Bank Analysis and Supervision School
9-13 July 2012
Manila, Philippines

Type of Participant Targeted

This seminar is designed for individuals with approximately

18 to 24 months of relevant experience. Attendees are
involved in supervision, evaluation of risk management

processes, bank examinations, and off-site surveillance. : CASE STUDIES
Prerequisites © Case study work is a

- compulsory activity for
Attendees should have a basic understanding of the Basel © this course.
Core Principles for Effective Banking Supervision, and :
should be familiar with the other resources and best . Case 1: Asset Quality
practices presented by the Basel Committee for Banking :
Supervision. Class discussions and speakers will give specific . Case 2: Earnings
attention to concepts associated with internal credit risk ;
rating systems, Internal Capital Adequacy Assessment . Case 3: Capital
Process, and other important current issues. Attendees ;
should have some knowledge of credit, liquidity, and ~+ Case 4: Liquidity
operational risks and be able to provide comments about
how those risks are examined and monitored in their home + Case 5: Sensitivity to
economies. i Market Risk
Course Overview . Case 6: Other Risks
This is an intensive, intermediate-level course based on risk- » Case 7: Management
management and analytical concepts that apply across most
all of financial supervision. The program emphasizes risk- i Case 8: Summary
focused supervision of banking organizations as well as 2 Level

commaon

Presentations, case studies, and small group discussions

analytical and supervisory techniques.

form the centre of this course. Keynote speakers offer timely and relevant discussions of
current issues facing supervisors.

Participants should arrive prepared to discuss some of their employer's current practices
regarding the examination and monitoring of credit, liquidity, and operational risks. Brief
supervisory presentations on these topics lasting no more than 15 minutes each will be
delivered Tuesday, Wednesday, and Thursday during the course. A presentation time
slot will be assigned to each supervisor on Monday.

Learning Objectives

Upon completion of this 5-day course, the participant will be able to:

Discuss and apply risk-focused supervision technigues to a bank
Demonstrate a basic understanding of internal credit risk rating systems and
ICAAP concepts with a proportional approach appropriate for various sized
banking institutions

Analyze the financial condition of a bank using a Uniform Bank Performance
Report {UBPR)

Use background information and a UBPR to present an initial analysis of the
bank’s cendition .

Describe some of the financial supervisory techniques used within the region
to moniter credit, liquidity, and operational risks

What you will receive on completion of this course

Participants who attend the full 5 days of sessions will receive a Certificate of Attendance
under APEC Financia! Regulators Training Initiative.
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Resource Persons/Presenters

JOEL HEFTY

Mr. Hefty has 23 years experience in bank examinations, 18 years experience in training and
consulting and 12 years experience in international supervisory consuiting in many countries. He is a
consultant, adviser, trainer and facilitator with a global perspective. He is an accompiished course
designer and presenter with mulficultural experience on four continents. He specializes in risk-based
banking supervision and design, training and implementation of risk-based processes, tasks and
reports, He has a wide experience with International Development (IMF, World Bank, USAID, CIDA)
and banker training programs. Proven to be a national project leader, he is an active contributor in
policy-making, and effective regional manager (San Francisco, Los Angeles, and Salt Lake City) in
the Federai Reserve System'’s supervisory education program.

GLENN TASKY

Mr. Tasky has overy 16 years of experience as an international consultant, specializingin financial
sector reform and development in emerging market, transitional, and post-confiict countries, including
more than 7 years in the former USSR. On USAID projects, he has extensive managing experience,
haveing served for 4 years as Chief of Party on a large economic governance project in Afghanistan;
2 years as Financial Sector Component Leader in Jordan, and a year as Financial Sector Component
Leader on another large economic governance program in Afhganistan. Prior to relocating overseas,
he worked for 9 years in wholesale banking and bank supervision in a United States government-
sponsered entity and regulatory agency, specializing in financial analysis, management information
systems, adn statistical studies. He is currently on a iong-term assignment as the IMF-supported
Banking Supervision Advisor in Bangladesh Bank (the central bank).

MARTIN GUILFOYLE

Mr. Guilfoyle has worked both as a commercial bankier and as a banking sector supervisor. He
started his career with the Office of the Comptroller of the Currency, the supervisor of national banks
in the United States. His supervisory career continued with the Federal Reserve Bank of San
Francisco, where he served as an international examiner as well as a member of the capital markets
specialty team. In the private sector, Mr. Guilfoyle worked in various credit functions within Bank of
America for 8 years. Since 2001, Mr. Guilfoyle has served as an advisor to banking supervisory
authorities in a number of countries: 5 countries as a long-term advisor and rmany others as a short-
term technical speciafist. He currenctly serves as the IMF's advisor to the supervision and
examination sector of the Bangko Sentral ng Piiipinas. ' ’

MARY JANE CHIONG

As deputy director and group head in the examination department, Ms. Chiong is responsible for the
examination of banks and banking groups, from large banks with complex financial markets activities
to small rural banks. Prior to joining the examination department in 2009, Ms. Chiong headed the
Capital Markets Specialist Group {CMSG) at the Supervision and Examination Sector of BSP. The
CMSG is a unit that provides technical support for the supervision and examination of capital markets
activities of financial institutions under the BSP's jurisdiction.

Ms. Chiong serves as chair of the risk management course committee at the BSP and sits as a
member of other various course commitiees. She likewise serves as a resource speaker in various
seminars/training courses.

Ms. Chiong completed her MSc in Capital Markets, Regulation and Compliance from the University of
Reading, United Kingdom in 2010. In 2005, Ms. Chiong was awarded the right to use the CFA
designation. The CFA charter is a giobal designation for investment professionals. Prior to
completing the CFA Program, Ms. Chiong finished her MBA major in Finance at the De La Salle
University with high distinction in 2001. tn 1997, she ranked 5" in the CPA board exams after
graduating cum laude, salutatorian at the Atenec de Zamboanga University.
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Bank Analysis and Supervision School
APEC-Financial Regulators Training Initiative

Pre-course reading includes basic definitions of risks, the Basel Core

~ Principles, and several recent news articles of inferest. We will discuss most

of these items during class.

Risk definitions:

Many financial supervisors have adopted specific terminclogy for risks which they
use throughout the organizations. A common language for risks is essential in a
classroom context too. The Bank Analysis and Supervision School will use the
following risk terminology. (7 primary risks} Participants in the school should be
familiar with and prepared to discuss risk using the terms defined below. There is no
need io memorize the definitions.

Credit Risk is the inherent risk to earnings or capital arising when a borrower or
counterparty fail to meet the terms of a coniract or do not fully perform as agreed by
provision of confracts.

Market risk is the risk that movements in market rates, inciuding foreign exchange
rates, interest rates, eguity, and commaodity prices wilt reduce the bank's income,
capital, or the value of its porffolios. {Market risk includes three sub-types.)

Interest rate risk is the inherent risk of adverse effects on earnings or capital
arising from movements in interest rates.

Foreign exchange risk is the inherent risk to earnings or capital arising from
movements in foreign exchange rates.

Exposure to this risk mainly occurs during a period in which the credit
institution has an gpen position, either on- and off-balance sheet, and/or in
spot and forward markets.

Price risk means the inherent risk of negative effects on earnings or capital
due to adverse changes in the values of financial insiruments and other
investments or assets owned by the bank or any of its subsidiaries, whether
on- or off-balance sheet, as a result of changes in market prices or values.

Liguidity Risk is the risk arising from the inability to meet obligations on time without
incurring unacceptable [osses.

Operational risk is the risk of loss resulting from inadequate or failed internal
processes, people, and systems or from external events. (This risk category includes
“legal risk” which does not fit within compliance risk.)

Strateqic risk is the inherent risk to earnings or capital arising from strategies,
improper implementation of strategies, or inability to adapt to changes in the bank’s
business environment.

Reputation risk is the inherent risk to earnings or capital arising from negative public
opinion of the image, trademark, or products of the credit institution.

Compliance risk is the inherent risk to earnings or capital arising from

nonconformance with, laws, rules, regulations, prescribed practices, internal policies
and procedures, or ethical standards.

Pre-course reading assignment
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5.

Core Principles for Effective Banking Supervision
(The Basel Core Principles)

The Basel Committee welcomes comments on all aspects of this consultative
document by 20 March 2012. _ Comments should be sent by e-mail to
baselcommittee@bis.org. Alfernatively, comments may be addressed to the following
address: Basel Committee on Banking Supervision, Bank for International
Settlements, Centralbahnplatz 2, CH-4002 Basel, Switzerland. All comments may be
published on the BIS website unless a commenter specifically requests confidential
treatment.

Executive summary

1. The Core Principles for Effective Banking Supervision (Core Principles) are the de
facto minimum standard for sound prudential regulation and supervision of banks and
banking systems. Originally issued by the Basel Committee on Banking Supervision (the
Committee)* in 1997, they are used by countries as a benchmark for assessing the quality of
their supervisory systems and for identifying future work to achieve a baseline level of sound
supervisory practices. The Core Principles are also used by the international Monetary Fund
(IMF) and the World Bank, in the context of the Financial Sector Assessment Programme
(FSAP), to assess the effectiveness of countries’ banking supervisory systems and practices.

2. The Core Principles were last revised by the Committee in October 2006 in
cooperation with supervisors around the world. In its October 2010 Report fo the G20 on
response to the financial crisfs, the Committee announced its plan to review the Core
Principles as part of its angoing work to strengthen supervisory practices worldwide.

3. In March 2011, the Core Principles Group” was mandated by the Committee to
review and update the Core Principles. The Commitiee's mandate was to conduct the review
taking into account significant developmenits in the global financial markets and regulatory
landscape since October 2006, including post-crisis lessons ° for promoting sound
supervisory systems. The intent was to ensure the continued relevance of the Core
Principles for promoting effeciive banking supervision in all countries over time and changing
environments.

The Basel Committee on Banking Supervision consists of senior representatives of bank supervisory
authorities and central banks from Argentina, Australia, Belgium, Brazil, Canada, China, France, Germany,
Hong Kong SAR, India, indonesia, Italy, Japan, Korea, Luxembourg, Mexico, the Netherlands, Russia, Saudi
Arabia, Singapore, South Africa, Spain, Sweden, Switzerland, Turkey, the United Kingdom and the United
States.

The Core Principles Group consisted of members from the Committee and the Basel Consultative Group,
which comprises representatives from both Committee and non-Committee member countries and regional
groups of banking supervisors, as well as the IMF and World Bank,

See, for example, the November 2010 Financial Stability Board report on Infensity and Effectiveness of SIF!
Supervision; the January 2010 Joint Forum report on Review of the Differentiated Nature and Scope of
Financial Regqulation — Key lssues and Recommendations; and the Cctober 2009 Senior Supervisors Group
report on Risk Management Lessons from the Global Banking Crisis of 2008.

Core Principles for Effective Banking Supervision 1




4, in conducting the review, the Commitiee has sought to achieve the right balance in
raising the bar for sound supervision while retaining the Core Principles as a flexibie, globally
applicable standard. By reinforcing the proportionality concept, the revised Core Principles
and their assessment criteria accommodate a diverse range of banking systems. The
proportionate approach aiso allows assessments of compliance with the Core Principles that
are commensurate with the risk profile and systemic importance of a broad spectrum of
banks (from large internationally active banks to small, non-complex deposit-taking
institutions).

5. Both the existing Core Principles and the associated Core Principles Methodology*
{assessment methodology) have served their purpose well in terms of helping countries to
assess their supervisory systems and identify areas for improvement. While conscious efforts
were made to maintain continuity and comparability as far as possible, the Committee has
merged the Core Principles and the assessment methodology into a single comprehensive
document, The revised set of twenty-nine Core Principles have also been reorganised to
foster their implementation through a more iogical structure starting with supervisory powers,
responsibilities and functions, and followed by supervisory expectations of banks,
emphasising the importance of good corporate governance and risk management, as well as
compliance with supervisory standards. For comparability with the preceding version, a
mapping table is provided in Annex 1,

6. Impaortant enhancements have been introduced into the individual Core Principtes,
particularty in those areas that are necessary to strengthen supervisary practices and risk
management. Various additiona! criteria have been upgraded to essential criteria as a resuit,
while new assessment criteria were warranted in other instances. Close attention was given
to addressing many of the significant risk management weakneasses and other vulnerabilities
highlighted in the iast crisis. In addition, the review has taken account of several key trends
and developments that emerged during the last few years of market turmoil: the need for
greater intensity and resources to deal efiectively with systemically important banks; the
importance of applying a system-wide, macro perspective to the microprudential supervision
of banks to assist in identifying, analysing and taking pre-emptive action to address systemic
risk; and the increasing focus on effective crisis management, recovery and resolution
measures in reducing both the probability and impact of a bank failure. The Committee has
sought to give appropriate emphasis to these emerging issues by embedding them into the
Core Principles, as appropriate, and including specific references under each relevant
Principie.

7. In addition, sound corporate governance underpins effective risk management and
public confidence in individual banks and the banking system. Given fundamental
deficiencies in banks' corporate governance that were exposed in the last crisis, a new Core
Principle on corporate governance has been added in this review by bringing together
existing corporate governance criteria in the assessment methodology and giving greater
emphasis to sound corporate governance practices. Similarly, the Committee reiterated the
key role of robust market discipline in fostering a safe and sound banking system by
expanding an existing Core Principle into two new ones dedicated respectively to greater
public disclosure and transparency, and enhanced financial reporting and external audit.

8. At present, the grading of compiliance with the Core Principles is based solely on the
essential criteria. To provide incentives to jurisdictions, particularly those that are important

' The Core Principles Msthodology was separately developed in 1989 and subsequently revised in 2006 to

provide further details and guidance on the assessment criteria and the assessment of compliance with the
Coreg Principles.

2 Care Principles for Effective Banking Supervision




financial centres, to lead the way in the adoption of the highest supervisory standards, the
revised Core Principles will allow countries the additional option of voluntarily choosing to be
assessed and graded against the essential and additional criteria. In the same spirit of
promoting full and robust impiementation, the Committee has retained the existing four-grade
scale of assessing compliance with the Core Principles. This includes the current "materially
non-compliant” grading that helps provide a strong signalling effect to relevant authorities on
remedial measures needed for addressing supervisory and regulatory shortcomings in their
countries.

9. As a result of this review, the number of Core Principles has increased from 25 to
29. There are a fotal of 36 new assessment criteria, comprising 31 new essential criteria and
5 new additional criteria. In addition, 33 additional criteria from the existing assessment
methodology have been upgraded to essential criteria that represent minimum baseline
requirements for alt countries.

10. The revised Core Principles will continue to provide a comprehensive standard for
establishing a sound foundation for the regulation, supervision, governance and risk
management of the banking sector. Given the importance of consistent and effective
standards impiementation, the Committee stands ready to encourage work at the national
level to implement the revised Core Principles in conjunction with other supervisory bodies
and interested parties.
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i. Foreword to the review

11. The Basel Committee on Banking Supervision (the Committee) has revised the Core
Principles for Effective Banking Supervision {Core Principles). In conducting its review, the
Committee has sought to balance the objectives of raising the bar for banking supervision
(incorporating the lessons learned from the crisis and other significant regulatory
developments since the Core Principles were last revised in 2006°) against the need to
maintain the universal applicability of the Core Principles and the need for continuity and
comparability. By raising the bar, the practical application of the Core Principles shouid
improve banking supervision worldwide.

12. The revised Core Principles strengthen the requirements for supervisors, the
approaches to supervision and supervisors’ expectations of banks. This is achieved through

a greater focus on effective risk-based supervision and the need for early intervention and

timely supervisory actions. Supervisors shouid assess the risk profile of banks, in terms of
the risks they run, the efficacy of their risk management and the risks they pose to the
banking and financial systems. This risk-based process targets supervisory resources where
they can be utilised to the best effect, focusing on outcomes as well as processes, moving
beyond passive assessment of compliance with rules.

13. The Core Principles set out the powers that supervisors should have in order to
address safety and soundness concerns. It is equally cructal that supervisors use these
powers once weaknesses or deficiencies are ideniified. Adopting a forward-looking approach
to supervision through early intervention can prevent an identified weakness from developing
into a threat {o safety and soundness. This is particularly true for highly complex and bank-
specific issues {eg liquidity risk) where effective supervisory actions must be tailored to a
bank's individual circumsiances.

14. in its efforts to strengthen, reinforce and refocus the Core Principles, the Commitiee
has nonetheless remained mindful of their underlying purpose and use. The Commitige’s
intention is to ensure the continued relevance of the Core Principles in providing a
benchmark for supervisory practices that will withstand the test of time and changing
environments. For this reason, this revision of the Core Principles builds upon the preceding
versions to ensure continuity and comparability as far as possible.

19. In recognition of the universal applicability of the Core Principles, the Commitiee
conducted its review in close cooperation with members of the Basel Consultative Group
which comprises representafives from both Committee and non-Committee member
countries and regional groups of banking supervisors, as well as the IMF and the World
Bank. The Commiittee consulted the industry and public before finalising the text.

General approach

16. The first Core Principle sets out the promotion of safety and soundness of banks
and the banking system as the primary objective for banking supervision. Jurisdictions may
assign other responsibilities to the banking supervisor provided they do not conflict with this

°  Most notably, elements of the enhanced international regulatory standards for capital and the new

international liguidity standards, both designed to promote a more resilient banking sector, have been
incorperated.
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primary objective®. It should not be an objective of banking supervision to prevent bank
failures. However, supervision should aim to reduce the probability and impact of a bank
failure, including by working with resolution authorities, so that when failure occurs, it is in an
orderly manner.

17. To fulfil their purpose, the Core Principles must be capable ‘of application to a wide
range of jurisdictions whose banking sectors will inevitably include a broad spectrum of
banks {from large internationally active banks to small, non-complex deposit-taking
institutions). Banking systems may also offer a wide range of products or services and the
Core Principles are aligned with the general aim of catering to different financial needs. To
accommodate this breadth of application, a proportionate approach is adopted, both in terms
of the expectations on supervisors for the discharge of their own functions and in terms of the
standards that supervisors impose on banks. Consequentty, the Core Principles
acknowledge that supervisors typically use a risk-based approach in which more time and
resources are devoted to larger, more complex or riskier banks. In the context of the
standards imposed by supervisars on banks, the proportionality concept is reflected in those
Principles focused on supervisors’ assessment of banks’ risk management, where the
Principies prescribe a level of supervisory expectation commensurate with a bank’s risk
profile’ and systemic importance®.

18. It should be borne in mind that successive revisions to standards and guidance
issued by the Committee will be designed to, strengthen the regulatory regime. Supervisors
are encouraged to move towards the adoption of updated international supervisory standards
as they are issued.

Approach toward emerging trends and developments
{i) Systemically important banks (SIBs)

19. In the aftermath of the crisis, much attention has been focused on SiBs, and the
regulations and supervisory powers needed to deal with them effectively. Consideration was
given by the Committee to including a new Core Principle to cover SIBs. However, it was
concluded that SIBs, which require greater intensity of supervision and hence resources,
represent one end of the supervisory spectrum of banks. Each Core Principle applies to the
supervision of all banks. The expectations on, and of, supervisors will need to be of a higher
order for SiBs, commensurate with the risk profile and systemic importance of these banks.
Therefore, it is unnecessary to include a specific stand-alone Core Principle for SIBs.

The banking supervisor might, for instance, in some jurisdictions be fasked with responsibiliies for: (i}
depositor protection, which Is closely related to safety and soundness and the establishment and operation of
effective deposit insurance schemes; {ii} financial stability, which will als¢ tend to be highly dependent on the
health of the banking sector; (i) consumer protection, an area where damages, claims and reputational risk
can adversely affect safety and soundness; or (iv) financial inclusion, where care needs to be taken to avoid
deleterious effects on safety and soundness.

In this document, “risk prefile” refers to the nature and scale of the risk exposures undertaken by a bank.

in this dogument, “systemic importance” is determined by the size, interconnectedness, substitutability, globai
or cross-jurisdictional activity (if any). and comptexity of the bank, as set out in the November 2011 BCBS
paper Global systernically imporfant banks: assessment methodology and the additional loss absorbency
requirerment.
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{ii) Macroprudential issues and systemic risks

20. The recent crisis highiighted the interface between, and the complementary nature
of, the macroprudential and microprudential elements of effective supervision. In their
application of a risk-based supervisory approach, supervisors and other autherities need to
assess risk in a broader contex{ than that of the balance sheet of individual banks. For
example, the prevailing macroeconomic environment, business trends, and the build-up and
concentration of risk across the banking sector and, indeed, outside of it, inevitably impact
the risk exposure of individual banks. Bank-specific supervision should therefore consider
this macro perspective. Individuat bank data, where appropriate, data at sector leve! and
aggregate trend data collected by supervisors should be incorporated into the deliberations
of authorities relevant for financial stability purposes {whether part of, or separate from, the
supervisor) to assist in identification and analysis of systemic risk. The relevant authorities
should have the ability to take pre-emptive action to address systemic risks. Supervisors
should have access to relevant financial stability analyses or assessments conducted by
other authorities that affect the banking system.

21, This broad financial system perspective is integral to many of the Core Principies.
For this reason, the Committee has not included a specific stand-alone Core Principle on
macroprudential issues.

22, In supervising an individual bank which is part of a corporate group, it is essential
that supervisors consider the bank and its risk profile from a number of perspectives: on a
solo basis (but with both a micro and macro focus as discussed above); on a consolidated
basis (in the sense of supervising the bank as a unit together with the other entities within the
“banking group™®) and on a group-wide basis (taking into account the potential risks to the
bank posed by other group entities outside of the banking group). Group entities (whether
within or outside the banking group) may be a source of strength but they may also be a
source of weakness capable of adversely affecting the financial condition, reputation and
overall safety and soundness of the bank. The Core Principles include a specific Core

Principle on the consolidated supervision of banking groups, but they also note the

importance of parent companies and other non-banking group entities in any assessment of
the risks run by a bank or banking group. This supervisory “risk perimeter” extends beyond
accounting consolidation concepts. In the discharge of their functions, supervisors must
observe a broad canvas of risk, whether arising from within an individual bank, from its
associated entities or from the prevailing macro financial environment.

23. Supervisors should aiso remain alert to the movemeni, or build-up, of financial
activities outside the regulated banking sector (the development of “shadow banking”
structures) and the potential risks this may create. Data or information on this should also be
shared with any other authorities relevant for financial stability purposes.

(iii) Crisis management, recovery and resolution

24. Although it is not a supervisor's role to prevent bank failures, supervisory oversight
is designed to reduce both the probability and impact of such failures. Banks will, from time
to time, run into difficulties, and to minimise the adverse impact both on the troubled bank

in this document, “banking group” includes the holding company, the bank and its offices, subsidiaries,
affiliates and joint ventures, both domestic and foreign. Risks from other enfities in the wider group, for
exampie non-bank {including non-financial) entities, may also be relevant. This group-wide approach o
supervision goes beyond accounting consclidation.
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and on the banking and financial sectors as a whole, effective crisis preparation and
management, and orderly resolution frameworks and measures are required.

25, Such measures may be viewed from two perspectives: (i} the measures to be
adopted by supervisory and other authorities {including developing resolution plans and in
terms of information sharing and cooperation with other autherities, both domestic and cross-
border, to coordinate an orderly restructuring or resolution of a froubled bank); and {ii) those
to be adopted by banks {including contingency funding plans and recovery plans) which
shoutd be subject to critical assessment by supervisors as part of their ongoing supervision.

26. To reflect, and to emphasise, the importance of crisis management, recovery and
resolution measures, certain Core Principles include specific reference to the maintenance
and assessment of contingency arrangements. The existing Core Principle on home-host
relationships has also been strengthened to require cooperation and coordination between
home and host supervisors on crisis management and resolution for cross-border banks.

{iv) Corporate governance, disclosure and transparency

27. Corporate governance shortcomings in banks, examples of which were observed
during the crisis, can have potentialty serious consequences both for the bank concerned
and, in some cases, for the financial system as a whole. A new Core Principle, focused on
effective corporate governance as an essential element in the safe and sound functioning of
banks, has therefore been included in this revision. The new Principle brings together
existing corporate governance criteria in the assessment methodology and gives greater
emphasis to sound corporate governance practices.

28. Similarly, the crisis served to underiine the importance of disclosure and
transparency in maintaining confidence in banks by aliowing market participants tfo
understand better a bank’s risk profile and thereby reduce market uncertainties about the
bank's financial strength. In recognition of this, a new Core Principle has been added to
provide more direction on supervisory practices in this area.

Structure and assessment of Core Principles
Structure

29. The preceding versions of the Core Principles were accompanied by a separate
assessment methodology that set out the criteria to be used to gauge compliance with the
Core Principles. In this revision, the assessment methodology has been merged into a single
document with the Core Principles reflecting the essential interdependence of Core
Principles and Assessment Criteria and their common usage. The Core Principles have also
been reorganised: Principles 1-13 address supervisory powers, responsibilities and
functions, and Principles 14-29 cover supervisory expectations of banks, emphasising the
importance of good corporate governance and risk management, as well as compliance with
supervisory standards. This re-ordering highlights the difference between what supervisors
do themselves and what they expect banks to do. For comparability with the preceding
version, a mapping table is provided in Annex 1,

Assessment

30. The Core Principles establish a level of sound supervisory practice that can be used
as a benchmark by supervisors to assess the quality of their supervisory systems. They are
also used by the IMF and the World Bank, in the context of the Financial Sector Assessment
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Programme {FSAP)}, to assess the effectiveness of couniries’ banking supervisory systems
and practices.

31. This revision of the Core Principles retains the previous practice of inciuding both
essential criteria and additional criteria as part of the assessment methodology. Essential
criteria set out minimum baseline requirements for sound supervisory practices and are of
universal applicability to all countries. An assessment of a country against the essential
criteria must, however, recognise that its supervisory practices should be commensurate with
the risk profile and systernic importance of the banks being supervised. In other words, the
assessment must consider the context in which the supervisory practices are applied. The
concept of proportionality underpins all assessment criteria even if it is not always directly
referenced.

32, Effective banking supervisory practices are not static. They evolve over time as
lessons are learned and banking business continues to develop and expand. Supervisors are
often swift to encourage banks to adopt "best practice” and supervisors should demonstrably
“practice what they preach” in terms of seeking to move continually towards the highest
supervisory standards. To reinforce this aspiration, the additional criteria in the Core
Principles set out supervisory practices that exceed current baseline expectations but which
will contribute to the robustness of individual supervisory frameworks. As supervisory
practices evolve, it is expected that upon each revision of the Core Principles, a number of
additional criteria will migrate to become essential criteria as expectations on baseline
standards change. The use of essential criteria and additional criteria will, in this sense,
contribute to the continuing relevance of the Core Principles over time.

33. in the past, countries were graded only against the essential criteria, although they
could volunteer to be assessed against the additional criteria too and benefit from assessors’

.commentary on how supervisory practices couid be enhanced. In future, countries

undergoing assessments by the IMF and/or the World Bank can elect to be graded against
the essential and additional criteria. It is anticipated that this will provide incentives to
jurisdictions, particularly those that are important financial centres, to lead the way in the
adoption of the highest supervisory standards. As with the essential criteria, any assessment
against additicnal criteria shouid recognise the concept of proportionality as discussed
above.

34. Moreover, it is important to bear in mind that some tasks, such as a comect
assessment of the macroeconomic envircnment and the detection of the build-up of
dangerous trends, do not lend themselves to a rigid compliant/non-compliant structure.
Although these tasks may be difficult to assess, supervisors should make assessments that
are as accurate as possible given the information available at the time and take reasonable
actions to address and mitigate such risks.

35. While the publication of the assessments of jurisdictions affords transparency, an
assessment of one jurisdiction will not be directly comparable to that of another. First,
assessments will have to reflect proportionality. Thus, a jurisdiction that is home to many
SIBs will naturally have a higher hurdie to obtain a “Compliant” grading'® versus a jurisdiction
which only has small, non-complex deposit-taking institutions. Second, with this version of
the Core Principles, jurisdictions can elect to be graded against essential criteria only or
against both essential criteria and additional criteria. Third, assessments will inevitably be
country-specific and time-dependent to varying degrees. Therefore, the description provided

" See paragraph 61 on grading definitions,
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for each Core Principle and the qualitative commentary accompanying the grading for each
Core Principle should be reviewed in order to gain an understanding of a jurisdiction’s
approach to the specific aspect under consideration and the need for any improvements.
Seeking to compare countries by a simple reference to the number of “Compliant” versus
“Non-Compliant” grades they receive is unlikely to be informative,

36. From a broader perspective, effective banking supervision is dependent on a
number of external elements, or preconditions, which may not be within the direct jurisdiction
of supervisors. Thus, in respect of grading, the assessment of preconditions will remain
gualitative and distinct from the assessment (and grading) of compliance with the Core
Principles.

37. Core Principle 29 dealing with the Abuse of Financial Services includes, among
other things, supervision of banks' anti-money laundeting/combating the financing of
terrorism (AML/CFT) controls. The Committee recognises that assessments against this
Core Principle will inevitably, for some countries, involve a degree of duplication with the
mutua!l evaluation process of the Financial Action Task Force {(FATF). To address this, where
an evaluation has recently been conducted by the FATF on a given country, FSAP assessors
may rely on that evaluation and focus their own review on the actions taken by supervisors to
address any shortcomings identified by the FATF. In the absence of any recent FATF
evatuation, FSAP assessors will continue to assess countries’ supervision of banks’
AML/CFT controls.

Consistency and implementation

38. The banking sector is only a part, albeit an important part, of a financial system and
in conducting this review of its Core Principles, the Committee has sought to maintain
consistency, where possible, with the corresponding standards for securities and insurance
(which have themselves been the subject of recent reviews), as well as those for anti-money
faundering and transparency. Differences will, however, inevitably remain as key risk areas
and supervisory priorities differ from sector to sector. In implementing the Core Principles,
supervisors should take inte account the role of the banking sector in supporting and
facilitating productive activities for the real economy.

- - 1
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39, The Core Principles are a framework of minimum standards for sound supervisory

practices and are considered universally applicabie.'' The Committee issued the Core
Principies as its contribution to strengthening the global financiat system. Weaknesses in the
banking system of a country, whether developing or developed, can threaten financial
stahility both within that country and internationally. The Committee believes that
implementation of the Core Principles by all countries wouid be a significant step towards
improving financial stability domestically and internationally, and provide a good basis for
further development of effective supervisory systems. The vast majority of countries have
endorsed the Core Principles and have implemented them,

" The Core Principles are conceived as a volurtary framework of minimum standards for sound supervisory
practices; national authorities are free to put in place supplementary measures that they deem necessary to
achieve effective supervision in their jurisdictions.
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40. The revised Core Principles define 29 principles thal are needed for a supervisory
system to be effective. Those principles are broadly categorised into two groups: the first
group (Principles 1 to 13) focus on powers, responsibilities and functions of supervisors,
while the second group ({(Principles 14 to 29) focus on prudential regulations and
requirements for banks. The original Principle 1 has been divided into three separate
Principles, while new Principles related to corporate governance, and disclosure and
fransparency, have been added. This accounts for the increase from 25 to 29 Principles.

41. The 29 Core Principles are:
Supervisory powers, responsibilities and functions

. Principle 1 — Responsibilities, objectives and powers: An effective sysiem of
banking supervision has clear responsibilities and objectives for each authority
involved in the supervision of banks and banking groups. A suitable legal framework
for banking supervision is in place to provide each responsible authority with the
necessary legal powers to authorise banks, conduct ongoing supervision, address
compliance with laws and undertake timely corrective actions to address safety and
soungdness concerns.

. Principle 2 — Independence, accountability, resourcing and legal protection for
supervisors: The supervisor possesses operational independence, transparent
processes, sound governance and adequate resources, and is accountable for the
discharge of its duties. The legal framework for banking supervision includes legal
protection for the supervisor.

. Principle 3 — Cooperation and collaboration: Laws, regulations or other
arrangements provide a framework for cooperation and collaboration with relevant
domestic authorities and foreign supervisors. These arrangements reflect the need
to protect confidential information,

. Principle 4 — Permissible activities: The permissible activities of institutions that
are licensed and subject to supervision as banks are clearly defined and the use of
the word “bank” in names is controlled.

. Principle 5 -~ Licensing criteria: The licensing authority has the power to set
criteria and reject applications for establishments that do not meet the criteria. At a
minimum, the licensing process consists of an assessment of the ownership
structure and governance (including the fitness and propriety of Board members and
senior management} of the bank and its wider group, and its strategic and operating
plan, internal controls, risk management and projected financial condition (including
capital base). Where the proposed owner or parent organisation is a foreign bank,
the prior consent of its home supervisor is obtained.

. Principle 6 ~ Transfer of significant ownership: The supervisor has the power to
review, reject and impose prudential conditions on any proposals to transfer
significant ownership or controlling interests held directly or indirectly in existing
banks to other parties.

. Principle 7 — Mafjor acquisitions: The supervisor has the power to approve or
reject (or recommend to the responsible authority the approval or rejection of), and
impose prudential conditions on, major acquisitions or investments by a bank,
against prescribed criteria, including the establishment of cross-border operations,
and io determine that corporate affiliations or structures do not expose the bank to
undue risks or hinder effective supervision.

. Principle 8 — Supervisory approach: An effective system of banking supervision
requires the supervisor to develop and maintain a forward-looking assessment of
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the risk profile of individual banks and banking groups, proportionate to their
systemic importance; identify, assess and address risks emanating from banks and
the banking system as a whole; have a framework in place for early intervention;
and have plans in place, in partnership with other relevant authorities, to take action
to resolve banks in an orderly manner if they become non-viabie.

Ve Principle 9 - Supervisory techniques and toofs: The supervisor uses an

appropriate range of techniques and toois to impiement the supervisory approach
and@gp%ols_gggﬂefvisory resources on a proportionate basis, taking into account the
risk profite and systemic importance of banks.

Principle 10 — Supervisory reporting: The supervisor gg@its reviews and
analyses prudential reports and statistical returns from banks on both_a solo and a
consohdated basis, and mdependently verifies these reports, through “either on-site
“éxaminations or use of external experts.

. Principle 11 ~ Corrective and sanctioning powers of supervisors: The
supervisor acts at an early stage to address unsafe and unsound practices or
activities that could pose risks to banks or to the banking system. The supervisor
has at its disposal an adequate range of supervisory tools to bring about timely
corrective actions. This includes the ability to revoke the banking licence or to

recommend its revocation.

. Principle 12 — Consolidated supervision: An essential element of banking
supervision is that the supervisor supervises the banking group on a consolidated

basis, adeguately monitoring and, as appropriate, applying Mlal_@g;ds to
all aspects of the business conducted by the banking group woridwide.

. Principle 13 — Home-host relationships: Home and host supervisors of cross-
border banking groups share information and cooperate for effective supervision of
the group and group enfities, and effective handling of crisis situations. Supervisors
require the local operations of foreign banks to be conducted to the same standards
as those required of domestic banks.

Prudentia!l regulations and requirements

. Principle 14 — Corporate governance: The supervisor determines that banks and
banking groups have robust corporate governance policies and processes covering,
for example, strategic direction, group and organisational structure, controt
environment, responsibilities of the banks' Boards and senior management, and
compensation. These policies and processes are commensurate with the risk profile
and systemic importance of the bank. T

. Principle 15 — Risk management process: The supervisor determines that banks
have a comprehensive risk management process (including effective Board and
senior management oversight} to identify, measure, (_a@l‘u_zie, monitor, report and

L contral or mitigate all material risks on a fimely basis and 10 ass68s the adequacy of
S their capital and liquidity in relation to their risk profile and market and

macroeconomic conditions. This extends to development and review of robust and
credible recovery plans, which take into account the specific circumstances of the
bank. The risk management process is commensurate with the risk profile and
systemic importance of the bank.

. Principle 16 — Capital adequacy: The supervisor sets prudent and appropriate
capital adequacy requirements for banks that reflect the risks undertaken by, and
presented by, a bank in the context of the markets and macroeconomic conditions in
which it operates. The supervisor defines the components of capital, bearing in mind
their ability to absorb losses.
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Principie 17 — Credit risk: The supervisor determines that banks have an adequate
credit risk management process that takes into account their risk appetite, risk
profile and market and macroeconomic conditions. This includes prudent policies
and processes to identify, measure, evaluate, monitor, report and controf or mitigate

_credit risk (inctuding counterparty_geg_g rlsT ‘on @_fimely_basfs. " The full credit

lifecycle -should be covéted inci lncludlngwmrltlng, credil evaluation, and the
ongomg management of the bank’s loan and investment portfolios..

Prmc:ple 18 — Problem assets, provisions and reserves: The supervisor
determines that banks have adequate policies and processes for the early
identification and management of probiem assets, and the maintenance of adequate
provisions and reserves.

Principle 19 —_Concentration risk and large exposure.limits: The supervisors
determines that banks have ac adequate policies and processes to identify, measure,

evaluate, moniter, report and control or mitigate concentrations of risk an a timely.
-basis:- Supervisors set prudential limits fo restrict bank exposures to smgie

.counterparties or groups, of connected counterpartles lor frmasnction)
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Principle 20 — Transactions with related part.'es In order to prevent abuses
arising in transactions with related parties and io address the risk of conflict of
interest, the supervisor requires banks to enter into any transactions with related
parties on an arm’s lengih basis; to menitor these transactions; to take appropriate
steps to control or mitigate the risks; and to write off exposures to related parties in
accordance with standard policies and processes.

Principle 21 — Country and fransfer risks: The supervisor determines that banks
have adequate policies and processes 1o identify, measure, evaluate, monitor,
report and control or mitigate country risk and transfer risk in their international
lending and investment activities on a timely basis. cvrd T s

Principle 22 - Market risks: The supervisor determines that banks have an
adequate market risk management process that takes into account their risk
appetite, risk profile, and market and macroeconomic conditions and the risk of a
significant d_g’ggrloratlon in market liquidity. This includes prudent policies and
processes to identify, measure, evaluate, monitor, report and control or mitigate

market risks on a timely basis.

Principle 23 - Interest rate risk in the banking book: The supervisor determines
that banks have adequate systems to identify, measure, evaluate, menitor, report
and control or mitigate interest rate risk in the banking book on a timely basis. These
systems take into account the bank’s risk appetite, risk profile and market and
macroeconomic conditions.

Principle 24 — Liquidity risk: The supervisor sets prudent and appropriate liquidity
requirements {which can inciude either quantitative or qualitative requirements or
both) for banks that reflect the liquidity needs of the bank. The supervisor
determines that banks have a strategy that enables prudent management of liguidity
risk and compliance with liquidity requirements. The strategy takes into account the
bank’s risk profile as well as market and macroeconomic conditions and includes
prudent policies and processes, consistent with the bank’s risk appetite, to identify,
measure, evaluate, monitor, report and control or mitigate liquidity risk over an
appropriate set of time horizons.

Principle 25 - Operational risk: The supervisor determines that banks have an
adequate operational risk management framework that takes into account their risk
appetite, risk profie and market and macroecenomic conditions. This includes
prudent policies and processes to identify, assess, evaluate, monitor, report and
control or mitigate operational risk on a timely basis.
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. Principle 26 - Internal control and audit: The supervisor determines that banks
have adequate internal controls to establish and maintain a properly controlled
operating environment for the conduct of their business taking into account their risk
profile. These include clear arrangements for delegating authority and responsibility;
separation of the functions that involve committing the bank, paying away its funds,
and accounting for its assets and liabilities; reconciliation of these processes;
safeguarding the bank's assets; and appropriate independent internal audit and
compliance functions to test adherence to these controls as well as applicable laws
and regulations.

. Principle 27: Financial reporting and external audit: The supervisor determines
that banks and banking groups maintain adequate and reliable records, prepare
financial statements in accordance with. accounting policies and practices that are
widely accepted internationally and annually publish information that fairly reflects
their financial condition and performance and bears an independent external
auditor's opinion. The supervisor also determines that banks and pareni companies
of banking groups have adequate governance and oversight of the external audit
function.

. Principle 28 — Disclasure and transparency: The supervisor determines that
banks and banking groups regularly pubtish information on a consolidated and,
where appropriate, soio basis that is easily accessible and fairly reflects their
financial condition, performance, risk exposures, risk management sfrategies and
corporate governance policies and processes.

. Principle 29 — Abuse of financial services: The supervisor determines that banks
have adequate policies and processes, including strict customer due diligence ruies
to promote high ethical and professional standards in the financial sector and
prevent the bank from being used, infentionally or unintentionally, for crimina
activities.

42 The Core Principles are neutral with regard to different approaches to supervision,
so long as the overriding goals are achieved. They are not designed to cover all the needs
and circumstances of every banking system. Instead, specific country circumstances should
be more appropriately considered in the context of the assessments and in the dialogue
between assessors and country authorities.

43. National authorities should apply the Core Principles in the supervision of all
banking organisations within_their jurisdictions. ' individual countries, in particular those with

advanced markets and banks, may expand upon the Core Principles in order to achieve best
supervisory practice.

44, A high degree of compliance with the Core Principies should foster overall financial
system stability, however, this wili not guarantee it, nor will it prevent the failure of banks.

Banking supervision cannot, and should not, provide an assurance that banks will nof fail. in
a market economy, failures are part of risk-taking.

2 in countries where non-bank financial instituttons provide deposit and lending services similar to those of
banks, many of the Principies set out in this document would also be appropriate to such non-bank financial
institutions. However it is aiso acknowledged that some of these categories of institutions may be regulated

mfrom banks as long as they do not hold, collectively, a significant propartion of depesits in a financial
system.
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45, The Committee stands ready to encourage work at the national level to implement
the Core Principles in conjunction with other supervisory bodies and interested parties. The
Committee invites the international financial institutions and donor agencies to use the Core
Principies in assisting individual countries to strengthen their supervisory arrangements. The
Committee will continue to collaborate closely with the IMF and the Worid Bank in their
monitoring of the implementation of the Committee’s prudential standards. The Committee
also remains committed to further enhancing its interaction with supervisors from non-
member countries.

HR Preconditions for effective banking supervision

46. An effective system of banking supervision needs to be able to effectively develop,
implement, monitor and enforce supervisory policies under normal and stressed economic
and financial conditions. Supervisors need to be able to respond to external conditions that
can negatively affect banks or the banking system. There are a number of elements or
preconditions that have a direct impact on the effectiveness of supervision in practice. These
preconditions are mostly outside the direct or sole jurisdiction of banking supervisors. Where
supervisors have concerns that the preconditions could impact the efficiency or effectiveness
of regulation and supervision of banks, supervisors should make the government and
relevant authorities aware of them and their actual or potential negative repercussions for
supervisory objectives. Supervisors should work with the government and relevant
authorities to address concerns that are outside the direct or sole jurisdiction of the
supervisors. Supervisors should also, as part of their normal business, adopt measures to
address the effects of such concerns on the efficiency or effectiveness of regulation and
supervision of banks.

47, The precenditions include:
. sound and sustainabie macroeconomic policies;

. a well established framework for financial stability policy formulation;
. a well developed public infrastructure; .
. a clear framework for crisis management, recovery and resolution;
. an appropriate level of systemic protection {or public safety net}; and
. effective market discipline.

Sound and sustainable macroeconomic policies

48. Sound macroeconomic policies (mainly fiscal and monetary policies) are the
foundation of a stable financial system. Without sound policies, imbalances such as high
government borrowing and spending, and an excessive shortage or supply of liquidity, may
arise and affect the stability of the financial system. Further, certain government policies™
may specifically use banks and other financial intermediaries as instruments, which may
inhibit effective supervision.

Examples of such poiicies include accumulation of large quantities of government securities; reduced access
o capital markets due o government controls or growing imbalances; degradation in asset quality after loose
manetary policies; and government-directed lending or forbearance requirements as an economic policy
response to deteriorating economic conditions.
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Waell established framework for financial stability policy formulation

49, in view of the impact and interptay between the real economy and banks and the
financial system, it is important that there exists a ciear framewark for macroprudential
surveillance and financial stability policy fermulation. Such a framework should set out the
authorities or those responsible for identifying systemic risk in the financial system,
monitoring and analysing market and other financial and ecanomic factors that may lead fo
accumulation of systemic risks, formulating and implementing appropriate policies, and
assessing how such policies may affect the banks and the financial system. It shouid also
include mechanisms for effective cooperation and coordination amang the relevant agencies.

Well developed public infrastructure

50. A well developed public infrastructure needs to comprise the following elements,
which, if not adequately provided, can contribuie to the weakening of financial systems and
markets, or frusirate their improvement:

. a system of business laws, including corporate, bankruptcy, contract, consumer
protection and private property laws, which is consistently enforced and provides a
mechanism for the fair resolution of disputes;

. an efficient and independent judiciary;

. comprehensive and well defined accounting principles and rules that are widely
accepted internationally;

. a system of independent extiernal audifs, to ensure that users of financial
statements, including banks, have independent assurance that the accounts provide
a true and fair view of the financial position of the company and are prepared
according to established accounting principles, with auditors held accountable for
their work;

. availability of competent, independent and experienced professionals {eg
accountants, auditors and lawyers}, whose work complies with transparent technical
and ethical standards set and enforced by official or professional bodies consistent
with international standards, and who are subject to appropriate oversight;

. well defined rules governing, and adequate supervision of, other financial markets
and, where appropriate, their participants;

. secure, efficient and well regulated payment and clearing systems (including central
counterparties) for the settlement of financial transactions where counterparty risks
are effectively controlled and managed;

. efficient and effective credit bureaus that make available credit information on
borrowers; and

. public availability of basic economic, financial and social statistics.

Clear framework for crisis management, recovery and resolution

51. Effective crisis management frameworks and resolution regimes help to minimise
potentiat disruptions to financial stabitity arising from banks and financial institutions that are
in distress or failing. A sound institutional framework for crisis management and resolution
requires a clear mandate and an effective legal underpinning for each relevant authority
{such as banking supervisors, national resclution autharities, finance minisfries and cenfral
banks). The relevant authorities shouid have a broad range of powers and appropriate tools
provided in law fo resolve a financial institution that is no longer viable and where there is no
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reasonable prospect of it becoming viable. There shouid also be agreement among the
relevant authorities on their individual and joint respansibilities for crisis management and
resoiution, and how they will discharge these responsibilities in a coordinated manner. This
should include the ability to share confidential information among one another to facilitate
planning in advance to handle recovery and resolution situations and to manage such events
when they occur.

Appropriate level of systemic protection {or public safety net)

52. Deciding on the appropriate level of systemic protection is a policy question to be
addressed by the relevant authorities, including the government and central bank, particutarly
where it may result in a commitment of public funds. Supervisors will have an important role
to play because of their in-depth knowledge of the financial institutions involved. In handling
systemic issues, it is necessary to balance several factors: addressing the risks to
confidence in the financial system and contagion to otherwise sound institutions and,
minimising the distortion to market signals and discipline. A key element of the framework for
systemic protection is a system of deposit insurance. Provided such a system is transparent
and carefully designed, it can contribute to public confidence in the system and thus limit
contagion from banks in distress.

Effective market discipline

53.- Effective market discipline depends, in part, on adequate fiows of information to
market participants, appropriate financial incentives to reward weli managed institutions, and
arrangements that ensure that investors are not insulated from the consequences of their
decisions. Among the issues to be addressed are corporate governance and ensuring that
accurate, meaningful, transparent and timely information is provided by borrowers to
investors and creditors. Market signals can be distoried and discipline undermined i
governments seek to influence or override commercial decisions, particularly lending
decisions, to achieve public policy objectives. In these circumstances, it is impaortant that, if
governments or their related entities provide or guarantee the iending, such arrangements
are disclosed and there is a formal process for compensating financial institutions when such
loans cease to perform,

V. Assessment methodology

54, The Caore Principles are mainly intended to help countries assess the quality of their
systems and to provide input into their reform agenda. An assessment of the current situation
of a country’s compliance with the Core Principles can be considered a useful tool in a
country’s implementation of an effective system of banking supervision. In order to achieve
objectivity and comparability in the different country assessments of compliance with the
Core Principles,™ supervisors and assessors should refer to this assessment methodology,
which does not eliminate the need for both parties to use their judgment in assessing
compliance. Such an assessment shouid identify weaknesses in the existing system of
supervision and regulation, and form a basis for remedial measures by government
authorities and banking supervisars.

% The aim of assessments is, however, not for ranking supervisory systems. Please refer to paragraph 35,
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55. Although Committee members individually collaborate in assessment missions,
these are conducted primarily by the IMF and the World Bank. The Committee has decided
not to make assessments of its own to maintain the current division of labour between the
Committee’s standard-setting and the infernational financial institutions’ assessment
functions. However, the Committee, together with the Financial Stability Institute, is prepared
to assist in other ways, for example by providing training.

Use of the methodology

56, The methodology can be used in multiple contexts: (i) self-assessment performed by
banking supervisors themselves;'® (i} IMF and World Bank assessments of the quality of
supervisory systems, for example in the context of FSAP; (iii} reviews conducted by private
third parties such as consuiting firms; or (iv) peer review conducted, for instance, within
regional groupings of banking supervisors. At the time of writing, assessments of compliance
have aiready been conducted in more than 150 countries and others are under way.'

57. Whatever the context, the following factors are crucial;

. In order to achieve full obiectivity, compliance with the Core Principles is best
assessed by suitably qualified external parties consisting of two individuals with
strong supervisory backgrounds who bring varied perspectives so as to provide
checks and balances; however, experience has shown that a recent self-
assessment is a highly useful input to an outside party assessment.

. A fair assessment of the banking supervisory process cannot be performed without
the genuine cooperation of all relevant authorities.

. The process of assessing each of the 29 Core Principles requires a judgmentat
weighing of numerous elements that only qualified assessors with practical, refevant
experience can provide.

. The assessment requires some legal and accounting expertise in the interpretation
of compliance with the Core Principles; these legal and accounting interpretations
must be in retation to the legislative and accounting structure of the relevant country.
They may also require the advice of additional {egal and accounting experts, which
can be sought subsequent to the on-site assessment.

. The assessment must be comprehensive and in sufficient depth to allow a judgment
on whether criteria are fulfiled in practice, not just in theory. Laws and regulations
need to be sufficient in scope and depth, and be effectively enforced and complied
with. Their existence alone does not provide enough indication that the criteria are
met.

Assessment of compliance

58. The primary objective of an assessment should be the identification of the nature
and extent of any weaknesses in the banking supervisory system and compliance with
individual Core Principles. While the process of implementing the Cere Principles starts with

The Committee has issued guidelines for performing self-assessments: Conducting a supervisory self-
assessment — practical application, Basel, April 2001,

The regular reports by the IMF and the Worid Bank on the lessons drawn frem assessment experiences as
part of FSAP exercises constitute a useful source of information which has been used as an input fo improve
the Prirciples.
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the assessment of compliance, assessment is 2 means to an end, not an objective in itself.
Instead, the assessment will allow the supervisory authority (and in some instances the
government) to initiate a strategy to improve the banking supervisory system, as necessary.

59. To assess compliance with a Principle, this methodology proposes a set of essential
and additional assessment criteria for each Principle. By default, for the purposes of grading,
the essential criteria are the only elements on which to gauge full compiliance with a Core
Principle. The additional criterfa are suggested best practices which countries having
advanced banks shouid aim for. Going forward, countries will have the following three
assessment options:

(D Unless the country explicitly opts for any other option, compliance with the Core
Principles will be assessed and graded only with reference to the essential criteria;

{i) A country may voluntarily choose to be assessed against the additional criteria, in
order to identify areas in which it could enhance its regulation and supervision
further and benefit from assessors’ commentary on how it could be achieved.
However, compliance with the Core Principtes will still be graded only with reference
to the essential criteria; or

{iii) To accommodate countries which further seek to attain best supervisory practices, a
country may voluntarity choose to be assessed and graded against the additional
criteria, in addition to the essential criteria.

60. For assessments of the Core Principles by external parties,” the following four-
grade scale will be used: compliant, largely compliant, materially non-compliant, and non-
comptiant. A “not applicable” grading can be used under certain circumstances as described
in paragraph 62. :

61. Brief description of gradings and their applicability:

L Compliant — A country will be considered compliant with a Principle when all
essential criteria '® applicable for this country are met without any significant
deficiencies. There may be instances, of course, where a country can demonstrate
that the Principle has been achieved by other means. Conversely, due to the
specific conditions in individual countries, the essential criteria may not always be
sufficient to achieve the objective of the Principle, and therefore other measures
may aiso be needed in order for the aspect of banking supervision addressed by the
Principle to be considered effective.

. Largely compliant — A country will be considered largely compliant with a Principie
whenever only minor shortcomings are observed which do not raise any concerns
about the authority's ability and clear intent to achieve fuli compliance with the
Principle within a prescribed period of time. The assessment “largely compliant” can
be used when the system does not meet all essential criteria, but the overall
effectiveness is sufficiently good, and no material risks are left unaddressed.

. Materially non-compliant — A country will be considered materially non-compliant
with a Principle whenever there are severe shortcomings, despite the existence of

in the case of self-assessments, gradings have virtually no relevance.

For the purpose of grading, references fc the term “essential criteria” in this paragraph would include
additional criteria in the case of a country that has volunteered to be assessed and graded against the
additional criteria.
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formal rules, regulations and procedures, and there is evidence that supervision has
clearly not been effective, that practical implementation is weak, or that the
shortcomings are sufficient to raise doubts about the authority's ability to achieve
compliance. It is acknowledged that the "gap” between ‘largely compliant” and
“materialty non-compiiant” is wide, and that the choice may be difficult. On the other
hand, the intention has been to force the assessors to make a clear statement.

» Non-compliant — A country will be considered non-compliant with a Principle
whenever there has been no substantive implementation of the Principle, several
essential criteria are not complied with or supervision is manifestly ineffective.

62. tn addition, a Principle will be considered not applicable when, in the view of the
assessor, the Principle does not apply given the structural, legat and institutional features of
a country. In some instances countries have argued that in the case of certain embryonic or
immaterial banking activities, which were not being supervised, an assessment of "not
applicable” should have been given, rather than “non-compliant”. This is an issue for
judgment by the assessor, although activities which are relatively insignificant at the time of
assessment may later assume greater importance and authorities need to be aware of, and
prepared for, such developments. The supervisory system shouid permit such activities to be
monitored, even if no regulation or supervision is considered immediately necessary. “Not
applicable” wouid be an appropriate assessment if the supervisors are aware of the
phenomenon, and would be capable of taking action, but there is realistically no chance that
the activities will grow sufficiently in volume to pose a risk.

63. Grading is not an exact science and the Core Principles can be met in different
ways. The assessment criteria should not be seen as a checklist approach to compliance but
as a qualitative exercise. Compliance with some criteria may be more critical for
effectiveness of supervision, depending on the situation and circumstances in a given
jurisdiction. Hence, the number of criteria compiied with is not always an indication of the
overall compliance rating for any given Principle. Emphasis should be placed on the
commentary that should accompany each Principle grading, rather than on the grading itself.
The primary goal of the exercise is not to apply a "grade” but rather to focus authorities on
areas needing attention in order to set the stage for improvements and develop an action
plan that prioritises the improvements needed to achieve full compliance with the Core
Principles.

64. The assessment should also include the assessors' opinion on how weaknesses in
the preconditions for effective banking supervision, as discussed in paragraphs 46-53, hinder
effective supervision and how effectively supervisory measures mitigate these weaknesses.
This opinion should be qualitative rather than providing any kind of graded assessment.
Recommendations with regard to the preconditions should not be part of the action plan
associated with the Core Principles assessment, but should be inctuded for instance in other
general recommendations for strengthening the environment of financial sector supervision.

§5. The Core Principles are minimum standards to be applied by all banking
supervisors. In implementing some of them, supervisors will need to take into account the
risk profile and systemic importance of individuat banks, particularly for those Core Principles
where supervisors have to determine the adequacy of banks' risk management policies and
processes,

Practical considerations in conducting an assessment

66. While the Committee does not have a spetific role in setting out detailed guidelines
on the preparation and presentation of assessment reports, it believes there are a few
considerations that assessors should take into account when conducting an assessment and
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preparing the assessment report. By way of example, Annex 2 to this document includes the
format developed by the IMF and the World Bank for conducting their own assessments of
the state of implementation of the Core Principles in individual countries. This annex also
includes structured guidance to the assessors on how to form an opinion on the
preconditions for effective banking supervision, how weaknesses in these external elements
may hinder supervision, as mentioned in paragraph 64, and how effectively supervisory
measures can mitigate shortcomings in the preconditions for effective banking supervision. |

67, First, when conducting an assessment, the assessor must have free access to a
range of information and interested parties. The required information may include not onty
published information, such as the relevant laws, regulations and policies, but also more
sensitive information, such as any self-assessments, operational guidelines for supervisors
and, where possible, supervisory assessments of individual banks. This information should
be provided as long as it does not violate legal requirements for supervisors to hold such
information confidential. Experience from assessments has shown that secrecy issues can
often be solved through ad hoc arrangements between the assessor and the assessed
authority. The assessor will need to meet with a range of individuals and organisations,
including the banking supervisory authority or authorities, other domestic supervisory
authorities, any relevant government ministries, bankers and bankers” associations, auditors
and other financial sector participants. Special note should be made of instances when any
required information is not provided, as well as of what impact this rnight have on the
accuracy of the assessment.

68. Second, the assessment of compliance with each Core Principle requires the
evaluation of a chain of refated requirements which, depending on the Principle, may
encompass law, prudential regulation, supervisory guidefines, on-site examinations and off-
site analysis, supervisory reporting and public disciosures, and evidence of enforcement or
non-enforcement. Further, the assessment must ensure that the requirements are put into
practice. This also requires assessing whether the supervisory authority has the necessary
operationai autonomy, skills, resources and commitment to implement the Core Principles.

69. Third, assessments should not focus solely on deficiencies but should also hightight
specific achievements. This approach will provide a better picture of the effectiveness of
banking supervision.

70. Fourth, there are certain jurisdictions where non-bark financial institutions that are
not part of a supervised banking group engage in some bank-like activities; these institutions
may make up a significant portion of the total financial system and may be largely
unsupervised. Since the Core Principles deal specifically with banking supervision, they
cannot be used for formal assessments of these non-bank financial institutions. However, the
assessment report should, at a minimum, mention those activities where non-banks have an
impact on the supervised banks and the potential problems which may arise as a result of
non-bank activities.

71. Fifth, the development of cross-border banking leads to increased complications
when conducting Core Principles assessments. Improved cooperation and information
sharing between home and host country supervisors is of central importance, both in narmal
times and in crisis situations. The assessor must therefore determine that such cooperation
and information sharing actually takes place to the extent needed, bearing in mind the size
and complexity of the banking links between the two countries.
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Annex 1

Comparison between the revised and 2006 versions
of the Core Principles

Revised structure

2006 struélure

Supervisory Powers, Responsibilities and Functions

CP 1: Responsibifities, objectives and powers

CP 2: Independence, accountability, resourcing
and legal protection for supervisars

CP 3: Cooperation and coltaboration

CP 1: Objectives, Endependence, powers,
transparency and cooperation

CP 4: Permissible activities

CP 2: Permissible activities

CP 5: Licensing criteria

CP 3: Licensing criteria

CP 6: Transfer of significant ownership

CP 4: Transfer of significant ownership

CP 7: Major acquisitions

CP 5: Major acquisitions

CP B: Supervisory approach

CP 19: Supervisory approach

LCP 9: Supervisory techniques and tools

CP 20: Supervisory technigues

l CP 10: Supervisory reporting

CP 21: Supervisary reparting

CP 11: Carrective and sanctioning pawers of
supervisors

CP 23: Carrective and remedial powers of
supervisors

CP 12: Consolidated supervision

CP 24: Consolidated supervision

CP 13: Home-host relationships

CP 25: Home-host relationships

Prudential Regulations and Requirements

CP 14: Carporate governance

CP 15: Risk management process

CP 7: Risk management process

CP 16: Capital adequacy

CP 6: Capital adequacy

CP 17: Credit risk

CP 8: Credit risk

" CP 18: Problem assets, pravisions and reserves

CP 9: Problem assets, provisions and reserves

CP 19: Concentration risk and large exposure limits

CP 10: Large exposure limits

CP 20: Transactions with related parties

CP 11: Exposures to related parties

CP 21: Country and transfer risks

CP 12: Country and transfer risks

CP 22: Market risk

CP 13: Market risk

CP 23: Interest rate risk in the banking book

CP 16: Interest rate risk in the banking bock

CP 24: Liquidity risk

CP 14: Liquidity risk
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Revised structure

2006 .Structure ' |

CP 25: Operational risk

CP 15: Operational risk

CP 26: Internal control and audi

CP 17: Interna! control and audit

CP 27: Financial reporting and external audit

CP 28: Disclosure and transparency

CP 22: Accounting and disclosure

CP 29: Abuse of financial services

CP 18: Abuse of financial services J
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Corporate Governance
in Banks

July 2012

Asia Pacific Economic Cooperation Forum -
Financial Regulators Training Initiative —

Bank Analysis and Supervision Seminar

.« set strategy and objectives;

Corporate Governance
Definition
Corporate Governance involves the manner in
which the business and affairs of a bank are

governed by its board and senior management
including how they:

- determine risk tolerance/appetite;
« operate business on a day-to-day basis;

+ protect depositors, meet shareholder obligations, and
consider interests of other stakeholders; and

- align corporate activities and behaviour to operate
the bank in a safe and sound manner, with integrity,
and in compliance with laws and regulatlons
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Corporate Governance
A useful quote

“A majdrity of business failures relate to what
people in privileged or responsible positions
actually do (or don’t do) with other people’s

money.”
Gary Simmons, Partner
PriceWaterhouse Coopers, Dubai
July 2012 APEC-FRTI: BASS 3

Corporate Governance
new BCP 14 (paraphrased)

Supervisors ensure that banks have robust
policies and processes...
- Strategic direction

Structure

Control environment

Responsibilities / Accountabilities

Compensation ¢k 4x w,i} D

iate for ri tanding.
appropriate orggk,pmﬂ,eandw
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Corporate Governance
Key Aspects: Form & Function

Risk
Board Senior Management, } .
Practices Management |Internal Control,4>1
Internal Audit >
Appropriate
Compensation | (noncomplex) | Disclosure and
Structure Transparency
;//l .
\;; Skg r!ﬁumgﬂ’g s *" s i 3t
July 2012 APEC-FRTI: BASS ?ﬁd’i 35».'?1;—4 . 5
Corporate Governance
oo FA . Board Practices

High-level Strategies, Sound Judgment,
‘Supported by RM, IC, IA

- Qualified [new BCP 5]; Exercise good judgment
» QOverall strateqy, vision, goals [14]

» Board’s own rules sound and followed

* Code of conduct

« Supported by competent and funded RM, IC
processes, |A function, Ext. Audit [15,26,27]

July 2012
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Corporate Governance
Senior Management

“Fit and Proper” Leadership |
Screening and approval by Board
Disclosure of financial interests

Implement strategy and policies within risk
parameters set by Board

Periodic performance assessment
Succession planning [new BCP 5]

July 2612 APEG-FRTI: BASS 7

Corporate Governance
Risk Management and IC/IA

Excellent Communication and Direct Access

» Appropriate RM process (chief risk officer,
authority, stature, independence, resources, access,
ongoing review of whole and entities, broad view) [15]

« Internal control (mandate, functions, reports, wr

AR
"4‘?5 .

: . RS
responses) and Internal audit (charter, persenriel,

assessment, schedule, results, responses) [26]

+ Financial reporting and External audit (selection,
fees, engagementetter, opinion, management letter,
responses) [27] 'P‘(“t'&\ z

July 2042 APEC-FRTI: BASS 8
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Corporate Governance
Compensation

................... yrik e king
» Board oversight of compensation system .. f b
- Aligned with prudent risk taking AND | .
actual risk outcomes [

7[/,\( -: kaJ.;‘_,E':
[new BCP 14] e

July 2012 APEC-FRTI: BASS o]
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Corporate Governance ¢ ,Fy,fwg"(\

. wte 1T
Appropriate (noncomplex) "

Structures

Includes: Activities, Risk Management Framework,
and recent Financial Performance ‘

* Board: “know your structure”

» Legal, organizational, and managerial
structure [new BCP 14]

« Committee structure
« Overall financial performance

Julfy 2012 APEC-FRTI: BASS
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Corporate Governance
Transparency

Board, Employees, Regulator, Public
+ Financial performance [new BCP 27, 28]

« Other financial indicators: nonperforming,
reserves, concentrations, derivatives, etc. -[27]

- Nonfinancial indicators: sirategy, code of conduct,
internal control certification, internal audit summary,
external audit management letter [27-28]

» Structure: legal, managerial, board

July 2012 APEC-FRTI: BASS H

Corporate Governance
*Function*

“Does bank function as it says it does?”
« Risk committees and activities [new BCP 14,15]
Conflicts avoided [20]

Risk Management, Internal Audit, and Internal
Control fully funded and functional [15,26]

Reliable records, subject to external audit [27]

Financial performance (vs. budget and other quality
benchmarks) reviewed and transparent [27-28)

July 2012 APEC-FRTI: BASS 12




Corporate Governance

or

July 2012 APEC-FRTI: BASS 13

Corporate Governance
BCBS and others

Basel Committee on Banking Supervision

» Excelient international guidance
- BCBS 168 on corporate governance

~* BCBS 223 on internal audit in banks_ (www. [ ¢ i$4

e

Financial Stability Board
* International standards and best practices
» Principles for sound compensaticn practices

July 2012 APEC-FRTI: BASS 14
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Corporate Governance
Some examples T 5t aidi -
- Board authorizes additional advance to ST AR

large customer in excess of legal lending "
limit. CB*.cites for. lending limit violation. Tatd

e it

» Following 90 days to correct violation by
__reducing exposure or increasing capital,
~ CB* determlnes bank still doesn’t comply

of total loans limit estabhshed by Board

July 2012 APEG-FRTI: BASS 15

Corporate Governance g
Examples '

 Discussion

— In three previous examples, how well did
corporate governance function?

governance and still vrolate laws? avia

L —

—Is it possible to have good corporate
governance and inadequate risk

?
ma_nagement ¢ Ave
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Asset Quality and
Credit Risk Management

July 2012

Asia Pacific Economic Cooperation Forum
— Financial Regulators Training Initiative

Credit Risk in Banks

Credit Risk is the inherent risk to earnings
or capital arising when a borrower or
counterparty fail to meet the terms of a

“contract or do not fully perform as agreed
by provision of contracts.

Credit risk is the greatest risk factor for most banks?

July 2012 APEC-FRTI: BASS

2012-07-01
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Asset Quality

« Reflects level of risk in bank's assets

» Considers risk management of assets
and off-balance sheet items

» Strongly influenced by level, distribution,
severity, and trend of classifications and
the adequacy of reserves ..o

» Other factors: concentratlons admmtstratlve
processes, violations of laws and regulations

July 2012 APEC-FRTI: BASS 3
Objectives
» Assess credit risk (existing and potential)
— Loans

— Investments and other assets
— Contingent liabilities

Evaluate thegllowanc@}for loan losses Comitlareek o
Assess credit I'ISk management issues
Prepare a short asset quality summary

fnew BCP 18] Inew BCP 171

L July 2012 APEC-FRTI: BASS 4




Credit Risk in Banks

« What are common kinds of credit risk?
— Default risk },ehﬁj:; Qe B
— Counterparty risk “

—~ Country risk _ |
. Transfer risk™
 Sovereign risk ~s g
Cﬁmftk Fﬁ i,

\7,4‘! AL & ,_"f,,a;.‘u.“-'rig Y‘;‘}L !

7

July 2012 APEC-FRTI: BASS s

ot .
!‘rv _4‘ - In}"\, '?-"";i

Credit Risk in Banks

(Whe/re does credit risk arlse‘?
— Wholesale or commercial Ioans and advances
— Retall credit (e.g., credit cards, instaliment loans)
— Commitments and guarantees
— Due from correspondent bank balances
— Investments (bond or equity)
— Settlement of a transaction
— Trading products (e.g., FX and derivatives)

July 2012 APEC-FRTI: BASS 8

2012-07-01
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Credit Risk: Where?
Asset Mix

« Common-sized balance
sheet (% of total assets)

+ Consider risks in each
broad category

« Consider risks in each
specific group: loans and
investments by type

2012-07-01

July 2012 APEC-FRTI: BASS 7
2.
Which is more risky? Why?
*+ Loan Portfolio 1 '+ Loan Portfolio 2 §
"~ Commercial 20% ). v — Commercial 15%
- S
~ Government 15% — Government 10%
+ — Agriculture 15% — Agriculture 10%
— Home loans 20% ~— Home loans 20%
— Individuals 30% L lndividualé,lffSi’F/g;_.- U S 7 o Toens
+ Credit cards 15% + Creditcards 25% — o, 7, 14 poe,. (1
SRR F’-'J’f'"-f T har g
+ Instaliment 15% + Instaliment 20% €
ey S ’: ; "’E‘
Tl St .,«_-EJ::Q i
.
July 2012 APEC-FRT!: BASS 8
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Additional credit risk

« Off-balance sheet
items

— Commitments
— Contingencies

— Guarantees

July 2012 APEG-FRTI: BASS 9

Managing Credit Risk

» How do banks manage their credit risk?
— Strategy and goals for credit risk
— Setting exposure limits \
— Internal rating systems (ICRRS) A+t evérf par < has
—Terms and pricing
— Regular monitoring of obligors and exposures
— Collateralization and guarantees
— Risk transfer (e.g., participation, securitization)
— Sound internal controls for whole process

July 2012 APEC-FRT!: BASS 10
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‘Managing Credit Risk

« What is an Internal Credit Risk Rating
System (ICRRS)?
— An assessment of a borrower’s creditworthiness

— A number or letter assigned to represent ability
and willingness of borrower to meet its financial
obligations

— An indicator of borrower’s default risk
- Ratings are a type of relative ranking of risk

« Does every bank need an ICRRS?

July 2012 APEC-FRTI: BASS 11

Managing Credit Risk

* How internal ratings used? (1/2)
— Approval authorities and limits:
» Who can approve a loan to a borrower rated 'X’?
— Setting facility pricing and terms

» What return do we expect for assuming exposure to
a borrower rated ‘X'?

— Portfolio management and reporting
« What is our overall exposure to borrowers rated ‘X'?

« Is there any concentration of exposure to or among
borrowers rated ‘X’ within our risk appetite?

July 2012 APEC-FRTI: BASS 12

2012-07-01



Managing Credit Risk
* How are internal ratings used? (2/2)
— Relationship management / credit admin.
» Does a horrower rated "X’ require more attention?

— Capital adequacy, provisioning, and profitability

- Are reserves adequate to cover expected losses on
borrowers like those rated ‘X'?

- Is capital enough to cover unexpected iosses on
borrowers like those rated tX’?

— Validation of the system
- How timely and accurate is the rating for 'X’'?
» Does the rating system need to be recalibrated?

July 2012 APEC-FRTE: BASS 13

Managing Credit Risk

« What are key attributes of a rating system?

— Transparent: assumptions, methodoiogies, policies
and procedures are well documented and understood

— Consistent: system is fully implemented, used
consistently across business lines, and covers alt material
credit exposures

— Replicable: system resuits in the same rating assigned
when different individuals review the same credit

July 2012 APEC-FRTI: BASS 14

2012-07-01



Credit Risk: How much?
Adverse Classifications

Tybicéi ciasésific'ﬂti'o'n'r'mes m"i'g (ht include:
Assets and Contingent Liabilities

current 1-Pass 0%

029 . z-Spec.Mention . eh 0% 5%

30-89 - 3-Substandard upe20%  20%-" £

varies | 4-Doubtful 50%  50%

90+ . 5loss  100%  100%
_Weighted

~ Classified Assets

July 2012 APEC-FRTI: BASS 15

Credit Risk: How much?
Classification Ratios

« Sample Classification Ratios:
— Total classified (3+4+5) assets
Core Equity Tier 1 Capital + Reserves
— Weighted classified (20%(3)+ 50%(4) +5) assets
Core Equity Tier 1 Capital + Reserves
— Total classified asset;s; < Beware of this ratio
Total Assets :"?a?\zzr p-7 IS notas useful as it looks
- Severity and Trend of Classifications

July 2012 APEC-FRT|: BASS 16

2012-07-01
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Credit Risk: Trends?
Past Due, Nonperforming (3,4,5)

and Restructured
+ Total delinquencies by type (which loans
have more risk? Remember slide 87)
+ Nonperforming loans/gross loans

» Market trends of collateral (e.g. ioans
secured by real estate in a “down market”)

» Restructured loans/gross loans

July 2012 APEC-FRTI: BASS 17

Credit Risk: Other Factors

» Concentrations of Credit [new BCP 19]
— Level and Trend based on internal reports

— Compliance with large exposure limits (example)
- Single barrower -~ 15% typical limit {more if real estate secured)
- Group of related borrowers - 50% of capital
- Industry limits — bank’s own, regulations, laws
- Investment limits (non government)
- Single company, project, or bank < 10% capital;
- Total of all investments < xx% capital

» Insider Transactions [new BCP 20]

+ Arm’s iength; specific approval requirements for directors,
senior officers, and principa! shareholders; [imits on ioans;

July 2012 APEC-FRTI: BASS 18
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Mitigating Credit Risk

» How can credit risk be mitigated?

- Mitigants basically fall into three types

« Collateral: cash, gold, pledge of securities,
receivables, inventory, reat estate, etc.

« Guarantees: personal guarantees, standby letters
of credit, etc.

» Risk transfer: insurance, securitization, credit
derivatives

— Be aware of differing treatment for capital
- adequacy calculations ’

July 2012 APEC-FRTI; BASS 19

Mitigating Credit Risk

+ What are limitations of these tools?

~ Mitigants should not substitute for obligor
performance

— Their use often increases other risks (market,
liquidity, operational, etc)

- Practical difficulties of use (e.g., support of legal
system, limitations of bank infrastructure)

- Measuring credit risk can be imprecise, which
reduces the effectiveness of mitigants

Juiy 2012 APEC-FRTI: BASS 20

it 3l
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July 20112 APEC-FRTI; BASS 21

Allowance for Loan & Lease Losses

ALi C
(credit reserves)

A reserve set aside to absorb potential
loan losses |

|s the "ALLL" sufficient? [new BCP 18]
General reserves (as an example)

— 0.50% of outstanding loans in groups 1to 4

—~ Note that only 1.25% of risk-weighted assets
counts toward regulatory capital

Specific reserves (as an example)
—e.g. 5% /20%/50% / 100%

Analyzing the ALLL

Factors to Consider (1/2)

Level, trend, and severity of delinquencies
Underwriting standards
Adequacy of lending policies

“l.oan review” function and timely
identification of problem loans

ki ) ! ¢ I
Ihityna: omv yéw e
i v
‘P‘;f{_,:‘ bYW
July 2012 APEC-FRTI: BASS 22
N
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Analyzing the ALLL
Factors to Consider (2/2)

« Historical level and severity of loan losses
and recoveries

* Prevailing economic conditions

* Process for determining and documenting
adequacy of the ALLL [new BCP 18]

July 2012 APEG-FRTI: BASS 23

Risk Management

+ What is it, and what does it do?

v — A process to identify, measure, evaluate;
monitor, report, and control (or mitigate) risk
“on a continuous basis
— Does not minimize risk, but seeks to optimize
the inherent risk-reward tradeoff
— Should go beyond just-complying with laws,
regulations, and mandates

July 2012 APEG-FRTI: BASS

2012-07-01
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Risk Management

+ What are other key elements of the
credit risk management process? (1/7)

— Credit origination
« Purpose of credit and source(s) of repayment
» Assessment of industry and economic factors
* Proposed terms, conditions and covenants

+ Adequacy and enforceability of collateral /
guarantees

+ Approval by appropriate authority

[new BCP 17]

July 2012 APEC-FRTI: BASS 25

-

Risk Management

« -Discussion: credit risk management
process
—~ You are a credit officer at a local bank
— You have been asked to identify the
primary repayment source for the
following types of credit exposure:
- Commercial real estate
« Mortgage loan to purchase a home
« Commercial letter of credit to finance export of goods
« Due from correspondent bank balance

July 2012 APEC-FRTI: BASS 26

2012-07-01
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Risk Management

« Credit risk management process (2/7)
— Limit setting [new BCP 19]

+ For single and groups of connected obligors

+ Size based on credit strength of obligor, need for
credit, economic conditions and risk tolerance

- By industry, economic or geographic sector to control
concentration risk

* Inclusive of country risk and fransfer risk [new BCP 21]

+ Reviewed regularly but at least annualily or upon
facility renewal

July 2012 APEC-FRT!: BASS 27

Risk Management

» Credit risk management process (3/7)

— Rule setting for related party transactions

* Arm’s length / monitor / mitigate [new BCP 201
— Credit administration

+ Documentation

*+ Disbursement

» Exposure monitoring

» Processing payments

+ Collateral monitoring

+ Maintenance of credit files

July 2012 APEC-FRTI: BASS 28
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Risk Management

« Credit risk management process (4/7)

— Measuring credit risk

+ Bank should establish a risk rating system for all
types of credit activities

= Shouid consider both business risk and financial
risk factors

» Ratings philosophies: point-in-time vs through-
the-cycle

« Independent review: validation of ratings, rating
system design and practice

July 2012 APEC-FRTI: BASS 29

Risk Management

« Credit risk man‘agement process (5/7)

~ Credit risk monitoring and control
« Credit policy should define standards
» Financial position and business conditions
« Conduct of accounts
« Adherence to loan covenants
» Collateral valuation

+ Rules for handling delinquent accounts,
including maintaining sufficient reserves

[new BCP 18]

July 2012 APEC-FRTI: BASS 30

2012-07-01
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Risk Management

 Credit risk management process (6/7)

— Independent review of risk profile
» Reported to Board and properly documented

+ Performed at least annually -- more frequently for
problem credits and new relationships

+ May be done on portfolio basis for certain kinds of
exposures (e.g., retail)

To be effective, review staff must be knowledgeable, have
adequate resources to do their job, and enjoy the support and
confidence of management and the Board of Directors.

July 2012 APEC-FRTI: BASS 3

L

Risk Management

» Credit risk management process (7/7)

— Problem credits

» Bank should have a remedial process defined by
policy as to how these are managed

» The process should include:
—~ Negotiation and follow-up
- Remedial / exit strategies
— Review of collateral and security documentation
- Regular exposure reviews and status updates
[new BCP 18]

July 2012 APEC-FRTI: BASS 32
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Risk Management

« Discussion: managing credit risk (112)
-~ You are a bank that wishes to start

_offering credit cards
— You discover there are basically three .

patterns of behavno(cll its-for this product
yeii= have:

—

( VE ) ) + Extended borrowers who eventually repay

el

‘o / High-risk and distressed borrowers who often fail
lorepay

> } \e « Those who payoff their balance every month  #sf muedl

July 2012 APEC-FRTI: BASS 33

Risk Management

* Discussion: managing credit risk (2/2)
— How would this client mix affect loss expectations?
— What iimits would be appropriate for this product?
— How might risk be measured and managed?

— How might this affect terms and pricing offered to
clients?

— Could other mitigants be used? Why?

— What are some other kinds of risk besides credit that
might affect this type of lending activity?

July 2012 APEC-FRTI: BASS 34

2012-07-01
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[Inew BCP 17]

Credit Risk Management

Lending policies and procedures (BO, P3L)
Credit underwriting standards (P3L)
Credit monitoring & administration (P3L)
Loan review function (IC/IA)

Management Information Systems (MIS)

Process for managing problem assets (P3L)
[new BCP 18]

July 2012 APEC-FRT]: BASS 35

Other Asset Quality Factors

Influence of Market Risks
Continuity of management
Historical lending experience

— E.g. Net losses by type
— E.g. Past due by type

Growth rates (all loans, loans by type)
Economic conditions

July 2012 APEC-FRTI: BASS

36

2012-07-01
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Summarizing Asset Quality and
credit risk management (12)

« Conclusion with support

« Level, severity, and frend of:
— Classified Assets
— Past-due and nonaccrual loans
~Netloan losses

« Adequacy of the ALLL

+

July 2012 APEC-FRTI: BASS 37

Summarizing Asset Quality and
credit risk management (22)

» Loan policy, administration, and loan review
» |Investment portfolio and policies
* Risk in off-balance sheet items

\/Sound risk management should: identify,
measure, evaluate, monitor, report, and
control (or mitigate) credit risk.

July 2012 APEC-FRTI: BASS 38

2012-07-01
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Effect on Earnings

+ Additional provisions
required to increase
the ALLL?

+ Nonaccrual assets
reduce interest
iIncome

July 2012 APEC-FRTI: BASS 39

Effect on Capital

« High and/or
unexpected losses
erode capital levels

« High losses increase
the potential for
regulatory action
again the bank

July 2012 APEC-FRTI: BASS 40
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July 2012

Effect on Liquidity

» Unpaid loans and
investments provide
no liquidity inflow

» Large loan (or other)
losses can lead to
reputation risk and
make liquidity
challenges worse

APEG-FRTI: BASS 41
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Internal Rating Sys_tems':
Do Banks Need Them?

APEC—FRTI Bank Analysis & Supervision School (BASS)
Manila, Philippines
9-13 July 2012

Presenter . Martln Gun!foyle

« U.S. Treasury Department Comptroller ofthe
Currency (1980-3) ‘

= Federal Reserve Bank of San Francisco
(1986 —93; 2005 -7)

- Bank of America, NA (1993 -2001)

 Bearing Point, Inc (2001 - 35)

- Independent Consultant (2007 — 9)

- IMF Banking Supervision Advisor — Bangko
Sentral ng Pilipinas (2009 - )

7/1/2012
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,,Dfisfc'lajimer

The views expressed in this presentat:on are
solely those of the. presenter and do not

Monetary Fund, the Bangko Sentral ng
Pilipinas, or of any other organization.

necessar:ly reflect the views of the International

The basncs of credlt r|sk

Why have mternal rattng systems?

Rating system design
* Supervisory expectations -

e £ 5 o 55 T8 ey < 5y e

7/1/2012




Credit Risk

“Credit risk is the inherent risk to earnings
or capital that arises when a borrower or
counterparty fails to meet the terms of
the contract, or does not fully perform as
agreed under the contract.”

Credit risk is the greatest risk most banks face! '

Credit Risk

* What are some common types of credit risk?
~ Default risk '
— Counterparty risk

— Country risk
* Transfer risk
* Sovereign risk

7/1/2012
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Credit Risk

« Where does credit risk arise?
— Wholesale or commercial loans and advances
— Retail credit (e.g., credrt cards, installment loans)
— Commitments and guarantees
— Due from correspondent bank halances
— Investments {debt or equity)
— Settlement of a transaction

— Trading products {e.g., foreign exchange,
derivatives)

,Credit‘ .Ri_sk

. Theoretlcai construct of credlt rlsk

—A statlstlcaliy denved quantltatlve approach to
measurlng credit risk known as redlx VaR’”

— Provrdes a forward looking. measure or estimate
of. credlt risk {default probability)

- Useful for understandlng logic implicit i in risk
ratlng systems and scoring models-

— Basis for Internal Ratings- Based (IRB) approach in
Basel ll; too. co_mplex for most others to formally

"‘"\-hnw-q_,.
|mglement

7/1/2012
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- Credit Risk

» Expected losses (EL)
— Known with reasonable certainty -
— Generally covered by reserves / provisions
— Example: expected default rate on a certain

T S s J—. d 2 % f
borrower or portfolio acw“"“} fo the f25

* Unexpected losses (UIL)
— Associated with unforeseen events
-;-fCé [_:3@[; is normally a bufferto-absorb such losses

7/1/2012

! -
-S4

Credit Risk

" Portfolio Losses Over Time

Unexpected Loss {UL)

Loss Rate

Expected Loss {EL}

Time

N
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Loss Rate

Unexpected Loss (UL)
) /

Credit Risk

« Variation in losses ﬂ Loss distribution

3
Expected Loss {EL)

Time Frequency

Fd
1 -
La fogt gl

| Credi.t. Risk

Probabill_ityber}s'ity-Fﬁhcfiio‘n of Portfolio Losses

.
I3

/ \\ Unexpected Loss (UL)

3 1
: :
: :
- : ;

: ‘ ‘f\\\ .
|
! x
Expected Loss {EL} 99.9%
Cagantd et ™
! [
POgaioiite rtin i o e e ROt s ka4
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Credit ‘Risk -

» Example: expected loss (EL)
— A bank extends loans to purchase new autos
— Standard interest rate for a 3 year loan is 12%

— On average, 8% of borrowers defaultin Yr. 1, 6%
default in Yr. 2, and 2% defaultin Yr. 3
(“frequency”)

— Average loss {“severity”) of 1/6, 3/6, and 5/6 is
associated with each of these defaults

— What is the EL of this portfolio?

Credit Risk

. Expected % of Expected Average

Bcrrow'ers Outstanding Loss Loss as % of Loan
Defaulting
(A) (8} - (C) = {A}x (8B}
Year 1 8 1/6 8/6
Year 2 6 3f6 18/6
Year 3 2 5/6 10/6

Total 36/6 = &%

7/1/2012




Credit Risk
» A note on expected loss (EL):

EL = Probabllity of Default x Los; leen Default
T or
PD x LGD = EL

vary in response to economic within a range (distribution)

Because both PD and LGD can | ...this causes EL to fluctuate
conditions.... over time.

_Credit Risk

* Food for thought
— Tradltlonai de facto superwsory ratlng system

. Speual Mentlon, Substandard, Doubtful and Loss
* Pass: all other exposures

— May be problematic in certain cases
-+ Implicitly assumes all ‘Pass’ credits share the same PD

* Mandatory reserve percentages {specific or general)
may not accurately 1 reflect bank’s own portfolio....-

. Tends to be backward Iookmg and does not consider

[ e Ry o

IR
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Wh'y.'-Have Rating Systems?

* What is an internal credit risk rating system?
— Number or letter grade represents an assessment
of creditworthiness / default risk
* By individual obligors for wholesale credit
* Either by qbliggr*or poo}_!é\(e! for retail exposures
— Qi_ffg_r_gp;jgtiqh_gﬂfﬂ;ig_k_jaIIows management to
optimize returns .
— Effectively embodies EL/UL concept since ratings
should be a Bsg;ﬂy,for exp_ecrte_d performance

| Why Have Rating Systems?

* Uses of internal ratings (1/3)
— Facility pricing and terms

* What return do we expect for taking on exposure 10 a
borrower rated X’?

— Approval authorities and limits
* Who can approve a loan to a borrower rated X'?
* How much can be approved to a borrower rated ‘X’?

— Relationship management / credit administration
* Does a borrower rated ‘X’ require more attention?

7/1/2012




Why Have Rating Systems?

« Uses of internal ratings (2/3)

e

T
. Are Teserves adequate to cover expected losses.on
borrowers Tike those rated X’?

e A

. Is’cagltal adeguate to covergnexpectedjossesgm

borrowers like those rated X ?

PRIRe—

— Validation of the rating system
* How timely and accurate is the rating for 'X'?

. Doe;"the methodology need to be changed (i.e., does
the system need recalibration)?

Why Have Ratmg Systems'-’

. Uses of internal ratlngs (3/3)

— Portfolio management and reporting
* What is our overall exposure to borrowers rated X'?
« is any concentration of exposure to borrowers rated ‘X’
within our risk appetite?
— Migration analysis and stress testing
et L ‘
= ‘What further loan loss provisions would be needed if alt
borrowers rated ‘X’ migrate to ‘Y’?

7/1/2012
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Why Have Rating Systems?

« How ratings are used in‘the IRB approach

1. internal Rating 2. PD estimation 3. Risk Weight Function
Rating | Borrowers/ FD {LGD} Capital charge {and
grades | transactions - estimate RWA amount)
w B -
0.4
.S t P 03 12,305
H 0.0
g \zg - 5 30,382
g %___: 0.08 142,537
_‘; 4 I~ 0.10 833,665
ag: 5 . 0.20 320,181
=]
g 5] 0.50 278,337
2 TN 1.00 51,003
8 ™ 2.00 19,263
g ' 5.00 3,500

Rating System Design

» High-level aspects of good ICRRS design
— Integration with major phases of credit risk
management (“use test”) (1/3)
* Pricing T
* Provisioning
* Credit management
_* Performance measurement (e.g., RARQOC)
* Portfolio management and reporting
* Stress testing and scenario analysis

i i T i b M IR etscg

7/1/2012
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Rating System Desig:n'V ~

. High-level design aspects (2/3)

— Sound governance
» Board approval
* Clear responsibility for design, maintenance, etc.
* Independent validation of methodology and ratings
» Adequate information for Board to monitor
implementation by management
— Includes all material credit exposures .
= Loans {including interbank exposures} and investments
* Derivatives and structured products

Ratlng System Desngn

* High- |eve| deSIgn aspects (3/3)

— Adequate number of ratlngs to meaningfully

differentiate risk
— Ratings must be accurate and timely
* Dynamic to reflect changes in underlying risk drivers
* Well supported and documented to credit file

* independent confirmation {credit review: function)
Lo
. Consequences if not-

— Ratings are conSIStent and rephcable

12
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Rating System Design

* What is a rating “methodology”?

Quantitative Risk Drivers: Analytical criteria: Rating scale:

* Financial and income * Quantitative 1 A AAA

statement ratios ) {scoring models) 2 B AAA-

« Sources and uses of funds |~ Expert judgment - 3 C Ab+

* Cash flow coverage *‘M@jﬁ[@ﬂ!ﬁ » 4 E AA

* past performance history 5 F AA-
Time horizon: e e D

Qualitative Risk Drivers: * Point-in-time

* Projections / pro-forma - Through-the-cycle Rating definitions:

« Resiliency of repayment T “A horrower rated 1 is...”

sources ’ “A borrower rated 2 is...”

* Quality of management

* Economic [/ industry / “A borrower rated ‘n’ is...”

market conditions

e Ty JLE"‘E..-‘-"E"% :

P

Rating System Design
.,(g_,\‘;u{we' .
» Ordinal vs. cardinal ranking
— Ordinal ranking is a relative risk measure;
. Expresses relative risk without reference to magnitudes
» Examples: ‘BBB’ is riskier than ‘A’; ‘5" is riskier than ‘2’
— Cardinal ranking is an absolute risk measure:
* Comparison of borrowers based on actual riskiness
* Never observéd, only estimated
* Example: a ‘6’ istwice asrisky as a ‘3"; aPD of 4% is
twice as risky as a PD of 2%

7/1/2012
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Rating System Design

*» One- vs. two-dimensions
— One dimensional systems consider anly credit
(default) risk

* Can be used to statistically estimate probability of
default (PD)

— Two dimensional {dual) systems also consider

..-.--._‘_

potential loss (severity) associated W|th{ facility type I

« Can be used to statistically estimate Ioss glven defautt
(LGD)

* Most produce a summary rating that captures bofh

- Rating System Design

* One dimensional rfat'ing;s\/?sfém."_ |

One-Dimensional
Rating Expected Loss

g - e 1%
3 2 2 T 2%
8 3 4%

= 4 ) O 10%
‘ 5 S 15%

14
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Rating .Sysfe'm Design

* Two-dimensional rating system

Two-Dimensional
Loss Given Default (facility)
1 o2 3 4 5
10% | 30% | 50% | 80% | 100%
v E 1 2% 1%
g :g 2 5% 4%
; = 3 10% 10%
g E 4 | 20% | 2%
5 50% 15%

Ratin'g SyStem Design

» Time horizon (1/3)

— Through-the-cycle (TTS) perspective
* Estimates borrower’s condition at worst point in the
economic or industry cycle

* Longer assessment horizon generally means more

stable ratings

PUTS—

- ‘Ratings change due to both borrower conditions and
economic fluctuations

= R Ty ot PR N T e B e e

7/1/2012
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Ratingfsy_stem Design

* Time horizon (2/3)
~ Point-in-time (PIT) perspective
* Borrowers grouped' by expected loss / default frequency
over a precise time horizon (generally one year)

* Given current economic and financial condition, how
Ilke!y is default?

ratlngs .

* Ratings change due to both borrower conditions and
economic fluctuations

Ratlng System Desngn

. Ttme horlzon (3/3)

— Regardless of t|me perspectlve chosen system
should rate expected performance

— Past history alone is not sufficient for this
— Focus is on adequacy of primary repayment
source to generate a sustainable source of cash

— As repayment source weakens, structural
elements may have greater bearing

7/1/2012
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R*atingf System D'é'sign. "

+ Different perspectives for assigning ratings
— Expert judgment: design tends to be more
qualitative
' — Model driven: design tends to be more
guantitative

— Hybrid systems: uses some combination (most
common in practice)

Rating System Design

» Expert judgment
— Genérally one of two types:
- Judgmental systems with quantitative guidelines
* Model-based ratings with judgmental overrides
— Advantage: flexible, can incorporate different
variables based on situation

— Disadvantage: lacks transparehcy, subject to bias,
heavily dependent on rater’s analytical capability

17




Rating 'Syste-m Design

* Model-driven systems
— Rating assignment based on model output

— Model considers statistically significant variables
or risk drivers

- Can include both quantitative and qualitative

factors, but must be expressed quantitatively (i.e.,

numeric score})
— Ratings are replicable once model is set

Rating System Design

- What are credit scoring models?
— Statistically derived type of rating sVSterh
— Estimator of borrower’s probability of default,
expressed as a numeric score

— Widely used in retail credit {e. g , credit cards,
installment loans} - :
« Exposures tend 10 be more granular

* Generally not as useful for wholesale credit since risk
drlvers tend to be more borrower- speaﬁc

7/1/2012
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Rat‘ingSystem_ ‘Design :

* What do we mean by “granularity”?

Partfolio ‘A’ has lots of small exposures;

iy

. . . to predict with some certainty the expected
. @. default rate of the pool. Portfolio Ais mare
@. @ @ granuiar, and typifies many retatl portfolios,

statistical measures can more readily be used :

Portfolio ‘B’ has fewer individual exposures,
but these tend to be much larger;_default .

{unigue} factors to each Portfoho B {518;;:'
“granuiar and tyqu‘ es wholesale portfohos -

likelihood depends more on idiosyncratic

« Pitfalls of model design: _fur

Rating System Design

~1

. v
— Historic data is always too scarce and "dirty”

— Markets, structures and underwriting standards
change over time

— Assumptions simplify reality
— Complexity can obscure reality
— Bias to achieve a lower capital number

All models are wrong, but some are useful!

7/1/2012
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Supervisory Expectations

* No “one size fits all” rating system
~ Two key objectives of supervisory review
* Are ratings timely and accurate?

* Is system effective given bank’s size, complexity,
praduct mix, and organizational culture?

— Proportionality can be challenging to apply
* Requires considerable exercise of judgment

v’» |s mostly an art \‘rather than a science

Superwsory Expectations

. What kmd of ratlng system is approprlate? .

+ Small, less complex bank; * Large, comhlex financial holding

limited or no systemic risk company

* Limited products {mainly » Elements of systermc risk
simpie loans and deposits} ? * Extensive product set spanning
- Low level of risk management . " across many business fines
sophistication - - © rWell develaped credit risk M!S
* Management “knows thelr - . and reportlng

‘borrowers” N . Sophlstncated credit risk

management practices -

T e e e AT TR
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Supervisory Expectations
* Factors to consider in proportionality
—What gets rated? .

* rating systems work best for those types of loans where
subjective analysis is mostneeded
L i 8

— Credit approval and review
» consider how intertwined rating and underwriting are

» consider what degree of separation is possible between
line staff and credit approvers

— Corporate culture
+ consider degree of formality and what is practical

Supervisory Expectations

» Certain standards help ensure an effective
rating process (1/a)
~— Board involvement

* Approves credit policy, which should define all rating
systems and contain guidelines for their use

* Monitors quality of significant individual borrowers
and/or exposures

* Larger or more corﬁplex banks should have reports on
portfolio quality and trends {e.g., migration)

7/1/2012




Supervisqu Expectations

Rating system standards (/4 5’0”5/{99%""'2
— Integration into credit decision-making
* ICRRS should link to underwriting standards

= Pricing and provisioning are most obvious uses
* Simply put, there is no “magic bullet” for determining
whether a bank’s ICRRS meets the “use test”
— Dynamic ratings reflect all material information
* Minimum annual review for all credits

* More frequent review for some (e.g., large, problem,
new, higher risk pass and complex structured credits)

'S'u,pe:r_viso;y;Expectatio ns

Rating system standards 3/4)

— MIS adequately supports and can sdentn‘y
"= “Double downgrades” (A ELS
» Seasoning of ratings
*» Default / loss hisfory by grade - - ,
Ve Rating changes by officer, branch, division

* Ratings migration
yakors, | pte

R v: 4 3 ireaan

7/1/2012
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Supervisory Expectations

» Rating system standards (s/4)

— Self-assessment
« Separate credit review function in larger banks
* Done by internal audit in others — check coverage and
qualification (must have sound credit skills}
— Back-testing
+ Minimum expectation for systems that quantify PD/LGD
. Experience should confirm ratings definitions

* Less sophisticated systems-should demonstrate that
worse ratings exhibit higher defaults / losses

fooi €Y
28, o oy pos

- Supervisory Expectations

. Whét,can go wrong? (1/3)

— Rating system is poorly imglg_rg_ggigg or viewed as

.- a “compliance object”.

e, inadequate definition in credit policy

SLAANCEIR Insufficient / conflicting understanding how to apply
ratings {or by whom)

IO r

= Poorly defined grades or insufficient number to
meaningfully differentiate default risk

+ Little or no use in pricing or provisioning decisions
* No link to compensation or relationship management

s Y L

7/1/2012
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Supervisory Expectations

* What can go wrong? (2/3)
— Unfounded optimism / unwillingness to recognize
problems before they emerge

* “We know our borrowers” isn't good enough

* Practices like “evergreening” can obscure realistic
evaluation of creditworthiness

* Credits should generally not be upgraded based solely
on an improvement plan absent performance

» Rating overrides need to be documented, approved
and properly justified

Supervisory Expectations

« What can go wrong? (3/3) 2

— Poor process controls -

* Inadequate coverage of ratings and/or system design by

self-assessment functions
« Exceptions are excessive or inadequ ater'ju_stified
© » Unsuitable skills of self-assessment funt:tioh (e.g.,
audltors may lack sufﬁment credlt skllls)
. Inadequate back—testang R
. Ratings are not conmstent or repl:c:able ‘
. Inadequate vahdatson of scorlng models

7/1/2012
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SuperViSofy Expectations

 Models: some questions to ask (1/2)
— What are the main assumptions?
— How do these affect the output {ratings)?
— What raw data is used? How is it ”scrubbéd’_’?
— How robust are the ratings 'prodUCed?

“+ Do other similar models produce different results?
= Do final ratings differ from model output? Why?

— Is the model used by management for provas:omng
or capltal allocation?

Supervisory Expectations

« Models: questions to ask (2/2)

— How is the model validated (and by whom)?
‘Model validation is a formal process involving:

Review of developmental evidence (reasonableness of
5 assumptions and overall design)
}

* Benchmarking (comparison with like modeis)

* Back-testing (comparison of model estimates to actual
outcomes)

— How does the model compare to what you’ve see
elsewhere?

7/1/2012



- Thank You!

Martin Guilfoyle

IMF Banki'ng Supervision Advisor
Bangko Sentral ng Pilipinas
Manila, Philippines

(+632) 306.2744 (office)

{+632) 0917.838.3284 (mobiie)

guilfovieim@bsp.cov,ph

Guintubdan Falls, Negros Occidental
(Philippines)
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Earnings Analysis: Indicators
and Techniques

July 2012

Asia Pagific Economic Cooperation Forum — Financial
Regulators Training Initiative

Bank Analysis and Supervision School
Manila, Philippines

Importance of Earnings to Bank
Performance and Analysis

Earnings (profitability) are a fundamental
indicator of management’s skill in
running the bank.

- _Profitability adds to capital, which is the single
most important indicator of a bank’s financial
strength.

- Profitability also makes sharenolders mare willing
to invest additional capital in the bank, if
required.

— Profitability enhances liquidity by increasing net.
_cash flow and jnspiring depositor confidence..

July 2012 APEC-FRTI: BASS




Relation of Profitability to
Other CAMELS Components

Asset Quality affects proF tability. weaker loan quality requires higher
loan-loss provisions (an expense)

s NG nhu
) - Capital affects profitability: higher capital may Iow’er borrowmg costs,
Cpey i;,‘r._'}; ':.-:a"f‘,'f:u 8 ingreasing net interest mar gln"‘hlgher cap:tal atso increases earning

powar by increasing excess of inferest-earning assets gver interegt-_
_bearing Jigbiflties

Profitability affects capital: higher profitability adds to capital directly,
and makes sharsholders more willing to invest mare capital

Liguidity affects profitability: higher liquidity may jower borrowing costs
Profitability affects liquidity by increasing net cash flow

Sensitivity to market risk affects profitability by the classic tradeoff:
higher, unstable profits {mare risk} vs. lower, stable profits (less risk)

July 2012 APEC-FRTI: BASS 3

Foundations of Profitability Analysis
{(10f2)

Profitability indicators arem\

measured over a period of time, not at ane point in
time. The period of time must be specified in the
analysis.

Profitability indicators must be standardized -
because banks differ in size and time periods differ
in length. Normally, profifability and its components
are measured as a percentage of average total
assets (or capital) and annualized.

Example: Return on Equity (ROE). Profit over a certain
period, say 3 months, as a percentage of average total
capital over the same period, multiplied by 4 to annualize

July 2012 APEC-FRTI:.BASS 4




Foundations of Profitability Analysis
(2 of 2)

Profitability components can be analyzed for their

— Level (strong, weak, or average)

—~ Trend (getting better, getting worse, or staying
about the same)

— Stability (same from period to period, or wildly
fluctuating)

~ Comparison to similar banks (péer group— helps

to develop a sense of what is a *riorma value or b /-_ A VL —
range for a profitability indicater_in a given banking
g - . N . { I" e Fo fomteg
system, and identify outliers for further analysis but heve |
July 2012 APEC-FRTI: BASS 5

b

Return on Assets and lts
Composition: Goal of Analysis

Return on Assets (ROA): profit divided by
average total assets and annualized

Goal of all earnings analysis is to explain
why ROA is high or iow, where it is
going, why and how much it fluctuates,
and how it compares to similar banks.

it

To do this, we need to decompose ROA

into its constituent componénts with a
profitability model,

July 2012 APEC-FRTI: BASS 3
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The Profitability Model:
The Parts of ROA (10f3)

(All amounts expressed as a percentage of average total assets and annualized)
Net Interest [ncome

Fees and Commissions

Net Trading income (possibly)
- Operating Expenses

+ o+

= Subtotal: Core Income
- Net provisions for loan losses

+ Net gain (loss) from mark-to-market
adjustment on securities, derivatives, etc.

+ Other op income — other op expense (net)
(grwrlent )

Subtotal: Ngt Operating Income

July 2012 APEC-FRTI: BASS

The Profitability Model:
The Parts of ROA (20f3)

Subtotal: Net Operating Income

Net gain {loss) on sales of.securities, fixed

assets, repossessed assets, real estate held

for investment, efc.

Net gain {loss) from revaluation of assets,

liabilities, and off-balance sheet items due to
llies, and oli-dalance sne

‘foreign curréncfluctuations

it

+

+

Subtotal: Profit before taxes
-- Corporate profits taxes

= RETURN ON ASSETS

July 2012 APEC-FRTI: BASS
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The Profitability Model:
The Parts of ROA (30f3)

= RETURN ON ASSETS

The above profitability model conveniently summarizes
incomes and expenses into 10 components (some
of them net) and 4 subtotals — a useful simplification
for analytical purposes

For each, analyze level, trend, compare to peer

{There are other ways fo calegorize
incomes and expenses, and
analysts sometimes disagree

on definitions. Consult your own
regulatory authority for guidance!)

July 2012 APEC-FRTI: BASS 9

The Profitability Model:
Core Income (1 of 3)

Core income: the regular, recurring profitability from a
bank's basic activities of taking deposits, making loans
and investing in various securities; providing services for

~ customers that earn fees and commissions; trading
securities, derivatives, and foreign exchange (possibly);
and incurring various operating expenses.

ple wad ovEy "’icfﬁi £,
Key words: regular, recurring, basic ’

Whetherngt trading income should be included_in core.
income or not depends on its stability!

D
~7 A 'tfft"!""" s YEC G gr
Excludes provisions, net gains on asset sales '

Benchmark varies, traditionally 2 percent of average assets Lis s
R

July 2012 APEC-FRTI: BASS 10




The Profitability Model:
Core Income (2 of 3)

A variation on the Core Income concept is the
Efficiency Ratio:

.o ;@W '
= (Net Int Inc + Comm/Fee Inc + Net Trading Inc)/
Operating Expenses

(Sometimes expressed as its reciprocal — the

“inefficiency ratio”]

@ Measures the amount of extra core income a bank
_gets for one dollar (peso, yuan, won, baht, etc.)
extra of operating expenses_\\ /i

The higher this ratio, the more efficient the bank

July 2012 APEC-FRTI: BASS "
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b mg-ct/“-- rwm‘-’?“l‘ ;,‘16\,/ FLopod

The Profitability Model:
Core Income (3 of 3)

?

Why aren’t provisions included in core income?

A. Banks should be making regular, recurrent provisions. But
few do. Provision expense tends to show sharp peaks - often
after on-site examination — and troughs (near the end of the
year when some banks “adjust” provision expense to meet
earnings targets). ]

July 2012 APEC-FRTI: BASS 12




The Profitability Model:
Core Income (conclusion)

Core income must be sufficiently HIGH and
sufficiently STABLE to handle normal and
unusual provision expense.

If core income is weak or negative, there is
very littie chance the bank will survive.

There are not any reliable sources of
income left for the bank!

July 2012 APEC-FRTI: BASS

] We:ghted avera_'ge interest ratebn*lEA

The Profitability Model:
Analysis of Net Interest Income (1 of 9)

We can analyze Net Interest Income, just like we looked
at the individuat parts of ROA...
N = interest Income - interest Expense
And, in turn, Il and IE can be separated into
determinants, and each one can be analyzed for

level, trend, and peer group comparison:

It = amount of interest-earning assets x

ﬂ"lqu; Sy 9”' (u:;fk,}
IE = amount of |nterest-bearmg liabilities x ¢
.‘werghted averagea n;tprest ratg’on IBL\’ stryoil lpre ar Vs b 5“{,0:
[
July 2612 APEC-FRTI: BASS '
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The Profitability Model:
Analysis of Net Interest Income (2 o4

Special names and relationships exist among
these components of net interest income:

Wetghted average interest rate on |IEA or iBL:
flds BT g Veldd e bekid
I
/ Yield on IEA (YA) - Yield on IBL (YL):
Spread

(IEA —IBL) / IEA:
Net Interest Position {Earning Power)

it can be shown that Wi {as % of avg. 2esets) =
f(Spread, NIF, IEA/Avg. Assets)

July 2012 APEC-FRTI: BASS 15

The Profitability Model:
Analysis of Net Interest Income (3of4

Fakes \Take a closer look at the spread — 4 scenarios:
£ - 1. High YA, High YL — average spread
2. Low YA, Low YL — average spread
3. High YA, Low YL — high spread
4. Low YA, High YL — low spread

. 1and 2 are not equivalent - why?

In general we are concerned by a high_

- YL - could mean bank is having trouble
_attracting funds

Aggregate spread of banking sector often
used as index of competitiveness

July 2012 APEC-FRTI: BASS 16




The Profitability Model:

Analysis of Net Interest Income (1014

Take an even deeper look at thej‘éprey.{.
. "*V-{;/,f

Understand the factors that influence YA and YL:

If YA, for example, is high relative to
peer group, look at two determinants:

1. Composition of IEA - is bank LT
investing more haavily in assets that typically ear
higher rates?

2. Yields on individual types of IEA — is bank charging or
coliecting higher interest rates on certain assets?

n

July 2012 APEC-FRTI: BASS 17

The Profitability Model: Analysis of Net
' Interest Income (conclusion)
Net Interest Income will be favorable if:

Spread is high

Net Interest Position is high

Bank has high IEA relative to T4

Or some combination of above

Necessary to analyze all above components
to understand why NIl is weak or strong!

July 2012 APEC-FRTI: BASS 18




The Profitability Model: Other
Components of Core Income -

Fee and Commission Income:

— Includes fees for issuing guarantees, letiers of credit,
performing payrol services, plus service charges on
deposits, late fees on credit cards, etc. d

— Depends mostly on the level of competition and the
overall level of economic activity

Net Trading Income: e
- Depends on Volum > of trading activity, ’Avolati!igg_,of
prices of securille/: derivatives, etc., and skill of
traders -

Operating Expenses...
July 2012 APEC-FRTI: BASS 18

The Profitability Model:
Operating Expenses (10f2)

Banks cannot control general level of interest
rates, exchange rates, level of economic
activity, state of competition...

BUT:

Banks have STRONG control over their
operating expenses.

Excessive operating expenses, relative to
similar banks, reveal poor management.

Tell banks if operating expenses are high!

July 2012 APEG-FRTI: BASS 20
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The Profitability Model:
Operating Expenses (2of2)

Operating expenses (also called “general and
administrative expenses”) consist of:
-~ Personnel expenses
-~ Rents
— Utilities (including telecornmunications)
- Marketing expenses
— Professional service expenses {auditing, legal, security)
— Depreciation on fixed assets
- Staticnery, postage, other office supplies
— Amoriization of intangible assets

If operating expenses are high or rising, determine
the cause — which component?

If personnel, calculate average salaries or number
of employees/TA and compare to peer group

July 2012 APEC-FRTI: BASS 21

Summing Up: Threats to
Profitability

Profitability model can be used to organize our understanding of
the threats to profitability:
Nil is threatened by:
- Nonperforming loans {(decreases NIP}
- Unfavorable interest-rate movements (if bank is
exposed to interest-rate risk) (decreases spread)
Fee/Commission income is threatened by:
- lIncreased competition
— Decline in level of economic activity
Operating expense is threatened by:
— Lack of proper control over expenses, poor budgeting
Provision expense is threatened by:
— Rise in nonperforming loans {increases necessary expense)
Net gain/loss due {o exchange rate fluctuations is threatened by:
- Unfavorable gxchange rate movements {if bank is exposed to FX risk)
July 2042 APEC-FRTI: BASS 22
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Profitability is a window on
management’s success or failure!

Jduly 2012 APEC-FRTI: BASS
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Cap|tal Standards-‘f~
Why Do They Matter:v
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o N TD‘is‘cjla’i mrefr' ”
The views expr sed in thrs pres € '"‘"‘atlon are -
-solely those of th .ipresenter and donot
:necessarfly reflect the views of the Internatlonal
Monetary Fund, the Bangko Sentral ng
Pilipinas, or of any other organization.
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Why superwse banks'-’

Hlstor:cal perspectwe ST

Evolutlon of ca pital standards

Basei Cap|tal Accord (reference) DR
- —Piftarl: measurement approache5
= Plllar2 superwsory rewew PR

lmplementatlon challenges
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o Most: banks havean _
/ ~ inherent money—makmg '
advantage in noﬁnal
" times’ when theyleld ,
- curve’is upward slopmg -
““but times aren’t always
normal"

A

Why Supervise Banks?

Prices and markets are volatile”

Ome Y am Dfausk Ratrs

N / _ ~ Volatility represents

" uncertainty, which gives

Led LBOR: { Mot 1 Sellary "-""——‘——7. - = Lo .
I rise to risk,_As financial

w \ 4 intermediaries, banks

Oll Prices, 2006-2008
WK L sy et

trade’in commodities
-with volatile prices (e.g.,
money).




Why Supervise Banks?
- Historic data-and'}'ri‘s-k:;éé‘t‘i_métion

*No matter how much data we
have, there will always be
catastrophic events that aren’t in
the data set, so won'’t ever be
estimated by our models.

Why Supervise Banks?

* Leverage and return:

VlllBahkof
© %74 Reckless® " ‘Prudence
Capital - $10° .  i:%90

Deposits “$10
Total - ..$100 7 %100
Net© o
“Income -
'ROE

As supervisors we are keenly
aware that banks are users
of —and critically depend on
— other peoples’ money
{mainly their depositors’).

7/1/2012
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* Why Supervise Banks?

. Pay.;m:eni:;s“’éna“éetf'le'rﬁehfs

Adverse developments in
;one market orJunsdlctlon
can have unantrcnpated

spillover effects on others.

{and potentlally disastrous)

_ Why Supervise Banks?

* Hence our concern with cépit‘él | |

‘ —Shock absorber cushlons agamst Ioss

— Need for “skin in the game” *
- Malntam dep05|tor confidence W
— Reduce likelihood of financial contaglon

— Lender of Iast resort and dep05lt insurance create

moral hazard

—Market‘forces aren’t aIWays enough to ensure -
adequate capitalization

7/1/2012




. Whv5uperV'SeBanks? |

. But how much capltal should banks hold?

make money :

—~ But there'is an inherent trade-off:
» Risk-taking furthers economic development
* Too much risk may lead to failure
— As supervisors what we seek to determine is the

level of capital that is appropnate for a given
institution

| Histo riq_al .Perspe_c_tive'

. Improvements in rlsk measurement practlces
- Appllcatlon of modern portfolro theory (MPT)
- Expanded use of quantlftcat:on techmques '
- Emergence of VaR as a standard methodology |
| Introduct:on of new products for: managmg r:sk
| e Better and more con5|stent data coIIectlon -

": — Competltlve pressure => need to: relate ca pltal
levels to. rlsk/ return - AEE

o — Development of RAROC and economtc capltal

7/1/2012
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Hlstorlcal Perspectlve

. Movement toward rrsk based superV|S|on
— IVIore dlsclosure / market diSClpllne
- Falr value accountlng and’ transparency -

. —PCA framework VS. forbearance m response to
fma nCIaI crlses :

— Greater focus on corporate governance

— Prmc;ples- vs. rules-based regulatson’ Baskt.
Internallzatlon of risk management culture

- Emphasns on capital plannmg and management

H|stor|cal Perspectlve

. Shock thera py along the way
' —1987: “BlackMonday” -
-~ 1992 Sterhng/ ERM crisis -
—1994: ‘bond- market crash / Mexncan peso devaluatlon
— 1997: A5|a fmanCIal crisis :
. < 1998: LTCM /Russnan debt default -
~— 2001: "U.S.terrorist attacks / Argentine debt default
‘— 2001-3: tech meltdown / U.S. corporate frauds -
- ~2007-9: subpr:me and liquidity crises / credit contraction
- 2010-7: Eurozone banking-/ sovereign debt crisis

7/1/2012




Evolution of Capital fiS'tanda rds
. Basel Commlttee on Bankmg Supervnsmn 72

— Created by the G 10in1974; housed at the Bank
for Internatlonal Settlements (wwwibiis.org)

— Representation from central banks and supervisory
agencies globally

— No formal legal existence or permanent staff

— Serves as supervisory forum and issues standards,
recommendations and guidelines

— These do not have the force of international faw;
national adoption is discretionary

Evolutlon of Capltal Standards

. Base[ Commlttee {2/2) o ,
— Flrst major ef'fort was’ the Concordat (1975) thlS
closed gaps in superws:on of globally active banks
— Second major activity is promulgatlon of

superwsory standards this: cu|m|nated in |ssuance
of the Basel Core Prlrmles (1997)

— Thlrd area of focus has been capltal adequacy
, standards

- Macro prudential superv:smn IS a currently
emergmg area of great mterest

TR AN 5 S WL Ay e o= oo T R -
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Evolutlon of Capltal Standards

. Basel Capltal Accord (Basel I 1988)
$ 1

‘Basel | only expl|c1tly conSIders o
credit risk, using simple risk
, ,welghts ‘to derive minimum

B requnred capital. Though ,
- simplistic, it largely achreved the
~ ‘Committee’s objective of
globally harmonizing capital
adequacy standards. -

0% 20% 50% 100%

- Recognltlon of bllateral netting agreements (1993)

Evolutlon of Capltal Standards B

. Major modlflcatlons to Basel 1
Inclusnon of general ioss provisions as capntal (1991)

_ Market Risk Amendment (1996)
|nc|usnon of capltal charge for market risk

. Acknowledgement of growmg proﬁle of thrs rrsk at: many
bariks ‘ . : :

. Allowed for inclusion of banks own- estimates (model ‘
results) as dl’lVEl’S of capital charge




Evolutlon of Capltal Standards

. The New Capltal Accord (Basel II 2005)
Inciusnon of. capltal charge for operatlonal risk

— More nsk sensmve measurement of credit risk

— Menu of choices for measuring credit, market.and
operational risk

— Greatly expanded scope for use of banks’ own
model estimates for determining capital charges

— Three Pillars of minimum capital, supervisory
review and market discipline

Eveglu_tion .of Capital Standards

« The :Ne-\')\( Capital Accdrd((z_/gz)_,__‘ L

I LOO=4P%}

CAI: Salnp 600 ——Cas: Seige B¢ Aol

" 0% 20% 50% 100% - More sensitive credit risk weights.

SRR s ¢ e A

TR R < L T T T
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Evolutlon of Capltal Standards

. The New Capltai Accord 3/3)

— Recogmtlon that other rlsks also |mp|nge on
capital adequacy '

? Some of these. risks cannot be readrly quantlfled

_(e.g., reputational, strateglc IIqUIdlty] but are -
“nonethelessreal ' ,

7— Seeksto internalize capttal management and
plannmg asa Board and senior management '
responsibility - '

— Formal recognition of disclosure:

Evolutlon of Capltal Standards |

. Basel 1 (2010) o A _

- Alms to lncorporate Iessons learned from the |
recent flnanClaI crisis
— Inclusion of regulatory standards for measurmg
and monltormg liquidity risk

— Redefinition of certain types of ellglble capftal to
.enhance overall quality .
— Introduces methodology for countercychcal
_provisioning

7/1/2012
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Evolutlon of Capltal Standards

. Recap

- Nature of. nsks banks face (and markets in WhICh
“they operate) have changed markedly over time

-—Ongo:ng development of risk management as a
separate discipline

— Capital standards emerged from a desire to level
the international playing field

— Supervisors are now more focused on internalizing
risk management and ensuring capital alignment /
adeguacy

N g 7 <, e ?tﬂ“l@ -
Panks drwos (heid yrote f- 5 Py v

‘Basel Accord Schematic

The Three Pillars

Pillar 1 Pijftar 2 : Pillar 3
Minimum Super’.-'sorv Market
.| Capital Requirements |’ Review Discipline
i P Process
{Largely rules-based) [Principlee;l?ased) . {Mix of rules and -

. principies}
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Measurem'ent Approaches

Menu of Prllar 1 measurement approaches

Measurement Approaches

. Standardlzed approach

= Uses “standard” rlsk WEIghtS |
* Relies on external ratings where available
* Broad national dis‘cretioln'a’vlrlowed in application
— More rtsk—sensmve in theory, but:

* Obvious shortcomlngs with reliance on external ratlngs
(tlmelmess accuracy, lack of avariabiltty, mlsallgned
incentives, etc) ’

* Burdenon superwsor to evaluate external rating
agencies and methodologies

7/1/2012
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MeasurementpApproach‘es

. Emergmg market

imp m{entatlon issues -
- —Low (or even nonextstent -

externa} ratmgs

S Ablhty of bank’s mternai systems and processes
Ctor
R Monitor ratings changes
* Collect, aggregate and classify all credit exposures
— “Off the shelf” solutions usually need customizing

— Temptation to substitute external ratmg for proper
. due diligence

Measurement Approaches

. Internai Ratmgs Based approach (IRB}

‘ —Two varlants Foundatron (F IRB) and Advanced
(AIRB) Ta T -
e Rehes heavuly on banks own estlmates :

. ls in-fact: jUSt a styllzed ver5|on of a VaR model based on
EL/UL concept - v S

. ‘Subjec’t to superv;sory approvai very detalled
" reqwrements for both banks and superwsors

. Adoptlon must be for an entlre banklng group

7/1/2012

14




|

Measurement Approaches'

"Varlatlon in’ losses —} Ioss dlstrlbutlon -

L

isserats

A o Frequency -
" Source: BCBS R - L.

Measurement Approaches

- |nterna| Ratmgs Based (|RB) approaCh
i Uses three parameters to determine risk welght

~ and associated capital charge
"« Probability of default (PD)
* Loss given default (LGD}
= Exposure at. default (EAD)
— Source of inputs varies:
* Supervisor provides LGD and EAD in‘F- IRB
« Bank estimates all three ‘parameters in A- IRB

7/1/2012
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Measurement Approaches

* Why do. IRB parameters matter?

— These are the mputs used to estlmate EL and UL,
which in turn determine the capital charge

b
b

- ‘

EL(inS, € ¥, £ ..) = PD*LGD * EAD

EL (as % of EAD) = PD * LGD

UL = f(PD, LGD, EAD, M, R)

Measurement Approaches

Probabiity of default {PD)

. Comparlson ofapproaches

Appreximated via Banks’ own

Banks’ own

fixed EAD

external ratings estimates estimates
ST T L] . Fixed LGD {45/75%);
e 2w ool Expanded list of t _/ o Banks” own
- Loss given.default (LGD) - . expanded list of )

U0 | CRM instruments estimates
i RN CRM
Credit conversio
Credit conversion factors far off. B/; Banks’ own
factors for off-B/S ! estimates

Not expliciti
ot explicitly Generaily 2.5 years

Generaliy between

recognised

recognised 1 -5 years
Not explicit!
plcitly Preset Preset

7/1/2012
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"+ Foreign exchange 4
e Equity ‘N
. Commodltles o A
~« Options - o

v Standardlzed approach
T Internal models approach

R Ftvetypes of market. FISkeaddFESSEd

- Interest rate

3
i
(IR W I 1

Measurement Approachesi} o
K Market risk -
.' —-Two measurement methodolog|es

Measurement Approaches

| “';Market I‘ISk Internal Models approach (IMA)‘ |

—Su perwsory approval

—Subject to certain genera! criteria and other minimum -

standards

.= Qualltatlve'stand‘ards

« Designed to ensure risk management systems are
- conceptually sound-and: lmplemented WIth integrity

- Quantltatlve standards

.= Designed to ensure that models are rigorous and
-appropriate

7/1/2012
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Measurement Approaches |

. Internal Models approach (IMA)
- Stress testing S :
* Must also be |ntegrated into this approach
- Model validation

= Establishes minimum standards for independent
internal model validation

— External validation

* Ensures external verification of internal validation,
model formulae, back-testing, etc

Measurement Approaches

. Internal Models approach (IIVIA)

— Market Fisk i in most emergmg markets :

el typlcally modest reiatlve to other kinds of. nsk
- (notably credlt) - -
e Markets are often underdeveloped W|th relatwely few
mstruments and Ilmlted tenors R
. Emerglng markets tend to be prone to sporadlc |IC|UIdit\/
“zaps’ 'and poor prlce dlscovery o -

7/1/2012
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Measurement Approaches\ |

. Operat:onal r!sk

— Three approaches

- '+ BasicIndicator’ (BIA) 15% of gross mcome for past
three years ' ~

Standardlzed also used gross lncome but based on
erght business Imes with dlf'ferent scallng (”beta”)
factors ranging from 12 -'18% ‘

- Advanced Measurement (AMA) applles a VaR
' methodology to Ioss experlence and other data

Measurement Approaches |

. Advanced Measurement Approach (AMAL_L]A

~—Focusison both risk measurement and rlsk
" ‘management '
— Key components
= Internal data {seven loss event types)
< External data
"+ Scenario analysrs _
"~ Business environment and mternal controls '

7/1/2012
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Measurement Approaches'

. AIVIA Ioss event types
L. -':Internal fraud
e External fraud

«Em ployment practices and workplace safety
" Clients, products and business practices
« Damage to physical assets
* Business disruption and system failures
» Execution, delivery and process management
— Many supervisors encourage banks to collect this
information even if AMA is not currently offered

Measurement Approaches

 Actual :
-distribution -

oy e

Estimated -
distribution_' -

-,
.,
- e, )
. i
-,

e . Expected Loss - ;3l:inexnected iqss a i;. 99%

7/1/2012
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(? hé‘t[
SuperwsorysRewew Process

'Plllar 1 does not cover aII rtsks

- Some aren ‘t Fully: captured (e ., concentratlons)

— Some aren’t addressed at 3l (e.g., I:qurdlty rlsk]
CL= Factors externa| to the bank {e:g., business cycle eﬂ’ects)

e Bank is responsnble for internal capital

~ adequacy assessment process (ICAAP): -

- — Material risks are approprlately |dent|ﬁed measured
momtored and controlled : o

- Risk proﬁle is-aligned to bank’s capital

— Capital remains adequate ‘now, in future and under some -
Ievel of stress

Four Key Prmaples

Plllar 2 'k _ f ; - Banks have theu own mternal
' °. capital adeguacy assessment -

process (ICAAP) ‘
' Supervisory review of ICAAP;
~appropriate action if necessary
-+ Banks should operate above
" minimum capital levels supervisor
‘is-able to legally reqmre this

Superv;sory mterventlon at an early
stage to prevent capltal falling
below minimum; rapld remedial
actlon

'A

ﬁ-ﬁ-"

7/1/2012
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‘Assessment of Cap|ta| Adequacy :

Re\new of ICAA‘PT':

uperwsors sho uld re\new process ‘to determine’ that
a p\ta! targets are comprehenswe and relevant '

.j,-f;;If;;_Are capltal levels are. properly monitored and rewewed

by senior management?

— s composition (quality) of capital is appropriate to

overall risk profile?

— Linkte CAMELS/RAS or srmniar supervisory rating

- methodology

Rewew of ICAAP

Adequacy of r;sk assessments

' - ,'Assess degree to whtch mternai targets cover all materlal

risks‘faced’ by the bank

— Burden of proof is on bank to demonstrate reasonable :

L ;matenallty standard

= Assess adequacy of. rlsk ‘meéasures and how these are B
"~ -operationally used in setting limits, evaluatmg

- performance and contro||mg rlsks a7

R Frderi ey

7/1/2012
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Rewew’ of ICAAP

. Scenano and stress testmg
“Severe but pIausane standard '

~ Framework must be flexible, tﬂnimtc_and adaptlve to '
“Taidihibinpm el ———
changes in environment and busmess

C = Durataon and magnltude should be conSIdered m I:ght of
‘recent f:nanc;al crisis . '

~ Tests should con5|der mterre]atlonshlp of nsks L

= Results should be communrcated to Board and senior -
. management :

il

Rewew of ICAAP

e Assessment of Control En\nronment
- -'-Ensures integrity of the ICAAP

1:'—'_ . ,jSuperVISOrs should con5|der quality of MIS how ricks are’
" aggregated, and management’s record in respondmg to.
" emerging or changing risks - :

= Capital should be determined according'toxrisk p'rofile

and adequacy of rlsk management process and mternai
" controls ‘

23




Basel |II and quuldlty

More formal treatment of |iQUIdlty r:sk:._i\;; |

N ntroduces mlnlmum hqundlty standards and
momtormg tools o
% Liquidity coverage ratio (LCR)
_.* Net stable funding ratio (NSFR)

- Contractual maturity mismatch

+ Concentration of funding

* Available unencumbered assets

* LCR by significant currency

y Market-related monitoring tools

Basel n and L|qu|d|ty

o Why is ||qU|d|ty a|so cruc1a| for survwal'-J

) L:Rise’inﬂrﬁaﬂ"(e_t-: '
- volatility -

| .Exogenous shock

| .Var fimits of g
;| some firms are .| .

AR T Several
. VaRIlmits )

~firms self -
.of more - o /.. same -
Market volatility and .~ © asset(s) at

. fm-ns h|t

B _thesame |

" .correlations rise . e :
S SN C ol time. .

7/1/2012
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v Gugma

o lmplementatlon ChallengeS'

. Supervusory lssues S

= Proport|onal|ty hard to deveIOp consnstent
approach that spans smaller / s:mpler flrms up to
- large complex ones <

‘ ',);— Resources: expertlse in reviewing banke’ ca pttal

) assessments need development /strengthenlng
~ — Home- host coord;natlon. c,poperatlonfbe‘tween
supervisors is more essential than ever
— Other legal/ regulatory impediments |

'- lndustry lssues | o

Implementatlon Challenges

— Many bankers have dlfflculty mov:ng beyond a
' comphance mlndset

- Early focus on Plllar 1 remforced thls mlndset

— Requ1resa parad:gm shlft m some banks cosmetic
lmprovements (e. g |n lT 1nfrastructure) aren t
enough L R

- Concern over level playmgfleld across mult|ple
jurisdictions :

7/1/2012
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Implementation Challenges

. Technlcal |ssues i
- Treatment of dlversmcatlon , .
- Standards for what constitutes a mater:al r:sk”
— Qualitative assessment of certain risks
— Stress testing and scenario analysis
~ Definition of systemic importance (SiFls)

Dialogue with industry
— Critical for successful implementation

~ Thank You!

Martin Guilfoyle

BangkoVSent-ral ng Pilipinas

¥ ‘Manila, Philippines -

| (+632) 306.2744 {office)
{+632) 0917.838.3284 {mobile)

! guilfoyleim@bsp.gov.ph .

. "S'a-ba-rig_.Beach, Palawan (Philippines). " -..

IMF Banking Supervision Advisor
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