Regulatory Retail exposures qualified
as Transactors

45%

Other Retail

100%

Other SMEs

85%
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Real Estate Exposures

Residential Real Estate

Commercial Real Estate

Land Acquisition,
Development & Construction

Definition: A Real Estate exposure is defined as an exposure secured by property having the following operational
requirements met:
•The property should be fully completed;
•The Bank should hold first lien claim over the property and hold the irrevocable right to sell it at fair market value;
•The borrower should exhibit sufficient ability to repay his obligations, noting that the Bank should put in place review
procedures, defining specific metrics such as the DSC ratio among others
•The valuation of the property should be done prudently at not more than fair market value
•The loan agreement on the property should be enforceable in all legal jurisdictions.
Risk Drivers: The revised standardized approach entails assessing the strength of the Collateral using the Loan to
Value measure, related to the strength and viability of the exposure in order to determine its risk profile and
subsequently its corresponding risk weight:

Loan to Value Ratio (Loan Amount / Value of Property)
•

measuring the level of security provided by the collateral compared to the balance of the loan whereby the reported LTV
ratio, the lower the loss incurred in the event of default, the lower the risk inherent in the transaction;

•

the valuation of the property which represents the denominator in the aforementioned ratio will be performed at the
origination of the loan and will be adopted for the remainder of its tenor;

•

The Loan amount is calculated gross of provisions and other risk mitigants except pledged deposits
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Exposures secured by
Residential Real Estate
Definition: A residential real estate exposure is defined as an exposure secured by the mortgage on a residential
property utilized for housing purposes and the servicing of the repayment is dependent on the capacity of the
borrower.

Risk Weighing Process
Current Standardized Approach
Solely taking into consideration the nature of the
asset securing the transaction, claims secured by
residential real estate held a flat 35% risk weight

Revised Standardized Approach
If operational requirements are all met, the risk weight is assigned based
on the LTV ratio, whereby the lower the LTV ratio of a certain claim, the
more likely the value of the collateral will cover any possible losses from
the loan, the lower the risk weight applied.
LTV ≤ 50% <
60% <
80% <
90% <
LTV >
50% LTV ≤ 60% LTV ≤ 80% LTV ≤ 90% LTV ≤ 100% 100%
Risk
20%
Weight

25%

30%

40%

50%

70%

If operational requirements are NOT met, the risk weight is assigned
based on the risk weight of the counterparty
Risk Weight
Exposure to Individuals

75%

Exposure to SMEs

85%

Exposure to Other Counterparties

RW of exposure to
counterparty
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Exposures secured by
Residential Real Estate
Definition: A residential real estate exposure is defined as an exposure secured by the mortgage on a residential
property utilized for housing purposes and the servicing of the repayment is dependent on the cash flows generated
by the property such as lease, rental payments or sale of property.

Risk Weighing Process
Current Standardized Approach
Solely taking into consideration the nature of the
asset securing the transaction, claims secured by
residential real estate held a flat 35% risk weight

Revised Standardized Approach
If operational requirements are all met, the risk weight is assigned based
on the LTV ratio, whereby the lower the LTV ratio of a certain claim, the
more likely the value of the collateral will cover any possible losses from
the loan, the lower the risk weight applied.
LTV ≤ 50% <
60% <
80% <
90% <
LTV >
50% LTV ≤ 60% LTV ≤ 80% LTV ≤ 90% LTV ≤ 100% 100%
Risk
30%
Weight

35%

45%

60%

75%

105%

If operational requirements are NOT met, the risk weight assigned is
150%.
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Exposure Residential Real Estate
Practical Example

Example: A facility granted to an individual amounting to C/V USD 0.85 million for the purpose of purchasing a residential

property, noting the following relevant characteristics regarding the facility noting that the Value of the property to be purchased
was estimated at origination at C/V USD 1.2 million.
The facility is expected to be serviced by the ability of the borrower and it meets all related operational requirements.

Current Standardized Approach

Revised Standardized Approach

As per the current approach related to exposure to
Residential Real Estate, the risk weight assigned to the
facility granted in the example would be 35%, the same
risk weight applied to all facilities regardless of any of the
characteristics of the borrower or the loan.

As per the information regarding the borrower and the loan, the
loan to value ratio of the facility would be reported at 71% at
origination.

Ultimately, the Capital Charge associated with the USD 0.85
million facility granted for the purpose of purchasing a
residential property would be as follows:
850,000 X 35% X 8% = USD 23,800

The risk weight applied would be 30%, taking into consideration
the table above.
Therefore, the Capital Charge associated with the USD 0.85
million facility granted for the purpose of purchasing a residential
property would be as follows:
850,000 X 30% X 8% = USD 20,400
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Claims secured by
Commercial Real Estate
Commercial Real Estate
An exposure secured by a mortgage on a commercial property, that is not
considered a residential property

Risk Weighing Process
Whereas claims secured by commercial real estate were assigned a flat
100% risk weight under the current standardized approach, the proposed
amendment includes the following two options for treatment:
If Repayment is not dependent on Cash
flows from Property

If Repayment is dependent on Cash flows
from Property

If operational requirements are all met, the risk weight is
assigned based on the LTV ratio.

If operational requirements are all met, the risk weight is
assigned based on the LTV ratio entailing a more
conservative risk-weighting treatment

Exposure to
Individuals
Exposure to
SMEs
Exposure to
Other
Counterparties

LTV ≤ 60%

LTV > 60%

60%

75%

60%

85%

Min (60%, RW of
RW of exposure to
exposure to counterparty)
counterparty

If operational requirements are NOT met, the risk weight
is assigned based on Risk Weight of the counterparty.

Risk Weight

LTV ≤ 60%

60% < LTV ≤
80%

LTV > 80%

70%

90%

110%

If operational requirements are NOT met, the risk weight
assigned is 150%.
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Exposure Residential Real Estate
Practical Example

All claims secured by Commercial Real Estate were assigned a flat 100% risk weight whereas the proposed changes to the
standardized approach offers a wider range of risk weights taking into consideration its LTV ratio

Example: A facility granted to a Corporation XZY amounting to C/V USD 2.2 million for the purpose of purchasing a commercial
property, noting the following relevant characteristics regarding the facility and the borrower:
•The Corporate client is expected to rely solely on the expected revenues generated from the property to service the debt; and
•Value of the property to be purchased was estimated at origination at C/V USD 4.97 million.

Current Standardized Approach

Revised Standardized Approach

As per the current approach related to
exposure to Commercial Real Estate, the risk
weight assigned to the facility granted in the
example would be 100%, the same risk
weight applied to all facilities regardless of
any of the characteristics of the borrower or
the loan.

As per the relevant information gathered regarding the borrower and the loan, the
loan to value ratio of the facility would be reported at 44.3% at origination, and the
repayment is dependent on the cash flows generated from the property

Ultimately, the Capital Charge associated with
the USD 2.2 million facility granted for the
purpose of purchasing a residential property
would be as follows:

Assuming that operational requirements are met , the Capital Charge associated with
the USD 2.2 million facility granted for the purpose of purchasing a commercial
property would be as follows:
Option 2: 2,200,000 X 70% X 8% = USD 123,200
If however, the operational requirements are not met, the Capital Charge associated
with the USD 2.2 million facility granted for the purpose of purchasing a commercial
property would be as follows:
Option 2: 2,200,000 X 150% X 8% = USD 264,000

2,200,000 X 100% X 8% = USD 176,000
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Land Acquisition, Development &
Construction
Loans to companies financing:
• Land acquisition for development and construction purposes;
• Development and construction of any residential or commercial
property

Risk Weighing Process

If Operational Requirements are met

If Operational Requirements are NOT met

100% Risk Weight

150% Risk Weight
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Off-Balance Sheet Exposures
Off-Balance Sheet Exposures
Under the Standardized approach, off-balance sheet exposures are converted to credit exposure equivalents
using Credit Conversion Factors CCFs, dependent on the nature and maturity of that exposure
Risk Weighing Process
Commitments unconditionally cancellable at any
time
Commitments on Off-Balance Sheet Items
Commitments with maturity < 1 Year
Commitments with maturity > 1 Year

Current SA

Revised SA

0%

10%

-

The lower of 40% and the Off-Balance
Sheet item

20%
50%

40% regardless of the maturity

Note Issuance Facilities and Revolving Underwriting
Facilities regardless of the maturity

50%

Transaction Contingent Items (Performance Bonds, Bid
Bonds, Warranties)

50%

Direct Credit Substitutes (Stand-by Letters of Credit,
Acceptances)

100%

Sale and Repurchase agreements , Secured funding and
lending

100%

Short-Term (1 Year) self liquidating trade Letters of Credit

20%
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Credit Risk Mitigation Techniques
Haircuts of Eligible Financial Collateral
Revisions to the currently applicable haircuts to eligible financial instruments include:
1. Increase in the number of maturity buckets for “Other Issuers” providing a wide range of applicable haircuts based on that
instrument’s maturity.
2. All equity instruments now receive higher haircuts in order to reflect the higher risk profile of these instruments.
3. Addition of the Securitization exposures as set forth in the newly introduced securitization framework.
4. Restriction of the Bank’s own estimates to calculate haircuts.

Current Standardized Approach

Revised Standardized Approach

Rodrigue Abi-Elhesn30

Credit Risk Mitigation Techniques
In addition to changes applied to the Comprehensive Approach, the Committee proposes
amendments to the use of Guarantees as Credit Risk Mitigation techniques particularly related
to the universe of eligible protection providers.
In fact, when Guarantees meet specific operational requirements, Banks are allowed to replace
the risk weight of the counterparty by the risk weight of the following protection providers as
long as said providers hold a lower risk weight than the counterparty:
1.Sovereigns, Public Sector Entities, Multi-Development Banks, Banks and Prudentially
regulated Financial Institutions;
2.Parent Companies, subsidiaries and affiliates of the counterparty as long as the guarantee
provided is not for a securitization; and
3.Other Entities which are externally rated as long as the guarantee provided is not for a
securitization
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Internal Ratings-Based Approach For
Credit Risk

32

IRB Approach for Credit Risk
IRB Approach for Credit Risk is an approach relying on the Bank’s own internal
estimates of risk components in determining the capital requirement for a given
exposure based on the following risk measures:

Probability
of Default
(PD)

Loss Given
Default
(LGD)

Exposure at
Default
(EAD)

Effective
Maturity
(M)
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IRB Approach for Credit Risk
The following revisions were introduced to the IRB Approach for Credit Risk addressing a
number of shortcomings related to the use of internally modelled approaches for regulatory
capital

Removed the option
to use the advanced
IRB (A-IRB) approach
for certain asset
classes

Adopted “input” floors
for Risk Measures to
ensure a minimum
level of
conservativism

Provided greater
specification of
parameter estimation
practices to reduce
RWA variability
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IRB Approach for Credit Risk
Removing the use of the advanced IRB approach for certain asset classes which allows Banks to estimate
Risk Measures of an exposure for asset classes that cannot be modelled in a robust and prudent manner
Portfolio/exposure

Current
Available Approaches

Revised
Available Approaches

Large and mid-sized corporates
(consolidated revenues > €500m)

Advanced IRB
Foundation IRB
Standardized Approach

Foundation IRB
Standardized Approach

Banks and other financial
institutions

Advanced IRB
Foundation IRB
Standardized Approach

Foundation IRB
Standardized Approach

Equities

Various IRB Approaches

Standardized Approach

Specialized lending

Advanced IRB
Foundation IRB
Slotting
Standardized Approach
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IRB Approach for Credit Risk
Minimum “floor” values were introduced for Bank-estimated IRB Risk Measures (PD, LGD, EAD
& Maturity) which are used as inputs to the calculation of RWA
Portfolio/exposure

PD

LGD

EAD

Secured

Unsecured

Corporate

5 bp

25%

Varying by collateral type:
• 0% financial
• 10% receivables
• 10% commercial or residential real
estate
• 15% other physical

Mortgages

5 bp

N/A

5%

Qualifying Revolving Retail
Exposures (QRRE)
Transactors

5 bp

50%

N/A

Other QRRE

10 bp

50%

N/A

30%

Varying by collateral type:
• 0% financial
• 10% receivables
• 10% commercial or residential real
estate
• 15% other physical

Other Retail

5 bp

EAD subject to a floor that is
the sum of:
• the on-balance sheet
exposures; and
• 50% of the off-balance sheet
exposure using the
applicable CCF in the
standardized approach
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IRB Approach for Credit Risk
Various additional enhancements were introduced to further reduce unwarranted RWA
variability, including providing greater specification of the practices that Banks may use to
estimate their model parameters.
Adjustments were made to the supervisory specified parameters in the Foundation IRB
approach, including:
•For exposures secured by non-financial collateral, increasing the haircuts that apply to the
collateral and reducing the LGD parameters;
•For unsecured exposures, reducing the LGD parameter from 45% to 40% for exposures to
non-financial corporates.
Given the enhancements to the IRB framework and the introduction of an aggregate output
floor, the Committee has agreed to remove the 1.06 scaling factor that is currently applied to
RWAs determined by the IRB approach to credit risk.
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Minimum capital requirements for CVA risk
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CVA Framework

Credit Valuation Adjustment (CVA) risk is defined as the risk of losses arising
from changing CVA values in response to changes in counterparty credit
spreads and market risk factors that drive prices of derivative transactions
and Securities Financing Transactions (SFT)

Computation of Capital Requirements for CVA

Standardized Approach
Is an adaptation of the standardised approach
for market risk
The SA-CVA features a reduced granularity of
market risk factors, does not include default risk
and curvature risk and uses a more
conservative risk aggregation

Basic Approach
The Full Version recognizes counterparty spread
hedges and is intended for banks that hedge CVA
risk.
The reduced version eliminates hedging
recognition and is designed to simplify BA-CVA
implementation for less sophisticated Banks that
do not hedge CVA
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CVA Framework
The following revisions were introduced to CVA Framework:

Enhance the Risk Sensitivity

Strengthen robustness

Improve Consistency

The revised framework incorporates the
exposure component of CVA along with
its associated hedges, directly related to
the price of the transactions that are
within the scope of application of the CVA
risk capital charge.

The revised framework removed
the use of an internally modelled
approach given the complexity of
the CVA risk, and introduced two
approached to account for the
capital requirements of CVA Risk:

Given the similarity of CVA Risk to
market risk, the standardized and
basic approaches of the revised
CVA framework have been
designed and calibrated to be
consistent with the approaches
used in the revised market risk
framework.

As these prices are sensitive to variability
in underlying market risk factors, the CVA
also materially depends on those factors.

• Standardized approach;
• Basic approach.

In particular, the standardized
CVA approach, like the market
risk approaches, is based on fair
value sensitivities to market risk
factors and the basic approach is
benchmarked to the standardized
approach.
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Revisions to Minimum Capital
Requirements for Operational Risk
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Operational Risk Management

Internal
Processes

Legal
Risks

Systems

Operational
Risk
Inadequate or
Failed

External
Events

People
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Operational Risk Management
Basic Indicator
Approach

Alternative Standardized
Approach

Average of 3-year of a fixed
percentage (15%) of positive
annual gross income.

Average of 3-year capital charge computed
by multiplying gross income of for each
business line by a specific factor (beta):

Advanced
Measurement
Approach
The regulatory capital requirement will
equal the risk measure generated by the
bank’s
internal
operational
risk
measurement
system
using
the
quantitative and qualitative criteria
Use of the AMA is subject to supervisory
approval

A Single Revised Standardized
Approach
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Operational Risk Management

Business
Indicator
(BI)

Business
Indicator
Component
(BIC)

Internal
Loss
Multiplier
(ILM)

Capital
Charge for
Operational
Risk
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Operational Risk Management

Business Indicator (BI)
Financial-statement-based proxy for operational risk comprising:
• Interest, Leases and Dividend Component (ILDC);
• Services Component (SC); and
• Financial Component (FC).

Business Indicator Formula including the 3-year average of each component
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Operational Risk Management

Business Indicator Component (BIC) calculated
by multiplying the BI by a set of regulatory
determined marginal coefficients (α )

Each BI range is multiplied by its corresponding coefficient in that bucket,
the marginal coefficient is applied on increasing portions of the BI
Bucket

BI Range

in Billions EUR

BI marginal coefficients
(α )

1

≤1

12%

2

1< BI ≤ 30

15%

3

> 30

18%
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Operational Risk Management

Internal Loss Multiplier (ILM)
•
•
•

Scaling factor that is based on a Bank’s average historical losses and the BIC;
The Loss Component (LC) is equal to 15 times average annual operational risk losses incurred
over the previous 10 years;
The higher operational losses relative to its BIC, the higher the capital required due to the
incorporation of internal losses into the calculation methodology

ILM Formula

LC < BIC

ILM < 1

Lower Operational
Risk Capital Charge

LC > BIC

ILM > 1

Higher Operational
Risk Capital Charge

ILM = 1

No Effect on
Operational Risk
Capital Charge

LC = BIC
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Operational Risk Management
Qualitative requirements for loss data collection

10-year
observation
period for
Internal Loss
Data
• At initial
implementation, 5year period is
acceptable

Established
Processes and
Procedures for
generation of
Internal Loss
Data
• Validation and
regular independent
reviews by internal
and/or external audit
functions.

Internal Loss
Data must cover
all material
activities and
exposures
• Minimum threshold is
set at €20,000

Additional
information about
the Operational
risk events
• date of
occurrence/discovery
• information on
recoveries of gross
loss amount
• information about the
drivers or causes of
the loss event
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Operational Risk Management
Practical Example 1: Assuming Bank XYZ reported its average gross income at USD 35 billion for the past
three years, which includes all the components of the Bank’s Business Indicator as well.

Current Standardized Approach

Revised Standardized Approach

The Bank had opted to utilize the Basic indicator
approach to calculate the Operational Risk Capital
Charge, thereby entailing an alpha of 15%

Given that the identified BI is USD 35 billlion, the
BIC is allocated to three buckets and the marginal
coefficient applied:

Therefore, Capital Charge for Operational Risk
would amount to:

USD 1 billion x 12%) + (USD 29 billion x 15%) +
(USD 5 billion x 18%) = USD 5.37 billion

USD 35 Billion x 15% = USD 5.25 Billion

A 10 year internal loss data generation estimates the
average Loss Components of the Bank at 1.5 times
that of the BIC.
Therefore ILM = 1.14
Therefore, Capital Charge for Operational Risk would
amount to:
USD 5.37 Billion x 1.14 = USD 6.12 Billion
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Output Floor
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Output Floor
Given the possibility of using several approaches for the computation of Risk Weighted Assets and
subsequently the minimum Capital Requirements, output floor has been determined to improve
comparability and reduce excessive variability.

Minimum Risk
Weighted Assets

RWA calculated using
preferred approaches

72.5% of the RWA,
calculated using only the
standardized approaches

Implementation date and transitional measures
Date

Output floor calibration

1 Jan 2022

50%

1 Jan 2023

55%

1 Jan 2024

60%

1 Jan 2025

65%

1 Jan 2026

70%

1 Jan 2027

72.5%
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Output Floor
72.5% of Standardized
Approach

RWA using the preferred
approaches of the Bank

Standardized RWA

Credit Risk

62

132

95.7

Market Risk

15

25

18.2

Operational Risk

14

14

14

Total RWAs

91

171

127.9

in USD Billions

in USD Billions

in USD Billions

Given that the floored RWAs amounts to USD 127.9 billion is higher than that computed
using the preferred methods of the Banks amounting to USD 91 billion. The Bank must use
the floored RWAs to compute the minimum capital requirements.
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Leverage Ratio
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Leverage Ratio
Leverage Ratio
Non Risk-based ratio as a
supplementary measure to the riskbased capital requirements

Exposure

Tier 1 Capital

On & Off balance sheet
exposures

All Banks

Minimum Leverage
Ratio for all Banks

3%

Global
SystemicallyImportant Banks

Leverage ratio
buffer requirement

50% of a G-SIB’s higherloss absorbency Riskweighted requirements
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Leverage Ratio
The exposure section in the Leverage Ratio includes the following components:
Exposure in the Leverage

On-Balance Sheet Exposures

with the exception of on-balance sheet derivative and SFT assets

Derivative exposures
Securities financing transaction exposures
Off-Balance sheet (OBS) items:

Current SA
Accounting values less deductions for
associated specific provisions
Replacement cost (RC) and Potential
Future Exposure (PFE)
After Application of Following CCFs

Commitments regardless of the maturity

40%

Commitments Unconditionally Cancellable

10%

Note Issuance Facilities and Revolving Underwriting Facilities
regardless of the maturity

50%

Transaction Contingent Items (Performance Bonds, Bid Bonds,
Warranties)

50%

Direct Credit Substitutes (Stand-by Letters of Credit, Acceptances)

100%

Sale and Repurchase agreements , Secured funding and lending

100%

Short-Term (1 Year) self liquidating trade Letters of Credit

20%
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Interaction between IFRS9 and the Basel
Framework

56

Interaction between IFRS 9 and the Basel Framework

IFRS 9
Recognition of
provisions

Basel
Framework
Recognition of
Capital

Credit Losses

•

Significantly higher provisions are possible with the lifetime loss concept and the inclusion of forwardlooking information in the assessment and measurement of ECL;

•

Under the Basel Framework standardized approach, exposures are measured net of specific provisions
and gross of general provisions for calculating capital requirements. General provisions can be included
part of Tier II Capital for a maximum amount of 1.25% of total CRWA (Basel III, paragraph 60) ;

•

Under the Basel Framework IRB approach, exposures are measured gross of all eligible provisions
including both general and specific provisions. These levels are compared to Expected Losses following
the incurred loss model.
Due to the higher provisioning requirements and the subsequent pressure on profitability,
capitalization levels and capital ratios are expected to be negatively affected by the IFRS9
requirements.
This will lead Banks to adopt more conservative dividends’ distribution policies or capital
enhancement strategies, in order to meet the minimum regulatory capital requirements.
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Standardized Approach Regime
Pre-IFRS 9

IFRS 9 Day-1 Impact

Accounting Provisions

Retained
Earnings

IAS 39
Provisions

Increase in credit risk since initial recognition

General
Provisions

Specific
Provisions

Reduction of
capital
requirements by
specific adjustments
prior to riskweighting.

IFRS 9
Provisions

Stage 1
“Performing”

1:1 increased
impact on Tier 2
capital, subject to
Standardized ceiling
of 1.25% of RWAs.

Stage 2
“Underperforming”

General Provisions

Stage 3
“Non-performing”

Specific Provisions

“BCBS encourages the regulators to provide guidance
on the alignment of the 3 stages of IFRS 9 provisions

Capital Adequacy Ratio =

with the regulatory definitions of SPs and GPs.”

Regulatory Capital
Risk Weighted Assets

Possible Transitional Arrangements:
•

Impact on capital could be spread over a number of years

•

Impact on capital could be realized at once
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Standardized Approach
Indirect Impact of IFRS 9 ECL
Banks will be able to leverage IFRS 9 ECL models in fulfilling Basel IRB requirements

Standardized
Approach
SA

Development
of models for
ECL
IFRS 9

* 6th annual Global IFRS Survey (May 2016)

Internal
Rating-based
IRB

Effective pricing
and Risk
Management

Fine tuning
of model
parameters

“Almost 25% of Banks
currently using the
Standardized Approach are
planning to leverage IFRS 9
models for Capital Purposes”*
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IRB Approach Regime
Pre, Day-1, and Post IFRS 9
Basel III treatment:
Scenario 1 - Basel One-year Expected Loss >
Accounting Provisions

One-year EL (Basel)
Stock of relevant
provisions

Deduction
from CET1

Basel IRB

Parameter

IFRS 9

PD
-Methodology- Through-the-cycle(TTC) - Point-in-time (PiT)
- 1-year and Lifetime
-Timescale - 1-year
LGD

- Downturn Estimate

- PiT Estimate

EAD

- Estimate 1 year

- Estimate over
lifetime

Parameter
Floors

YES

NO

Provisions

Regulatory Capital

PD, LGD, EAD

Scenario 2 - Basel One-year Expected Loss <
Accounting Provisions
Tier 2 (up to

One-year EL amount (Basel) 0.6% or RWA)
Stock of accounting provisions

Expected
Losses

Unexpected
Losses
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Interaction between IFRS 9 and the Basel Framework
Given the pressure on both profitability and capitalization, Banks will need to revise the perspective of
assessing their overall balance sheets and business models from a global overview:
•Review the lending and investment portfolio policies, constitution and breakdown (assessing
RAROC for each existing portfolio);
•Review the lending, credit origination processes and pricing methodologies, credit risk
management governance and practices (e.g. Review of limits granting, limiting significant unutilized
credit lines);
•Adopt a more Risk Adjusted framework for loan pricing, taking into account the risk profile of
the counterparty and the future prospects of that counterparty given that it represents an essential
component of its corresponding provisioning levels and overall profitability;
•Review the Bank’s funding strategies, assessing the adequate sources of funds available in the
domestic and international markets;
•Implement a proper capital plan for the Bank’s short to medium term strategies ensuring the
availability of adequate levels of capital for needed expansions, dividend distributions and meeting
minimum capital requirements; and
•Monitor the Bank’s interest rate and liquidity positions, identifying any major gaps and
implementing the proper strategies to remedy these mismatches.
ASSET LIABILITY MANAGEMENT
&
CAPITAL PLANNING
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THANK YOU

