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Chapter 1

General Guidance Notes

Section 1 - Introduction

This guidance applies to deposit takers holding either Class 1(1) or Class 1(2) licences, jointly
referred to in this document as both ‘deposit takers’ and ‘banks’.

The Isle of Man reporting forms are primarily required for supervisory purposes although certain
industry statistics may be collated from them.

Attention is drawn to Rule 5.14 of the Financial Services Rule Book (“the Rule Book”) which
requires that the external auditors of the bank select and verify one set of the reporting forms
(other than a set that coincides with the deposit taker’s annual reporting date which has been
submitted to the Isle of Man Financial Services Authority (“the Authority”) during the relevant
accounting period, to the accounting books and records of the bank.

Section 2 — The Reporting Forms
Banks incorporated in the Isle of Man

Rule 2.20 (1) states that a bank must prepare deposit taking returns and Rule 2.20 (4) states that
the deposit taking returns must be in the format specified by the Authority, containing the
information required by, and calculated in accordance with, the specifications. For the purpose of
Rule 2.20 (4) the Authority has specified the following forms as being a set of deposit taking
returns, which should be completed as set out in this guidance note:-

(i) Form SR-1A — Balance Sheet Assets, Liabilities and Off Balance Sheet items
(ii) Form SR-1B — Credit Risk

(iii) Form SR-1C — Operational Risk

(iv) Form SR-2A — Capital and current Period’s Profit and Loss

(v) Form SR-2B — Large Exposures Reporting

(vi) Form SR-2C — Capital Ratios and Memorandum Items

(vii)  Form SR-2D — Leverage Ratio

(viii)  Form SR-3A — Liquidity Risk

(ix) Form SR-3B — Interest Rate Risk

(x) Form SR-4 — Market Risk (FX and gold, commodities) and Settlement Risk
(xi) Form SR5A — Analysis of all drawn loans

(xii)  Form SR5B - Loan arrears, impairment and write off

(xiii)  Form SR5C — Loans by Industry, sector & geographical categories

If insufficient space is provided within a particular section of the electronic reporting forms, an
appendix should be submitted to the Authority in electronic or hard copy format. The template
forms are shown on the Authority’s website.
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Banks not incorporated in the Isle of Man (“branches”)

Rule 2.23 (1) states that a branch must prepare deposit taking returns and Rule 2.23 (4) states that
the deposit taking returns must be in the format specified by the Authority, containing the
information required by, and calculated in accordance with, the specifications. For the purpose of
Rule 2.23 (4) the Authority has specified the following forms as being a set of deposit taking
returns for branches, which should be completed as set out in this guidance note:-

(i) Form SR-1A — Balance Sheet Assets, Liabilities and Off Balance Sheet items
(ii) Form SR-2A — Current Period’s Profit and Loss(i.e. excludes capital section)
(iii) Form SR-2B — Large Exposures Reporting

(iv) Form SR-2C — Memorandum Items (i.e. excludes Capital Ratios)

(v) Form SR-3A — Liquidity Risk

(vi) Form SR5A — Analysis of all drawn loans

(vii)  Form SR5B - Loan arrears, impairment and write off.

(viii)  Form SR5C — Loans by Industry, sector & geographical categories

If insufficient space is provided within a particular section of the electronic reporting forms, an
appendix should be submitted to the Authority in electronic or hard copy format. The template
forms are shown on the Authority’s website.

Section 3 — Submission and Enquiries

Reporting forms should be prepared based on the information as at either the last working day, or
the last calendar day, of March, June, September and December.

In addition, if the bank’s financial year-end falls on a date other than one of the above days, a
further set of reporting forms should be prepared as at the close of business on the last day in the
financial year.

The reporting forms should be submitted in electronic format. The Isle of Man responsible
officers are responsible for the completeness and accuracy of the reporting forms, but the
electronic signing may be undertaken by another employee of the bank, as approved by the
Authority. The reporting forms should be submitted within one month of the reporting date to
which they relate.

Banks are reminded of the importance of submitting all reporting forms within the prescribed
time scales and of informing the Authority, in advance, of any difficulty they may have in meeting
a deadline.

Incomplete, inaccurate, misleading, or late submission of reporting forms is often an indication of
weak management information, or poor accounting systems. Thus, such occurrences could lead to

the Authority requesting that Reporting Accountants be appointed to provide an explanation.

Enquiries regarding the completion of the reporting forms should be addressed to the Banking
team within the Banking, Funds & Investments Division at:

Page 4 of 218



Isle of Man Financial Services Authority

Isle of Man Financial Services Authority
P O Box 58

Finch Hill House

Bucks Road

Douglas

Isle of Man

IM99 1DT

Tel: +44 (0) 1624 646000
Web: www.iomfsa.im

Section 4 - General

4.1

4.2

The bank / reporting bank

This is normally the entity that has been issued with a class 1(1) or class 1(2) licence under
the Financial Services Act 2008. It includes branches in this context.

Currency convention, rounding, and sign convention

The forms must be completed in sterling. Sterling denominated business is separated from
other currencies in some sections of the reporting forms. Other currency business must be
reported as a sterling equivalent figure calculated using the middle market spot rate in the
London market at the close of business on the reporting date, or as close to that time as a
bank’s system will allow. For transactions, the rate ruling at the time of the transaction
should be used.

Banks that account in a currency other than sterling should convert to sterling.

Figures reported should be to the nearest thousand pounds sterling (but omitting the
“£'000s” - e.g. £5,678,123 should be reported as 5678). Rounding should conform to the
following convention: £1,001 to £1,499 round down to £1000 (i.e. report as 1), £1,500 to
£1,999 round up to £2,000 (i.e. report as 2). Decimal points must not be used. The cells
are formatted not to show decimal places and do not recognise decimal points.

Where a nil balance is recorded do not enter anything in the relevant cell.
The software automatically calculates the figures reported in some cells of the reporting

forms. Generally, figures should be reported using a positive sign convention unless
otherwise stated in the specific notes for completion of each form.
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Consolidated returns

Consolidated returns (in relation to banks incorporated in the Isle of Man, and in addition
to solo returns that must be submitted) will normally be required in the following
circumstances:-

e Where the bank has provided substantial finance (other than share capital) for
subsidiary companies or where it carries on a significant part of its business through
subsidiary companies;

e Where the bank has a material subsidiary that is a licensed bank in the Isle of Man
or elsewhere; or

e Where the bank has a material subsidiary that conducts financial services business
in the Isle of Man or elsewhere.

The requirements should be discussed and agreed with the Authority in advance.
Transactions to be reported

The reporting forms should relate to all transactions where the bank has acted as principal
in a non-fiduciary capacity (i.e. where the transactions pass through, and are recorded in,
the accounting records of the bank). See also item 4.5 below.

Fiduciary Deposits

Where the bank acts in a fiduciary capacity (i.e. placing funds with another institution in its
own name on behalf of a customer) it should not show the transaction in its balance sheet
but in row E of Memorandum Items in Form SR-2C.

Relationship to audited financial statements

The reporting forms sometimes require items to be treated in a way that differs from the
bank's practice for preparing its financial statements.

Netting

Debit balances should not be set-off against credit balances unless a legally enforceable
specific netting agreement is in place between the bank and its counterparty or customer.

Note: A current tax asset and current tax liability should only be offset by a bank where it
has a legally enforceable right to set off the amounts and it intends to settle them on a net
basis. If the amounts are not settled on a net basis then they should be settled
simultaneously. For the purpose of credit risk, a current tax asset (whether or not arising
from netting) may be reported in portfolio A or L of form SR-1B as appropriate.

Deferred tax assets and liabilities should similarly only be offset where the bank has a
legally enforceable right to set off current tax assets against current tax liabilities and the
deferred tax assets and liabilities have arisen on income taxes levied by the same taxation
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authority. In addition, the amounts should be in relation to the same taxable entity, or
where they have arisen in respect of different taxable entities there should be the right to
settle the amounts on a net basis or simultaneously. For the purpose of credit risk, a
deferred tax asset (whether or not arising from netting) is reported in portfolio K of form
SR-1B as appropriate (capital deduction or 250% risk weighting).

Risk weightings

The risk weightings used in Form SR-1B for banks incorporated in the Isle of Man are
mainly! based on the principles outlined in the Basel Committee on Banking Supervision
paper titled International Convergence of Capital Measurement and Capital Standards -
comprehensive version- June 2006 (effectively known as “Basel 11”). For branches the risk-
weighting framework for capital adequacy does not apply.

Accounting standards

The bank shall prepare the reporting forms based on UK GAAP or International Financial
Reporting Standards (“IFRS”), unless otherwise agreed with the Authority. The forms take
into account both standards but in places regulatory requirements and descriptions differ
from statutory accounting requirements and terminology, primarily in relation to forms SR-
1A and SR-2A.

Defined benefit occupational pension schemes

The following definitions are used for the purposes of reporting the capital treatment for
defined benefit occupational pension schemes:

Defined benefit occupational pension scheme

This is an occupational pension scheme that is not defined as being a defined contribution
occupational pension scheme

Defined contribution occupational pension scheme

This is an occupational pension scheme into which the bank, as employer, pays regular
fixed contributions and will have no legal or constructive obligation to pay further
contributions if the scheme does not have sufficient assets to pay all employee benefits
relating to employee service in the current and prior periods.

Defined benefit asset

This is the excess of the value of the assets in a defined benefit occupational pension
scheme over the present value of the scheme liabilities, to the extent that the bank, as
employer, in accordance with the accounting principles applicable to it, should recognise
that excess as an asset in its balance sheet.

1 With the exception of certain risk weightings at 250% and 1,250% introduced for reporting from 30 September 2017
relating to the implementation of new capital requirements.
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Defined benefit liability

This is the shortfall of the value of the assets in a defined benefit occupational pension
scheme below the present value of the scheme liabilities, to the extent that the bank, as
employer, in accordance with the accounting principles applicable to it, should recognise
that shortfall as a liability in its balance sheet.

Deficit reduction amount

In respect of a defined benefit occupational pension scheme this is the sum, determined by
the bank in conjunction with the scheme’s actuaries or trustees (or both) of the additional
funding (net of tax) that will be required to be paid into the scheme by the bank over the
following 5 year period for the purpose of reducing the bank’s defined benefit liability.

Section 5 — Parties connected to the bank

The definitions below of parties connected to the bank may not necessarily concur with those
applied by the bank's auditors under current accounting standards. Disclosure in the annual
audited financial statements should continue to be guided by current accounting standards.
Reference to the Rule Book and the Financial Services Act 2008 (“the Act”) is provided where
applicable.

5.1 Subsidiary company (as defined in the Act)
A subsidiary company is defined in the Act with reference to the Companies Act 1974.
5.2 Associated company (as defined in the Rule Book)
An associated company is a company (not being a subsidiary of the bank) in which:
(i) The bank holds more than 20% of the equity shares, or

(ii) The bank is able to exercise a significant influence and the interest in the
company is effectively that of a partner in a joint venture or consortium, or the
bank has a long-term and substantial interest in the company.

Significant influence (this is not defined in the Rule Book) over a company essentially
involves participation in the financial and operating policy decisions of that company,
(including dividend policy), but not necessarily control of those policies. Representation on
the board of directors is indicative of such participation, but will neither necessarily give
conclusive evidence of it nor be the only method by which the bank may participate in
policy decisions.

Where the interest of the bank is not effectively that of a partner in a joint venture or
consortium but nevertheless amounts to 20 per cent or more of the equity voting rights of
a company, it will be presumed that the bank has the ability to exercise significant
influence over that company unless it can clearly be demonstrated otherwise. For
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example, there may exist one or more other large shareholdings that prevent the exercise
of such influence.

Directors, controllers, senior management, key persons and their associates (as defined
in the Act and Rule Book as applicable)

A director means any person who occupies the position of a director by whatever name
called and anyone who appears to the Authority to hold a position analogous to that of a
director.

A controller means -

(i) A managing director of the bank or of another institution of which it is a subsidiary,
or in the case of a partnership, a partner; or

(ii) A chief executive of the bank or of another institution of which it is a subsidiary; or

(iii) A person in accordance with whose directions or instructions the directors of the
bank or of another institution of which it is a subsidiary, (or any of them), are
accustomed to act; or

(iv) A person who either alone or with any associate, or associates, is entitled to
exercise, or control the exercise of, 15% or more of the voting power at any general
meeting of the bank or of another institution of which it is a subsidiary.

Senior management means — the chief executive of the bank in the Isle of Man, the Isle of
Man resident directors and the Isle of Man resident officers (as defined in the Rule Book).

A chief executive means - a person who is employed by the bank and who either alone or
jointly with others is or will be responsible under the immediate authority of the directors
for the conduct of the business of the bank.

A key person means — such a person as defined in the Act

Associates (as defined in the Act where applicable): When determining exposures to
directors, controllers, senior management and key persons (each being referred to as an
“individual”), any exposure to the persons or bodies described below should normally be
aggregated with actual exposures to the individuals:

(i) A spouse, mother, father, brother, sister child or stepchild of the relevant
individual; or
(ii) A business partner or employee of the individual; or

(iii) A trust in respect of which the individual has a beneficial interest; or

(iv) A company in which the individual is also a director; or

(v) Any company in which the individual is a shareholder, and together with any other
associates, holds 20% or more of the equity; or

(vi) Any other person whose business or domestic relationship with the individual or
his associate might reasonably be expected to give rise to a community of interest
between them which may involve a conflict of interest in dealings with third
parties.
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5.4 Non-group companies, trusts and other bodies
Non-group companies with which directors and controllers are associated:

A director/controller (including an alternate director) of the bank is deemed to be
associated with another company in the following circumstances:

(i) He/she holds the office of a director (or alternate director) with that company, or

(ii) As a result of a loan granted by, or financial interest taken by, the bank to, or in,
that company, or

(iii) By virtue of a professional interest unconnected with the bank, or

(iv) He/she and/or his/her associates, as defined above, together hold 20% or more of
the equity share capital of that company.

For the purposes of this item only, include as a director, an employee of the bank who is
not a director of the bank but who is appointed by the bank to be a director of another
company.

Trusts_and other bodies in which a director or controller of the bank has a significant
influence should be treated as a party connected to the bank. Where the bank is not sure
as to whether or not its director or controller can exercise significant influence, the
liability/exposure should not be reported as connected.

5.5 Group companies (in addition to the definition of “group” in the Rule Book)
A company is considered to be a group company if:-

(i) Itisasubsidiary of the bank, or of another group or associated company; or
(ii)  Itis an associated company of the bank, or of another group company; or

(iii) It is the ultimate parent company of the bank; or

(iv) Itis a company directly, or indirectly, owned by the ultimate parent company.

Section 6 — Closely related customers and counterparties (defined in the rule
book)

A group of closely related customers / counterparties exists where individual customers /
counterparties are related in such a way that the financial soundness of any of them may affect
the financial soundness of the other or others and as such they constitute a single risk (as defined
in the Rule Book).

The following is not defined in the Rule Book and is additional guidance:
In such cases the exposure to these individuals should be aggregated and reported as a single
exposure to "a group of closely related customers / counterparties". For these purposes, such a

group also exists where the financial soundness of individual customers / counterparties may be
adversely affected by the same event.
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It is not possible to give a comprehensive list of the different types of relationship between
individual customers / counterparties which it might be reasonable to consider as giving rise to a
common risk and therefore which constitute for these purposes a group of related customers /
counterparties. The following list is therefore indicative and not comprehensive:

(i) Group companies, (as defined in 5.5 above but excluding the references to the
bank);
(ii) Companies whose ultimate owner (whether in whole or in significant part) is the

same individual or individuals and which do not have a formal group structure;

(iii) Counterparties linked by cross guarantees;

(iv)  Two individuals who have borrowed for a common purpose, (e.g. business
partners);

(v) An individual and a company controlled by that individual;

(vi) Exposures secured by the same company or individual.

Where there is doubt in a particular case as to whether a number of individual persons constitute
a group of related customers / counterparties or, notwithstanding that a relationship as identified
above exists, it is considered that the customers / counterparties do not share a "common risk",
the circumstances should be discussed with the Authority to determine how the exposure(s)
should be reported. Exposures to a number of public sector bodies, or local authorities, are
deemed not to constitute a single exposure to "a group of closely related customers /
counterparties".

Section 7 — Large exposures (as defined in the rule book)
7.1 Exposure (as defined in the Rule Book)

An exposure means a claim on an individual counterparty, or group of closely related
counterparties.

An exposure should be calculated as the gross amount of risk (subject to the provisions in
rule 8.40) from:

(i) Claims including actual and potential claims which would arise from the drawing
down in full of undrawn advised facilities (revocable or irrevocable, conditional or
unconditional) which the bank has committed itself to provide, and claims which
the bank has committed itself to purchase or underwrite, or

(ii) Contingent liabilities arising in the normal course of business, and those contingent
liabilities which would arise from the drawing down in full of undrawn advised
facilities (whether revocable or irrevocable, conditional or unconditional which the
bank has committed itself to provide), or

(iii) Assets, including assets which the bank has committed itself to purchase or
underwrite, whose value depends wholly or mainly on a counterparty performing
its obligations, or whose value otherwise depends on that counterparty’s financial
soundness but which do not represent a claim on the counterparty.
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7.2 Customer / Counterparty (as defined in the Rule Book)

A customer or counterparty means any person on whom a bank has a claim, whether
directly or indirectly.

7.3 Large Exposures Capital Base (“LECB”) (as defined in the Rule Book)

This is interpreted in accordance with the Rule Book. It is a bank’s Tier 1 capital.
Section 8 — Verification of interim profits by external auditors

Verification by the external auditors should, in normal circumstances, include at least the
following:

(i) The auditors should satisfy themselves that the figures forming the basis of the interim
profits have been properly extracted from the underlying accounting records

(ii) The auditors should review the accounting policies used in calculating the interim
profits so as to obtain comfort that they are consistent with those normally adopted by
the bank in drawing up its annual financial statements

(iii) The auditors should perform analytical procedures on the results to date, including
comparisons of the actual performance to date with budget and with the results of the
prior period(s)

(iv) The auditors should discuss with management the overall performance and financial
position of the bank

(v) The auditors should obtain adequate comfort that the implications of current and
prospective litigation, all known claims and commitments, changes in business
activities and provisioning for bad and doubtful debts have been properly taken into
account in arriving at the interim profits, and

(vi) The auditors should follow up problem areas of which they are already aware in the
course of auditing the financial statements.

A full scope audit is not required. However, the auditors should indicate in their report where the
scope of work differs materially from that set out above.

The auditors should submit an opinion to the bank on whether the interim profits are fairly stated.
This should be submitted to the Authority.

A pro forma for use by auditors is attached in Appendix 1.

Note: a bank should report its capital adequacy position as at the reporting date. Therefore, with
regard to profits to be included in Common Equity Tier 1 capital, profits may be included for which
auditors’ verification has been completed before the reporting date. In some cases verification of
profit may be completed after the reporting date but before submission of the reporting forms. In
these cases the capital position reported should also include the audited profit.
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Section 9 — Credit Institutions
Where the term “credit institution” is used in the guidance, this means another bank or building

society. In other parts of the guidance, the term “bank” can also be deemed to include “building
society”.
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Chapter 2

Guidance Notes — Form SR-1A

Section 1 - General
The general principles underlying these notes are outlined in Chapter 1.

The bank should report balance sheet assets, liabilities and off balance sheet items by column
according to:

e Sterling denominated assets, liabilities and off balance sheet items; and
e All other currency denominated assets, liabilities and off balance sheet items.

Assets, liabilities and off balance sheet items should be further categorised by row according to
the tables below. To the right of the input area, applicable portfolio reference numbers are
guoted for each row in respect of credit reporting (applicable to incorporated banks only).

The designation of an asset as marketable means:

e Prices are regularly quoted for the asset;

e The asset is regularly traded;

e The asset is readily sold, including by repo, either on an exchange, or in a deep and liquid
market, for payment in cash; and

e Settlement is made according to a prescribed timetable, rather than a negotiated
timetable.

“Past due” assets are reported in F.5, rather than according to the normal classification. Assets
must be classified as “Past due” after 90 days have passed since a payment is missed.

Generally, assets should be reported net of specific provisions (impairment).
Section 2 — Completion Notes

Assets

Item Nature of Item Guidance

Al Notes and coins Notes and coins held by the bank. F
A2 Cash itemsinthe | The amount of cheques, drafts and other items drawn on | F
course of other banks that will be paid for the account of the bank
collection immediately upon presentation and that are in the process
of collection.
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A3 Gold Gold held by the bank.

SUBTOTAL Total for “A: Cash”, calculated by the sheet as the sum of
A.1to A.3.

B

B.1 Loans to Parent Loans to parent banks of the reporting bank.

B.2 Loans to fellow Loans to banks in the same group as the reporting bank. A
banking company is considered to be in the same group as the
subsidiaries reporting bank if it is a subsidiary of the ultimate parent of

the reporting bank.

B.3 Loans to other Loans to all other banks that are one year or less to maturity
banks - 1 year or at the reporting date.
less to maturity

B.4 Loans to other Loans to all other banks which are greater than one year to
banks - greater maturity at the reporting date.
than 1 year to
maturity
SUBTOTAL Total for “B: Loans to Banks”, calculated by the sheet as the

sum of B.1 to B.4.

C

C1 Government debt | Holdings of Government debt issues that are marketable.

C.2 PSE debt Holdings of PSE debt issues that are marketable.

Cc3 CDs, CP and FRNs of less than 1 year to maturity

C.3.1 | Parentissued Marketable holdings of CDs, CP and FRNs of less than 1 year

to maturity that are issued by parent banks of the reporting
bank.

C.3.2 | Other group - Marketable holdings of CDs, CP and FRNs of less than 1 year
bank issued to maturity that are issued by banks in the same group as

the reporting bank.

C.3.3 | Other banks Marketable holdings of CDs, CP and FRNs of less than 1 year

to maturity that are issued by other banks.

C.3.4 | All marketable CP | All holdings of marketable CP issued by corporates.

c4 Other Marketable Bank Debt

C.4.1 | Parentissued Marketable holdings of debt not covered by C.3.1 issued by

parent banks of the reporting bank.

C.4.2 | Other group - Marketable holdings of debt not covered by C.3.2 issued by
bank issued banks in the same group as the reporting bank.

C.4.3 | Other Banks Marketable holdings of debt not covered by C.3.3 issued by

other banks.
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C.5 Other Marketable Assets
C.5.1 | Other Marketable | Marketable holdings of debt issued by non banking
debt - Group non- | companies in the same group as the reporting bank.
banking entities
C.5.2 | Other Marketable | Marketable holdings of debt issued by other non banking
debt - Corporate companies.
C.5.3 | Other Marketable | Marketable holdings of securitisation tranches, other than
debt - equity tranches.
Securitisation
exposures - non
equity
C.5.4 | Other Marketable | Other marketable holdings of debt issued by sovereigns.
debt - Sovereign
C.5.5 | Other Marketable | Other marketable holdings of debt issued by PSEs.
PSE Debt
C.5.6 | Marketable Bank | Marketable holdings of capital instruments, including equity,
equity holdings issued by banks.
C.5.7 | Marketable Marketable holdings of equity issued by non-banking
Corporate equity | companies.
holdings
C.5.8 | Marketable Marketable holdings of the equity tranches of
Securitisation securitisations.
exposures - equity
tranche holdings
SUBTOTAL Total for “C: Marketable Assets”, calculated by the sheet as
the sum of C.1, C.2, C.3.1 to C.3.4, C.4.1 to C.4.3 and C.5.1
to C.5.8.
D Loans and Advances
D.1 Group non- Loans/advances to non banking companies in the same
banking entities group as the reporting bank.
D.2 Sovereigns Loans/advances to sovereign governments and central
banks.
D.3 PSEs Loans/advances to public sector entities.
D.4 Corporate lending | All loans/advances to companies other than those qualifying
for reporting elsewhere.
D.5 Retail lending Loans/advances to individuals and small businesses.
D.6 Residential Loans/advances secured by charges over residential
mortgages property.
D.7 Capital connected | Loans/advances of a capital nature.

lending

SUBTOTAL

Total for “D: Loans and Advances”, calculated by the sheet
as the sum of D.1to D.7.
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Investments

E.1 Non marketable Non marketable holdings of debt issued by sovereigns. A
sovereign debt

E.2 Non marketable Non marketable holdings of debt issued by PSEs. B
PSE debt

E.3 Non marketable Non marketable holdings of debt issued by parent banks of | D
debt - parental the reporting bank.

E.4 Non marketable Non marketable holdings of debt issued by banks in the | D
debt - other group | same group as the reporting bank.
bank

E.5 Non marketable Non marketable holdings of debt issued by other banks. D
debt - other bank
issued

E.6 Non marketable Non marketable holdings of debt issued by non banking | C
debt - group non- | companies in the same group as the reporting bank.
banking entities

E.7 Non marketable Non marketable holdings of debt issued by other non | C
debt - corporate banking companies.

E.8 Non marketable Non marketable holdings of securitisation tranches, other | E
securitisation than equity tranches.
exposures - non
capital

E.9 Capital Investments in subsidiary and associated companies. Such | K
investments in companies include:
subsidiaries and (@) The reporting bank’s ultimate parent;
other as§OC|ated (b) All subsidiaries of that ultimate parent;
companies

(c) All companies with whom the reporting bank has
entered into a joint venture, together with the joint
venture itself and any subsidiaries of it;

(d)  All companies where the reporting bank is a significant
shareholder and holds over 20% of that company’s
share capital; and

(e) All companies where the reporting bank exercises
management control.

E.10 Capital Holdings of capital instruments issued by banks and other | K
investments in regulated financial services businesses.
other banks
E.11 Equity - corporate | Non marketable holdings of capital instruments, including | K or
equity, issued by non-banking companies. L
E.12 Securitisation Marketable holdings of the equity tranches of | K

exposures - equity
tranches

securitisations.

SUBTOTAL

Total for “E: Investments”, calculated by the sheet as the
sum of E.1 to E.12.
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F Other Financial

F.1 Iltems in suspense | All items in suspense.

F.2 Settlement All settlement balances due to the bank. L
Balances

F.3 Debtors and Debtors and prepayments. L
Prepayments

F.4 Operating leases Capitalised assets relating to operational leases. L

F.5 All past due assets | All past due assets here (more than 90 days). J
SUBTOTAL Total for “F: Other Financial”, calculated by the sheet as the

sum of F.1 to F.5.

G Other

G.1 Premises owned The reporting bank’s own premises should be included along | L
and occupied by with any property being developed for occupation. Also
the reporting report here property owned by the reporting bank that is
bank occupied by employees.

G.2 Other land and Any other land and property owned by the reporting bank. L
property owned
by the reporting
bank

G.3 Plant, equipment, | All other tangible fixed assets of the reporting bank. L
leasehold
premises, and
motor vehicles
G.4 Intangible assets | All intangible fixed assets of the reporting bank, including | K
including goodwill | goodwill.

SUBTOTAL Total for “G: Other”, calculated by the sheet as the sum of
G.1to G.4.
TOTAL ASSETS Total of amounts reported above, calculated by the sheet

as the sum of the subtotals A to G.

Liabilities
Item Nature of Item Guidance
A Deposits due to:
Al Parent / Holding | Deposits from all companies of which the reporting bank is a
Company or subsidiary. The reporting bank is deemed to be a subsidiary of such
Group a company if either:
(@) The company is a shareholder of the reporting bank and
controls the composition of its board of directors;
(b)  The company holds more than one half in nominal value of
the reporting bank’s equity share capital; or
(c) The reporting bank is a subsidiary of any other subsidiary of
the company.
A2 Associated Deposits from regulated banks that are associated companies of the
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Banking reporting bank. For the purpose of reporting this item in the return,
Companies this comprises:
(a)  All companies with whom the reporting bank has entered into
a joint venture, together with the joint venture itself and any
subsidiaries;
(b) All companies where the reporting bank holds over 20% of
that company’s share capital; and
(c) All companies where the reporting bank exercises
management control.
A3 Fellow Deposits from companies in the same group as the reporting bank.
Subsidiaries A company is considered to be in the same group as the reporting
bank if it is a subsidiary of the ultimate parent of the reporting bank.
Ad Other Deposit All deposits from banks and other deposit taking institutions, such
Takers as building societies.
A5 Retail Accounts Deposits taken and held in accounts for named individuals.
A.6 Corporate / Trust | Deposits from corporates, trusts and deposits received on a
/ Fiduciary fiduciary basis (as recipient bank).
A7 All Other All deposits not falling within categories A.1 to A.6.
Depositors
SUBTOTAL Calculated by the sheet, being the sum of A.1 to A.7.
B CDs and Other Debt
B.1 Certificates of CDs issued by the reporting bank.
deposit issued
B.2 Promissory All other short term paper (less than one year) issued by the
notes, bills and reporting bank.
other short term
paper issued
B.3 Non - Capital All other debt issued by the reporting bank, excepting only where
term debt issued | the debt is eligible for inclusion as regulatory capital.
SUBTOTAL Calculated by the sheet, being the sum of B.1 to B.3.
o Creditors & Accruals etc
C1 Interest payable | Interest accrued but not paid.
C.2 Creditors and Amounts owed to all creditors of the reporting bank, except in
accruals relation to items to be reported in C.7 or C.8.
C.3 Current taxation | Taxation accrued for the current year but not paid.
Cc4a Other taxation All other amounts accrued for taxation but not paid.
C5 Settlement Settlement amounts due to be paid.
balances
C.6 ltems in All amounts payable in suspense.
suspense
C.7 Provisions Any provisions that are treated as liabilities (excluding
general/collective provisions, which are included in portfolio D
below).
C.8 Dividends Dividends proposed/declared by the bank not yet paid which are
payable recognised as liabilities.
C9 Other liabilities Any liability item not falling within one of the other above
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categories.
SUBTOTAL Calculated by the sheet, being the sum of C.1 to C.9.
D Capital (for incorporated banks)
D.1 Revenue Report all revenue reserves, own funds (capital before deductions)
reserves, own and unverified profits.
funds and
unverified profits
SUBTOTAL Calculated by the sheet, being D.1
D Capital (for branches)
D.1 Retained profits | Profits retained in the branch.
D.2 General / General/collective provisions made in respect of lending.
collective
provisions
D.3 Capital issued by | Instruments issued by the branch that are components of regulatory
the branch capital for the legal entity.
D.4 Capital items — Any other working capital.

other working

capital

SUBTOTAL Calculated by the sheet, being the sum of D.1 to D.4.

TOTAL Total of amounts reported above, calculated by the sheet as the
LIABILITIES sum of the subtotals A to D.

Off balance sheet items

Item

Nature of Item Guidance

Off Balance Sheet Commitments

Direct Credit
Substitutes

Direct credit substitutes almost always relate to the financial
wellbeing of a third party. In this case, the risk of loss to the
reporting bank from the transaction is equivalent to a direct claim
on that party, i.e. the risk of loss depends on the creditworthiness
of the third party.

Note that the total for this feeds item M.1 “amount” in form SR-1B for
incorporated banks.

A.2

Transaction
Related
Contingencies

Transaction related contingents relate to the ongoing trading
activities of a counterparty, where the risk of loss to the reporting
bank depends on the likelihood of a future event that is
independent of the creditworthiness of the counterparty. They
are essentially guarantees that support particular financial
obligations, rather than supporting customers’ general financial
obligations.

Note that the total for this feeds item M.2 “amount” in form SR-1B for
incorporated banks.

A3

Trade Related
Contingencies

These comprise short-term, self liquidating trade related items,
such as documentary letters of credit issued by the reporting
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bank, which are, or are to be, collateralised by the underlying
shipment, i.e. where the credit provides for the reporting bank to
retain title to the underlying shipment.

Note that the total for this feeds item M.3 “amount” in form SR-1B for
incorporated banks.

Note: Such items should be weighted (for risk weighting purposes) according to
the counterparty on whose behalf the credit is issued whether or not the terms
and conditions of the credit have yet to be complied with.

A4

Asset sales with
recourse

Asset sales with recourse (where the credit risk remains with the
bank) fall into the weighting category determined by the asset
and not the counterparty with whom the transaction has been
entered into.

Put options written where the holder of the asset is entitled to
put the asset back to the reporting bank, e.g. if the credit quality
deteriorates, should be reported here, as should put options
written by the reporting bank attached to marketable
instruments or other physical assets.

Note that the total for this feeds item M.4 “amount” in form SR-1B for
incorporated banks.

A.5

Forward asset
purchases

Include commitments for loans and other balance sheet items
with committed drawdown. Exclude foreign currency spot
deposits with value dates one or two working days after trade
date.

Note that the total for this feeds item M.5 “amount” in form SR-1B for
incorporated banks.

A.6

Partly paid up
shares and
securities

The unpaid part should only be included if there is a specific date
for the call on that part of the shares and securities held.

Note that the total for this feeds item M.6 “amount” in form SR-1B for
incorporated banks.

A7

Forward deposits
placed

These comprise commitments to place deposits in the future.
Where the reporting bank has instead contracted to receive the
deposit, failure to deliver by the counterparty will result in an
unanticipated change in its interest rate exposure and may
involve a replacement cost. Such exposures should therefore be
treated as interest rate contracts (see B.1).

Note that the total for this feeds item M.7 “amount” in form SR-1B for
incorporated banks.

A.8

Note Issuance
and Revolving
Underwriting
Facilities

Note issuance facilities and revolving underwriting facilities
should include the total amounts of the reporting bank’s
underwriting obligations of any maturity. Where the facility has
been drawn down by the borrower and the notes are held by
anyone other than the reporting bank, the underwriting
obligation should continue to be reported at the full nominal
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amount.

Note that the total for this feeds item M.8 “amount” in form SR-1B for
incorporated banks.

A9 and | Other The bank is regarded as having a commitment from the date the
A.10 commitments customer is advised of the facility (e.g. the date of the letter
split into those advising the customer), regardless of whether the commitment is
with original revocable or irrevocable, conditional or unconditional and in
maturity of less particular whether or not the facility contains a “material adverse
than 1 year (A.9) | change” clause. Facilities subject to annual review should only be
and 1 year or classified within A.9, rather than A.10, if the bank is confident
over (A.10) there is no client expectation of automatic renewal.
Note that the totals for these feed items M.9a and M.9b “amount” in form SR-
1B for incorporated banks.

A1l Commitments Commitments (including the undrawn portion of any binding
that are arrangements which obligate the reporting bank to provide funds
unconditionally at some future date) that are unconditionally cancellable without
cancellable prior notice other than for “force majeure” reason, or that
without prior effectively provide for automatic cancellation due to
notice deterioration in a borrower’s creditworthiness. This also includes

any revolving or undated/open-ended commitments, (e.g.
overdrafts or unused credit card lines) provided that they can be
unconditionally cancelled at any time and are subject to credit
review at least annually. Facilities should only be classified here,
rather than in A.9/10, if the bank is confident that the client is
aware of both the review process and has confirmed that the
facility may be withdrawn at any time.

Note that the total for this feeds item M.9c “amount” in form SR-1B for
incorporated banks.

A SUBTOTAL Subtotal of amounts reported in “A: Off-balance sheet

commitments”, calculated by the sheet as the sum of A.1 to
A.11.

Item Nature of Item Guidance

B OTC Contracts

B.1 Interest rate contracts Report the total nominal of all OTC contracts, sub-

B.2 Foreign exchange and gold categorised by type, excluding only netted amounts

contracts that qualify for inclusion in C.1.

B.3 Equity contracts

B.4 Other precious metal contracts

B.5 Other commodity contracts

B SUBTOTAL Subtotal of amounts reported in “B: OTC
contracts”, calculated by the sheet as the sum of
B.1 to B.5.

C Netted Exposures

C.1 Netted Exposures Report the netted amount where OTC derivative

transactions are covered by a valid bilateral netting
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agreement.

SUBTOTAL

Subtotal of amounts reported in “C: Netted
Exposures”, calculated by the sheet as being equal
toC.1

Total Off-Balance Sheet Items

Total reported above, calculated by the sheet as
the sum of subtotals A to C.
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Chapter 3

Guidance — Form SR-1B

(For Banks Incorporated in the Isle of Man Adopting the Simplified Standardised
Approach to Credit Risk)

Section 1 — Glossary

The following abbreviations are used within this chapter:-

CIS - Collective Investment Scheme

CRM - Credit Risk Mitigation

CCF - Credit Conversion Factor

CEA - Credit Equivalent Amount

ECA - Export Credit Agency

LTV - Loan-To-Value

MDB - Multilateral Development Bank

OTC - Over-The-Counter

RWA - Risk-Weighted Amount

SSA - Simplified Standardised Approach to credit risk

Section 2 — Introduction and overview

Every bank that uses the simplified standardised approach to calculate its credit risk capital
requirement will be required to complete form SR-1B. The return covers the bank’s balance sheet
assets and off-balance sheet exposures in its banking book, including OTC derivative contracts.

Definitions and clarifications

Amounts: should be reported net of specific provisions for all balance sheet assets and off-balance
sheet exposures other than OTC derivative transactions. Specific provisions for OTC derivative
transactions should be deducted from the credit equivalent amount.

Amount after CRM: means the reported amount, adjusted for the capital effect of recognised
CRM techniques. The latter refers to techniques the bank may use to mitigate credit risk and
hence reduce the capital requirement of a credit exposure. Three types of CRM techniques are
recognised for this purpose:

e Collateral;
e Guarantees; and

e Credit derivatives.

In order to be recognised, a CRM technique should satisfy the relevant operational requirements
and conditions set out in Annex F to this chapter.
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Double counting of exposures arising from the same contract or transaction should be avoided.
For example, only the undrawn portion of a loan commitment should be reported as an off-
balance sheet exposure; the actual amount which has been lent will be reported as a balance
sheet asset in the relevant portfolio. Trade-related contingencies such as shipping guarantees for
which the exposures have already been reported as letters of credit issued or loans against import
bills are not required to be reported as trade-related contingencies. In certain cases, credit
exposures arising from derivative contracts may already be reflected, in part, on the balance
sheet. For example, the reporting bank may have recorded current credit exposures to
counterparties (i.e. mark-to-market values) under foreign exchange and interest rate related
contracts on the balance sheet, typically as either sundry debtors or sundry creditors. To avoid
double counting, such exposures should be excluded from the balance sheet assets and treated as
off-balance sheet exposures for the purposes of this return.

Accruals on a claim should be classified and weighted in the same way as the claim. Accruals that
cannot be so classified, e.g. due to systems constraints, should be categorised within “Other,
including prepayments and debtors” within Portfolio L.

Section 3 — Portfolio classification and risk weights: balance sheet assets
Portfolio classification
Within the module, the balance sheet is organised as follows:

e Portfolio A - Sovereigns

e Portfolio B - Public sector entities (PSEs)

e Portfolio C - Corporates

e Portfolio D - Banks

e Portfolio E — Securitisation exposures

e Portfolio F - Cash and similar items

e Portfolio G - Retail

e Portfolio H — Residential mortgages

e Portfolio J — Past due exposures

e Portfolio K—250% and 1,250% risk weighted items and capital deductions
e Portfolio L — Other balance sheet exposures

Each Portfolio is mutually exclusive and each asset should be reported in only one Portfolio. For
instance, any asset which is past due should only be reported in Portfolio J and not elsewhere.

Collective investment schemes
Exposures to collective investment schemes should be categorised as equity, except that:
e Exposures to a fixed income fund should be categorised within “Other” in Portfolio L;

e Investments in venture capital and private equity schemes should be categorised within
“High Risk Assets” in Portfolio L.
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Determination of risk weights

The risk weight for an asset in Portfolios A, B and D is generally determined from the consensus
risk scores of ECAs participating in the “OECD Arrangement on Officially Supported Export
Credits”. The consensus country risk classification is available on the OECD’s website
(www.oecd.org).

Each of these three consensus ECA country score based Portfolios has its own risk-weighting
framework. Annex A sets out how, for each Portfolio, different country scores are mapped to risk
weights.

The following subsections explain how assets in each Portfolio are risk-weighted and, where
applicable, the relevant principles for reporting assets under the Portfolio.

Portfolio A: Claims on sovereigns

Item Description of Guidance
Item

A1l Claims on Isle of | Claims on the Isle of Man Government are risk-weighted at 0%.
Man Government | For the difference between a sovereign claim and a claim on a
public sector entity refer to Annex B.

A2 Claims on other Claims on the other Crown Dependencies and UK Governments
sovereigns are risk weighted at 0%. All claims on other sovereigns should be
weighted in accordance with the consensus ECA country score as
follows:
Country 0-1 2 3 4-6 7 Unrated
Score

Risk Weight | 0% 20% | 50% |100% | 150% | 100%

Despite the above, where an equivalent regulator” exercises its
discretion to permit banks in its jurisdiction to allocate a lower
risk weight to claims on that jurisdiction’s sovereign
denominated in the domestic currency of that jurisdiction and
funded in that currency, the same lower risk-weight may be
allocated to such claims.

For the difference between a sovereign claim and a claim on a
public sector entity refer to Annex B.

A3 Claims on All claims on multilateral development banks (“MDB”s) are risk
Multilateral weighted at 0%. Annex C contains a list of eligible MDBs.
Development
Banks

* An “equivalent regulator” for the purposes of this document is one that is considered by the Authority to regulate banks under a
Basel II/Ill regime in a manner that is broadly equivalent to the Authority’s regulation. For example, the Authority considers the
other Crown Dependency Commissions, the Prudential Regulation Authority and the European Central Bank to be equivalent
regulators. The Authority has not published a list of regulators that it deems to be equivalent; the Authority will only assess
regulators where a bank requests it.
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Portfolio B: Claims on public sector entities (PSEs)

Item Description of Guidance
Item
B.1 Claims on Isle of | Includes all exposures to non-central Isle of Man Government
Man PSEs PSEs, unless they may be treated as a sovereign claim as

explained in Annex B, in which case the claim can be reported in
portfolio A. Claims on these exposures are risk-weighted at 20%.
B.2 Claims on other | Claims on other Crown Dependency and UK PSEs are risk
PSEs weighted at 20%. All claims on other PSEs should be weighted in
accordance with the consensus ECA country score as follows:

Country 0-1 2 3-6 7 Unrated
Score

Risk 20% 50% 100% 150% 100%
Weight

If claims on a foreign PSE are regarded as claims on the
sovereign, for the purposes of capital adequacy calculation by an
equivalent regulator of the jurisdiction in which the PSE is
established, then such a claim may instead be disclosed in
Portfolio A at the risk weight applicable to that sovereign.

Portfolio C: Claims on corporates

Description of Guidance
Item
C Claims on All claims on Corporates should be weighted at 100%.
Corporates

Portfolio D: Claims on banks
Claims on banks arising from bank guarantees received should be split from all other claims. All

claims are then further divided into those with original effective maturity of 3 months or less from
drawdown and those longer than 3 months from drawdown.

Item Description of Guidance
Item
D.1.1 Claims on Claims on banks should be weighted in accordance with the

banks, except consensus ECA country score of the country in which they are

guarantees: incorporated, as follows:

Maturity more

than 3 months | Country | 0-1 2 3-6 7 Unrated
Score
Risk 20% 50% 100% 150% 100%
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Weight

D.1.2 Claims on Sterling denominated short-term claims on banks incorporated
banks, except in the Isle of Man, Jersey, Guernsey and the UK are risk weighted
guarantees: at 20%. Where an equivalent regulator exercises a similar
Maturity less discretion to allocate a lower risk weight to short term claims on
than 3 months that jurisdiction’s sovereign denominated in the domestic

currency of that jurisdiction, the same lower risk-weight may be
allocated to such claims.

D.2 Claims secured | Claims guaranteed by banks should be shown separately in this

by guarantees
from banks

section using the mappings for a direct claim on the bank giving
the guarantee (as above). The relevant maturity is that of the
underlying claim. Note that such claims are shown in the
“Amount after CRM” column, in accordance with Section 4.

Portfolio E: Securitisations

Description of

Item

Guidance

Securitisation

The risk weight for securitisation exposures is 100%. For first loss
positions acquired a risk weight of 1,250% applies — disclose in
Portfolio K.

Portfolio F: Cash and similar items

Item Description of Guidance
Item

F.1 Notes and coins Notes and coins are allocated a risk weight of 0%.

F.2 Cash itemsin the | Cash items in the course of collection refer to the amount of
course of cheques, drafts and other items drawn on other banks that will
collection be paid for the account of the bank immediately upon

presentation and that are in the process of collection. Such
items are allocated a risk weight of 20%.

F.3 Gold Gold has a risk weight of 0%. However, the net position in gold
is subject to a market risk charge, which for the standardised
approach broadly equates to a 100% weight for the net
position.

F.4 Claims fully The bank should report here claims collateralised by cash

collateralised by
cash deposits

deposits (see Section 4). Claims secured by cash deposits
should be recorded under the column headed “Amount after
CRM”. These are then allocated a risk weight of 0%.

When a cash deposit is held as collateral at a third-party bank in
a non-custodial arrangement, the bank should treat the cash
deposit as a claim on that third-party bank and report it within
Portfolio D.2.
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Portfolio G: Retail exposures

Item Description of Guidance
Item

G.1 Claims in Claims that qualify for this Portfolio are allocated a risk weight
“Regulatory Retail | of 75%. To apply the risk weight of 75% to claims on small
Portfolio” businesses or individuals, the bank must satisfy the relevant
criteria set out in Annex H. Claims that are not past due but do
not satisfy the criteria for inclusion as regulatory retail

exposures should be reported in Portfolio G.2.
G.2 Claims falling Claims on small businesses or individuals other than those

outside the
“Regulatory Retail
Portfolio”

qualifying for inclusion in Portfolio G.1. Such claims are
allocated a risk weight of 100%.

Portfolio H: Residential mortgages

Description of

Item and Risk

Guidance

Weighting
H.1 Residential Residential Mortgages that meet all the criteria set out in
Mortgages: 35% | Annex H are assigned a weighting of 35% for that portion below
80% LTV.
H.2 Residential Residential Mortgages that meet all the criteria set out in
Mortgages: 50% | Annex H except for either:
e Mortgages for which the bank’s systems do not hold
adequate LTV information; or
e Mortgages in jurisdictions other than those where the local
regulator is deemed equivalent, has adopted Basel I, has
evaluated the local market and deemed a weight of 35% to
be appropriate.
Those mortgages in the above two categories are assigned a
risk weighting of 50%.
H.3 Residential Residential Mortgages that meet all the criteria set out in
Mortgages: 75% | Annex H are assigned a weighting of 75% for that portion above
80% LTV.
H.4 Residential Residential Mortgages that do not meet the criteria set out in

Mortgages: 100%

Annex H, other than those that qualify for inclusion in H.2, are
assigned a risk weight of 100%.
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Portfolio J: Past due exposures

For the purpose of defining the secured portion of a past due loan, eligible collateral and
guarantees will be treated in line with the credit risk mitigation process detailed in Section 4.

Item Description of Guidance
Item
J.1 Secured The secured part of any past due exposure i.e. that part that

meets the terms for eligible CRM, as set out in Section 4, should
be reported here. The risk weight is unaffected providing the
terms of the CRM remain fulfilled.

The exception is the case of qualifying residential mortgage
loans. When such loans are past due for more than 90 days, they
must be risk weighted at 100%, net of specific provisions. If such
loans are past due but specific provisions are no less than 20% of
their outstanding amount, the risk weight applicable to the
remainder of the loan can be reduced to 50%.

1.2 Unsecured The unsecured portion of any loan that is past due for more than
90 days, net of specific provisions, including partial write-offs,
will be risk-weighted as follows:

e 150% risk weight when specific provisions are less than 20%
of the outstanding amount of the loan;

e 100% risk weight when specific provisions are no less than
20% of the outstanding amount of the loan but less than
50%;

e 50% risk weight when specific provisions are no less than
50% of the outstanding amount of the loan.

Portfolio K: 250% and 1,250% risk weighted items and capital deductions

These items are risk weighted at 250% or 1,250% as indicated, or require full deduction from
capital and therefore do not contribute to RWA.

Item Description of Guidance
Item
K.1 250% risk weighted assets
K.1.1 Significant Only amounts excluded from deduction (i.e. below the

investments in the | threshold) under items A.19 and A.22 (re A.23) of Form SR-2A
common stock of should be reported here. A 250% risk weighting applies.
banking, financial
and insurance

entities
K.1.2 Mortgage servicing | Only amounts excluded from deduction (i.e. below the
rights threshold) under items A.20 and A.22 (re A.24) of Form SR-2A

should be reported here. A 250% risk weighting applies.
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K.1.3 Deferred Tax Only amounts excluded from deduction (i.e. below the
Assets arising from | threshold) under items A.21 and A.22 (re A.25) of Form SR-2A
temporary should be reported here. A 250% risk weighting applies.
differences
SUBTOTAL Total for “K.1: 250% risk weighted assets”, calculated by the

sheet as the sum of K.1.1 to K.1.3.
K.2 1,250% risk weighted assets
K.2.1 Securitisations - Includes all first loss tranches. A 1,250% risk weighting applies.
equity tranches
K.2.2 Significant The proportion of significant (minority and/or majority)
investments in investments in commercial entities exceeding the following
commercial materiality levels:
entities
(a) 15% of the bank’s capital for individual investments in
commercial entities; and
(b) 60% of the bank’s capital for the aggregate of such
investments.
A 1,250% risk weighting applies. = The amount below
materiality thresholds should be reported under item L.2 of
Form SR-1B (as equity).

SUBTOTAL Total for “K.2: 1,250% risk weighted assets”, calculated by the
sheet as the sum of K.2.1 to K.2.2.

K.3 Significant Amounts deducted under items A.19 and A.22 of Form SR-2A
investments in the | should be reported here. This includes holdings in, and lending
common stock of of a capital nature to, subsidiaries of the bank, fellow group
banking, financial subsidiaries, joint ventures and associated companies (also
and insurance include any such holdings, or lending of capital nature, that
entities would be reportable under B.9 or C.10 of Form SR-2A).

K.4 Less significant Amounts deducted under item A.18 of Form SR-2A should be
holdings of reported here. Also include any such holdings, or lending of
common equity capital nature, that would be reportable under B.9 or C.10 of
issued by banking, | Form SR-2A.
financial and
insurance entities

K.5 Mortgage servicing | Only amounts deducted under items A.20 and A.22 of Form
rights SR-2A should be reported here.

K.6 Deferred tax assets | Only amounts deducted under items A.21 and A.22 of Form
arising from SR-2A should be reported here.
temporary
differences

K.7 Goodwill Amounts deducted under item A.8 of Form SR-2A should be

reported here.

K.8 Other intangibles Amounts deducted under item A.9 of Form SR-2A should be
(except mortgage reported here.
servicing rights)

K.9 Other All items that require a deduction in Form SR-2A as a result of

specific or general guidance and that do not fall within
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Portfolios K.3 to K.8 should be reported here.

Portfolio L: Other balance sheet exposures

L.1

Description of

Item and Risk
Weighting
Tangible fixed
assets
100%

Guidance

Premises, plant and equipment, other fixed assets for own use,
and other interests in realty. Included are investments in land,
premises, plant and equipment and all other fixed assets of the
reporting bank which are held for its own use, including any
fixed asset held by the bank as lessee under a finance lease.
Other interest in land which is not occupied or used in the
operation of the bank’s business should also be reported here.

L.2

Equity
100%

Investments in equity of other entities and holdings of collective
investment schemes. Included are investments in commercial
entities, other than those where a 1,250% risk weighting or a
deduction from capital base is required. Collective investment
schemes should be included unless they invest in high risk
assets, in which case they are categorised as such, or they are
fixed income (only debt investments, not equity) in which case
they are categorised within L.4.

L.3

High Risk Assets
150%

Investments in venture capital and private equity, including
investments in collective investment schemes holding such
investments, are weighted at 150%.

L4

Other, including
prepayments and
debtors

0-150%

Accrued interest, prepayments and debtors should be classified
here and weighted according to the underlying counterparty.
Unallocated amounts, including unallocated interest, should be
weighted at 100%. This includes unrestricted fixed income
collective investment schemes (see L.2 above).
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Section 4 — Credit risk mitigation and associated calculation and reporting of risk-
weighted amounts: balance sheet assets

Introduction

For each balance sheet asset, the RWA is calculated by multiplying its “Amount after CRM” by an
appropriate risk weight determined by the type of exposure, as set out in Section 3.

Where an asset is not covered by any recognised CRM techniques (see Section 2 and Annex F), the
amounts reported under the columns headed “Amount” and “Amount after CRM” will be the
same. Where an asset is covered wholly or partially by recognised CRM techniques (see Section 2
and Annex F), the amount reported under the column of “Amount after CRM” should be adjusted
to reflect the CRM effect.

Annex G contains a number of examples to illustrate the capital treatment and reporting
arrangement of collateralised exposures.

CRM treatment

The first step is to identify the Portfolio to which the underlying claim belongs, based on the
instructions set out in Section 3, then report the whole principal of the claim under the column of
“Amount” in that Portfolio, classified according to the risk weight applicable to that claim.

The “Amount” is divided into two portions: the portion covered by credit protection and the
remaining uncovered portion.

e For guarantees and credit derivatives, the value of credit protection to be recorded is their
nominal value. However, where the credit protection is denominated in a currency
different from that of the underlying obligation, the covered portion should be reduced by
a haircut for the currency mismatch of 10%,;

e For collateral, the value of credit protection to be recorded is its market value subject to a
minimum revaluation frequency of 6 months for performing assets, and 3 months for past
due assets (if this is not achieved then no value can be recognised);

e Where the collateral involves cash deposits, certificates of deposit, cash funded credit-
linked notes, or other comparable instruments which are held at a third-party bank in a
non-custodial arrangement and unconditionally and irrevocably pledged or assigned to the
reporting bank, the collateral will be allocated the same risk weight as that of the third-
party bank.

The covered and uncovered portions are reported according to the following:
e Where the asset covered by CRM is not past due, report the amount of the covered
portion in the Portfolio to which the credit protection belongs, under the column of

“Amount after CRM”, classified according to the risk weight applicable to the credit
protection (subject to a 20% floor, which can be reduced in situations set out in Annex D);
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e Where the asset covered by CRM is past due, the amount of the covered portion should be
included in Portfolio J - Past Due Exposures and reported under the column of “Amount
after CRM” in accordance with the risk weight applicable to the credit protection.

In both cases, the RWA of the covered portion is then calculated by multiplying the amount of the
covered portion by the risk weight attributed to the credit protection in accordance with Section
3.

However, where the credit protection takes the form of a credit derivative contract with the
following features, there are certain additional guidelines the bank should follow in determining
the extent of credit protection:

Where the contract is a first-to-default credit derivative contract, the bank may recognise
regulatory capital relief for the asset within the basket with the lowest risk weight, provided that
the amount of that asset is less than or equal to the notional amount of the credit derivative. The
bank may substitute the risk weight of the protection seller for the risk weight of that asset.

Where the contract is a second-to-default credit derivative contract, the reporting bank may
substitute the risk weight of the protection seller for the risk weight of the reference entity with the
second lowest risk weight in the basket of reference entities specified in the contract, but only if:

e The bank has, as a protection buyer, entered into a first-to-default credit derivative
contract relating to the same basket of reference entities; or
e A reference entity in the basket has defaulted.

Lastly, report the amount of the remaining uncovered portion in the Portfolio to which the
underlying claim belongs, under the column of “Amount after CRM”, classified according to the
risk weight of the underlying claim. The reported RWA of the uncovered portion will then be
calculated by multiplying the amount of the uncovered portion by the risk weight of the claim.

Credit protection by means of credit-linked notes

For credit-linked notes, where the bank issues such a note to cover the credit risk of an underlying
asset, the maximum amount of protection is the amount of the funds received from issuing that
note. The protected amount should be treated as a claim collateralised by cash deposits in
Portfolio F, while the remaining unprotected amount, if any, should be treated as a credit
exposure to the underlying asset.

Where the bank holds a credit-linked note, it acquires credit exposure on two fronts, to the
reference entity of the note and also to the note issuer. This balance sheet asset should be
weighted according to the higher of the risk weight of the reference entity or the risk weight of
the note issuer and reported accordingly in the relevant Portfolio. The amount of exposure is the
book value of the note.
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Section 5 — Portfolio classification, determination of credit conversion factors and
risk weights: off-balance sheet exposures — excluding OTC derivatives

Categorisation and determination of CCFs

The bank should categorise off-balance sheet exposures into the following standard items and
report:

e The amount (which is automatically generated from form SR-1A); and
e The amount after allowing for credit risk mitigation and applying CCF, categorised by risk
weight.

Item Description of Guidance CCF
Item

M.1 Direct credit Direct credit substitutes almost always relate to the | 100%
substitutes financial wellbeing of a third party. In this case the risk
of loss to the bank from the transaction is equivalent
to a direct claim on that party, i.e. the risk of loss
depends on the creditworthiness of the third party.

M.2 Transaction related | Transaction related contingents relate to the ongoing | 50%
contingencies trading activities of a counterparty where the risk of
loss to the bank depends on the likelihood of a future
event that is independent of the creditworthiness of
the counterparty. They are essentially guarantees that
support particular financial obligations rather than
supporting customers’ general financial obligations.

M.3 Trade-related These comprise short-term, self liquidating trade- | 20%
contingencies related items, such as documentary letters of credit
issued by the bank, which are, or are to be,
collateralised by the underlying shipment, i.e. where
the credit provides for the bank to retain title to the
underlying shipment. Such items should be risk
weighted according to the counterparty on whose
behalf the credit is issued whether or not the terms
and conditions of the credit have yet to be complied
with.

M.4 Asset sales with Asset sales with recourse (where the credit risk | 100%
recourse remains with the bank) fall into the risk weighting
category determined by the asset and not the
counterparty with whom the transaction has been
entered into.

Put options written where the holder of the asset is
entitled to put the asset back to the reporting bank,
e.g. if the credit quality deteriorates, should be
reported here, as should put options written by the
reporting bank attached to marketable instruments or
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Item Description of Guidance CCF
Item

other physical assets.

M.5 Forward asset The risk weight should be determined by the asset to | 100%

purchases be purchased, not the counterparty with whom the
contract has been entered into. Include commitments
for loans and other balance sheet items with
committed drawdown. Exclude foreign currency spot
deposits with value dates one or two working days
after trade date.

M.6 Partly paid-up The unpaid part should only be included if there is a | 100%
shares and specific date for the call on that part of the shares and
securities securities held.

M.7 Forward deposits These include a commitment to place a forward | 100%
placed deposit.

Where the bank has instead contracted to receive the
deposit, failure to deliver by the counterparty will
result in an unanticipated change in its interest rate
exposure and may involve a replacement cost. Its
exposure should therefore be treated as an interest
rate contract (see Section 7).

M.8 Note issuance and | Note issuance facilities and revolving underwriting | 50%
revolving facilities should include the total amounts of the
underwriting bank’s underwriting obligations of any maturity.
facilities Where the facility has been drawn down by the

borrower and the notes are held by anyone other
than the bank, the underwriting obligation should
continue to be reported at the full nominal amount.

M.9a Other The bank is regarded as having a commitment from | 20%
commitments with | the date the customer is advised of the facility (e.g.
original maturity of | the date of the letter advising the customer),
less than 1 year regardless of whether the commitment is revocable

M.9b Other or irrevocable, conditional or unconditional and in | 50%
commitments with | particular whether or not the facility contains a
original maturity of | “material adverse change” clause. Facilities subject to
1 year and over annual review should only be classified within M.9a if

the bank is confident there is no client expectation of
automatic renewal/continuation.

M.9c Commitments that | Commitments (including the undrawn portion of any | 0%

are unconditionally
cancellable without
prior notice

binding arrangements which obligate the bank to
provide funds at some future date) that are
unconditionally cancellable without prior notice by it
other than for “force majeure” reason, or that
effectively provide for automatic cancellation due to
deterioration in a borrower’s creditworthiness.
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Item Description of Guidance CCF
Item

Retail credit lines may be considered as
unconditionally cancellable if the terms permit the
bank to cancel them to the full extent allowable under
consumer protection and related legislation.

Where a bank has entered into a so called
“uncommitted facility” and it is apparent that the
facility is commercially (if not legally) committed,
consideration should be given to applying a capital
charge to such a facility under Pillar 2 (the ICAAP)
which might be equivalent to the charge that would
be applicable if there was a legally enforceable
commitment.

Determination of risk weights for off-balance sheet items excluding OTC Derivatives

Except for the following, the applicable risk weight for an off-balance sheet item is determined by
reference to the risk weight allocated to the counterparty of the exposure, in accordance with the
relevant instructions under Section 3. The exceptions are:

e “Direct credit substitutes”;

e “Asset sales with recourse”;

e “Forward asset purchases”;

e “Partly paid-up shares and securities”; and

e Exposures arising from the selling of credit derivative contracts booked in the reporting
bank’s banking book reported as “Direct credit substitutes”.

For these, the applicable risk weight to an exposure should be:

In the case of “Direct credit substitutes”, “Asset sales with recourse” and “Forward asset
purchases”, the risk weight is determined by reference to the risk weight allocated to the
underlying asset;

In the case of “Partly paid-up shares and securities”, use the risk weight for the equities in question
(usually 100%); and

In the case of exposures arising from the selling of credit derivative contracts booked in the
reporting bank’s banking book reported as “Direct credit substitutes”, the risk weight is normally
determined by reference to the risk weight of the relevant reference entity. However:

e Where a credit derivative contract sold is a first-to-default credit derivative contract, the

bank should report as per the aggregate risk weights of the reference entities in the
basket, subject to a maximum of 1000%.
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e Where a credit derivative contract sold is a second-to-default credit derivative contract,
the bank should aggregate the risk weights of the reference entities in the basket, but
excluding that reference entity to which the lowest risk weight would be allocated, subject
to a maximum of 1000%.

e Where a credit derivative contract sold provides credit protection proportionately to a
basket of reference entities, in ratios set out in the credit derivative contract, the bank
should calculate the risk weight of its exposure under the credit derivative contract by
taking a weighted average of the risk weights attributable to the reference entities in the
basket. For the purpose of reporting in form SR-1B M.1, the weighted average risk weight
should be entered as a round number (e.g. if the average weighting was 25.64% the
amount should be entered in the form as 26).

Section 6 — Credit risk mitigation and the calculation and reporting of risk-
weighted amounts: off-balance sheet exposures — excluding OTC derivatives

Introduction

For each off-balance sheet exposure, the bank is required to identify the relevant risk weight for
the counterparty by reference to what this would be for a balance sheet exposure to the same
counterparty.

Where an exposure is not covered by any recognised CRM techniques the process for calculating
the capital requirement is:

e Firstly, enter the “Amount” (this is automated within the form software), which is
converted into a "Credit Equivalent Amount” by multiplying it by the applicable CCF;

e Secondly, the “Credit Equivalent Amount” is classified by the applicable risk weighting,
which is then used to calculate the RWA.

Where an exposure is covered fully or partially by recognised CRM techniques, the capital
treatment is similar to that of balance sheet assets set out in Section 4, except that, in calculating

the RWA, the “Credit Equivalent Amount” (“CEA”) is used instead of the “Amount”.

Annex G contains a number of examples to illustrate the capital treatment and reporting
arrangement of collateralised exposures.

CRM treatment by substitution of risk weights

Report the amount of the exposure in the row “Amount”, classified according to Section 5.

Divide the amount into two portions: the portion covered by credit protection and the remaining
uncovered portion (the value of the credit protection for different types of CRM techniques being
determined in the same way as when the techniques are used to cover balance sheet assets — see

Section 4).

Multiply both portions by the CCF applicable to the exposure to create two CEAs (the total of
which must equate to the CEA given by the sheet).
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Classify the CEA of the uncovered portion according to the risk weight of the exposure and the
CEA of the covered portion according to the risk weight of the collateral (subject to a 20% floor
which can be reduced in the situations set out in Annex D) or, for a guarantee or credit derivative,
the credit protection provider. These inputs will then be used by the module to arrive at the risk
weighted amount by multiplying each CEA by the appropriate weight.

Section 7 — Portfolio classification: off-balance sheet exposures: OTC derivatives

OTC contracts summary

For OTC contracts, all information and calculation is performed within the relevant schedule. The
OTC form is a summary of the results of the individual schedules.

tem Description of Item Guidance

Interest rate contracts Summary, automatically completed from the
data input in Schedule N.1

N.2 Foreign exchange and gold | Summary, automatically completed from the
contracts data input in Schedule N.2

N.3 Equity contracts Summary, automatically completed from the
data input in Schedule N.3

N.4 Other precious metal contracts | Summary, automatically completed from the
data input in Schedule N.4

N.5 Other commodity contracts Summary, automatically completed from the
data input in Schedule N.5

OTC contract Schedules
OTC N.1: The following derivative contracts may be excluded from the calculation of RWA:

e Exchange rate contracts (except those which are based on gold) with an original maturity
of 14 calendar days or less; or

e Forward exchange rate contracts arising from swap deposit arrangements. Under such
contracts, the money deposited by the customer remains under the control of the bank at
all times during the transaction and the bank will be in a position to ensure that the
customer does not default on the settlement of the forward contract.

Categorisation and add-on factors for OTC derivative contracts

The add-on factors, used to determine the Credit Equivalent Amount applicable to OTC derivative
transactions, are set out in the following table according to their residual maturities:

Interest FX and Gold Equities Precious Metals Other
Rate (except Gold) Commodities
One year or 0.0% 1.0% 6.0% 7.0% 10.0%
less
Over 1 year to 0.5% 5.0% 8.0% 7.0% 12.0%
five years
Over five years 1.5% 7.5% 10.0% 8.0% 15.0%
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For contracts structured to settle outstanding exposures following specified payment dates and
where the terms are reset such that the market value of the contract is zero on these dates, the
residual maturity should be set equal to the time until the next reset date. In the case of interest
rate contracts that meet these criteria, and the remaining time to final maturity of the contracts is
more than one year, the add-on factor is subject to a floor of 0.5%.

Forwards, swaps, purchased options and similar derivative contracts other than those contracts
the value of which is derived from the value of exchange rate, gold, interest rate, equity, or
precious metal, should have applied the add-on factors applicable to “Other Commodities”.

Section 8 — Credit risk mitigation and the calculation and reporting of risk-
weighted amounts: off-balance sheet exposures — OTC derivatives

The reporting bank should use the replacement cost method to risk weight credit exposures to
counterparties under OTC derivatives. OTC derivative transactions should be reported in
Schedules N.1 to N.5. Where OTC derivative transactions are covered by a valid bilateral netting
agreement, the bank may report the netted amount under item P in the OTC Summary page.

Report the “Amount” outstanding, being the total nominal value of all relevant OTC contracts
classified according to type, maturity and the risk weighting of the counterparty. Insert the sum of
any and all positive mark-to-market valuations relating to these contracts in the column headed
“Positive Mark-to-Market”, which is the replacement cost (obtained by “marking to market”) of
every contract with a positive value (where a contract has a negative value, it should be taken as
zero), or where contracts are covered by a valid bilateral netting agreement, the net amount of
the sum of the positive and negative mark-to-market values of the individual contracts covered by
the bilateral netting agreement, if positive.

The “Credit Equivalent Amount” will then be the sum of:

e The “Positive Mark-to-Market”; and
e The “Add-on Amount”, which is derived by multiplying the “Amount” of each contract by
the appropriate “add-on factor” for that classification (as set out in Section 7).

Single currency floating/floating (basis) interest rate swaps should be classified as being less than
1 year to maturity and hence attract an add-on of 0%; the “Credit Equivalent Amount” is simply
the positive mark-to-market.

In the absence of CRM, report the “Credit Equivalent Amount” in the column headed “Amount
after CRM”. Allowance for specific provisions can be made by deducting these from the “Credit
Equivalent Amount”. Note that the sheet will provide an unadjusted “Credit Equivalent Amount”
that should be used if there are no provisions. This would then be multiplied by the applicable risk
weight to calculate the RWA.

Where the (net) exposure to the counterparty is protected fully or partially by recognised CRM
techniques, the capital treatment is similar to that of balance sheet assets explained in Section 4,
albeit in calculating the RWA, the “Credit Equivalent Amount” is used instead of the “Amount”.
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Annex G to this chapter contains a number of examples to illustrate the capital treatment and
reporting arrangement of collateralised exposures.

CRM treatment
Report the amount of the underlying transaction under the column “Amount”.

Convert the “Amount” into a “Credit Equivalent Amount “as set out above. Specific provisions
should be deducted from the “Credit Equivalent Amount”.

Divide the “Credit Equivalent Amount” into two portions: the portion covered by credit protection
and the remaining uncovered portion.

In the “After CRM”, column classify the “Credit Equivalent Amount” of the uncovered portion
according to the applicable risk weight of the exposure and the “Credit Equivalent Amount” of the
covered portion according to the applicable risk weight of the collateral (subject to a floor of 20%
which can be reduced in the situations set out in Annex D) or credit protection provider. Each
amount will be multiplied by the appropriate risk weight to arrive at the risk-weighted amount.

Section 9 — Credit risk mitigation — specific issues
Multiple credit risk mitigation

An exposure covered by two or more different CRM techniques (e.g. with both collateral and
guarantee partially covering the claim) should be accounted for by dividing the exposure into
portions covered by each type of CRM technique. The calculation of the RWA of each portion will
be done separately according to the reporting of each portion. Where there is an overlap of
coverage between the CRM techniques, the bank may select, in respect of the overlapped portion,
the CRM technique that will result in the lowest RWA for the exposure.

An exposure covered by two or more CRM techniques that are of the same form but have
different maturities should likewise be divided into different portions according to the maturities.
The RWA of each portion should then be calculated separately.

Where an exposure is in the form of a general banking facility consisting of several types of credit
line, the reporting bank may determine how any CRM techniques available under the facility
should be allocated to individual claims under each line.

Maturity mismatches

Where the residual maturity of the CRM is less than that of the underlying credit exposure, a

maturity mismatch occurs. Maturity mismatches will not be allowed; no CRM will be recognised in
such cases.
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Annex A — ECA ratings

Export Credit Agencies (“ECAs”)

Under the simplified standardised approach, banks do not use External Credit Assessment
Institutions’ ratings for determining risk weights associated with sovereign, central bank and other
bank exposures. Instead, banks must use the consensus risk scores of ECAs participating in the
“OECD Arrangement on Officially Supported Export Credits”. The consensus country risk
classification is available on the OECD’s website (www.oecd.org). The mapping of the score to risk
weights is shown below:-

Country Score Sovereigns Banks and securities firms

0-1 0% 20%
2 20% 50% 50%
3 50% 100% 100%

4-6 100% 100% 100%
7 150% 150% 150%
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Annex B - Classification between sovereign and PSE exposures

Zero weighted exposures to the Isle of Man Government, United Kingdom Government and the
States of Jersey and Guernsey

The Authority has exercised its national discretion such that claims on (and guaranteed by) the Isle
of Man Government denominated in sterling, and funded in sterling attract a risk weighting of
zero. In cases where the Isle of Man Government, through Treasury, has provided a letter of
comfort rather than a formal guarantee, the Authority may also allow such claims to be risk
weighted at zero but a bank should seek clarification in such circumstances.

Similarly, claims on (and guaranteed by) the United Kingdom Government and the States of Jersey
and Guernsey denominated in sterling and funded in sterling also attract a risk weighting of zero.
In essence, the Isle of Man Government and States of Jersey and Guernsey are treated as
“sovereigns” for the purpose of credit risk reporting.

Claims on non central government PSEs

Generally, such claims are risk weighted in accordance with portfolio B of form SR-1B (i.e. a floor
of 20%). However, there are cases where it may be appropriate to treat a claim on PSE as being a
claim on a sovereign which could attract a lower risk weighting. Matters which should be
considered in determining whether a claim can be treated as to a sovereign include the following:-

e The extent of guarantees provided by the central government (and in the case of the Isle
of Man Government, letters of comfort);

e For PSEs (often regional governments and local authorities) that have revenue raising
powers the claim may be treated as a claim on the sovereign / central government if the
PSE has specific revenue raising powers and have specific institutional arrangement the
effect of which is to reduce their risks of default;

e For PSEs (administrative bodies responsible to central governments, regional governments
or local authorities, and other non commercial undertakings) that do not have revenue
raising powers or do not have special constitutional arrangements (or guarantees), it is
unlikely the claim will be treated as a claim on the sovereign / central government.
Further, if strict lending rules apply to these entities and a declaration of bankruptcy is not
possible because of their special public status, it may be appropriate to treat these claims
in the same manner as claims on banks.
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Annex C — Multilateral Developments Banks (“MDBs”)
List of institutions that shall be considered as MDBs:

e European Investment Bank

e European Bank for Reconstruction and Development
e Council of Europe Development Bank

e European Investment Fund

e International Bank for Reconstruction and Development
e International Finance Corporation

e Inter-American Development Bank

e African Development Bank

e Asian Development Bank

e Caribbean Development Bank

e Nordic Investment Bank

e Islamic Development Bank
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Annex D — Exceptions to the risk weight floor of 20% for collateral
Introduction

In general, a bank should not allocate a risk weight of less than 20% to collateral that is recognised
under the “simple” approach except to those set out below.

Repo-style transactions

A risk weight of 0% can be allocated to repo-style transactions that are treated as collateralised
lending and satisfy all requirements set out in Annex E.

A risk weight of 10% can be allocated to repo-style transactions that are treated as collateralised
lending and satisfy all requirements set out in Annex E excluding those relating to core market
participants.

OTC Derivative Transactions

A risk weight of 0% can be allocated to the collateralised portion of an OTC derivative transaction
provided that:

e The transaction is marked-to-market daily and collateralised by cash provided to the bank,
and

e The settlement currency of the transaction is the same currency as the cash provided as
collateral.

A risk weight of 10% can be allocated to the collateralised portion of an OTC derivative transaction
when the transaction is collateralised by debt securities issued by a sovereign or a sovereign
foreign public sector entity qualifying for a risk weight of 0% in accordance with Section 3 and
Annex B.

Other Transactions

A 0% risk weight can be allocated to the collateralised portion of a transaction if both the
transaction and the collateral are denominated in the same currency, and either:

e The collateral is cash on deposit with the bank; or

e The collateral is in the form of debt securities issued by a sovereign or a sovereign foreign
public sector entity eligible for a risk weight of 0% in accordance with Section 3 and Annex
B, and the current market value of which has been discounted by 20%.

A 0% risk weight can be allocated to recognised collateral in the form of gold bullion held by the
bank.
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Annex E - Criteria for preferential treatment of repo-style transactions
Introduction

Other than those covered by a valid bilateral netting agreement, the reporting bank should adopt
the “economic substance” approach for capital treatment of repo-style transactions and report
them as balance sheet assets as described below.

Repos of securities

Where the reporting bank has sold securities under repo agreements, the securities sold should
continue to be treated as assets with capital requirement provided for the credit risk to the
securities:

e Reverse repos of securities - where the bank has acquired securities under reverse repo
agreements, the transaction should be treated as a collateralised lending to the
counterparty, providing the securities acquired meet the relevant criteria for recognising
collateral. The capital requirement should then be provided for the credit risk to the
counterparty, taking into account the CRM effect of the collateral;

e Securities lending - the treatment is similar to that of repo transactions. This means that
the securities lent should continue to remain as an asset on the balance sheet of the bank,
with the capital requirement being derived from the credit risk of the securities; and

e Securities borrowing - the treatment depends on whether the collateral provided is cash or
other securities:

o Where the collateral provided is cash, it should be treated as a collateralised
lending to the counterparty, providing the securities received meet the relevant
criteria for recognising collateral, as set out in Annex F. The capital requirement
should then be derived from the credit risk to the counterparty, taking into account
the CRM effect of the collateral;

o Where the collateral provided is not cash but securities, the securities borrowed
should be reported as assets on the balance sheet of the bank.

For securities lending or borrowing where the contractual agreement is made between the
securities borrower/lender and the custodian (e.g. Clearstream Banking or Euroclear Bank) and
the securities borrower/lender has no knowledge as from/to whom the security is borrowed /
lent, the custodian becomes the “counterparty” of the stock borrower/lender.

The Authority will allow a preferential risk-weighting treatment for qualified repo-style
transactions which satisfy all the requirements below. Under the “comprehensive” approach for
collateral (which is not available under the SSA for credit risk in any case), these qualified
transactions are not required to be subject to any haircuts.
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Requirements to be satisfied

e The counterparty should be a core market participant. The Authority recognises the
following entities as core market participants:

» Sovereigns, central banks and PSEs;

» Banks and securities firms;

» Other financial companies (including insurance companies) eligible for a 20% risk
weight in the standardised approach;

» Regulated mutual funds that are subject to capital or leverage requirements;

» Regulated pension funds; and

» Recognised clearing organisations.

e Both the exposure and the collateral are cash or securities issued by sovereigns or PSEs
treated as sovereigns which qualify for a risk weight of 0%.

e Both the exposure and the collateral are denominated in the same currency.

e Either the transaction is overnight or both the exposure and the collateral are subject to
daily mark-to-market and daily re-margining.

e In the case of a counterparty’s failure to re-margin, the time between the last mark-to-
market before the failure to re-margin and the liquidation of the collateral is no more than
four business days.

e The transaction is settled across a settlement system proven for that type of transaction.

e Standard market documentation in the securities concerned is used for the agreement
covering the repo-style transactions.

e The documentation of the transaction should specify that the transaction is immediately
terminable if the counterparty fails to satisfy an obligation to deliver cash or securities or
to deliver margin or otherwise defaults.

e Upon any event of default, regardless of whether the counterparty is insolvent or

bankrupt, the bank should have an unfettered and legally enforceable right to immediately
seize and liquidate the collateral for its benefit.
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Annex F — Requirements for recognition of collateral
Introduction

Banks use a number of techniques to mitigate the credit risks to which they are exposed. For
example, exposures may be collateralised by first priority claims, in whole or in part with cash or
securities, a loan exposure may be guaranteed by a third party, or a bank may buy a credit
derivative to offset various forms of credit risk. Additionally, banks may agree to set-off loans
owed to them against deposits from the same counterparty.

Where these techniques meet the requirements for legal certainty as described below, the revised
approach to CRM allows a wider range of credit risk mitigants to be recognised for regulatory
capital purposes than was permitted under the 1988 Accord.

General remarks

No transaction in which CRM techniques are used should receive a higher capital requirement
than an otherwise identical transaction where such techniques are not used.

The effects of CRM should not be double counted. Therefore, no additional supervisory
recognition of CRM for regulatory capital purposes will be granted on claims for which an issue-
specific rating is used that already reflects that CRM.

While the use of CRM techniques reduces or transfers credit risk, it simultaneously may increase
other risks (residual risks). Residual risks include legal, operational, liquidity and market risks.
Therefore, it is imperative that banks employ robust procedures and processes to control these
risks, including:

e Strategy;

e Consideration of the underlying credit;

e Valuation;

e Policies and procedures;

e Systems;

e Control of roll-off risks; and

e Management of concentration risk arising from the bank’s use of CRM techniques and its
interaction with the bank’s overall credit risk profile.

Where these risks are not adequately controlled, supervisors may impose additional capital
charges or take other supervisory actions, as outlined in Pillar 2 of Basel Il.

Legal certainty

In order for banks to obtain capital relief for any use of CRM techniques, the following minimum
standards for legal documentation must be met:

e All documentation used in collateralised transactions, and for documenting balance sheet
netting, guarantees and credit derivatives, must be binding on all parties and legally
enforceable in all relevant jurisdictions; and
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e Banks must have conducted sufficient legal review to verify this, have a well-founded legal
basis to reach this conclusion and undertake such further review as necessary to ensure
continuing enforceability.

In addition to the general requirements for legal certainty set out above, the legal mechanism by
which collateral is pledged or transferred must ensure that the bank has the right to liquidate or
take legal possession of it, in a timely manner, in the event of the default, insolvency or
bankruptcy (or one or more otherwise-defined credit events set out in the transaction
documentation) of the counterparty (and, where applicable, of the custodian holding the
collateral). Furthermore, banks must take all steps necessary to fulfil those requirements under
the law applicable to the bank’s interest in the collateral to obtain and maintain an enforceable
security interest, e.g. by registering it with a registrar, or for exercising a right to net or set-off.

In order for collateral to provide protection, the credit quality of the counterparty and the value of
the collateral must not have a material positive correlation. For example, securities issued by the
counterparty, or by any related group entity, would provide little protection and so would be
ineligible.

Banks must have clear and robust procedures for the timely liquidation of collateral to ensure that
any legal conditions required for declaring the default of the counterparty and liquidating the

collateral are observed, and that collateral can be liquidated promptly.

Where the collateral is held by a custodian, banks must take reasonable steps to ensure that the
custodian segregates the collateral from its own assets.
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Annex G - lllustrations on reporting of credit risk mitigation techniques
Balance sheet example: Collateralised loan

The reporting bank provides a 5-year term loan of £5,000,000 to an unrated corporate. The loan is
secured by debt securities issued by a bank and denominated in Euro. The bank is incorporated in
a country with a consensus ECA country score of “1” and the debt securities have a remaining
maturity of 7 years. They are subject to daily revaluation and presently have a market value in
GBP equivalent amount of £5,200,000.

Considerations:

e Aloan to an unrated corporate is subject to a risk weight of 100%.

e Abankincorporated in a country with a consensus ECA country score of “1” is mapped to a
risk weight of 20%.

e As the market value of the collateral debt securities is £5,200,000, the loan is fully secured.

e RWA of the loan: 5,000,000 x 20% = £1,000,000.

Reporting illustration: balance sheet example:

: Risk
Item Nature of Iltem Amount AU RI.Sk Weighted
CRM Weight
Amount

C Claims on Corporates
C.1 Risk Weight 20% 0 0 20 0
C.2 Risk Weight 50% 0 0 50 0
C.3 Risk Weight 100% 5,000 0 100 0
C.4 Risk Weight 150% 0 0 150 0

SUBTOTAL 5,000 0 0

: Risk
Item  Nature of Item Amount Amount after Rls.k Weighted
CRM Weight
Amount

D Claims on Banks
D.1 Claims on Banks, except guarantees
D.1.1  Maturity more than 3 Months
D.1.1.1 Risk Weight 20% 0 5,000 20 1,000
D.1.1.2 Risk Weight 50% 0 0 50 0
D.1.1.3 Risk Weight 100% 0 0 100 0
D.1.1.4 Risk Weight 150% 0 0 150 0

SUBTOTAL 0 5,000 1,000

Off-balance sheet example: Collateralised loan commitment

If it were the case that the corporate borrower in the above example had not yet drawn down the
loan facility, the transaction would be recorded as a commitment in the book of the reporting
bank. Assuming that the rest of the deal was unaltered — same collateral etc — and that the
commitment cannot be cancelled unconditionally, the capital requirement of the transaction
under the two approaches would be calculated as follows:
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Considerations:

e The commitment for a 5-year term loan attracts a CCF of 50% as it cannot be cancelled
unconditionally. The credit equivalent amount of this secured commitment is therefore
calculated as: £5,000,000 x 50% = £2,500,000.

e As the amount committed is £5,000,000 and the market value of the collateral debt
securities is £5,200,000 the commitment is considered fully secured.

e A 20% risk weight for the collateral debt securities is applied to calculate the RWA of this
secured transaction: £2,500,000 x 20% = £500,000.

Reporting illustration: off-balance sheet example:

Item M.6 M.7 M.8 M.9a M.9b
. Other . Other
Partly paid Note Issuance |commitments .
Forward . . . commitments

up shares . and revolving |with original . .
Nature of Item deposits . . with original

and Underwriting  |maturity of )

- placed L maturity of 1
securities Facilities less than 1
year and over
year

Amount 0 0 0 0 5,000
Credit Conversion Factor 100 100 50 20| 50
Credit Equivalent Amount 0 0 0 0 2,500
After CRM:
Risk Weight 0% 0 0 0 0 0
Risk Weight 20% 0 0 0 0 2,500
Risk Weight 35% 0 0 0 0 0
Risk Weight 50% 0 0 0 0 0
Risk Weight 75% 0 0 0 0 0
Risk Weight 100% 0 0 0 0 0
Risk Weight 150% 0 0 0 0 0
Risk Weighted Amount 0 0 0 0 500
Iltems rt_equmng Capital 0 0 0 0 0
Deduction

OTC derivative transaction example

The reporting bank has a £100,000,000 interest rate contract with a four-year residual maturity.
The other counterparty to the contract is an unrated corporate. Pledged as collateral for the
contract is an £800,000 bond issued by a bank incorporated in a country with a consensus ECA
country score of “2”, which has more than five years to go to maturity. This is a capital market
transaction subject to daily re-margining and there are no foreign exchange mismatches between
the interest rate contract and the collateral. The mark-to-market value of the interest rate
contract is £1,000,000 and the add-on is 0.5%, giving an “Add-on amount” of £500,000.

Considerations:

e Credit equivalent amount of the interest rate contract is the sum of the positive mark-to-
market and the “Add-on amount” (i.e. £1,000,000 + £500,000 = £1,500,000).

e The unrated corporate attracts a 100% risk weight.

e The £800,000 bank bond attracts a 50% risk weight.

e RWA of secured portion: £800k x 50% = £400k.

e RWA of unsecured portion: £700k x 100% = £700k.

e Total RWA (secured + unsecured): £400k + £700k = £1,100k.
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Reporting illustration: OTC schedule:

N.1 Interest rate contracts

Positive Time to Add-on Credit Risk
Amount Mark-to- . Add-on % Equivalent |After CRM |Weight Weighted
Maturity Amount
Market Amount Amount
100,000 1,000 500 1,500 1,500 1,100
N.1 Schedule
Positive Time to Add-on Credit Risk
No. [Amount Mark-to- ; Add-on % Equivalent |After CRM [Weight Weighted
Maturity Amount
Market Amount Amount
6 0 0|1-5years 0.50% 0 0 0 0% 0
7 0 0|1-5years 0.50% 0 0 0 20% 0
8 0 0|1-5years 0.50% 0 0 800 50% 400
9 100,000 1,000 |1 - 5 years 0.50% 500 1,500 700 100% 700
10 0 0 0.50% 0 0 0 150% 0

1 -5 years

Reporting illustration:

populated with summary information from the Schedules):

OTC summary page (assuming no other OTC contracts — automatically

N Off-Balance Sheet - OTCs
Item N.1 N.2 N.3 N.4 N.5
Foreign . Othgr Other
Interest rate |exchange Equity precious .
Nature of Item commodity
contracts and gold contracts metal
conracts
contracts contracts
Amount 100,000 0 0 0 0
Positive Mark-to-Market 1,000 0 0 0 0
Add-on Amount 500 0 0 0 0
Credit Equivalent Amount 1,500 0 0 0 0
After CRM:
Risk Weight 0% 0 0 0 0 0
Risk Weight 20% 0 0 0 0 0
Risk Weight 50% 800 0 0 0 0
Risk Weight 100% 700 0 0 0 0
Risk Weight 150% 0 0 0 0 0
Risk Weighted Amount 1,100 0 0 0 0
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Annex H - Criteria for classification as a retail exposure and / or as a residential mortgage
Retail Exposures
To be included in the “Regulatory Retail Portfolio”, claims must meet the following four criteria:

e Orientation criterion: The exposure is to an individual person or persons or to a small
business (less than £2m turnover and balance sheet footings).

e Product criterion: The exposure takes the form of any of the following: revolving credits
and lines of credit (including credit cards and overdrafts), personal term loans and leases
(e.g. instalment loans, auto loans and leases, student and educational loans, personal
finance) and small business facilities and commitments. Securities (such as bonds and
equities), whether listed or not, are specifically excluded from this category. Mortgage
loans are excluded to the extent that they qualify for treatment as claims secured by
residential property (see below).

e Granularity criterion: The Authority must be satisfied that the “Regulatory Retail Portfolio”
is sufficiently diversified to a degree that reduces the risks in the portfolio, warranting the
75% risk weight. Accordingly, in defining what constitutes a significant number of retail
exposures (for diversification) a reporting bank need only satisfy itself that the number of
retail exposures is sufficiently large to diversify away idiosyncratic risk?. This assessment
will be subject to supervisory review and part of a reporting bank’s SREP. The Authority
requires each bank to set out its criteria and may, where necessary, require changes to be
made if the bank is to be allowed to utilise the 75% risk weight.

e Low value of individual exposures. The maximum aggregated retail exposure to one
counterparty cannot exceed an absolute threshold of £750,000.

Residential mortgages
The Authority has set the following criteria:

e The property or properties must be for residential purposes only;

e The security may be indirect — an example of this would be where the security held
comprised shares where the share ownership conferred ownership of a property e.g. share
transfer ownership;

e The lending may either be directly to an individual or to a special purpose entity*;

e |[f the lending is to a special purpose entity the bank must:-

o Ensure that the repayment of the facility does not materially depend on any cash
flow generated by the underlying property serving as collateral. For personal

2 Also known as unsystematic risk this is the risk of price change due to the unique and uncorrelated circumstances of
an asset or firm as opposed to a market movement.
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investment companies this should include having recourse to the beneficial owner
in the event of default;

o Ensure that the mortgage or charge is enforceable in all jurisdictions which are
relevant at the time of conclusion of the credit agreement and properly file such
charges on a timely basis;

o Ensure that the arrangements reflect a perfected lien (i.e. all legal requirements for
establishing the pledge shall have been fulfilled);

o Ensure that the protection agreement and legal process underpinning it enable the
bank to realise the value of protection within a reasonable timeframe; and

o Consider whether any additional risks arise from the arrangements that should be
addressed under Pillar 2 of Basel II.

e The properties must be either occupied by the borrower or rented, normally to individuals
(although renting to corporate tenants is allowed if the property is used only for residential
purposes). In the case of property being rented, a property (or property portfolio) should
not comprise more than 10 rental units / properties;

e For claims secured by residential properties with loan-to-value ratios of up to 80% (i.e.
considered as fully secured) a risk weight of 35% will apply. For higher LTVs a risk weight
of 75% will apply on that portion above 80% LTV,

e If a bank does not hold information regarding LTVs for individual exposures, a risk
weighting of 50% will apply to the whole of those exposures;

e LTVs should be assessed on a regular basis, making use of relevant indices and market
information where appropriate. The LTV used for the purpose of the allocation of risk
weightings (35% / 75%) is that which is determined by an independent valuer (a person
who possesses the necessary qualifications, ability and experience to execute a valuation
and who is independent from the credit decision process) on an individual exposure basis.

* A special purpose entity may be in the form of a personal investment company or a trust.
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Chapter 4
Guidance — Form SR-1B

(For banks incorporated in the Isle of Man adopting the
standardised approach to credit risk)

Section 1 - Glossary

The following abbreviations are used within this chapter:-

CIS - Collective Investment Scheme

CRM - Credit Risk Mitigation

CCF - Credit Conversion Factor

CEA - Credit Equivalent Amount

ECA - Export Credit Agency

ECAI - External Credit Assessment Institution
LTV - Loan-To-Value

MDB - Multilateral Development Bank

oTC - Over-The-Counter

RWA - Risk-Weighted Amount

SAC - Standardised Approach to Credit risk

Section 2 — Introduction and overview

Every bank that uses the standardised approach to calculate its credit risk capital
requirement will be required to complete form SR-1B. The return covers the bank’s balance
sheet assets and off-balance sheet exposures in its banking book, including OTC derivative
contracts.

Definitions and clarifications

Amounts: should be reported net of specific provisions for all balance sheet assets and off-
balance sheet exposures other than OTC derivative transactions. Specific provisions for OTC
derivative transactions should be deducted from the credit equivalent amount.

Amount after CRM: means the reported amount, adjusted for the capital effect of
recognised CRM techniques. The latter refers to techniques the bank may use to mitigate
credit risk and hence reduce the capital requirement of a credit exposure. Four types of CRM
techniques are recognised for this purpose:

e Collateral;

e Netting;

e Guarantees; and
e Credit derivatives.
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In order to be recognised, a CRM technique should satisfy the relevant operational
requirements and conditions set out in Annex G to this chapter.

Under the standardised approach, there are two methods that can be used for recognising
the impact of collateral. Banks must choose between the “simple” and “comprehensive”
approaches and use that chosen method exclusively.

Netting, guarantees and credit derivatives are always handled using the same approach,
being the “comprehensive” approach for netting and the “simple” approach for guarantees
and credit derivatives.

Double counting of exposures arising from the same contract or transaction should be
avoided. For example, only the un-drawn portion of a loan commitment should be reported
as an off-balance sheet exposure; the actual amount which has been lent will be reported as
a balance sheet asset in the relevant portfolio. Trade-related contingencies such as shipping
guarantees for which the exposures have already been reported as letters of credit issued or
loans against import bills are not required to be reported as trade-related contingencies. In
certain cases, credit exposures arising from derivative contracts may already be reflected, in
part, on the balance sheet. For example, the bank may have recorded current credit
exposures to counterparties (i.e. mark-to-market values) under foreign exchange and
interest rate related contracts on the balance sheet, typically as either sundry debtors or
sundry creditors. To avoid double counting, such exposures should be excluded from the
balance sheet assets and treated as off-balance sheet exposures for the purposes of this
return.

Accruals on a claim should be classified and weighted in the same way as the claim. Accruals
that cannot be so classified, e.g. due to systems constraints, should be categorised within
“Other, including prepayments and debtors” in Portfolio L.

Section 3 — Portfolio classification and risk weights: balance sheet assets
Portfolio classification
Within the form, the balance sheet is organised as follows:

e Portfolio A - Sovereigns

e Portfolio B - Public sector entities (PSEs)

e Portfolio C - Corporates

e Portfolio D - Banks

e Portfolio E — Securitisation exposures

e Portfolio F - Cash and similar items

e Portfolio G - Retail

e Portfolio H — Residential mortgages

e Portfolio J — Past due exposures

e Portfolio K—250% and 1,250% risk weighted items and capital deductions
e Portfolio L — Other balance sheet exposures
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Each Portfolio is mutually exclusive and each asset should be reported in only one Portfolio.
For instance, any asset which is past due should only be reported in Portfolio J and not
elsewhere.

Collective investment schemes
Exposures to collective investment schemes should be categorised as equity, except that:

e Exposures to a fixed income fund with a rating from an eligible ECAI should be
weighted in accordance with Table 5 and categorised as:
o Corporate if the CIS can invest in corporate as well as bank, PSE and sovereign
debt;
o Bankif it can invest in bank as well as PSE and sovereign debt;
o PSEifit caninvest in only PSE and sovereign debt; or
o Sovereign if restricted to only sovereign debt.

e If the scheme is rated but does not fit within these rules it should be categorised
within “Other” in Portfolio L.

e Investments in venture capital and private equity schemes should be categorised
within “High Risk Assets” in Portfolio L.

Determination of risk weights

The risk weight for an asset in Portfolios A to E is generally determined from its credit
assessment by an ECAI. These are perhaps more commonly known as rating agencies, and
the Authority allows banks to use the results of several, these being Moody’s, Standard and
Poor’s and Fitch (see Annex A to this chapter).

Each of these 5 ECAI ratings-based Portfolios has its own risk-weighting framework. Tables 1
to 6 in Section 9 set out how, for each Portfolio, different sets of ratings used by different
ECAIls are mapped to risk weights. They also provide specific risk weights for unrated assets
in each Portfolio and separate scales for risk-weighting paper issued by banks and corporates
that has issue-specific ratings. Annex A to this chapter sets out a number of general
principles that banks should follow for the selection of the appropriate rating for risk-
weighting an asset.

The term “issuer rating” means, for all ECAI ratings-based Portfolios, a current long-term
rating assigned by a recognised ECAI to an obligor and the term “issue-specific rating” means:

e For Portfolios A&B (i.e. claims on Sovereigns and Public Sector Entities): a current
long-term rating specifically assigned to a particular debt obligation, and

e For Portfolios C, D and E (i.e. claims on Corporates, Banks, and Securitisation
exposures): either a current long-term or a current short-term rating specifically
assigned to a particular debt obligation.

The term “current” in relation to an ECAIl issuer rating or ECAl issue-specific rating, means the
ECAl which assigned the credit assessment rating concerned has not suspended or

Page 57 of 218



withdrawn the rating and, in the case of issue-specific rating, the issue concerned is still

outstanding.

The following sections explain how assets in each Portfolio are risk-weighted and, where
applicable, the relevant principles for reporting assets under the Portfolio.

Portfolio A: Claims on sovereigns

Item

Description of

Guidance

Item

A1l Claims onIsle | Claims on the Isle of Man Government are risk-weighted at 0%.
of Man For the difference between a sovereign claim and a claim on a
Government public sector entity refer to Annex B.

A2 Claims on Claims on the other Crown Dependencies and UK Governments
other are risk weighted at 0%. All claims on other sovereigns should be
sovereigns weighted in accordance with Table 1. This assigns risk weights

based on ratings assigned by eligible ECAls. The generic mapping is
as follows:
Credit AAA | A+ to | BBB+ | BB+ to | Below | Unrated
Assessment to AA- | A- to B- B-

BBB-
Risk Weight | 0% 20% | 50% |100% | 150% | 100%
Despite the above, where an equivalent regulator” exercises its
discretion to permit banks in its jurisdiction to allocate a lower risk
weight to claims on that jurisdiction’s sovereign denominated in
the domestic currency of that jurisdiction and funded in that
currency, the same lower risk-weight may be allocated to such
claims.
For the difference between a sovereign claim and a claim on a
public sector entity refer to Annex B.

A3 Claims on All claims on multilateral development banks (“MDB”s) are risk
Multilateral weighted at 0%. Annex C contains a list of eligible MDBs.
Development
Banks

* An “equivalent regulator” for the purposes of this document is one that is considered by the Authority to
regulate banks under a Basel II/1ll regime in a manner that is broadly equivalent to the Authority’s regulation.
For example, the Authority considers the other relevant Crown Dependency Commissions, the UK Prudential
Regulation Authority and the European Central Bank to be equivalent regulators. The Authority has not
published a list; the Authority will only assess regulators where a bank requests it.
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Portfolio B: Claims on public sector entities (PSEs)

Item Description of Guidance
Item

B.1 ClaimsonIsle | Includes all exposures to non-central Isle of Man Government
of Man PSEs PSEs, unless they may be treated as a sovereign claim as explained
in Annex B, in which case the claim can be reported in portfolio A.

Claims on these exposures are risk-weighted at 20%.
B.2 Claims on Claims on other Crown Dependency and UK PSEs are risk weighted
other PSEs at 20%. All claims on other PSEs should be weighted in accordance

with Table 1. This assigns risk weights based on the rating of the
sovereign in which the PSE is established. The generic mapping is
as follows:

Credit AAA A+ to | BBB+ | Below B- | Unrated
Assessment to AA- | A- to B-
Risk Weight 20% 50% 100% | 150% 100%

If claims on a foreign PSE are regarded as claims on the sovereign,
for the purposes of capital adequacy calculation by an equivalent
regulator of the jurisdiction in which the PSE is established, then
such a claim may instead be disclosed in Portfolio A at the risk
weight applicable to that sovereign.

Portfolio C: Claims on corporates

C

Item

Description of
Item

Claims on
Corporates

Guidance

Claims on Corporates should be weighted in accordance with
Table 1. This assigns risk weights based on the rating of the legal
entity concerned. The generic mapping is as follows:

Credit AAA to | A+to A- | BBB+ | Below BB- | Unrated
Assessment | AA- to BB-
Risk Weight | 20% 50% 100% | 150% 100%

Short-term claims with an issue specific rating should be weighted
in accordance with that rating, as detailed in Table 2.
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Portfolio D: Claims on banks

Claims on banks arising from bank guarantees received should be split from all other claims.
All claims are then further divided into those with original maturity of 3 months or less from
drawdown and those longer than 3 months from drawdown.

Item

Description of

Guidance

by guarantees
from Banks

Item
D.1.1 Claims on Banks, | Claims should be weighted in accordance with the relevant
except column in Table 1. This assigns risk weights based on the
guarantees: rating of the legal entity concerned. The generic mapping is
Maturity more as follows:
than 3 Months Credit AAA to | A+ BB+ |Belo | Unrated
Assessment AA- to toB- | wB-
BBB-
Risk Weight 20% 50% | 100% | 150% | 50%
D.1.2 Claims on Banks, | Short term claims should be weighted in accordance with the
except relevant column in Table 1. This assigns risk weights based
guarantees: on the rating of the legal entity concerned. The generic
Maturity less mapping is as follows:
than 3 Months Credit AAA to | BB+to B- | Below | Unrated
Assessment BBB- B-
Risk Weight 20% 50% 150% 20%
Where a debt instrument has a specific short term rating the
claim should be weighted in accordance with Table 2. The
generic mapping is as follows:
Credit A-1 A-2 A-3 Below A-
Assessment 3
Risk Weight 20% 50% 100% 150%
D.2 Claims secured Claims guaranteed by banks should be shown separately in

this section using the mappings for a direct claim on the
bank giving the guarantee (as above). The relevant maturity
is that of the underlying claim. Note that such claims are
shown in the “Amount after CRM” column, in accordance
with Section 4.
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Portfolio E: Securitisations

E

Description of
Item
Securitisation

Item

Guidance

Claims on Securitisations should be weighted in accordance with
Table 3. This assigns risk weights based on the rating of the legal
entity concerned. The generic mapping is as follows:

Credit AAA to | A+ to | BBB+to | BB+ Below BB- and

Assessment | AA- A- BBB- to BB- | Unrated

Risk Weight | 20% 50% 150% 350% | 1,250% -
disclose in
portfolio K

Where an issue has a specific short term rating, it should be
weighted in accordance with Table 4. The generic mapping is as

follows:
Credit A-1 A-2 A-3 Below A-3
Assessment
Risk Weight | 20% 50% 100% 1,250% -
disclose in
portfolio K
Portfolio F: Cash and similar items
Guidance

Item Description of
Item

collateralised by
cash deposits

F.1 Notes and coins Notes and coins are allocated a risk weight of 0%.

F.2 Cash itemsin the | Cash items in the course of collection refer to the amount of
course of cheques, drafts and other items drawn on other banks that will
collection be paid for the account of the bank immediately upon

presentation and that are in the process of collection. Such
items are allocated a risk weight of 20%.

F.3 Gold Gold has a risk weight of 0%. However, the net position in gold
is subject to a market risk charge, which for the standardised
approach broadly equates to a 100% weight for the net
position.

F.4 Claims fully The bank should report here claims collateralised by cash

deposits if it has adopted the simple approach for the CRM
treatment of collateral (see Section 4). Claims secured by cash
deposits should be recorded under the column headed
“Amount after CRM”. These are then allocated a risk weight of
0%.

When a cash deposit is held as collateral at a third-party bank in
a non custodial arrangement, the institution should treat the
cash deposit as a claim on that third-party bank and report it
within Portfolio D.2.
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Portfolio G: Retail exposures

Item Description of Guidance
Item

G.1 Claims in Claims that qualify for this Portfolio are allocated a risk weight of
“Regulatory 75%. To apply the risk weight of 75% to claims on small
Retail Portfolio” | businesses or individuals, the bank must satisfy the relevant
criteria set out in Annex J. Claims that are not past due but do
not satisfy the criteria for inclusion as regulatory retail exposures
should be reported in Portfolio G.2.

G.2 Claims falling Claims on small businesses or individuals other than those
outside the qualifying for inclusion in Portfolio G.1. Such claims are allocated
“Regulatory a risk weighting of 100%.

Retail Portfolio”

Portfolio H: Residential mortgages

Description of Guidance
Item and Risk
Weighting
H.1 Residential Residential Mortgages that meet all the criteria set out in Annex
Mortgages: 35% | J are assigned a weighting of 35% for that portion below 80%
LTV.
H.2 Residential Residential Mortgages that meet all the criteria set out in Annex

Mortgages: 50% | J except for either:

e Mortgages for which the bank’s systems do not hold
adequate LTV information; or

e Mortgages in jurisdictions other than those where the local
regulator is deemed equivalent, has adopted Basel Il, has
evaluated the local market and deemed a weight of 35% to
be appropriate.

Those mortgages in the above two categories are assigned a risk
weighting of 50%.

H.3 Residential Residential Mortgages that meet all the criteria set out in Annex
Mortgages: 75% | J are assigned a weighting of 75% for that portion above 80%
LTV.
H.4 Residential Residential Mortgages that do not meet the criteria set out in
Mortgages: Annex J, other than those that qualify for inclusion in H.2, are
100% assigned a risk weight of 100%.

Portfolio J: Past due exposures

For the purpose of defining the secured portion of a past due loan, eligible collateral and
guarantees will be treated in line with the credit risk mitigation process detailed in Section 4.
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Item Description of Guidance
Item

J.1 Secured The secured part of any past due exposure i.e. that part that

meets the terms for eligible CRM, as set out in Section 4, should

be reported here. The weight is unaffected providing the terms

of the CRM remain fulfilled.

The exception is the case of qualifying residential mortgage
loans. When such loans are past due for more than 90 days, they
must be risk weighted at 100%, net of specific provisions. If such
loans are past due but specific provisions are no less than 20% of
their outstanding amount, the risk weight applicable to the
remainder of the loan can be reduced to 50%.

1.2 Unsecured The unsecured portion of any loan that is past due for more than
90 days, net of specific provisions, including partial write-offs,
will be risk-weighted as follows:

e 150% risk weight when specific provisions are less than 20%
of the outstanding amount of the loan;

e 100% risk weight when specific provisions are no less than
20% of the outstanding amount of the loan but less than
50%;

e 50% risk weight when specific provisions are no less than
50% of the outstanding amount of the loan.

Portfolio K: 250% and 1,250% risk weighted items and capital deductions

These items are risk weighted at 250% or 1,250% as indicated, or require full deduction from
capital and therefore do not contribute to RWA.

Item Description of Guidance
Item

K.1 250% risk weighted assets

K.1.1 Significant Only amounts excluded from deduction (i.e. below the
investments in the | threshold) under items A.19 and A.22 (re A.23) of Form SR-2A
common stock of should be reported here. A 250% risk weighting applies.
banking, financial
and insurance
entities

K.1.2 Mortgage servicing | Only amounts excluded from deduction (i.e. below the
rights threshold) under items A.20 and A.22 (re A.24) of Form SR-2A

should be reported here. A 250% risk weighting applies.

K.1.3 Deferred Tax Only amounts excluded from deduction (i.e. below the
Assets arising from | threshold) under items A.21 and A.22 (re A.25) of Form SR-2A
temporary should be reported here. A 250% risk weighting applies.
differences
SUBTOTAL Total for “K.1: 250% risk weighted assets”, calculated by the
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\ sheet as the sum of K.1.1 to K.1.3.

K.2 1,250% risk weighted assets

K.2.1 Securitisations - Includes all first loss tranches. Also include tranches rated
equity tranches below BB-, including those with short term ratings of lower

than A-3 (or equivalent - see tables 3 & 4 of the prudential
returns guidance to credit risk for the standardised approach
re Form SR-1B). A 1,250% risk weighting applies.
K.2.2 Significant The proportion of significant (minority and/or majority)
investments in investments in commercial entities exceeding the following
commercial materiality levels:
entities
(a) 15% of the bank’s capital for individual investments in
commercial entities; and
(b) 60% of the bank’s capital for the aggregate of such
investments.
A 1,250% risk weighting applies. = The amount below
materiality thresholds should be reported under item L.2 of
Form SR-1B (as equity).

SUBTOTAL Total for “K.2: 1,250% risk weighted assets”, calculated by the
sheet as the sum of K.2.1 to K.2.2.

K.3 Significant Amounts deducted under items A.19 and A.22 of Form SR-2A
investments in the | should be reported here. This includes holdings in, and lending
common stock of of a capital nature to, subsidiaries of the bank, fellow group
banking, financial subsidiaries, joint ventures and associated companies (also
and insurance include any such holdings, or lending of capital nature, that
entities would be reportable under B.9 or C.10 of Form SR-2A).

K.4 Less significant Amounts deducted under item A.18 of Form SR-2A should be
holdings of reported here. Also include any such holdings, or lending of
common equity capital nature, that would be reportable under B.9 or C.10 of
issued by banking, | Form SR-2A.
financial and
insurance entities

K.5 Mortgage servicing | Only amounts deducted under items A.20 and A.22 of Form
rights SR-2A should be reported here.

K.6 Deferred tax assets | Only amounts deducted under items A.21 and A.22 of Form
arising from SR-2A should be reported here.
temporary
differences

K.7 Goodwill Amounts deducted under item A.8 of Form SR-2A should be

reported here.

K.8 Other intangibles Amounts deducted under item A.9 of Form SR-2A should be
(except mortgage reported here.
servicing rights)

K.9 Other All items that require a deduction in Form SR-2A as a result of

specific or general guidance and that do not fall within
Portfolios K.3 to K.8 should be reported here.
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Portfolio L: Other balance sheet exposures

L.1

Description of

Item and Risk
Weighting
Tangible fixed
assets
100%

Premises, plant and equipment, other fixed assets for own use,

Guidance

and other interests in realty. Included are investments in land,
premises, plant and equipment and all other fixed assets of the
reporting institution which are held for its own use, including
any fixed asset held by the institution as lessee under a finance
lease. Other interest in land which is not occupied or used in
the operation of the bank’s business should also be reported
here.

L.2

Equity
100%

Investments in equity of other entities and holdings of
collective investment schemes. Included are investments in
commercial entities, other than those where a 1,250% risk
weighting or deduction from capital base is required.
Collective investment schemes should be included unless they
invest in high risk assets, in which case they are categorised as
such, or they are fixed income (only debt investments, not
equity) in which case they are categorised within L.4.

L.3

High Risk Assets
150%

Investments in venture capital and private equity, including
investments in collective investment schemes holding such
investments, are weighted at 150%.

L4

Other, including
prepayments and
debtors

0-150%

Accrued interest, prepayments and debtors should be
classified here and weighted according to the underlying
counterparty. Unallocated amounts, including unallocated
interest, should be weighted at 100%. This includes
unrestricted fixed income collective investment schemes (see
L.2 above).
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Section 4 — Credit risk mitigation and associated calculation and reporting of
risk-weighted amounts: balance sheet assets

Introduction

For each balance sheet asset, the RWA is calculated by multiplying its “Amount after CRM”
by an appropriate risk weight determined by the type of exposure, as set out in Section 3.

Where an asset is not covered by any recognised CRM techniques (see Section2 and Annex
G), the amounts reported under the columns headed “Amount” and “Amount after CRM”
will be the same. Where an asset is covered wholly or partially by recognised CRM
techniques (see Section2 and Annex G), the amount reported under the column of “Amount
after CRM” should be adjusted to reflect the CRM effect.

The reporting arrangement for exposures covered by CRM techniques depends on the types
of techniques used. In particular, an institution must choose between using the “simple” or
“comprehensive” treatments for collateral.

Annex H contains a number of examples to illustrate the capital treatment and reporting
arrangement of collateralised exposures based on the “simple” approach and the
“comprehensive” approach of the credit risk mitigation framework.

CRM treatment by substitution of risk weights

This method should be used for collateral under the “simple” approach and - in all cases - for
the recognition of the impact of guarantees and credit derivatives.

The first step is to identify the Portfolio to which the underlying claim belongs, based on the
instructions set out in Section 3, then report the whole principal of the claim under the
column of “Amount” in that Portfolio, classified according to the risk weight applicable to
that claim.

The “Amount” is divided into two portions: the portion covered by credit protection and the
remaining uncovered portion.

e For guarantees and credit derivatives, the value of credit protection to be recorded is
their nominal value. However, where the credit protection is denominated in a
currency different from that of the underlying obligation, the covered portion should
be reduced by a haircut for the currency mismatch of 10%;

e For collateral, the value of credit protection to be recorded is its market value subject
to a minimum revaluation frequency of 6 months for performing assets, and 3
months for past due assets (if this is not achieved then no value can be recognised);

e Where the collateral involves cash deposits, certificates of deposit, cash funded
credit-linked notes, or other comparable instruments which are held at a third-party
bank in a non-custodial arrangement and unconditionally and irrevocably pledged or
assigned to the reporting institution, the collateral will be allocated the same risk
weight as that of the third-party bank.
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The covered and uncovered portions are reported according to the following:

e Where the asset covered by CRM is not past due, report the amount of the covered
portion in the Portfolio to which the credit protection belongs, under the column of
“Amount after CRM”, classified according to the risk weight applicable to the credit
protection (subject to a 20% floor, which can be reduced in situations set out in
Annex D);

e Where the asset covered by CRM is past due, the amount of the covered portion
should be included in Portfolio J - Past Due Exposures and reported under the column
of “Amount after CRM” in accordance with the risk weight applicable to the credit
protection.

In both cases, the RWA of the covered portion is then calculated by multiplying the amount
of the covered portion by the risk weight attributed to the credit protection in accordance
with Section 3.

However, where the credit protection takes the form of a credit derivative contract with the
following features, there are certain additional guidelines the bank should follow in
determining the extent of credit protection:

Where the contract is a first-to-default credit derivative contract, the bank may recognise
regulatory capital relief for the asset within the basket with the lowest risk weight, provided
that the principal amount of that asset is less than or equal to the notional amount of the
credit derivative. The institution may substitute the risk weight of the protection seller for the
risk weight of that asset.

Where the contract is a second-to-default credit derivative contract, the reporting institution
may substitute the risk weight of the protection seller for the risk weight of the reference
entity with the second lowest risk weight in the basket of reference entities specified in the
contract, but only if:

e The bank has, as a protection buyer, entered into a first-to-default credit derivative
contract relating to the same basket of reference entities; or
e A reference entity in the basket has defaulted.

Lastly, report the amount of the remaining uncovered portion in the Portfolio to which the
underlying claim belongs, under the column of “Amount after CRM”, classified according to
the risk weight of the underlying claim. The reported RWA of the uncovered portion will then
be calculated by multiplying the amount of the uncovered portion by the risk weight of the
claim.

CRM treatment by reduction of principal of an exposure

This method should be used for the comprehensive approach for collateral, balance sheet
netting, and the netting of multiple repo-style transactions with one counterparty.
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Comprehensive approach for collateral

Report the whole principal of the underlying claim under the column headed “Amount” in
the Portfolio to which the underlying claim belongs, classified according to the risk weight
applicable to that claim.

Report the net amount (i.e. A*) under the column headed “Amount after CRM” in the same
Portfolio of the underlying claim, still classified according to the risk weight of that claim. This
is arrived at by subtracting the value of collateral from the Amount of the claim, with the
application of haircuts to both the “Amount” of the claim and the value of collateral based
on the formula set out below:-

A*=Max {0, [Ax(1+He)-Cx(1-Hc-Hfx)]}
where:
A* = “Amount after CRM”
A = “Amount”
He = Haircut appropriate to the claim
C = Value of the collateral before adjustment required by the comprehensive
approach
Hc = Haircut appropriate to the collateral
Hfx = Haircut appropriate to currency mismatch between the claim and the
collateral

Annex F sets out the standard supervisory haircuts and the required adjustments for
transactions with assumptions on holding-periods and frequencies of re-margining /
revaluation that are different from those underlying the standard supervisory haircuts.

The reported RWA will then be calculated by multiplying A* by the risk weight of the
underlying claim.

Balance sheet netting

Report the principal of the asset under the column headed “Amount” in the Portfolio to
which the asset belongs, classified according to the risk weight applicable to that asset.

Report the principal of the asset net of the book value of the related liability under the
column headed “Amount after CRM” in the same Portfolio, still classified according to the
risk weight of the asset. Where the asset is denominated in a currency different from that of
the liability, the book value of the liability should be reduced by a haircut for the currency
mismatch.

“Amount after CRM” = Max {0, asset - liability x (1 - Hfx)}
where:

Hfx = Haircut appropriate to currency mismatch between the asset and the
liability (see Annex F).

The reported RWA will then be calculated by multiplying the “Amount after CRM” by the risk
weight of the asset.

Page 68 of 218



Netting of multiple repo-style transactions with one counterparty

The bank must use the comprehensive approach for collateral if it intends to recognise the
CRM effect of a valid bilateral netting agreement under which certain repo-style transactions
are entered into with the same counterparty. The bank should compare the aggregate value
of financial assets sold/lent/provided as collateral with the value of financial collateral
acquired/borrowed/received as collateral taking into account haircuts based on the following
formula. Where the “Counterparty exposure after netting” calculated in accordance with the
formula is greater than zero, the bank has a net exposure to the counterparty, for which
capital requirement should be provided:-

E* = Max {0, [(5(E) - 5(C)) + >(Es x Hs) + 3 (Efx x Hfx)]}
where:

E* = Counterparty exposure after netting
E = Value of financial assets sold/lent/provided as collateral
C = Value of financial collateral acquired/borrowed/received as collateral by
the bank
Es= Absolute value of the net position in the same securities
Hs= Haircut appropriate to the net position in the same securities (i.e. Es)
Efx = Absolute value of the net position in a currency different from the
settlement currency
Hfx = Haircut appropriate for currency mismatch

The reporting arrangement for a net counterparty exposure in repo-style transactions
covered by a valid bilateral netting agreement is as follows:

e Identify the Portfolio to which the counterparty belongs and the risk weight
applicable to the counterparty;

e Report the gross amount (i.e. aggregate amount of all outward legs) of all the repo-
style transactions subject to the netting agreement under the column of “Amount”
and the “Counterparty exposure after netting” under the column of “Amount after
CRM”, classified according to the risk weight of the counterparty;

e The reported RWA will then be calculated by multiplying the “Counterparty exposure
after netting” by the risk weight applicable to the counterparty.

Credit protection by means of credit-linked notes

For credit-linked notes, where the bank issues such a note to cover the credit risk of an
underlying asset, the maximum amount of protection is the amount of the funds received
from issuing that note. The protected amount should be treated as a claim collateralised by
cash deposits in Portfolio F, while the remaining unprotected amount, if any, should be
treated as a credit exposure to the underlying asset.

Where the bank holds a credit-linked note, it acquires credit exposure on two fronts, to the
reference entity of the note and also to the note issuer. This balance sheet asset should be
weighted according to the higher of the risk weight of the reference entity or the risk weight
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of the note issuer and reported accordingly in the relevant Portfolio. The amount of exposure
is the book value of the note.

Section 5 — Portfolio classification, determination of credit conversion factors
and risk weights: off-balance sheet exposures — excluding OTC derivatives

Categorisation and determination of CCF

The bank should categorise off-balance sheet exposures into the following standard items
and report:

e The amount (which is automatically generated from form SR-1A); and
e The amount after allowing for credit risk mitigation and applying CCF, categorised by
risk weight.

Item Description of Item | Guidance CCF

M.1 Direct credit Direct credit substitutes almost always relate to | 100%
substitutes the financial wellbeing of a third party. In this
case the risk of loss to the reporting institution
from the transaction is equivalent to a direct
claim on that party, i.e. the risk of loss depends
on the creditworthiness of the third party.

M.2 Transaction related | Transaction related contingents relate to the | 50%
contingencies ongoing trading activities of a counterparty
where the risk of loss to the bank depends on the
likelihood of a future event that is independent of
the creditworthiness of the counterparty. They
are essentially guarantees that support particular
financial obligations rather than supporting
customers’ general financial obligations.

M.3 Trade-related These comprise short-term, self liquidating trade- | 20%
contingencies related items, such as documentary letters of
credit issued by the bank, which are, or are to be,
collateralised by the underlying shipment, ie
where the credit provides for the bank to retain
title to the underlying shipment. Such items
should be weighted according to the
counterparty on whose behalf the credit is issued
whether or not the terms and conditions of the
credit have yet to be complied with.

M.4 Asset sales with Asset sales with recourse (where the credit risk | 100%
recourse remains with the bank) fall into the weighting
category determined by the asset and not the
counterparty with whom the transaction has
been entered into.

Put options written where the holder of the asset
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Item \ Description of Iltem \ Guidance CCF
is entitled to put the asset back to the reporting
bank, e.g. if the credit quality deteriorates, should
be reported here, as should put options written
by the reporting bank attached to marketable
instruments or other physical assets.

M.5 Forward asset The weight should be determined by the asset to | 100%
purchases be purchased, not the counterparty with whom

the contract has been entered into. Include
commitments for loans and other balance sheet
items with committed drawdown. Exclude foreign
currency spot deposits with value dates one or
two working days after trade date.

M.6 Partly paid-up The unpaid part should only be included if there | 100%
shares and securities | is a specific date for the call on that part of the

shares and securities held.

M.7 Forward deposits These include a commitment to place a forward | 100%
placed deposit. Where the bank has instead contracted

to receive the deposit, failure to deliver by the
counterparty will result in an unanticipated
change in its interest rate exposure and may
involve a replacement cost. Its exposure should
therefore be treated as an interest rate contract
(see Section 7).

M.8 Note issuance and Note issuance facilities and  revolving | 50%
revolving underwriting facilities should include the total
underwriting amounts of the bank’s underwriting obligations of
facilities any maturity. Where the facility has been drawn

down by the borrower and the notes are held by
anyone other than the bank, the underwriting
obligation should continue to be reported at the
full nominal amount.

M.9a Other commitments | The bank is regarded as having a commitment | 20%
with original from the date the customer is advised of the
maturity of less than | facility (e.g. the date of the letter advising the
1 year customer), regardless of whether the

M.9b Other commitments | commitment is revocable or irrevocable, | 50%
with original conditional or unconditional and in particular
maturity of 1 year whether or not the facility contains a “material
and over adverse change” clause. Facilities subject to

annual review should only be classified within
M.9a if the bank is confident there is no client
expectation of automatic renewal.

M.9c Commitments that Commitments (including the undrawn portion of | 0%

are unconditionally
cancellable without

any binding arrangements which obligate the
bank to provide funds at some future date) that
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Item \ Description of Iltem \ Guidance CCF
prior notice are unconditionally cancellable without prior
notice by it other than for “force majeure”
reason, or that effectively provide for automatic
cancellation due to deterioration in a borrower’s
creditworthiness.

Retail credit lines may be considered as
unconditionally cancellable if the terms permit
the bank to cancel them to the full extent
allowable under consumer protection and related
legislation.

Where a bank has entered into a so called
“uncommitted facility” and it is apparent that the
facility is commercially (if not legally) committed,
consideration should be given to applying a
capital charge to such a facility under Pillar 2 (the
ICAAP) which might be equivalent to the charge
that would be applicable if there was a legally
enforceable commitment.

Determination of risk weights for off-balance sheet items excluding OTC Derivatives

Except for the following, the applicable risk weight for an off-balance sheet item is
determined by reference to the risk weight allocated to the counterparty of the exposure, in
accordance with the relevant instructions under Section 3. The exceptions are:

e “Direct credit substitutes”;

e “Asset sales with recourse”;

e “Forward asset purchases”;

e “Partly paid-up shares and securities”; and

e Exposures arising from the selling of credit derivative contracts booked in the
reporting institution’s banking book reported as “Direct credit substitutes”.

For these, the applicable risk weight to an exposure should be:
In the case of “Direct credit substitutes”, “Asset sales with recourse” and “Forward asset
purchases”, the risk weight is determined by reference to the risk weight allocated to the

underlying assets;

In the case of “Partly paid-up shares and securities”, use the risk weight for the equities in
question (usually 100%); and

In the case of exposures arising from the selling of credit derivative contracts booked in the
reporting bank’s banking book reported as “Direct credit substitutes”, the risk weight is
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normally determined by reference to the risk weight of the relevant reference entity.

However:

e Where a credit derivative contract sold is a first-to-default credit derivative contract:

©)

If it has a current rating assigned to it by an ECAI, the bank should apply the
risk weight attributed to the rating using the securitisation mapping (Tables 3
& 4); or

If it does not have a current rating assigned to it by an ECAI, the bank should
report as per the aggregate risk weights of the reference entities in the
basket, subject to a maximum of 1000%.

e Where a credit derivative contract sold is a second-to-default credit derivative
contract:

o

If it has a current rating assigned to it by an ECAI, the bank should apply the
risk weight attributed to the rating using the securitisation mapping (Tables 3
& 4); or

If it does not have a current rating assigned to it by an ECAI, the bank should
aggregate the risk weights of the reference entities in the basket, but
excluding that reference entity to which the lowest risk weight would be
allocated, subject to a maximum of 1000%.

e Where a credit derivative contract sold provides credit protection proportionately to
a basket of reference entities, in ratios set out in the credit derivative contract, the
institution should calculate the risk weight of its exposure under the credit derivative
contract by taking a weighted average of the risk weights attributable to the
reference entities in the basket. For the purpose of reporting in form SR-1B M.1, the
weighted average risk weight should be entered as a round number (e.g. if the
average weighting was 25.64% the amount should be entered in the form as 26).
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Section 6 — Credit risk mitigation and the calculation and reporting of risk-
weighted amounts: off-balance sheet exposures — excluding OTC derivatives

Introduction

For each off-balance sheet exposure, the bank is required to identify the relevant risk weight
for the counterparty by reference to what this would be for a balance sheet exposure to the
same counterparty.

Where an exposure is not covered by any recognised CRM techniques the process for
calculating the capital requirement is:

e Firstly, enter the “Amount” (this is automated within the form software), which is
converted into a "Credit Equivalent Amount” by multiplying it by the applicable CCF;

e Secondly, the “Credit Equivalent Amount” is classified by the applicable risk
weighting, which is then used to calculate the RWA.

Where an exposure is covered fully or partially by recognised CRM techniques, the capital
treatment is similar to that of balance sheet assets set out in Section 4, except that, in
calculating the RWA, the “Credit Equivalent Amount” (“CEA”) is used instead of the
“Amount”. The calculation will depend on the type of CRM techniques used.

Annex H contains a number of examples to illustrate the capital treatment and reporting
arrangement of collateralised exposures based on both the “simple” approach, and the
“comprehensive” approach of the Basel Il credit risk mitigation framework.

CRM treatment by substitution of risk weights

This method should be used for collateral under the “simple” approach, and in all cases for
the recognition of the impact of guarantees and credit derivatives.

Report the amount of the exposure in the row “Amount”, classified according to Section 5.

Divide the amount into two portions: the portion covered by credit protection and the
remaining uncovered portion (the value of the credit protection for different types of CRM
techniques being determined in the same way as when the techniques are used to cover
balance sheet assets — see Section 4).

Multiply both portions by the CCF applicable to the exposure to create two CEAs (the total of
which must equate to the CEA given by the sheet).

Classify the CEA of the uncovered portion according to the risk weight of the exposure and
the CEA of the covered portion according to the risk weight of the collateral (subject to a 20%
floor which can be reduced in the situations set out in Annex D) or, for a guarantee or credit
derivative, the credit protection provider. These inputs will then be used by the module to
arrive at the risk weighted amount by multiplying each CEA by the appropriate weight.
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CRM treatment by reduction of amount of an exposure
This method should be used for the comprehensive approach for collateral.
Report the “Amount”, classified according to Section 5.

Calculate the “Credit Equivalent Amount after CRM” and multiply it by the applicable CCF
based on the following formula:

CEA* = max {0, [A x (1 + He) - C x (1 - Hc - Hfx)]} x CCF
where:
CEA* = “Credit Equivalent Amount after CRM”
A =“Amount”
He = Haircut appropriate for the exposure
C = Value of the collateral
Hc = Haircut appropriate to the collateral
Hfx = Haircut appropriate for currency mismatch between the exposure and the
collateral
CCF = Credit conversion factor applicable to the exposure

Classify the “Credit Equivalent Amount after CRM” according to the risk weighting of the

counterparty. This will then be used by the module to calculate the “Risk-weighted Amount”.

Section 7 — Portfolio classification: off-balance sheet exposure: OTS
derivatives

OTC contracts summary

For OTC contracts, all information and calculation is performed within the relevant schedule.
The OTC form is a summary of the results of the individual schedules.

Item \ Description of ltem Guidance
N.1 Interest rate contracts Summary, automatically completed from the
data input in Schedule N.1
N.2 Foreign exchange and gold | Summary, automatically completed from the
contracts data input in Schedule N.2
N.3 Equity contracts Summary, automatically completed from the
data input in Schedule N.3
N.4 Other precious metal contracts Summary, automatically completed from the
data input in Schedule N.4
N.5 Other commodity contracts Summary, automatically completed from the
data input in Schedule N.5
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OTC contract Schedules
OTC N.1: The following derivative contracts may be excluded from the calculation of RWA:

e Exchange rate contracts (except those which are based on gold) with an original
maturity of 14 calendar days or less; or

e Forward exchange rate contracts arising from swap deposit arrangements. Under
such contracts, the money deposited by the customer remains under the control of
the bank at all times during the transaction and the institution will be in a position to
ensure that the customer does not default on the settlement of the forward contract.

Categorisation and add-on factors for OTC derivative contracts

The add-on factors used to determine the Credit Equivalent Amount applicable to OTC
derivative transactions are set out in the following table according to their residual
maturities:

Interest FX and Gold Equities Precious Metals Other
Rate (except Gold) Commodities
One year or 0.0% 1.0% 6.0% 7.0% 10.0%
less
Over 1 year to 0.5% 5.0% 8.0% 7.0% 12.0%
five years
Over five years 1.5% 7.5% 10.0% 8.0% 15.0%

For contracts structured to settle outstanding exposures following specified payment dates
and where the terms are reset such that the market value of the contract is zero on these
dates, the residual maturity should be set equal to the time until the next reset date. In the
case of interest rate contracts that meet these criteria, and the remaining time to final
maturity of the contracts is more than one year, the add-on factor is subject to a floor of
0.5%.

Forwards, swaps, purchased options and similar derivative contracts other than those
contracts the value of which is derived from the value of exchange rate, gold, interest rate,
equity, or precious metal, should have applied the add-on factors applicable to “Other
Commodities”.

Section 8 — Credit risk mitigation and the calculation and reporting of risk
weighted amounts: off-balance sheet exposures — OTC derivatives

The bank should use the replacement cost method to risk weight credit exposures to
counterparties under OTC derivatives. OTC derivative transactions should be reported in
Schedules N.1 to N.5. Where OTC derivative transactions are covered by a valid bilateral
netting agreement, the bank may report the netted amount under item P in the OTC
Summary page.
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Report the “Amount” outstanding, being the total nominal value of all relevant OTC contracts
classified according to type, maturity and the risk weighting of the counterparty. Insert the
sum of any and all positive mark-to-market valuations relating to these contracts in the
column headed “Positive Mark-to-Market”, which is the replacement cost (obtained by
“marking to market”) of every contract with a positive value (where a contract has a negative
value, it should be taken as zero), or where contracts are covered by a valid bilateral netting
agreement, the net amount of the sum of the positive and negative mark-to-market values of
the individual contracts covered by the bilateral netting agreement, if positive.

The “Credit Equivalent Amount” will then be the sum of:

e The “Positive Mark-to-Market”; and
e The “Add-on Amount”, which is derived by multiplying the “Amount” of each contract
by the appropriate “add-on factor” for that classification (as set out in Section 7).

Single currency floating/floating (basis) interest rate swaps should be classified as being less
than 1 year to maturity and hence attract an add-on of 0%; the “Credit Equivalent Amount” is
simply the positive mark-to-market.

In the absence of CRM, report the “Credit Equivalent Amount” in the column headed
“Amount after CRM”. Allowance for specific provisions can be made by deducting these from
the “Credit Equivalent Amount”. This would then be multiplied by the applicable risk weight
to calculate the RWA.

Where the (net) exposure to the counterparty is protected fully or partially by recognised
CRM techniques the capital treatment is similar to that of balance sheet assets explained in
Section 4, albeit in calculating the RWA, the “Credit Equivalent Amount” is used instead of
the “Amount”. The calculation will depend on the type of CRM techniques used, as described
in the following two sections.

Annex H contains a number of examples to illustrate the capital treatment and reporting
arrangement of collateralised exposures based on the “simple” approach and the
“comprehensive” approach of the credit risk mitigation framework.

CRM treatment by substitution of risk weights

This method should be used for collateral under the “simple” approach, and in all cases for
the recognition of the impact of guarantees and credit derivatives.

Report the amount of the underlying transaction under the column “Amount”.

Convert the “Amount” into a “Credit Equivalent Amount “as set out above. Specific
provisions should be deducted from the “Credit Equivalent Amount”. Note that the sheet will
provide an unadjusted “Credit Equivalent Amount” that should be used if there are no
provisions.

Divide the “Credit Equivalent Amount” into two portions: the portion covered by credit
protection and the remaining uncovered portion.
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In the “After CRM”, column classify the “Credit Equivalent Amount” of the uncovered portion
according to the applicable risk weight of the exposure and the “Credit Equivalent Amount”
of the covered portion according to the applicable risk weight of the collateral (subject to a
floor of 20% which can be reduced in the situations set out in Annex D) or credit protection
provider. Each amount will be multiplied by the appropriate risk weight to arrive at the risk-
weighted amount.

CRM treatment by reduction of amount of an exposure
This method should be used for the “comprehensive” approach for collateral.
Report the principal of the underlying transaction under the column “Amount”.

Convert the “Amount” into a “Credit Equivalent Amount” as set out above. Specific
provisions should be deducted from the “Credit Equivalent Amount”.

Calculate the “Credit Equivalent Amount after CRM” according to the following formula:

CEA* = Max {0, [CEA - Cx (1 - Hc - Hfx)]}
where:
CEA* = “Credit Equivalent Amount after CRM”
CEA = “Credit Equivalent Amount” (i.e. sum of “Positive Mark-to-Market” and
“Add-on Amount”, net of specific provisions)
C = Value of the collateral
Hc = Haircut appropriate to the collateral
Hfx = Haircut appropriate for currency mismatch between the settlement
currency and the collateral currency

In the “After CRM” column enter the “Credit Equivalent Amount after CRM” classified by the
risk weight of the counterparty. This is then used to calculate the “Risk-weighted Amount”.

Section 9 Credit risk mitigation — specific issues
Multiple credit risk mitigation

An exposure covered by two or more different CRM techniques (e.g. with both collateral and
guarantee partially covering the claim) should be accounted for by dividing the exposure into
portions covered by each type of CRM technique. The calculation of the RWA of each portion
will be done separately according to the reporting of each portion. Where there is an overlap
of coverage between the CRM techniques, the bank may select, in respect of the overlapped
portion, the CRM technique that will result in the lowest RWA for the exposure.

An exposure covered by two or more CRM techniques that are of the same form but have

different maturities should likewise be divided into different portions according to the
maturities. The RWA of each portion should then be calculated separately.
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Where an exposure is in the form of a general banking facility consisting of several types of
credit line, the bank may determine how any CRM techniques available under the facility
should be allocated to individual claims under each line.

Maturity mismatches

Where the residual maturity of the CRM is less than that of the underlying credit exposure, a
maturity mismatch occurs. Where there is a maturity mismatch and the CRM has an original
maturity of less than one year, the CRM is not recognised for capital purposes. In other cases
where there is a maturity mismatch, partial recognition is given to the CRM for regulatory
capital purposes as detailed below. Under the “simple” approach for collateral, maturity
mismatches will not be allowed.

For the “comprehensive” approach, the value of the credit protection should be adjusted
based on the following formula:

Pa=Px(t-0.25)/(T-0.25)

where:
Pa = Value of credit protection adjusted for maturity mismatch
P = Value of credit protection adjusted for haircuts for price volatility of
collateral and currency mismatch
T = The lower of 5 years and the residual maturity of the underlying exposure,
expressed in years
t = The lower of T and the residual maturity of the credit protection, expressed
in years
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Tables

Table 1 — Mapping of ECAIs’ credit assessments to risk weightings: Long-term mapping

Standard and Fitch’s Moody’s Corporate Banks and securities firms Sovereign PSE

Poor’s (“S&P”)  assessments assessments Maturity > | Maturity 3 (Sovereign rating
assessments 3 months months or less based)

AAA to AA- AAA to AA- Aaa to Aa3 20% 20% 20% 0% 20%

A+ to A- A+ to A- Alto A3 50% 50% 20% 20% 50%

BBB+ to BBB- BBB+ to BBB- Baal to Baa3 100% 50% 20% 50% 100%

BB+ to BB- BB+ to BB- Bal to Ba3 100% 100% 50% 100% 100%

B+ to B- B+ to B- B1 to B3 150% 100% 50% 100% 100%

CCC+ and below | CCC+ and below Caal and below | 150% 150% 150% 150% 150%

Table 2 — Mapping of ECAIs’ credit assessments to risk weightings: Short-term mapping (Banks and Corporates)

S&P assessments

\ Fitch’s assessments

Moody’s assessments \ Risk weight

A-1+, A-1 F1+, F1 P-1 20%
A-2 F2 P-2 50%
A-3 F3 P-3 100%
All short-term ratings below A-3 | Below F3 Not prime (NP) 150%
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Table 3 - Securitisation - Mapping of ECAIs’ credit assessments to risk weightings: Long term mapping

S&P assessments Fitch’s assessments Moody’s assessments Risk weight
AAA to AA- AAA to AA- Aaa to Aa3 20%

A+ to A- A+ to A- Alto A3 50%

BBB+ to BBB- BBB+ to BBB- Baal to Baa3 100%

BB+ to BB- BB+ to BB- Bal to Ba3 350%

B+ and below B+ and below B1 and below 1,250%

Table 4 - Securitisation - Mapping of ECAIs’ credit assessments to risk weightings: Short term mapping

S&P assessments Fitch’s assessments Moody’s assessments Risk weight
A-1+, A-1 F1+, F1 P-1 20%

A-2 F2 P-2 50%

A-3 F3 P-3 100%

All short-term ratings Below F3 Not prime (NP) 1,250%

below A-3
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Table 5 — Collective investment undertakings - mapping of ECAIs’ credit assessments to risk weightings

S&P assessments S&P assessments (fund Fitch’s Moody'’s

(principal stability fund credit quality ratings) assessments assessments

ratings)

AAm to AA-m AAAf to AA-f AAA to AA- Aaa to Aa3 20%
A+m to A-m A+f to A-f A+ to A- Alto A3 50%
BBB+m to BBB-m BBB+f to BBB-f BBB+ to BBB- Baal to Baa3 100%
BB+m to BB-m BB+f to BB-f BB+ to BB- Bal to Ba3 100%
B+m to B-m B+f to B-f B+ to B- B1to B3 150%
CCC+m and below CCC+f and below CCC+ and below | Caal and below 150%

Table 6 — Mapping consensus risk scores from participating ECAs to risk weightings

Country Sovereign

Score

0-1 0%

2 20%
3 50%
4-6 100%
7 150%
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Annex A - ECAI ratings and mapping
Recognition of External Credit Assessment Institutions (ECAls)
The ECAIs recognised are:

e Fitch Ratings;
e Standard & Poor’s Ratings Services; and,
e Moody’s Investors Service.

Mapping of ECAIs’ ratings to risk weights for capital adequacy purposes

The mapping of the recognised ECAIs’ ratings to risk weights is shown in Tables 1&2
for the standardised approach, and in Tables 3&4 for securitisations under the
standardised approach. Table 5 shows the mapping of ECAIls’ ratings to risk weights
in respect of collective investment undertakings.

Banks must use the chosen ECAIs and their ratings consistently for each type of
claim, for both risk weighting and risk management purpose. Banks will not be
allowed to “cherry-pick” the assessments provided by different ECAls, and must
disclose the ECAIs that they intend to use for the risk weighting of their assets by
type of claim as per the mapping process in Tables 1, 2, 3, 4 and 5. Further guidance
is provided below.

Guidelines applicable to banks with respect to the nomination of ECAls

For the purpose of applying ECAI ratings to derive risk-weights for exposures under
the relevant portfolios, a bank should satisfy the following four steps:

e Nominate one or more ECAI(s) whose assigned ratings will be used by the
bank for deriving risk weights for exposures in each of the external ratings-
based Portfolios, provided that the nominated ECAI(s) can provide a
reasonable coverage of the bank’s exposures within the Portfolios in terms of
the types of counterparties and different geographical regions covered by the
ECAI(s);

e Notify the Authority of its nominated ECAI(s) and the application of the
ratings of such ECAI(s) on each of the bank’s external ratings-based
Portfolios;

e Use the ratings of the nominated ECAI(s) within each of the external ratings-
based Portfolios consistently, and seek the consent of the Authority on any
subsequent changes to such ECAI(s) and the application of its/their ratings;
and

e Treat a relevant exposure or the person to whom the bank has a relevant
exposure as “unrated” for risk weighting purposes if that exposure or that
person does not have a solicited rating assigned to it by any ECAI chosen by
the bank.
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The above requirements are to ensure that a bank applies the ratings of its
nominated ECAI(s) consistently and avoid any possible cherry picking of ratings
provided by different ECAls.

In determining its nominated ECAI(s), a bank should pay special attention to the
criterion of “reasonable coverage”. Where a bank has significant exposures within
the external ratings-based Portfolios to a particular type/set of counterparties or a
particular country that is not rated by the bank’s nominated ECAI(s) but ratings are
available from other ECAI(s) recognised by the Authority, the bank should include
such ECAlI as a nominated ECAlI to comply with the “reasonable coverage”
requirement.

Multiple assessments

If there is only one assessment by a nominated ECAI chosen by a bank for a
particular claim, that assessment should be used to determine the risk weight of the
claim.

If there are two assessments by nominated ECAls chosen by a bank that map into
different risk weights, the higher risk weight will be applied.

If there are three assessments with different risk weights, the assessments
corresponding to the two lowest risk weights should be referred to and the higher of
those two risk weights will be applied.

Level of application of assessments

External assessments for one entity within a corporate group cannot be used to risk
weight other entities within the same group.

Issue versus issuer assessment

Where a bank invests in a particular issue that has an issue-specific assessment, the
risk weight of the claim will be based on this assessment. Where a bank’s claim is
not an investment in a specific assessed issue the following principles apply:

e In circumstances where the borrower has a specific assessment for an issued
debt, but the bank’s claim is not an investment in this particular debt, a high
quality credit assessment (that being one which maps into a risk weight lower
than that which applies to an unrated claim) on that specific debt may only
be applied to the bank’s un-assessed claim if this claim ranks pari passu or
senior to the claim with an assessment in all respects. If not, the credit
assessment cannot be used and the un-assessed claim will receive the risk
weight for unrated claims; and

e In circumstances where the borrower has an issuer assessment, this
assessment typically applies to senior unsecured claims on that issuer.
Consequently, only senior claims on that issuer will benefit from a high
quality issuer assessment. Other un-assessed claims of a highly (mapping

Page 84 of 218



into a risk weight equal to or higher than that which applies to unrated
claims), assessed issuer will be treated as unrated. If either the issuer or a
single issue has a low quality assessment (mapping into a risk weight lower
than that which applies to unrated claims), an un-assessed claim on the same
counterparty will be assigned the same risk weight as is applicable to the low
quality assessment.

Where a bank intends to rely on an issuer or an issue specific assessment, the
assessment must take into account and reflect the entire amount of credit risk
exposure a bank has with regard to all amounts owed to it.

Short-term / long-term assessments

For risk weighting purposes, short-term assessments are deemed to be issue-
specific. They can only be used to derive risk weights for claims arising from the
rated facility. They cannot be generalised to other short-term claims, except under
the conditions that follow in relation to short-term inter-bank claims of the
standardised approach to credit risk, which the Authority has applied:

e The general preferential treatment for short-term claims, as defined under
paragraphs 62 and 64 of Basel I, applies to all claims on banks of up to three
months original maturity when there is no specific short-term assessment
(i.e. apply the long-term ratings and associated risk weights as defined in
Table 1&3 for short-term claims);

e Where there is a short-term assessment, and such an assessment maps into a
risk weight that is more favourable (i.e. lower) or identical to that derived
from the general preferential treatment, the short-term assessment should
be used for the specific claim only; and

e Where a specific short-term assessment for a short-term claim on a bank
maps into a less favourable (i.e. higher) risk weight, the general preferential
treatment for inter-bank claims cannot be used. All unrated short-term
claims should receive the same risk weighting as that implied by the specific
short-term assessment.

Short-term ratings cannot be used to support a risk weight for an unrated long-term
claim, and may only be used for short-term claims against banks, corporate entities
and securitisations. The mapping process for short-term claims is shown in Tables
2&4.

Collective investment undertakings (“CIUs”)

The mapping for ClUs is the same as the mapping for long-term fundamental credit
ratings. Fitch and Moody’s use the same rating scale for their “Managed Funds
Credit Quality Ratings” as for their fundamental credit ratings, while Standard &
Poor’s uses a slightly different rating scales for “Principal Stability Fund” ratings and
for “Fund Credit Quality Ratings”, the rating scales are identical in terms of number
of rating categories.
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Credit assessments in relation to exposures in the form of ClUs are to be applied
purely for fixed income ClUs within the standardised approach. The mapping of
ECAIs’ ratings to risk weights is shown in Table 5.

Export Credit Agencies (“ECAs”)

Basel Il (para 55) allows supervisors to recognise the country risk scores assigned by
ECAs in respect of the risk weighting of sovereign and central bank exposures. This is
in addition to banks being able to use ECAIs for such exposures. The Authority
exercised this National Discretion, stating that banks can only use the consensus risk
scores of ECAs participating in the “OECD Arrangement on Officially Supported
Export Credits”. The consensus country risk classification is available on the OECD’s
website (www.oecd.org). The mapping of the score to risk weights is shown in Table
6. Banks wishing to use the consensus risk scores of ECAs must use these
consistently.
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Annex B — Classification between sovereign and PSE exposures

Zero weighted exposures to the Isle of Man Government, United Kingdom
Government and the States of Jersey and Guernsey

The Authority has exercised its national discretion such that claims on (and
guaranteed by) the Isle of Man Government denominated in sterling, and funded in
sterling attract a risk weighting of zero. In cases where the Isle of Man Government,
through Treasury, has provided a letter of comfort rather than a formal guarantee,
the Authority may also allow such claims to be risk weighted at zero but a bank
should seek clarification in such circumstances.

Similarly, claims on (and guaranteed by) the United Kingdom Government and the
States of Jersey and Guernsey denominated in sterling and funded in sterling also
attract a risk weighting of zero. In essence, the Isle of Man Government and States
of Jersey and Guernsey are treated as “sovereigns” for the purpose of credit risk
reporting.

Claims on non central government PSEs

Generally, such claims are risk weighted in accordance with portfolio B of form SR-1B
(i.e. a floor of 20%). However, there are cases where it may be appropriate to treat a
claim on PSE as being a claim on a sovereign which could attract a lower risk
weighting. Matters which should be considered in determining whether a claim can
be treated as to a sovereign include the following:-

e The extent of guarantees provided by the central government (and in the
case of the Isle of Man Government, letters of comfort);

e For PSEs (often regional governments and local authorities) that have
revenue raising powers the claim may be treated as a claim on the sovereign
/ central government if the PSE has specific revenue raising powers and have
specific institutional arrangement the effect of which is to reduce their risks
of default;

e For PSEs (administrative bodies responsible to central governments, regional
governments or local authorities, and other non commercial undertakings)
that do not have revenue raising powers or do not have special constitutional
arrangements (or guarantees), it is unlikely the claim will be treated as a
claim on the sovereign / central government. Further, if strict lending rules
apply to these entities and a declaration of bankruptcy is not possible
because of their special public status, it may be appropriate to treat these
claims in the same manner as claims on banks.
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Annex C — Multilateral development banks (MDBs)
List of institutions that shall be considered as MDBs:

e European Investment Bank

e European Bank for Reconstruction and Development
e Council of Europe Development Bank

e European Investment Fund

e International Bank for Reconstruction and Development
e International Finance Corporation

e Inter-American Development Bank

e African Development Bank

e Asian Development Bank

e Caribbean Development Bank

e Nordic Investment Bank

e Islamic Development Bank
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Annex D — Exceptions to the risk weight floor of 20% under the simple approach for
collateral

Introduction

In general, a bank should not allocate a risk weight of less than 20% to collateral that
is recognised under the “simple” approach except those set out below.

Repo-style Transactions

A risk weight of 0% can be allocated to repo-style transactions that are treated as
collateralised lending and satisfy all requirements set out in Annex E.

A risk weight of 10% can be allocated to repo-style transactions that are treated as
collateralised lending and satisfy all requirements set out in Annex E excluding those
relating to core market participants.

OTC Derivative Transactions

A risk weight of 0% can be allocated to the collateralised portion of an OTC
derivative transaction provided that:

e The transaction is marked-to-market daily and collateralised by cash provided
to the institution, and

e The settlement currency of the transaction is the same currency as the cash
provided as collateral.

A risk weight of 10% can be allocated to the collateralised portion of an OTC
derivative transaction when the transaction is collateralised by debt securities issued
by a sovereign or a sovereign foreign public sector entity qualifying for a risk weight
of 0% in accordance with Section 3 and Annex B.

Other Transactions

A 0% risk weight can be allocated to the collateralised portion of a transaction if both
the transaction and the collateral are denominated in the same currency, and either:

e The collateral is cash on deposit with the bank; or

e The collateral is in the form of debt securities issued by a sovereign or a
sovereign foreign public sector entity eligible for a risk weight of 0% in
accordance with Section 3 and Annex B, and the current market value of
which has been discounted by 20%.

A 0% risk weight can be allocated to recognised collateral in the form of gold bullion
held by the bank.
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Annex E - Criteria for preferential treatment of repo-style transactions
Introduction

Other than those covered by a valid bilateral netting agreement, the bank should
adopt the “economic substance” approach for capital treatment of repo-style
transactions and report them as balance sheet assets as described below.

Repos of securities

Where the bank has sold securities under repo agreements, the securities sold
should continue to be treated as assets with capital requirement provided for the
credit risk to the securities:

e Reverse repos of securities - where the bank has acquired securities under
reverse repo agreements, the transaction should be treated as a
collateralised lending to the counterparty, providing the securities acquired
meet the relevant criteria for recognising collateral. The capital requirement
should then be provided for the credit risk to the counterparty, taking into
account the CRM effect of the collateral;

e Securities lending - the treatment is similar to that of repo transactions. This
means that the securities lent should continue to remain as an asset on the
balance sheet of the bank, with the capital requirement being derived from
the credit risk of the securities; and

e Securities borrowing - the treatment depends on whether the collateral
provided is cash or other securities:

o Where the collateral provided is cash, it should be treated as a
collateralised lending to the counterparty, providing the securities
received meet the relevant criteria for recognising collateral, as set
out in Annex G. The capital requirement should then be derived from
the credit risk to the counterparty, taking into account the CRM effect
of the collateral;

o Where the collateral provided is not cash but securities, the securities
borrowed should be reported as assets on the balance sheet of the
bank.

For securities lending or borrowing where the contractual agreement is made
between the securities borrower/lender and the custodian (e.g. Clearstream Banking
or Euroclear Bank) and the securities borrower/lender has no knowledge as from/to
whom the security is borrowed/lent, the custodian becomes the “counterparty” of
the stock borrower/lender.
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The Authority will allow a preferential risk-weighting treatment for qualified repo-
style transactions which satisfy all the requirements below. Under the
“comprehensive” approach for collateral, these qualified transactions are not
required to be subject to any haircuts.

Requirements to be satisfied

e The counterparty should be a core market participant. The Authority
recognises the following entities as core market participants:

» Sovereigns, central banks and PSEs;

> Banks and securities firms;

» Other financial companies (including insurance companies) eligible for
a 20% risk weight in the standardised approach;

» Regulated mutual funds that are subject to capital or leverage
requirements;

» Regulated pension funds; and

» Recognised clearing organisations

e Both the exposure and the collateral are cash or securities issued by
sovereigns or PSEs treated as sovereigns which qualify for a risk weight of 0%.

e Both the exposure and the collateral are denominated in the same currency.

e Either the transaction is overnight or both the exposure and the collateral are
subject to daily mark-to-market and daily re-margining.

e Inthe case of a counterparty’s failure to re-margin, the time between the last
mark-to-market before the failure to re-margin and the liquidation of the
collateral is no more than four business days.

e The transaction is settled across a settlement system proven for that type of
transaction.

e Standard market documentation in the securities concerned is used for the
agreement covering the repo-style transactions.

e The documentation of the transaction should specify that the transaction is
immediately terminable if the counterparty fails to satisfy an obligation to
deliver cash or securities or to deliver margin or otherwise defaults

e Upon any event of default, regardless of whether the counterparty is
insolvent or bankrupt, the bank should have an unfettered and legally
enforceable right to immediately seize and liquidate the collateral for its
benefit.
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Annex F — Standard supervisory haircuts for the comprehensive approach for
collateral

Introduction

Banks applying the “comprehensive” approach for collateralised transactions are
required to use standard supervisory haircuts provided in the table below to adjust
the price volatility of both the underlying exposure and/or the collateral. These
haircuts assume daily marking-to-market, daily re-margining and a 10-business-day
holding period. (Figures below are in percentages.)

Table of Supervisory Haircuts

Issue rating for debt | Residual Sovereigns Other issuers
securities Maturity
=<1 year 0.5 1
>1 year, =<5 2 4
AAA to AA- years
> 5 years 4 8
=<1 year 1 2
>1 year, =<5 3 6
A+ to BBB-and years
unrated bank > 5 years 6 12
securities
BB+ to BB- All 15 Not Allowed
Main index equities (including 15
convertible
bonds) and Gold
Other equities (including convertible 25
bonds)
listed on a recognised exchange
UCITS/Mutual funds Highest haircut applicable to any security
in which the fund can invest
Cash in the same currency 0

Haircuts for sovereigns should be applied to MDBs and PSEs treated as sovereigns by
an equivalent regulator.

Guidance on use of haircuts
For transactions in which a bank lends to a counterparty instruments that are not
included in the above table (e.g. non-investment grade corporate debt securities),

the haircut to be applied to the exposure should be equivalent to the haircut for
equity traded on a recognised exchange that is not part of a main index (i.e. 25%).
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In cases where the underlying exposure and collateral are denominated in different
currencies, a standard supervisory haircut for currency risk (Hfx) of 8% should be
imposed to further reduce the value of collateral. This haircut is also based on daily
mark-to-market and a 10-business-day holding period.

When applying the appropriate haircuts to the underlying exposure and collateral,
institutions should distinguish the transaction between three types:

e Repo-style transactions;

e Other capital market transactions (i.e. OTC derivative transactions, and
margin lending); and

e Secured lending.

The appropriate haircut to be used for each of these types of transactions depends
on the frequency of re-margining or revaluation and the assumed minimum holding
period for the type of transaction. Providing the transactions are subject to daily
revaluation or re-margining, the assumed minimum holding period of these three
types of transactions are as follows:

Type of Transactions Minimum Holding Condition

Period
Repo-style transactions | 5 business days Daily re-margining
Other capital market 10 business days Daily re-margining
transactions
Secured lending 20 business days Daily revaluation

Providing the requirements set out at Annex E are satisfied, a repo-style transaction
treated as a collateralised loan to a core market participant will not be subject to any
haircuts.

Where a transaction has a minimum holding period different from 10 business days
or is not re-margined or re-valued daily as assumed in the standard supervisory
haircuts, banks are required to scale up or down the standard haircuts (He, Hc and
Hfx) by the following formula when applying them to calculate the RWA of a
transaction:

H = H10 x Square root of ((NR+(TM-1))/10)
where:

H = Haircut after adjustment for differences in holding period and
revaluation frequency

H10 = Standard supervisory haircuts based on a minimum holding
period of 10 business days

NR = Actual number of days between re-margining or revaluation
of collateral
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TM = Minimum holding period for particular types of transaction
(i.e. 5 business days for repo-style transactions or 20 business days
for secured lending)

In the case of repo-style transactions, haircuts for price volatility of the instruments

involved in the transactions could be lowered to 0% if the criteria specified in Annex
E are satisfied.
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Annex G — Requirements for recognition of collateral
Introduction

Banks use a number of techniques to mitigate the credit risks to which they are
exposed. For example, exposures may be collateralised by first priority claims, in
whole or in part with cash or securities, a loan exposure may be guaranteed by a
third party, or a bank may buy a credit derivative to offset various forms of credit
risk. Additionally, banks may agree to set-off loans owed to them against deposits
from the same counterparty.

Where these techniques meet the requirements for legal certainty as described in
below, the revised approach to CRM allows a wider range of credit risk mitigants to
be recognised for regulatory capital purposes than is permitted under the 1988
Accord.

General remarks

The framework is applicable to the banking book exposures in the standardised
approach. The comprehensive approach for the treatment of collateral will also be
applied to calculate the counterparty risk charges for OTC derivatives and repo-style
transactions booked in the trading book.

No transaction in which CRM techniques are used should receive a higher capital
requirement than an otherwise identical transaction where such techniques are not
used.

The effects of CRM will not be double counted. Therefore, no additional supervisory
recognition of CRM for regulatory capital purposes will be granted on claims for
which an issue-specific rating is used that already reflects that CRM.

While the use of CRM techniques reduces or transfers credit risk, it simultaneously
may increase other risks (residual risks). Residual risks include legal, operational,
liquidity and market risks. Therefore, it is imperative that banks employ robust
procedures and processes to control these risks, including:

e Strategy;

e Consideration of the underlying credit;

e Valuation;

e Policies and procedures;

e Systems;

e Control of roll-off risks; and

e Management of concentration risk arising from the bank’s use of CRM
techniques and its interaction with the bank’s overall credit risk profile.

Where these risks are not adequately controlled, supervisors may impose additional
capital charges or take other supervisory actions, as outlined in Pillar 2.
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Legal certainty

In order for banks to obtain capital relief for any use of CRM techniques, the
following minimum standards for legal documentation must be met:

e All documentation used in collateralised transactions, and for documenting
balance sheet netting, guarantees and credit derivatives, must be binding on
all parties and legally enforceable in all relevant jurisdictions; and

e Banks must have conducted sufficient legal review to verify this, have a well-
founded legal basis to reach this conclusion and undertake such further
review as necessary to ensure continuing enforceability.

In addition to the general requirements for legal certainty set out above, the legal
mechanism by which collateral is pledged or transferred must ensure that the bank
has the right to liquidate or take legal possession of it, in a timely manner, in the
event of the default, insolvency or bankruptcy (or one or more otherwise-defined
credit events set out in the transaction documentation) of the counterparty (and,
where applicable, of the custodian holding the collateral). Furthermore, banks must
take all steps necessary to fulfil those requirements under the law applicable to the
bank’s interest in the collateral to obtain and maintain an enforceable security
interest, e.g. by registering it with a registrar, or for exercising a right to net or set-
off.

In order for collateral to provide protection, the credit quality of the counterparty
and the value of the collateral must not have a material positive correlation. For
example, securities issued by the counterparty, or by any related group entity, would
provide little protection and so would be ineligible.

Banks must have clear and robust procedures for the timely liquidation of collateral
to ensure that any legal conditions required for declaring the default of the
counterparty and liquidating the collateral are observed, and that collateral can be
liguidated promptly.

Where the collateral is held by a custodian, banks must take reasonable steps to
ensure that the custodian segregates the collateral from its own assets.
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Annex H - lllustrations on reporting of credit risk mitigation techniques

Balance sheet example: Collateralised loan

The reporting bank provides a 5-year term loan of £5,000,000 to an unrated
corporate. The loan is secured by debt securities issued by a bank and denominated
in Euro. The debt securities are rated AA by Standard & Poor’s and have a remaining
maturity of 7 years. They are subject to daily revaluation and presently have a
market value in GBP equivalent amount of £5,200,000.

Collateralised loan — “simple” approach

Considerations:

e Aloan to an unrated corporate is subject to a risk weight of 100%.

e An external credit assessment of “AA” for a bank by Standard & Poor’s is
mapped to a risk weight of 20%.

e Asthe market value of the collateral debt securities is £5,200,000, the loan is
fully secured.

e RWA of the loan: 5,000,000 x 20% = £1,000,000.

Reporting illustration: “simple” approach to CRM, balance sheet example:

: Risk
Item Nature of Item Amount Amount after RI.Sk Weighted
CRM Weight
Amount

C Claims on Corporates
C.1 Risk Weight 20% 0 0 20 0
C.2 Risk Weight 50% 0 0 50 0
C.3 Risk Weight 100% 5,000 0 100 0
c4 Risk Weight 150% 0 0 150 0

SUBTOTAL 5,000 0 0

. Risk
Item Nature of Item Amount e Rls.k Weighted
CRM Weight
Amount
D Claims on Banks
D.1 Claims on Banks, except guarantees
D.1.1  Maturity more than 3 Months
D.1.1.1 Risk Weight 20% 0 5,000 20 1,000
D.1.1.2 Risk Weight 50% 0 0 50 0
D.1.1.3 Risk Weight 100% 0 0 100 0
D.1.1.4 Risk Weight 150% 0 0 150 0
SUBTOTAL 0 5,000 1,000
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Collateralised loan — “comprehensive” approach

Considerations:

The standard supervisory haircut for debt securities rated AA for banks is 8%.
The standard supervisory haircut for a currency mismatch between the
underlying claim and collateral is also 8%.

As the standard supervisory haircuts assume only a 10-day holding period,
the 8% haircuts for both the collateral and the currency mismatch have to be
scaled up to a 20-day minimum holding period assumed for a secured lending
transaction (see Appendix E) using the following formula:

H = H10 x Square root of ((NR+(TM-1))/10)

where:
H = Haircut after adjustment for differences in holding period and
revaluation frequency
H10 = Standard supervisory haircuts which assume a minimum
10-day holding period = 8% in this case.
NR= Actual number of days between revaluation (= 1 day in this
case).
TM = Minimum holding period for the type of transaction (which
is different from a holding period of 10 days) = 20 days in this
case.

The adjusted haircuts for the collateral and the currency mismatch in this
example are therefore:
H = 8% x Square root of ((1+(20-1))/10) = 11% (rounded to the nearest
percentage point).

The exposure after CRM is calculated as:
A* =max {0, [A x (1 + He) - Cx (1 - Hc - Hfx)]} where:
A* = Amount after CRM
A = Amount = £5,000,000 in this case.
He = Haircut appropriate to the claim; He = 0 in this case as
the lending involves only cash so no haircut is required for
the loan exposure.
C = Value of the collateral = £5,200,000 in this case.
Hc = Haircut appropriate to the collateral = 11% in this case.
Hfx = Haircut appropriate to currency mismatch between the
claim and the collateral (= 11% in this case).

Hence:
A* = Max {0, [£5,000,000 x (1 + 0%) - £5,200,000 x (1 - 11%
-11%)]}
= Max (0, £5,000,000 - £4,056,000)
= £944,000.

The RWA of the transaction is calculated by multiplying the exposure after
CRM (£944k) with the risk weight of the unrated corporate (100%), which
equals £944k.
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Reporting illustration: “comprehensive” approach to CRM, balance sheet example:

. Risk
Item Nature of Item Amount AT RI.Sk Weighted
CRM Weight

Amount

C Claims on Corporates
C.1 Risk Weight 20% 0 0 20 0
C.2 Risk Weight 50% 0 0 50 0
C.3 Risk Weight 100% 5,000 944 100 944
C.4 Risk Weight 150% 0 0 150 0
SUBTOTAL 5,000 944 944

Off-balance sheet example: Collateralised loan commitment

If it were the case that the corporate borrower in the above example had not yet
drawn down the loan facility, the transaction would be recorded as a commitment in
the book of the reporting bank. Assuming that the rest of the deal was unaltered —
same collateral etc — and that the commitment cannot be cancelled unconditionally,
the capital requirement of the transaction under the two approaches would be
calculated as follows:

Collateralised loan commitment — “simple” approach
Considerations:

e The commitment for a 5-year term loan attracts a CCF of 50% as it cannot be
cancelled unconditionally. The credit equivalent amount of this secured
commitment is therefore calculated as: £5,000,000 x 50% = £2,500,000.

e As the amount committed is £5,000,000 and the market value of the
collateral debt securities is £5,200,000 the commitment is considered fully
secured.

e A 20% risk weight for the collateral debt securities is applied to calculate the
RWA of this secured transaction: £2,500,000 x 20% = £500,000.

Reporting illustration: “simple” approach, off-balance sheet:

ltem M.6 M.7 M.8 M.9a M.9b
. Q5] . Other
Partly paid Note Issuance |commitments .
Forward . . .. commitments

up shares ) and revolving |with original . ..
Nature of Item deposits L . with original

and Underwriting maturity of .

" placed L maturity of 1
securities Facilities less than 1
year and over
year

Amount 0 0 0 0 5,000
Credit Conversion Factor 100 100 50 20 50
Credit Equivalent Amount 0 0 0 0 2,500
After CRM:
Risk Weight 0% 0 0 0 0 0
Risk Weight 20% 0 0 0 0 2,500
Risk Weight 35% 0 0 0 0 0
Risk Weight 50% 0 0 0 0 0
Risk Weight 75% 0 0 0 0 0
Risk Weight 100% 0 0 0 0 0
Risk Weight 150% 0 0 0 0 0
Risk Weighted Amount 0 0 0 0 500
Items rgqumng Capital 0 0 0 0 0
Deduction




Collateralised loan commitment — “comprehensive” approach

Considerations:

The standard supervisory haircuts (Hc/Hfx) for both the debt securities
collateral and the currency mismatch between the underlying exposure and
the collateral are scaled up from 8% to 11% (as shown in paragraph G.3.1 in
the earlier example).
The credit equivalent amount after CRM is derived from the formula

CEA* =max {0, [A x (1 + He) - Cx (1 - Hc - Hfx)]} x CCF

where:

CEA* = Credit Equivalent Amount after CRM

A = Amount = £5,000,000 in this case.

He = Haircut appropriate for the exposure = 0% in this case as the
commitment is cash.

C = Value of the collateral = £5,200,000 in this case.

Hc = Haircut appropriate to the collateral = 11% in this case.

Hfx = Haircut appropriate for currency mismatch between the exposure
and the collateral = 11% in this case.

CCF = Credit conversion factor applicable to the exposure = 50% in this
case.

Hence:

CEA* = Max {0, [£5,000,000 x (1 + 0%) - £5,200,000 x (1 - 11%
- 11%)]} x 50%

= Max {0, [£5,000,000 - £4,096,000]} x 50%

= £472,000 (half the balance sheet example due to the impact
of the CCF).

As the credit equivalent amount after CRM is £472k and the risk weight for an
unrated corporate is 100%, the RWA of this secured commitment is £472k.

Reporting illustration: “comprehensive” approach, off-balance sheet:
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Item M.6 M.7 M.8 M.9a M.9b
. Other : Other
Partly paid Note Issuance [commitments .
Forward . . . commitments

up shares ; and revolving |with original : ..
Nature of Item deposits o . with original

and Underwriting  |maturity of .

o placed s maturity of 1
securities Facilities less than 1
year and over
year

Amount 0 0 0 0 5,000
Credit Conversion Factor 100 100 50 20 50
Credit Equivalent Amount 0 0 0 0 2,500
After CRM:
Risk Weight 100% 0 0 0 0 472
Risk Weight 150% 0 0 0 0 0
Risk Weighted Amount 0 0 0 0 472
Items requiring Capital 0 0 0 0 0
Deduction

OTC derivative transaction example

The reporting bank has a £100,000,000 interest rate contract with a four-year
residual maturity. The other counterparty to the contract is an unrated corporate.
Pledged as collateral for the contract is a £800,000 corporate bond with an “A1”
Moody’s rating, that has more than five years to go to maturity. This is a capital
market transaction subject to daily re-margining and there are no foreign exchange
mismatches between the interest rate contract and the collateral. The mark-to-
market value is £1,000,000 and the add-on is 0.5%, giving an “Add-on amount” of
£500,000.

OTC derivative transactions example — “simple” approach
Considerations:

Credit equivalent amount of the interest rate contract is the sum of the
positive mark-to-market and the “Add-on amount” (i.e. £1,000,000 +
£500,000 = £1,500,000).

The unrated corporate attracts a 100% risk weight.

The £800,000 corporate bond attracts a 50% risk weight.

RWA of secured portion: £800k x 50% = £400k.

RWA of unsecured portion: £700k x 100% = £700k.

Total RWA (secured + unsecured): £400k + £700k = £1,100k.

OTC derivative transaction — “comprehensive” approach
Considerations:
e As thisis a capital market transaction, there is no need to scale up the haircut

applicable to the corporate bond as collateral, being 12% for an Al rated
bond with 5 years to go until maturity.
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The adjusted exposure of the transaction is calculated based on the formula:

o CEA*

where:
CEA*

max {0, [CEA - Cx (1 - Hc - Hfx)]}

credit equivalent amount after CRM

CEA = credit equivalent amount (i.e. sum of the positive mark-to-
market and the “Add-on amount”) = £1,500,000 in this case.
C = value of the collateral = £800,000 in this case.
Hc = haircut appropriate to the collateral = 12% in this case.
Hfx = haircut appropriate for currency mismatch between the settlement
currency and the collateral currency = 0% in this case.

Hence:

CEA*

= Max (0, £1,500,000 - £704,000)
= £796,000
The RWA is calculated at: £796,000 x 100% = £796,000.

= Max {0, [£1,500,000 - £800,000 x (1 - 12% - 0%)]}

Reporting illustration: “comprehensive” approach to CRM, OTC Schedule:

N.1 Interest rate contracts

Positive Time to Add-On Credit Risk
Amount Mark-to- . Add-on % Equivalent |After CRM |Weight Weighted
Maturity Amount

Market Amount Amount

100,000 1,000 500 1,500 796 796
N.1 Schedule
Positive . Credit Risk
No. |Amount Mark-to- Time t_o Add-on % (CLHO] Equivalent |After CRM |Weight Weighted
Maturity Amount

Market Amount Amount
1 < 1year 0.00% 0 0 0% 0
2 < 1 year 0.00% 0 0 20% 0
3 <1 year 0.00% 0 0 50% 0
4 <1 year 0.00% 0 0 100% 0
5 < 1year 0.00% 0 0 150% 0
6 1 -5 years 0.50% 0 0 0% 0
7 1 -5 years 0.50% 0 0 20% 0
8 1 -5 years 0.50% 0 0 50% 0
9 100,000 1,000 |1 - 5 years 0.50% 500 1,500 796 100% 796
10 1 -5 years 0.50% 0 0 150% 0
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Annex J — Criteria for classification as a retail exposure and / or as a residential
mortgage

Retail Exposures

To be included in the “Regulatory Retail Portfolio”, claims must meet the following
four criteria:

e Orientation criterion: The exposure is to an individual person or persons or to
a small business (less than £2m turnover and balance sheet footings).

e Product criterion: The exposure takes the form of any of the following:
revolving credits and lines of credit (including credit cards and overdrafts),
personal term loans and leases (e.g. instalment loans, auto loans and leases,
student and educational loans, personal finance) and small business facilities
and commitments. Securities (such as bonds and equities), whether listed or
not, are specifically excluded from this category. Mortgage loans are
excluded to the extent that they qualify for treatment as claims secured by
residential property (see below).

e Granularity criterion: The Authority must be satisfied that the “Regulatory
Retail Portfolio” is sufficiently diversified to a degree that reduces the risks in
the portfolio, warranting the 75% risk weight. Accordingly, in defining what
constitutes a significant number of retail exposures (for diversification) a
reporting bank need only satisfy itself that the number of retail exposures is
sufficiently large to diversify away idiosyncratic risk®. This assessment will be
subject to supervisory review and part of a reporting bank’s SREP. The
Authority requires each bank to set out its criteria and may, where necessary,
require changes to be made if the bank is to be allowed to utilise the 75% risk
weight.

e Low value of individual exposures. The maximum aggregated retail exposure
to one counterparty cannot exceed an absolute threshold of £750,000.

Residential mortgages
The Authority has set the following criteria:
e The property or properties must be for residential purposes only;
e The security may be indirect — an example of this would be where the

security held comprised shares where the share ownership conferred
ownership of a property e.g. share transfer ownership;

3 Also known as unsystematic risk this is the risk of price change due to the unique and uncorrelated
circumstances of an asset or firm as opposed to a market movement.
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e The lending may either be directly to an individual or to a special purpose
entity*;

e |[f the lending is to a special purpose entity the bank must:-

o Ensure that the repayment of the facility does not materially depend
on any cash flow generated by the underlying property serving as
collateral. For personal investment companies this should include
having recourse to the beneficial owner in the event of default;

o Ensure that the mortgage or charge is enforceable in all jurisdictions
which are relevant at the time of conclusion of the credit agreement
and properly file such charges on a timely basis;

o Ensure that the arrangements reflect a perfected lien (i.e. all legal
requirements for establishing the pledge shall have been fulfilled);

o Ensure that the protection agreement and legal process underpinning
it enable the bank to realise the value of protection within a
reasonable timeframe; and

o Consider whether any additional risks arise from the arrangements
that should be addressed under Pillar 2 of Basel Il.

e The properties must be either occupied by the borrower or rented, normally
to individuals (although renting to corporate tenants is allowed if the
property is used only for residential purposes). In the case of property being
rented, a property (or property portfolio) should not comprise more than 10
rental units / properties;

e For claims secured by residential properties with loan-to-value ratios of up to
80% (i.e. considered as fully secured) a risk weight of 35% will apply. For
higher LTVs a risk weight of 75% will apply on that portion above 80% LTV;

e If a bank does not hold information regarding LTVs for individual exposures, a
risk weighting of 50% will apply to the whole of those exposures;

e LTVs should be assessed on a regular basis, making use of relevant indices
and market information where appropriate. The LTV used for the purpose of
the allocation of risk weightings (35% / 75%) is that which is determined by
an independent valuer (a person who possesses the necessary qualifications,
ability and experience to execute a valuation and who is independent from
the credit decision process) on an individual exposure basis.

* A special purpose entity may be in the form of a personal investment company or a
trust.
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Chapter 5

Guidance notes — form SR-1C

Section 1 - Introduction

There are four approaches to calculating the operational risk capital requirement
within Basel Il. The Basic Indicator Approach (“BIA”) and Standardised Approach to
Operational Risk (“SAQ”) are considered appropriate for all Isle of Man incorporated
banks. The Alternative Standardised Approach (“ASA”) may be appropriate,
dependent upon a bank’s risk profile.

Each of these three approaches has an associated reporting form that must be used
to derive the operational risk capital requirement, a calculation based on income
data from the past three years. These three approaches are contained within the
form SR-1C. Banks using any of these approaches should only complete the part of
form SR-1C that is relevant to the approach agreed between the bank and the
Authority.

Where a bank has been approved to use the fourth approach, the Advanced
Measurement Approach (“AMA”), it will be required to complete a different
reporting form which will be agreed between the bank and the Authority.

Section 2 — Definition of year of operation

Under the BIA and SAOQ, the bank’s capital charge for operational risk is calculated
using gross income data from the last three years.

The ASA also offers the option of calculating the capital charge through using the
average volume of loans and advances (“loans and advances” hereafter are simply
referred to as “advances”) for each of those years. Year one is the last completed
accounting year, years two and three are the two immediately preceding accounting
years.

The Risk Weighted Assets (“RWA”) “equivalent amount” is derived by multiplying the
capital charge by 12.5% as established in Basel Il. This is combined with the RWA
derived for credit risk and other risks to arrive at the total RWA of the bank.

A bank should treat any partial year of operation of six months or more as a full year.
Any partial year of operation of less than six months should be disregarded. If any
partial year is counted as a full year, the gross income of that partial year should be

4 The calculation of the operational risk capital charge (pillar 1) is calibrated on the basis of it being
8%, and therefore the RWA equivalent amount is calculated by multiplying this figure by 12.5. With
effect from 30 September 2017 reporting, the Isle of Man has adopted a pillar 1 total capital
requirement of 10%. However, it is not appropriate to adjust the calculation of the RWA equivalent
amount (e.g. multiply by 10, not 12.5) without a full recalibration of the embedded calculation of the
capital charge.

Page 105 of 218



annualised. Under the ASA, the mean average of the amount of advances
outstanding at the end of each full calendar quarter within that partial year should
be taken as the average level of advances for that year.

An illustration of calculating the gross income and advances in the retail and
commercial banking business lines for partial and full years of operation is shown in
Annex A to this chapter.

Section 3 — Guidance on form completion
General layout
There are three different reporting forms (see above), covering:

e Basic Indicator Approach;
e Standardised Approach; and
e Alternative Standardised Approach.

The bank will have agreed with the Authority which approach it will use. A
completed example of each form is included in Annex B to this chapter.

Section A of each form asks if this approach is the agreed approach. This section
should be completed by entering “YES” in the form for the agreed approach, and
“NO” in the forms for the other two approaches. The forms where “NO” has been
indicated should be left blank.

Basic Indicator Approach (“BIA”)

The capital charge for operational risk under the BIA is calculated as 15% (denoted
“Alpha”) of the average gross income over the past three years, ignoring those years
where income was not positive.

Section B: Gross Income comprising:

Item Item Name \ Definition

B.1 Net Interest Income Interest Income net of Interest Expense, for
each of the three preceding years, gross of
any provisions (e.g. for unpaid interest).

B.2 Net Non-Interest Income | Net non-interest income for each of the three
preceding years. Note that this is gross of
operating expenses (including fees paid to
outsourcing service providers) and should
exclude realised profits/losses from the sale
of securities in the banking book and
extraordinary or irregular items as well as
income derived from insurance.
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Section C: BIA Calculation

“Average Income” is calculated as the sum of the two items, shown in section B, for
each year where the said sum was positive, divided by the number of those years.

Section D: BIA Requirement

The capital charge for the BIA is calculated as 15% of Average Income. The RWA
equivalent for the BIA is calculated by multiplying the capital charge by 12.5.

Standardised Approach to Operational Risk (“SAO”)

The SAO requires the bank to allocate income by business line for each of the
previous three years. Multiplying these income amounts by the appropriate scaling
factor for that business line (denoted “Beta”) gives the capital charge for each of
these lines. Adding together the capital charges of each line gives the total charge for
a year. Beta varies from 12% to 18%, as specified in Basel Il. The RWA equivalent is
derived from the average of these yearly capital charges, ignoring those where the
capital charge derived is not positive.

Section B: Income

B.1 Corporate Finance | 18% | ® Net fees and commission earned.

B.2 Trading & Sales 18% | = Profits/losses on instruments held for
trading purposes, net of funding costs.

. Fees from wholesale broking.

B.3 Retail Banking 12% | = Net interest income on advances to retail
customers and small businesses treated as
retail.

. Fees related to retail activities.

. Net income from swaps and derivatives
held to hedge the retail banking book.

. Income on purchased retail receivables.

B.4 Commercial 15% | = Net interest income on advances to

Banking corporate, bank and sovereign customers.

. Income on purchased corporate
receivables.

. Fees related to commercial banking
activities including commitments,
guarantees and bills of exchange.

. Net income on securities held in the
banking book.

. Profits/losses on swaps and derivatives
held to hedge the commercial banking
book.

B.5 Payment & 18% | = Net fees/commissions earned.

Settlement . Fees for provision of payments/settlement
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facilities for wholesale counterparties.
B.6 Agency Services 15% | = Net fees and commission earned.
B.7 Asset 12% | = Net fees and commission earned.
Management
B.8 Retail Brokerage 12% | = Net fees and commission earned.

All income of the bank must be allocated to a business line in accordance with the
principles and guidance of business line mapping shown in Annex C to this chapter.

Section C: Capital Charge
The capital charge for each year is derived by:

e Multiplying the income reported in Section B by the appropriate Beta for
each business line to get the charge for that line; and

e Adding together the eight capital charges thus calculated for the business
lines.

In any given year, positive capital charges for any individual lines may be offset by
negative capital charges for other business lines in that year without limit. However,
where the aggregate capital charge across all business lines within a given year is
negative, then the input to the numerator for that year will be zero.

Section D: “SAO Requirement”

The capital charge for the SAQ is calculated as the sum of the three yearly capital
charges, where positive, divided by the number of those years. The “RWA
equivalent” for the SAOQ is calculated by multiplying this capital charge by 12.5.
Alternative Standardised Approach (“ASA”)

The ASA is an available option within Basel Il. It uses an alternative proxy for
operational risk in respect of both retail and corporate lending. Total retail and
corporate advances (not risk weighted and gross of provisions) are multiplied by a
fixed factor 0.035 (i.e. 3.5%) which has been calculated by the Basel Committee

(denoted “m”).

The capital charge is then calculated by applying a scale factor, Beta, of 15% to this
amount, then adding a sum equivalent to 18% of all other income.

Section B: “Retail/Commercial Lending — Volume”

Enter average retail and commercial lending balances based on quarter end balances
of the relevant year.
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Section C: Income

Item \ Item Name \ Beta \ Definition \
C.1 Retail /Commercial | 15% | 3.5% of the average volume reported in
Lending Section B above, as an alternative proxy for
operational risk from these two business
lines.
C.2 All Other income 18% | Gross income from all business lines except
retail and commercial lending as per the
SAO definitions

All income of the bank must be allocated to a business line in accordance with the
principles and guidance of business line mapping shown in Annex D to this chapter.

Section D: Capital Charge
The capital charge for each year is derived by:

e Multiplying the income reported in Section C by the appropriate “Beta” for

each business line to get the charge for that line; and

e Adding together both capital charges thus calculated for the business lines.
A negative capital charge for “All other income” can offset that derived for
Retail/Commercial lending. However, where the aggregate capital charge within a
given year is negative, then the input to the numerator for that year will be zero.
Section E: “ASA Requirement”
The capital charge for the ASA is calculated as the sum of the three yearly capital

charges, where positive, divided by the number of those years. The “RWA
equivalent” for the ASA is calculated by multiplying this capital charge by 12.5.
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Annex A — Examples of full and partial year treatments
Example 1: Three or more full years
If a bank:
e Had an accounting year that matched the calendar year;
e Had commenced operations prior to 1/1/2006; and

e Wished to report for Q4 2008, or any of the first three quarters in 2009, then:

“Last Year” would be 2008: report full year’s gross income and, for the ASA only,
report the average of advances as reported at end Q1, Q2, Q3 and Q4 2008.

“1 year prior” would be 2007: derived in equivalent fashion to “Last Year”.
“2 years prior” would be 2006.
Example 2: One full year plus one year of more than six months duration

If a bank:

e Had an accounting year that matched the calendar year;
e Had commenced operations on 1/4/2007; and
e Wished to report for Q4 2008, or any of the first three quarters in 2009, then:

“Last Year” would be 2008: report full year’s gross income and, for the ASA only,
report the average of advances as reported at end Q1, Q2, Q3 and Q4 2008.

“1 year prior” would be 2007: annualise this partial year’s gross income; in this case
by dividing by nine (number of months of operation) and multiplying by twelve, and,
only for the ASA, report the average of advances reported at end Q2, Q3 and Q4
2007.

“2 years prior” would be 2006: report zero for gross income and, for the ASA only,
report zero advances. The calculation disregards these figures.

Example 3: Two full years plus one year of less than 6 months duration

If a bank:

e Had an accounting year that matched the calendar year;
e Had commenced operations on 1/9/2006; and
e Wished to report for Q4 2008, or any of the first three quarters in 2009, then:

“Last Year” would be 2008: report full year’s gross income and, for the ASA only,
report the average of advances as reported at end Q1, Q2, Q3 and Q4 2008.

“1 year prior” would be 2007: derived in equivalent fashion to “Last Year”.

Page 110 of 218



“2 years prior” would be 2006: report zero for gross income and, for the ASA only,
report zero advances. The calculation disregards these figures.
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Annex B — Completion examples

Introduction

The example data given in the tables below has been used to complete the form
overleaf for illustrative purposes.

Whilst the form has been completed for all three options in reality the form would
only be completed for the option that the bank had agreed, with the form left blank
for the other options.

Gross Income

2008 \ 2007 2006
Business Line Net Net Non- Net Net Non- Net Net Non-
Interest | Interest Interest Interest Interest | Interest
Income Income Income Income Income | Income
Corporate 0 1,200 0 1,100 0 1,000
Finance
Trading & Sales 0 2,000 0 -1,000 0 0
Retail Banking 5,000 -1,000 5,500 -1,000 6,000 -1,000
Commercial 1,000 -2,000 -1,000 -3,000 0 0
Banking
Payment & 0 300 0 150 0 200
Settlement
Agency Services |0 55 0 45 0 50
Asset 0 1000 0 -500 0 0
Management
Retail Brokerage | O 1500 0 -500 0 0
Loans and Advances
Business Line 2008 \ 2007 2006
Retail 80,000 90,000 100,000
Commercial 80,000 40,000 0
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Completed Form

3.1 BASIC INDICATOR APPROACH ("BIA™)

Itern Wature of ltem “alue |
A BlA as agreed approach? [vEs |
ltern  Mature of ltem Last year | 1 year prior | 2 years prior
B Income
B.1 Met Interest Income & 000 4 500 5 000
B.2 MNet Mon-Interest Income 3,055 (4,705) 250
TOTAL 9.055 {205) 6,250
ltern  Mature of ltem Walue
C BIA Calculation
1 Awerage Income, where positive 7,653
C2  Alpha 15%
[ Item  Nature of Item [ Capital Charge[RWA Equivalent|
[ D BIA Requirement 1,148 | 14,348 |
3.2 STANDARDISED APPROACH TO OPERATIONAL RISK ("SACQ™)
Item Nature of ltem Value |
A SAD as agreed approach? [YES |
Item Nature of Item Last year | 1 year prior | 2 years prior
B Income
B.1 Corporate Finance 1,200 1,100 1,000
B.2  Trading and sales 2,000 (1,000 a
B.3 Retail banking 4,000 4,500 5,000
E.4 Commercial banking (1,000 4 000y u]
B.5 Fayment and settlement 300 150 200
BB  Agency services 55 45 50
B.7  Asset management 1,000 500 u]
B.8 Retail Brokerage 1,500 (500 u]
TOTAL 9,055 {205) 6.250
Item Nature of Item Beta | Last year | 1 year prior | 2 years prior
C Capital Charge
(o9 | Corporate Finance 18% 216 198 180
5.2  Trading and sales 18% 360 {180) 0
C.3  Retail banking 12% 480 340 600
C.4 Commercial banking 15% (1509 {600) 0
.5 FPayment and settlement 18% 54 27 36
C.B  Agency services 15% 8 T 8
C.7  Asset management 12% 120 {60) 0
C.8  Retail Brokerage 12% 180 {60) 0
TOTAL 1,268 0 824
[ Item_Nature of ltem [ Capital Charge|[RWA Equivalent |
[ D SAQ Requirement 1,046 | 13,073 |
3.3 ALTERNATIVE STANDARDISED APPROACH ("ASA™)
Item Nature of Item Value |
A ASA as agreed approach? [vES |
[ Item  Nature of ltem [ Last year | 1 year prior | 2 years prior |
[ B Retail/Cormmercial Lending - ~olume [ 160,000 | 130,000 | 100,000 |
Proxy based
Item Nature of Item Percentage Last year 1 year prior 2 years prior
C Income
(o) | Retail/Cormmercial Lending 3.50% 5.600 4,550 3.500
.2 Al other income 5,055 (705 1,250
TOTAL 11,695 3,845 4.750
Item Nature of ltem Beta | Last year | 1 year prior | 2 years prior
1] Capital Charge
0.1 Retail/Commercial Lending 15% 840 683 525
D2 All ather income 18% 1,090 {127) 225
TOTAL 1,930 556 750
[ Item  Nature of ltem [ Capital Charge[RWA Equivalent |
[ E ASA Requirement 1,079 | 13.481 |
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Annex C - Principles and guidance for business line mapping under the

standardised approach

Summary of business lines, activity groups and income definitions

Business Line

Major Business

Activity Groups

Charge as % of gross

Gross income definition

Segments

income

Corporate Corporate Finance Mergers and Acquisitions, 18 Net fees / commissions earned in each
Finance Municipal/Government | Underwriting, Privatisations, business line.
Finance Securitisation, Research, Debt
Merchant Banking (Government / High Yield), Equity,
Advisory Services Syndications, IPO, Secondary Private
Placements
Trading & Sales Fixed income, equity, foreign 18 Profits / losses on instruments held for
Sales Market Making exchange, commodities, credit, trading purposes, net of funding cost.
Proprietary Positions funding, own position securities,
Treasury lending and repos, brokerage, debt, Fees from wholesale broking.
prime brokerage
Retail Banking | Retail Banking Retail lending and deposits, banking | 12 Net interest income on loans and

services, trust and estates

Private Banking

Private lending and deposits, banking
services, trusts and estates,
investment advice

Card Services

Merchant / Commercial / Corporate
cards, private labels and retail

advances to retail customers and small
businesses treated as retail.

Fees related to traditional retail activities.

Net income from swaps and derivatives
held to hedge the retail banking book.

Income on purchased retail receivables.
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Commercial Commercial Banking Project finance, real estate, export 15 Net interest income on loans and
Banking finance, trade finance, factoring, advances to corporate, inter-bank and
leasing, lends, guarantees, bills of sovereign customers.
exchange
Income on purchased corporate
receivables.
Fees related to traditional commercial
banking activities including commitments,
guarantees, bills of exchange.
Net interest income on securities held in
the banking book.
Profits/losses on swaps and derivatives
held to hedge the commercial banking
book.
Payment & External Clients Payments and collections, fund 18 Net fees / commissions earned.
Settlement transfer, clearing and settlement
Fees to cover provision of payments /
settlement facilities for wholesale
counterparties.
Agency Custody Escrow, Depository receipts, 15 Net fees / commissions earned in each
Services Securities lending (customers), business.
Corporate actions
Corporate Agency Issuer and paying agents, Agency

services

Corporate Trust

Page 115 of 218




Asset Discretionary Fund Pooled, segregated, retail, 12 Net fees / commissions earned in each
Management | Management institutional, closed, open, private business.
equity
Non-Discretionary Fund | Pooled, segregated, retail,
Management institution, closed, open
Retail Retail Brokerage Execution and full service 12 Net fees / commissions earned in each
Brokerage business.
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Principles and Guidance for Business Line Mapping under the Standardised Approach -
continued

(a) All activities must be mapped into the eight business lines in a mutually exclusive and
jointly exhaustive manner. All income must be allocated to one of the business lines.

(b) Any banking or non-banking activity which cannot be readily mapped into the
business line framework, but which represents an ancillary function to an activity
included in the framework, must be allocated to the business line it supports. If more
than one business line is supported through the ancillary activity, an objective mapping
criterion must be consistently adopted and the reasoning behind adopting that criterion
recorded by the bank.

(c) When mapping gross income, if an activity cannot be mapped into a particular
business line then the business line yielding the highest capital charge must be used.
The same business line will apply to any associated ancillary activity.

(d) Banks may use internal pricing methods to allocate gross income between business
lines provided that total gross income for the bank (as would be recorded under the
Basic Indicator Approach) still equals the sum of gross income for the eight business
lines.

(e) The mapping of activities into business lines for operational risk capital purposes
must be consistent with the definitions of business lines used for regulatory capital
calculations in other risk categories, i.e. credit and market risk. Any deviations from this
principle must be clearly explained and documented.

(f) The mapping process used must be clearly documented. In particular, written
business line definitions must be clear and detailed enough to allow third parties to
replicate the business line mapping. Documentation must, among other things, clearly
record any exceptions or overrides.

(g) Processes must be in place to define the mapping of any new activities or products.

(h) Senior management is responsible for the mapping policy (which is subject to the
approval by the board of directors).

(i) The mapping process to business lines must be subject to independent review.
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Supplementary Business Line Mapping Guidance

There are a variety of valid approaches that banks can use to map their activities to the
eight business lines, provided the approach used meets the business line mapping
principles (above). Nevertheless, the Authority is aware that some banks would
welcome further guidance. The following is therefore an example of one possible
approach that could be used by a bank to map its gross income:

Gross income for retail banking consists of net interest income on loans and advances
to retail customers (which includes private banking customers) and SMEs treated as
retail, plus fees related to traditional retail activities, net income from swaps and
derivatives held to hedge the retail banking book, and income on purchased retail
receivables. To calculate net interest income for retail banking, a bank takes the interest
earned on its loans and advances to retail customers less the average cost of funding of
the loans (from whatever source - retail or other deposits).

Similarly, gross income for commercial banking consists of the net interest income on
loans and advances to corporate (plus SMEs treated as corporate), interbank (including
placements with other group or parent banks) and sovereign customers and income on
purchased corporate receivables, plus fees related to traditional commercial banking
activities including commitments, guarantees, bills of exchange, net income (e.g. from
coupons and dividends) on securities held in the banking book, and profits/losses on
swaps and derivatives held to hedge the commercial banking book. Again, the
calculation of net interest income is based on interest earned on loans and advances to
corporate, interbank and sovereign customers less the average cost of funding for these
loans (from whatever source).

For trading and sales, gross income consists of profits/losses on instruments held for
trading purposes (i.e. in the mark-to-market book), net of funding cost, plus fees from
wholesale broking.

For the other five business lines, gross income consists primarily of the net
fees/commissions earned in each of these businesses. Payment and settlement consists
of fees to cover provision of payment/settlement facilities for wholesale counterparties.
Asset management is management of assets on behalf of others.
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Annex D - Principles and guidance for business line mapping under the
alternative standardised approach

Principles for Business Line Mapping

(a) All activities must be mapped into the two aggregated business lines (retail and
commercial banking together, and the six other together) in a mutually exclusive and
jointly exhaustive manner. All income must be allocated to one of the business lines.

(b) Any banking or non-banking activity which cannot be readily mapped into the
business line framework, but which represents an ancillary function to an activity
included in the framework, must be allocated to the business line it supports. If more
than one business line is supported through the ancillary activity, an objective mapping
criterion must be consistently adopted and the reasoning behind adopting that criterion
recorded by the bank.

(c) The mapping of activities into business lines for operational risk capital purposes
must be consistent with the definitions of business lines used for regulatory capital
calculations in other risk categories, i.e. credit and market risk. Any deviations from this
principle must be clearly explained and documented.

(d) The mapping process used must be clearly documented. In particular, written
business line definitions must be clear and detailed enough to allow third parties to
replicate the business line mapping. Documentation must, among other things, clearly
record any exceptions or overrides.

(e) Processes must be in place to define the mapping of any new activities or products.

(f) Senior management is responsible for the mapping policy (which is subject to the
approval by the board of directors).

(g) The mapping process to business lines must be subject to independent review.
Supplementary Business Line Mapping Guidance

There are a variety of valid approaches that banks can use to map their activities to the
aggregated business lines, provided the approach used meets the business line mapping
principles (above). Nevertheless, the Authority is aware that some banks would

welcome further guidance. The following is therefore an example of one possible
approach that could be used by a bank to map its total loans and advances (for retail
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and commercial banking aggregated), and gross income for the other six business lines
(aggregated):

Total loans and advances in the retail banking business line consist of the total drawn
amounts (gross of provisions) in the following credit portfolios: retail (including private
banking), SMEs treated as retail, and purchased retail receivables. For commercial
banking, total loans and advances consist of the drawn amounts (gross of provisions) in
the following credit portfolios: corporate, sovereign, interbank (including placements
with other group, or parent, banks), specialised lending, SMEs treated as corporate and
purchased corporate receivables. The book value of securities held in the banking book
should also be included.

In respect of the other six business lines, which are based on gross income, in order to
disaggregate them from income derived from retail and commercial banking the
following may help:

For trading and sales, gross income consists of profits/losses on instruments held for
trading purposes (i.e. in the mark-to-market banking book), net of funding cost, plus
fees from wholesale broking.

For the other five business lines, gross income consists primarily of the net
fees/commissions earned in each of these business activities. Payment and settlement
consists of fees to cover provision of payment/settlement facilities for wholesale
counterparties. Asset management is management of assets on behalf of others.
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Annex E — Qualifying criteria for all banks wishing to use the standardised approach

(a) In order to qualify for use of the Standardised Approach, a bank must satisfy the
Authority that, as a minimum:

e |ts board of directors and senior management, as appropriate, are actively
involved in the oversight of the operational risk management framework;

e |t has an operational risk management system that is conceptually sound and is
implemented with integrity; and

e |t has sufficient resources in the use of the approach in the major business lines
as well as the control and audit areas.

(b) The Authority will have the right to insist on a period of initial monitoring of a bank’s
Standardised Approach before it is used for regulatory capital purposes.

(c) A bank must develop specific policies and have documented criteria for mapping
gross income for current business lines and activities into the standardised framework.
The criteria must be reviewed and adjusted for new or changing business activities as
appropriate. The principles for business line mapping are set out in Annex C above

The Authority also recommends that banks which are not considered to be
internationally active banks should nevertheless have due regard to the additional
qualifying criteria stated below. The Authority will consider the additional criteria,
taking into account the nature of a bank’s activities, when assessing whether a bank
may qualify to adopt the Standardised Approach.

Additional qualifying criteria for internationally active banks®

An internationally active bank wishing to use the Standardised Approach must meet the
following additional criteria:

(@) The bank must have an operational risk management system with clear
responsibilities assigned to an operational risk management function. The operational
risk management function is responsible for developing strategies to identify, assess,
monitor and control/mitigate operational risk; for codifying firm-level policies and
procedures concerning operational risk management and controls; for the design and
implementation of the firm’s operational risk assessment methodology; and for the
design and implementation of a risk-reporting system for operational risk.

5> “Internationally active bank” means banks operating in more than one jurisdiction or with clients from

outside their place of incorporation. This will include almost all banks in the Isle of Man.
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(b) As part of the bank’s internal operational risk assessment system, the bank must
systematically track relevant operational risk data including material losses by business
line. Its operational risk assessment system must be closely integrated into the risk
management processes of the bank. Its output must be an integral part of the process of
monitoring and controlling the banks operational risk profile. For instance, this
information must play a prominent role in risk reporting, management reporting, and
risk analysis. The bank must have techniques for creating incentives to improve the
management of operational risk throughout the firm.

(c) There must be regular reporting of operational risk exposures, including material
operational losses, to business unit management, senior management, and to the board
of directors. The bank must have procedures for taking appropriate action according to
the information within the management reports.

(d) The bank’s operational risk management system must be well documented. The
bank must have a routine in place for ensuring compliance with a documented set of
internal policies, controls and procedures concerning the operational risk management
system, which must include policies for the treatment of non-compliance issues.

(e) The bank’s operational risk management processes and assessment system must be
subject to validation and regular independent review. These reviews must include both
the activities of the business units and of the operational risk management function.

(f) The bank’s operational risk assessment system (including the internal validation

processes) must be subject to regular review by external specialists, auditors, and/or
supervisors.
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Annex F — Qualifying criteria for all banks wishing to use the ASA

(@) In order to qualify for use of the ASA, a bank must satisfy the Authority that, at a
minimum:

e |ts board of directors and senior management, as appropriate, are actively
involved in the oversight of the operational risk management framework;

e |t has an operational risk management system that is conceptually sound and is
implemented with integrity; and

e |t has sufficient resources in the use of the approach in the major business lines
as well as the control and audit areas.

(b) The Authority will have the right to insist on a period of initial monitoring of a bank’s
ASA before it is used for regulatory capital purposes.

(c) A bank must develop specific policies and have documented criteria for separately
identifying its aggregate mapping of its retail and commercial (loans) business lines from
the gross income derived from the six other aggregated business lines book. The criteria
must be reviewed and adjusted for new or changing business activities as appropriate.
The principles for business line mapping relevant to the ASA are described in Annex D
above.

The Authority also recommends that banks which are not considered to be
internationally active banks should nevertheless have due regard to the additional
qualifying criteria stated below. The Authority will consider the additional criteria,
taking into account the nature of a bank’s activities, when assessing whether a bank
may qualify to adopt the ASA.

Additional qualifying criteria for internationally active banks®

An internationally active bank using the ASA must meet the following additional criteria:

(@) The bank must have an operational risk management system with clear
responsibilities assigned to an operational risk management function. The operational
risk management function is responsible for developing strategies to identify, assess,
monitor and control/mitigate operational risk; for codifying firm-level policies and
procedures concerning operational risk management and controls; for the design and
implementation of the firm’s operational risk assessment methodology; and for the
design and implementation of a risk-reporting system for operational risk.

& “Internationally active bank” means banks operating in more than one jurisdiction or with clients from
outside their place of incorporation. This will include almost all banks in the Isle of Man.
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(b) As part of the bank’s internal operational risk assessment system, the bank must
systematically track relevant operational risk data including material losses by business
line. Its operational risk assessment system must be closely integrated into the risk
management processes of the bank. Its output must be an integral part of the process of
monitoring and controlling the bank’s operational risk profile. For instance, this
information must play a prominent role in risk reporting, management reporting, and
risk analysis. The bank must have techniques for creating incentives to improve the
management of operational risk throughout the firm.

(c) There must be regular reporting of operational risk exposures, including material
operational losses, to business unit management, senior management, and to the board
of directors. The bank must have procedures for taking appropriate action according to
the information within the management reports.

(d) The bank’s operational risk management system must be well documented. The
bank must have a routine in place for ensuring compliance with a documented set of
internal policies, controls and procedures concerning the operational risk management
system, which must include policies for the treatment of non-compliance issues.

(e) The bank’s operational risk management processes and assessment system must be
subject to validation and regular independent review. These reviews must include both
the activities of the business units and of the operational risk management function.

(f) The bank’s operational risk assessment system (including the internal validation

processes) must be subject to regular review by external auditors, specialists and/or
supervisors.
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Chapter 6

Guidance Notes — Form SR-2A

Section 1 - Capital (incorporated banks only)
Types of capital

For supervisory purposes, capital is split into three categories: Common Equity Tier 1
(“CET1”), Additional Tier 1 (“AT1”) and Tier 2. These categories reflect the varying
quality of capital that different instruments provide.

Annexes A to C along with detailed guidance set out below provide further definition of
the three types of capital.

The Basel Committee on Banking Supervision also published an updated set of
“frequently asked questions” in relation to the definition of capital in September 2017
which is available from https://www.bis.org/bcbs/publ/d417.htm

Detailed guidance

Item Description Guidance
A Common Equity Tier 1 Capital: instruments and reserves
A.1 Directly issued Common share capital plus related share premium. Instruments

qualifying common | in this classification must meet all of the criteria in Annex A.
share capital (and
equivalent for non-
joint stock
companies) plus
related stock

surplus
A.2 Retained earnings Retained earnings from prior years, net of dividends paid out
and net of current year losses, but only including current year
auditor certified profits.

A3 Accumulated other | Enter the total of all other reserves that meet the CET1
comprehensive qualifying criteria (as set out for A.1), net of any reduction in the
income (and other | current year but only including increases that are auditor
reserves) certified.
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Item Description Guidance

A.4 Common share Data should only be entered by banks that own subsidiaries that
capital issued by have issued common share capital that is held by third parties,
subsidiaries and and only then in the case of prudential reporting submitted on a
held by third consolidated basis. The amount allowed is limited to the amount
parties (amount required to meet regulatory requirements in respect of CET1
allowed in group capital.

CET1)

A.5 Common Equity Automatically completed, being the sum of A.1to A.4
Tier 1 capital
before regulatory
adjustments

A.6 Less: Common Equity Tier 1 capital: regulatory adjustments

A.7 Prudential Data should be entered if the bank holds any assets at fair value
valuation that are illiquid.
adjustments

Where applicable, banks should consider the guidance
contained in section VI, “Treatment for illiquid positions”, of
the Basel Committee paper titled “Revisions to the Basel Il
market risk framework”, issued July 2009. It should be noted
that this guidance applies adjustments to positions in the
banking book.

A.8 Goodwill (net of All goodwill should be shown here (net of any related deferred
related tax liability) | tax liability).

A.9 Other intangibles, All other intangibles (with the exception of mortgage servicing
other than rights) should be shown here (net of any related deferred tax
mortgage-servicing | liability). See line A.20 for mortgage servicing rights.
rights (net of
related tax liability)

A.10 Deferred tax assets | Report all deferred tax assets (“DTAs”) that rely on future

that rely on future
profitability
excluding those
arising from
temporary
differences (net of
related tax liability)

profitability of the bank. For this purpose, DTAs may be netted
with associated deferred tax liabilities (“DTLs”) but only if the
DTAs and DTLs relate to taxes levied by the same taxation
authority and offsetting is permitted by that taxation authority.

Where DTAs relate to temporary differences, the proposed
amount to be deducted is set out in Item A.21 below.
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Item Description Guidance

A.11 Cash-flow hedge Report adjustments to the amount of the cash flow hedge
reserve reserve that relates to the hedging of items that are not fair

valued on the balance sheet (including projected cash flows) and
hence derecognised in the calculation of CET1 capital. This
means that positive amounts should be deducted and negative
amounts should be added back.

A.12 Shortfall of This is only applicable to banks using advanced approaches.
provisions to Enter the amount (if any) that expected losses, as calculated
expected losses under IRB rules, exceed the stock of provisions. No adjustment

can be made for any tax effects that could be expected to occur
if provisions were to rise to the level of expected losses.

A.13 Securitisation gain | This only applies to banks that issue securitised debt
on sale (as set out | instruments. Report any increase in equity capital resulting
in paragraph 562 of | from a securitisation transaction, such as that associated with
Basel Il framework) | expected future margin income.

A.14 Gains and losses Report gains or losses resulting from revaluation of own fair
due to changes in valued liabilities that arise due to own-credit related factors.
own credit risk on This means that gains will be deducted and losses will be added
fair valued liabilities| back.

This must include the part of a derivative valuation that relates
to own-credit risk (referred to as a “debit valuation adjustment,
or “DVA”) including any DVA that arises on origination (to be
included here and in addition reported separately in item
A.14a).

A.14a  |of which: amount Report the amount of DVAs that arose on origination (and
relating to DVAs include in the amount reported for Item A.14)
recognised on
origination

A.15 Defined-benefit For each defined benefit pension fund that is an asset on the

pension fund net
assets

balance sheet (disclosed within a bank’s reserves), the asset
should be reported here, net of any associated deferred tax
liability which would be extinguished if the asset should become
impaired or derecognised under the relevant accounting
standards.
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Item Description Guidance

A.16 Investments in own| This is applicable only for banks that hold treasury shares. All of
shares (if not a bank’s investments in its own common shares (treasury
already netted off | shares), whether held directly or indirectly, should be deducted
paid-in capital on here (unless already derecognised under the relevant
reported balance accounting standards).
sheet).

A.17 Reciprocal cross- Report reciprocal cross holdings in common equity issued by
holdings in banking, financial and insurance entities.
common equity

A.18 Investments in the | This is only applicable for banks that have multiple non-
capital of banking, | significant (below 10% of the issuing entity’s issued share
financial and capital) holdings of capital instruments issued by banking,
insurance entities financial and insurance entities.
that are outside the
scope of regulatory | Report the amount by which the total of all such holdings
consolidation, net | exceeds 10% of total CET1. Where the holding is partly or
of eligible short wholly comprised of Tier 2 or AT1 instruments, report the
positions, where amount by which total holdings exceed 10% of CET1 divided in
the bank does not | the same proportions as the relevant holding (also see items B.9
own more than and C.8).
10% of the issued
common share
capital of the entity
(amount above 10%
threshold)

A.19 Significant This is applicable where either:-

investments in the
common stock of
banking, financial
and insurance
entities that are
outside the scope
of regulatory
consolidation, net
of eligible short
positions (amount
above 10%
threshold)

e An individual holding is significant (CET1, AT1 and Tier 2
in the case of banks) - more than 10% of issuing entity’s
issued share capital; or

e Where the holding is in the entity that is an associate,
which includes all subsidiaries of the bank.

In both cases, report the full amount of such holdings less an
allowance of 10% of the bank’s CET1 capital, after deductions
(see A.22 regarding this allowance).
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Item Description Guidance
A.20 Mortgage servicing | This is only applicable where an intangible asset is held that
rights (amount arose in connection with providing mortgage servicing, typically
above 10% in connection with the mortgage assets transferred to a
threshold) securitisation vehicle.
Report the full amount of all such assets less an allowance of
10% of CET1 capital, after deductions (see A.22 regarding this
allowance).
A.21 Deferred tax assets | This is applicable for deferred tax assets that do not rely on
arising from future profitability (see Item A.10).
temporary
differences Report the full amount of all such assets less an allowance of
(amount above 10%| 10% of CET1 capital, after deductions (see A.22 regarding this
threshold, net of allowance).
related tax liability)
A.22 Amount exceeding | Report an amount equal to:
the 15% threshold
e The sum of the exposures connected to items A.19, A.20
and A.21 that fall within the individual allowances (10%
of CET1 capital, after deductions); less
e An allowance of 15% of CET1 capital, after deductions.
For example, if DTA were 21% and the other two items were 7%
(mortgage servicing rights) and 5% significant investments, then
the deductions required would be:-
e 11% reported under A.21 (after applying the 10%
allowance); and
e 7% reported here under A.22 (being 10% plus 7% plus 5%
less the 15% allowance).
All exposures of this nature (A.19 to A.21) that are not deducted
(here or initems A.19 to A.21) would be risk weighted at 250%.
A.23 of which: significant| Items A.23, A.24 and A.25 should be used to provide a break-
investments in the | down of the amount reported in A.22 into three sub-
common stock of components.
financials
A.24 of which: mortgage

servicing rights
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Item Description Guidance

A.25 of which: deferred
tax assets arising
from temporary
differences

A.26 National specific Report deductions required by the Authority as a result of the
regulatory ICAAP / SREP.
adjustments,
including Pillar 2
deductions applied
to CET1 capital

A.27 Regulatory This is calculated automatically as being equal to the sum
adjustments calculated for B.13a, “of which: excess AT1 deductions”. This
applied to Common| corresponds to the amount of any deductions that would
Equity Tier 1 due to| ordinarily be eligible to be deducted from lower quality capital
insufficient but could not be, due to the deduction exceeding the amount of
Additional Tier 1 such capital.
and Tier 2 to cover
deductions

A.28 Total regulatory Automatically calculated as completed as the sum of A.7 to
adjustments to A.27 not including sub-category items A.14a, A.23, A.24 and
Common Equity A.25.
Tier 1

A.29 Common Equity Automatically calculated as A.5 minus A.28.
Tier 1 capital
(CET1)
Additional Tier 1 capital: instruments

B.1 Directly issued Report amounts of instruments meeting the qualifying criteria in

qualifying
Additional Tier 1
instruments plus
related stock
surplus

Annex B that have been issued by the bank itself.

Stock surplus (i.e. share premium) that is not eligible for
inclusion in Common Equity Tier 1, will only be permitted to be
included in Additional Tier 1 capital if the shares giving rise to
the stock surplus are permitted to be included in Additional Tier
1 capital.
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Item Description Guidance
B.2 of which: classified | B.2 and B.3 are used to report the breakdown of item B.1 into
as equity under equity and liability items.
applicable
accounting
standards
B.3 of which: classified
as liabilities under
applicable
accounting
standards
B.4 Additional Tier 1 This only applies in the case of prudential reporting submitted
instruments (and on a consolidated basis, where the bank owns a subsidiary that
CET1 instruments is itself a regulated bank that has issued:-
not included in A.5)
issued by e ATl instruments that are held by third parties; or
subsidiaries and e Common share capital that is held by third parties but
held by third exceeds the amount eligible in item A.4 (i.e. the amount
parties (amount needed to meet regulatory requirements in respect of
allowed in AT1) CET1 capital).
The amount allowed is limited to the amount required to meet
the subsidiary’s regulatory requirements in respect of Tier 1
capital.
B.5 Additional Tier 1 Calculated automatically as the sum of B.1 and B.4 only.
capital before
regulatory
adjustments
B.6 Less: Additional Tier 1 capital: regulatory adjustments
B.7 Investments in own| Report any holdings of instruments issued, including any held
Additional Tier 1 through consolidated subsidiaries.
instruments
B.8 Reciprocal cross- Report reciprocal cross holdings in AT1 instruments issued by

holdings in
Additional Tier 1

instruments

banking, financial and insurance entities.
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Item Description Guidance

B.9 Investments in the | This is only applicable for banks that have multiple non-
capital of banking, | significant (below 10% of the issuing entity’s issued share
financial and capital) holdings of AT1 capital instruments issued by banking,
insurance entities financial and insurance entities.
that are outside the
scope of regulatory | Report the amount by which the total of all such holdings
consolidation, net exceeds 10% of total CET1. Where the holding is a mix of CET1,
of eligible short AT1 and Tier 2 instruments, report the amount by which total
positions, where holdings exceed 10% of CET1 divided in the same proportions as
the bank does not | the relevant holding.
own more than
10% of the issued
common share
capital of the entity
(amount above 10%
threshold)

B.10 Significant This is applicable where either:-
investments in the
capital of banking, e An individual holding is significant (CET1, AT1 and Tier 2
financial and in the case of banks) - more than 10% of issuing entity’s
insurance entities issued share capital; or
that are outside the e Where the holding is in the entity that is an associate,
scope of regulatory which includes all subsidiaries of the bank.
consolidation (net
of eligible short In both cases, report the full amount of such holdings.
positions)

B.11 National specific Report deductions required by the Authority as a result of the
regulatory ICAAP / SREP.
adjustments,
including Pillar 2
deductions applied
to Additional Tier 1
capital

B.12 Regulatory This is calculated automatically as being equal to the sum
adjustments calculated for C.11a, “of which: excess Tier 2 deductions”. This
applied to corresponds to the amount of any deductions that would

Additional Tier 1
due to insufficient
Tier 2 to cover
deductions

ordinarily be eligible to be deducted from lower quality capital
but could not be, due to the deduction exceeding the amount of
such capital.
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Item Description Guidance

B.13 Total regulatory Automatically calculated, being the sum of B.7 to B.12
adjustments to
Additional Tier 1
capital

B.13a  |Of which: excess Automatically calculated as B.13 minus B.5, subject to a
AT1 deductions minimum of zero

B.14 Additional Tier 1 Automatically calculated as B.5 minus B.13, subject to a
capital (“AT1”) minimum of zero.

B.15 Tier 1 capital (T1 = | Automatically calculated as A.29 plus B.14.
CET1 + AT1)
e DTIO 0

C Tier 2 Capital

C1 Directly issued Report amounts of instruments meeting the qualifying criteria in
qualifying Tier 2 Annex C that have been issued by the bank itself.
instruments plus
related stock Stock surplus (i.e. share premium) that is not eligible for
surplus inclusion in Tier 1, will only be permitted to be included in Tier 2

capital if the shares giving rise to the stock surplus are permitted
to be included in Tier 2 capital.
C.2 Tier 2 instruments | This only applies to banks that report on a consolidated basis

(and CET1 and AT1
instruments not
included in items
A.5 or B.5) issued
by subsidiaries and
held by third
parties (amount
allowed in group
Tier 2)

and own subsidiaries that have issued:

e Tier 2 instruments that are held by third parties; or

e Common share capital or AT1 instruments that are held
by third parties but exceed the amount eligible in Items
A.4/B.4 (i.e. the amount needed to meet regulatory
requirements in respect of CET1 capital/AT1 capital).

The amount allowed is limited to the amount required to meet
the subsidiary’s regulatory requirements in respect of total
capital.
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Item

C3

Description

Provisions

Guidance

Report the amount of provisions allowed, subject to the
following rules:

Standardised approach

Provisions or loan-loss reserves held against future, presently
unidentified losses are freely available to meet losses which
subsequently materialise and therefore qualify for inclusion
within Tier 2. Provisions ascribed to the identified deterioration
of particular assets or known liabilities, whether individual or
grouped, should be excluded. Furthermore, general
provisions/general loan-loss reserves eligible for inclusion in Tier
2 will be limited to a maximum of 1.25 percentage points of
credit risk-weighted assets (in Form SR-2C) calculated under the
standardised approach.

Internal ratings-based approach (“IRB Approach”)

Where the total expected loss amount is less than total eligible
provisions, as explained in para 380 to 383 of the June 2006
comprehensive version of Basel Il, banks may recognise the
difference in tier 2 capital up to a maximum of 0.6% of credit
risk-weighted assets calculated under the IRB Approach.

C.4

Tier 2 capital
before regulatory
adjustments

Automatically calculated as the sum of C.1 to C.3.

C.5

Less: Tier 2 capital: regulatory adjustments

C.6

Investments in own
Tier 2 instruments

Report holdings of own Tier 2 instruments issued, including any
held through consolidated subsidiaries.

C.7

Reciprocal cross-
holdings in Tier 2
instruments

Report cross holdings in Tier 2 instruments issued by banking,
financial and insurance entities.
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Item Description Guidance

C.8 Investments in the | This is only applicable for banks that have multiple non-
capital of banking, | significant (below 10% of the issuing entity’s issued share
financial and capital) holdings of Tier 2 capital instruments issued by banking,
insurance entities financial and insurance entities.
that are outside the
scope of regulatory | Report the amount by which the total of all such holdings
consolidation, net exceeds 10% of total CET1. Where the holding is a mix of CET1,
of eligible short AT1 and Tier 2 instruments, report the amount by which total
positions, where holdings exceed 10% of CET1 divided in the same proportions as
the bank does not | the relevant holding.
own more than
10% of the issued
common share
capital of the entity
(amount above the
10% threshold)

C9 Significant This is applicable where either:-
investments in the
capital of banking, e An individual holding is significant (CET1, AT1 and Tier 2
financial and combined in the case of banks) - more than 10% of
insurance entities issuing entity’s issued share capital; or
that are outside the e Where the holding is in the entity that is an associate,
scope of regulatory which includes all subsidiaries of the bank.
consolidation (net
of eligible short In both cases, report the full amount of such holdings.
positions)

c.10 National specific Report deductions required by the Authority as a result of the
regulatory ICAAP / SREP.
adjustments,
including Pillar 2
deductions applied
to Tier 2 capital

C.11 Total regulatory Automatically calculated, being the sum of C.6 to C.10
adjustments to Tier
2 capital

C.11a |Of which: excess Automatically calculated as C.11 minus C.4, subject to a
Tier 2 deductions minimum of zero

C.12 Tier 2 capital (T2) Automatically calculated as C.4 minus C.11 subject to a

minimum of zero
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Item

Description

Guidance

D Total capital (TC= | Automatically calculated as B.15 plus C.12
T1+T2)
E Capital Memorandum Items

Amounts below the threshold for deduction (before risk weighting)

E.1 Non-significant Report non-significant investments in the capital of
investments in the capital other financials, being the total amount of such holdings
of other financial that are not reported in items A.18, B.9 and C.8.
institutions

E.2 Significant investments in Report significant investments in the common stock of
the common stock of financials, being the total amount of such holdings that
financial institutions are not reported in items A.19 and A.23.

E.3 Mortgage servicing rights Report mortgage servicing rights, being the total
(net of related tax amount of such holdings that are not reported in items
liability) A.20 and A.24.

E.4 Deferred tax assets Report deferred tax assets arising from temporary

arising from temporary
differences (net of related
tax liability)

differences, being the total amount of such holdings
that are not reported in items A.21 and A.25.

Applicable caps on the inclusion of provisions in Tier 2

E.5 Provisions eligible for Report provisions eligible for inclusion in Tier 2, in
inclusion in Tier 2 in respect of exposures subject to standardised approach,
respect of exposures prior to the application of the cap (as relevant to C.3).
subject to standardised
approach (prior to
application of cap)

E.6 Cap on inclusion of Report an amount equal to 1.25% of credit risk weighted

provisions in Tier 2 under
standardised approach

assets (as reported in section A of Form SR-2C)
calculated under the standardised approach.
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E.7 Provisions eligible for Report provisions eligible for inclusion in Tier 2 in
inclusion in Tier 2 in respect of exposures subject to internal ratings-based
respect of exposures approach, prior to the application of the cap (as relevant
subject to internal to C.3).
ratings-based approach
(prior to application of
cap)

E.8 Cap on inclusion of Report an amount equal to 0.6% of credit risk weighted
provisions in Tier 2 under assets (as reported in section A of Form SR-2C)
internal ratings-based calculated under the internal ratings-based approach.
approach

NOTE: Adjustments in respect of a defined benefit occupational pension scheme are to
be applied as follows:

(a) Any defined benefit asset included in reserves for accounting purposes must be
deducted for capital purposes in line A.15.

(b) A bank may substitute for its defined benefit liability included in reserves its deficit
reduction amount. Any difference between the defined benefit liability and the
deficit reduction amount should not be included in regulatory capital.

Definitions of the terms in italics are provided in the Chapter 1 section 4.10.

Section 2 — Profit and loss account

The Profit & Loss should be completed to detail a bank’s profit and loss account (which
may be referred to as the income statement) for the current financial year up to the
reporting date.

In “A: Income”, a positive figure should be input for an amount that gives rise to a profit
and a negative item for a loss. The sole exception to this is A.1.1.2 where the absolute
amount of the interest expense should be entered.

In “B: Operating Expenses” and “C: Profit or Loss”, for “B.2.2: Bad debts”, “C.2:
Extraordinary Items”, “C.3: Taxation” and “C.5: Dividends”, the assumption is that all
these items are expenses and hence a positive figure should be entered for an amount
that gives rise to a loss and a negative figure for a profit.
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Detailed guidance

Item \ Nature of Iltem \ Guidance

A Income

A.l Banking Income

Al11.1 Interest Income Include under these headings both interest actually
received and paid and interest receivable and
payable that has accrued but has not yet been
received or paid. Amounts accrued should be based
on the latest date to which these calculations were

Al11.2 Interest Expense (enter made; thus for a bank which accrues profits on a
absolute value) daily basis, accruals should include amounts up to

and including the reporting date. Also include under
this heading income accrued in respect of the
amortisation of discounts (and premiums) on the
purchase of fixed maturity investments which are
not held for dealing (e.g. Treasury Bills).

A.1.1 Net Interest Income Calculated by the sheet as the amount reported as
interest income minus the amount reported as
interest expense.

A.1.2 Profit/loss on foreign Report the net income derived from revaluations of
exchange dealing and foreign exchange positions and, if identifiable, fees
currency positions and commissions relating to foreign exchange

business.

A.1.3 Profit/loss on investments | Report the net income derived from investments
held for dealing (excluding revaluation profits or losses) other than

those arising from the sale of investments in
subsidiary or associated companies, trade
investments or the amortisation of premiums or
discounts on the purchase of fixed maturity
investments that are not held for dealing.

AlA4 Net Income from banking | Income from banking fees and commissions. Include
fees, charges and charges made for services provided by the bank, e.g.
commissions for the provision of current account facilities,

corporate advice, investment management services,
guarantees and indemnities, commission on the sale
of insurance or travellers cheques etc, but not those
disclosed separately in A.1.2 or A.2.

A1.5 Increase / decrease in Report the net gains derived from the revaluation of

book value of investments

investments other than those arising from the
revaluation of investments in subsidiary or
associated companies, trade investments or the
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amortisation of premiums or discounts on the
purchase of fixed maturity investments that are not
held for dealing.

A.l Total Banking Income Calculated by the sheet as the sum of items A.1.1 to
A.1.5.
A.2 Non Banking Income
A.2.1 Investment management | All fees/commissions received by the bank for
fees portfolio management services, (both for
discretionary and non-discretionary portfolios).
Include only fees/commissions agreed with the
customer for the management of portfolios.
A2.2 Trust and company | All fees received by the bank for administering
administration fees companies on behalf of clients/trusts, including
those charged for the provision of registered office,
directors, company secretary, etc.
A23 Trustee/Custodian fees All fees received by the bank for acting as a Trustee
or Custodian.
A2.4 Fund management fees All fees received by the bank for acting in any role in
relation to the management of a fund.
A.2.5 Investment dealing profits | Al commissions and profits received/earned in
and commissions investment transactions with, or on behalf of, clients.
Include commission/profits from investment dealing
transactions undertaken by the bank where it acts as
principal but buys/sells on a matched (or virtually
matched) basis to clients. (For example, where the
bank purchases a block of shares/investments from a
broker and then sells these on to its own investment
clients).
A.2.6 Other Any other income from customers.
A.2 Total Non Banking Income | Calculated by the sheet as the sum of items A.2.1 to
A.2.6.
A3 Dividends and other income
A3.1 Dividends/share of profits | Banks reporting on an unconsolidated basis should
(or losses) from | include only the dividends received from other group
subsidiaries and associated | companies. Those reporting on a consolidated basis
companies (report a loss as | should include the share of profits from associated
a negative) companies where equity accounting is used.
A3.2 Other Income All other income not included elsewhere.
A3 Dividends and other | Calculated by the sheet as the sum of items A.3.1 to
income A.3.2.
A Total Income Calculated by the sheet as the sum of items A.1, A.2

and A.3.
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B Expenses
B.1 Operating Expenses
B.1.1 Staff Costs Include salary costs, employer’s social security
contributions, the employer’s contribution to any
pension scheme and the costs of staff benefits paid
on a per capita basis such as private medical
insurance, staff travel concessions etc. General staff
benefits, such as subsidised restaurants, would fall
outside this category and be included in line B.1.6.
B.1.2 Occupancy Include rates, rent, buildings’ insurance, lighting,
heating, maintenance costs and depreciation.
B.1.3 Audit and Legal fees Include all Audit and Legal fee expenses.
B.1.4 Directors Remuneration Include all costs relating to both Executive and Non
Executive Directors.
B.1.5 Group Management / Include in this heading general management charges
Administration Charge paid to the Parent or Group that are not specifically
allocated under any other heading.
B.1.6 Other Any other operating expenses not separately
classified in B.1.1 to B.1.5 above.
B.1 Total Operating Expenses | Calculated by the sheet as the sum of items B.1.1 to
B.1.6.
B.2 Other Expenses
B.2.1 Interest paid and payable Report interest on loan stock which qualifies for
on subordinated debt inclusion as tier 2 capital.
B.2.2 Net charge/credit for Enter here the net charge for specific and general
specific/individual and bad debt provisions.
general/collective bad
debt provisions
B.2.3 Other expenses Any other non operating expenses not separately
shown in B.2.1 and B.2.2.
B.2 Total Other Expenses Calculated by the sheet as the sum of items B.2.1,
B.2.2 and B.2.3.
B Total Expenses Calculated by the sheet as the sum of items B.1 and
B.2.
C Profit or Loss
C1 Profit / Loss before Calculated by the sheet as item A less item B.
taxation, extraordinary
items and dividends
C.2 Extraordinary items Extraordinary items should be reported net of
attributable taxation. Enter net extraordinary income
as a negative figure, and net extraordinary costs as a
positive figure.
C3 Taxation For reports covering less than a year, the taxation
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charge should be estimated by applying a reasonable
estimate of the bank’s effective tax rate applicable
for the year in question.

C.4 Profit / loss after taxation | Calculated by the sheet as being item C.1 minus

and extraordinary items items C.2 and C.3.

C5 Dividends Report only dividends declared that have been paid
out of current year profits. All other dividends should
be deducted directly from disclosed reserves.

C Profits / loss retained Calculated by the sheet as C.4 minus C.5.

Annex A

Criteria for classification as common shares for regulatory capital purposes

Represents the most subordinated claim in liquidation of the bank.

Entitled to a claim on the residual assets that is proportional with its share of
issued capital, after all senior claims have been repaid in liquidation (i.e. has an
unlimited and variable claim, not a fixed or capped claim).

Principal is perpetual and never repaid outside of liquidation (setting aside
discretionary repurchases or other means of effectively reducing capital in a
discretionary manner that is allowable under relevant law).

The bank does nothing to create an expectation at issuance that the instrument
will be bought back, redeemed or cancelled nor do the statutory or contractual
terms provide any feature which might give rise to such an expectation.

Distributions are paid out of distributable items (retained earnings included). The
level of distributions is not in any way tied or linked to the amount paid in at
issuance and is not subject to a contractual cap (except to the extent that a bank
is unable to pay distributions that exceed the level of distributable items).

There are no circumstances under which the distributions are obligatory. Non-
payment is therefore not an event of default.

Distributions are paid only after all legal and contractual obligations have been
met and payments on more senior capital instruments have been made. This
means that there are no preferential distributions, including in respect of other
elements classified as the highest quality issued capital.
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10.

11.

12.

13.

14.

It is the issued capital that takes the first and proportionately greatest share of
any losses as they occur. Within the highest quality capital, each instrument
absorbs losses on a going concern basis proportionately and pari passu with all
the others.

The paid in amount is recognised as equity capital (i.e. not recognised as a
liability) for determining balance sheet insolvency.

The paid in amount is classified as equity under the relevant accounting
standards.

It is directly issued and paid-in and the bank cannot directly or indirectly have
funded the purchase of the instrument.

The paid in amount is neither secured nor covered by a guarantee of the issuer
or related entity or subject to any other arrangement that legally or economically
enhances the seniority of the claim.

It is only issued with the approval of the owners of the issuing bank, either given
directly by the owners or, if permitted by applicable law, given by the Board of

Directors or by other persons duly authorised by the owners.

It is clearly and separately disclosed on the bank’s balance sheet.
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Annex B
Criteria for inclusion in Additional Tier 1 capital

An instrument issued by a bank must meet or exceed the following minimum set of
criteria for in order for it to be included in Additional Tier 1 capital.

1. Issued and paid-in.

2. Subordinated to depositors, general creditors and subordinated debt of the
bank.

3. Is neither secured nor covered by a guarantee of the issuer or related entity or
other arrangement that legally or economically enhances the seniority of the
claim vis-a-vis bank creditors.

4. Is perpetual, i.e. there is no maturity date and there are no step-ups or other
incentives to redeem.

5. May be callable at the initiative of the issuer only after a minimum of five years.
a. To exercise a call option a bank must receive prior supervisory
approval; and
b. A bank must not do anything which creates an expectation that the call
will be exercised; and
c. Banks must not exercise a call unless:

i. They replace the called instrument with capital of the same or
better quality and the replacement of this capital is done at
conditions which are sustainable for the income capacity of the
bank’; or

ii. The bank demonstrates that its capital position is well above the
minimum capital requirements after the call option is exercised.?

6. Any repayment of principal (e.g. through repurchase or redemption) must be
with prior supervisory approval and banks should not assume or create market
expectations that supervisory approval will be given.

7. Dividend/coupon discretion:
a. the bank must have full discretion at all times to cancel
distributions/payments
b. cancellation of discretionary payments must not be an event of default

7 Replacement issues can be concurrent with but not after the instrument is called.
& Minimum refers to the total minimum capital requirement prescribed by the Authority comprising Pillar
1 and Pillar 2.
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8.

9.

10.

11.

c. banks must have full access to cancelled payments to meet obligations
as they fall due

d. cancellation of distributions/payments must not impose restrictions on
the bank except in relation to distributions to common stockholders.

Dividends/coupons must be paid out of distributable items.

The instrument cannot have a credit sensitive dividend feature, that is a
dividend/coupon that is reset periodically based in whole or in part on the
banking organisation’s credit standing.

The instrument cannot contribute to liabilities exceeding assets if such a balance
sheet test forms part of national insolvency law.

Instruments classified as liabilities for accounting purposes must have principal
loss absorption through either (i) conversion to common shares at an objective
pre-specified trigger point or (ii) a write-down mechanism which allocates losses
to the instrument at a pre-specified trigger point.

The write-down will have the following effects:
a. Reduce the claim of the instrument in liquidation;
b. Reduce the amount re-paid when a call is exercised; and
c. Partially or fully reduce coupon/dividend payments on the instrument.

The trigger point for write-down/conversion of loss absorbing instruments
classified as liabilities must be at least the minimum for Common Equity Tier 1
capital (8.5% of RWAs).

The write-down/conversion must generate CET1 under the relevant accounting
standards and the instrument will only receive recognition in Additional Tier 1 up
to the minimum level of CET1 generated by a full write-down/conversion of the
instrument.

The aggregate amount to be written-down/converted for all such instruments on
breaching the trigger level must be at least the amount needed to immediately
return the bank’s CET1 ratio to the minimum ratio required or, if this is not
possible, the full principal value of the instrument.

The terms and conditions must have a provision that enables such instruments,

at the option of the relevant authority, to either be written off or converted into
common equity upon the occurrence of a trigger event, where:

Page 144 of 218



e any compensation paid to the instrument holders as a result of the write-
off must be paid immediately in the form of common stock (or its
equivalent in the case of non-joint stock companies);

e the prior authorisation necessary to immediately issue the relevant
number of shares specified in the instrument's terms and conditions
should the trigger event occur; and

e the trigger event is the earlier of: (1) a decision that a write-off, without
which the firm would become non-viable, is necessary, as determined by
the relevant authority; and (2) the decision to make a public sector
injection of capital, or equivalent support, without which the firm would
have become non-viable, as determined by the relevant authority.

12. Neither the bank nor a related party over which the bank exercises control or
significant influence can have purchased the instrument, nor can the bank
directly or indirectly have funded the purchase of the instrument.

13. The instrument cannot have any features that hinder recapitalisation, such as
provisions that require the issuer to compensate investors if a new instrument is
issued at a lower price during a specified time frame.

14. If the instrument is not issued by the bank itself, proceeds must be immediately

available without limitation to the bank in a form which meets or exceeds all of
the other criteria for inclusion in Additional Tier 1 capital.
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Annex C
Criteria for inclusion in Tier 2 Capital
1. Issued and paid-in.
2. Subordinated to depositors and general creditors of the bank.

3. Is neither secured nor covered by a guarantee of the issuer or related entity or
other arrangement that legally or economically enhances the seniority of the
claim vis-a-vis depositors and general bank creditors.

4. Maturity:
a. minimum original maturity of at least five years
b. recognition in regulatory capital in the remaining five years before
maturity will be amortised on a straight line basis
c. there are no step-ups or other incentives to redeem

5. May be callable at the initiative of the issuer only after a minimum of five years:
a. To exercise a call option a bank must receive prior supervisory approval;
b. A bank must not do anything that creates an expectation that the call will

be exercised®; and
c. Banks must not exercise a call unless:

i. They replace the called instrument with capital of the same or
better quality and the replacement of this capital is done at
conditions which are sustainable for the income capacity of the
bank!®; or

ii. The bank demonstrates that its capital position is well above the
minimum capital requirements after the call option is exercised.

6. The investor must have no rights to accelerate the repayment of future
scheduled payments (coupon or principal), except in bankruptcy and liquidation.

7. The instrument cannot have a credit sensitive dividend feature, that is a
dividend/coupon that is reset periodically based in whole or in part on the
banking organisation’s credit standing.

8. Neither the bank nor a related party over which the bank exercises control or
significant influence can have purchased the instrument, nor can the bank

° An option to call the instrument after five years but prior to the start of the amortisation period will not
be viewed as an incentive to redeem as long as the bank does not do anything that creates an expectation
that the call will be exercised at this point.

10 Replacement issues can be concurrent with but not after the instrument is called.
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directly or indirectly have funded the purchase of the instrument. For example,
if the instrument is held by a holding company, any lending to the holding
company by the bank (directly or indirectly) will result in an amount equal to that
lending becoming ineligible.

9. If the instrument is not issued by the bank itself, proceeds must be immediately
available without limitation to the bank in a form which meets or exceeds all of
the other criteria for inclusion in Tier 2 Capital.

10. The terms and conditions must have a provision that enables such instruments,
at the option of the relevant authority, to either be written off or converted into
common equity upon the occurrence of a trigger event, where:

e Any compensation paid to the instrument holders as a result of the write-
off must be paid immediately in the form of common stock (or its
equivalent in the case of non-joint stock companies).

e The prior authorisation necessary to immediately issue the relevant
number of shares specified in the instrument's terms and conditions
should the trigger event occur.

For this purpose, a trigger event is the earlier of: (1) a decision that a write-off, without
which the firm would become non-viable, is necessary, as determined by the relevant
authority; (2) the decision to make a public sector injection of capital, or equivalent
support, without which the firm would have become non-viable, as determined by the
relevant authority; or (3) minimum Common Equity Tier 1 capital is significantly below
the level required in order to continue to operate, which for these purposes is defined
at 50% of the minimum level required (4.25% of RWAs).
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Chapter 7
Guidance Notes — Form SR-2B

Section 1 — General

These notes generally set out the minimum information to be reported in respect of a
bank's large exposures to customers / counterparties.

Exposures to the following categories of customers / counterparties should be reported
separately:-

(i) Non-credit institutions
(ii) Credit institutions

Reference should be made to Chapter 1, sections 5, 6 and 7 for the following
definitions:-

(i) Exposure;

(ii) Customers / Counterparties (including those related to each other and those
connected to the bank); and

(iii) Large Exposures Capital Base (“LECB”).

The Authority may, however, require additional information to be provided by the bank
either regularly or in respect of certain reporting dates only. Such additional
information will be agreed with the Authority, in writing, with the bank concerned.

Exposures should be reported in descending order of size.

Exposures at the reporting date should be reported. Where the maximum exposure to
the same customer / counterparty during the period since the previous reporting date
has exceeded that at the reporting date the former should also be reported, unless it is
the result of converting an exposure denominated, wholly or partly, in foreign currency
into sterling (at a different exchange rate from that applied at the reporting date), arises
from valuing a marketable security at a higher price, or unless otherwise agreed by the
Authority.

An exposure which is less than 10% of the bank’s LECB at the reporting date but which
has exceeded 10% of the bank’s LECB since the previous reporting date should also be
reported, unless otherwise agreed, in writing, by the Authority.

Exposures are defined gross of specific/individual provisions made for bad and doubtful
debts and eligible collateral for the purpose of reporting to the Authority. Such
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provisions should however be reported in column 4 and details of the security in column
10.

Section 2 — Analysis of large exposures to non-credit institutions

Banks incorporated in the Isle of Man

Report all exposures that exceed 10% (unless the Authority has determined a lower
percentage) of the bank's LECB, and if there are less than ten such exposures, also
ensure that the ten largest exposures are reported. The LECB figure is automatically
populated as it is the current Tier 1 Capital as reported in the capital section of SR-2A,
line B.15.

Branches

Report the ten largest exposures only.

General

Exposures to a group of closely related customers / counterparties should be reported
as one exposure for the purpose of this form.

1. Customer / Counterparty Name
Report the name of the customer / counterparty.

2. State if customer / counterparty is connected to the bank
If the borrower is connected to the bank then report Y. If not, report N.

3. Exposure as at reporting date
Report the amount of the facility being utilised (whether drawn down or
guaranteed), as at the reporting date, gross of specific / individual provisions and
collateral.

4, Specific/individual bad debt provision (if any)

Report the amount of any such provisions made specifically/individually against
each exposure.

5. Maturity date(s)

Report the maturity date in the format DD.MM.YY or “various” (see below).
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10.

11.

A security with optional redemption dates, which are exercisable by the holder,
should be classified according to the first optional redemption date. Where there
are several maturity dates due to (for example) a number of individual exposures
making up the total closely related exposure; "various" may be inserted here.
Currency

Report the currency in which the exposure is denominated. Where the
exposure, or group of closely related exposures, is denominated in more than
one currency, "various" may be inserted here.

Reported on Form SR-1 under item(s)

Report the relevant item number(s) on Form SR-1A under which the exposure(s)
is/are included. Note that entries should be made in the electronic reporting
software in the format “X.Y” only (i.e. A.3).

Facility limit

Report the amount of the aggregated facility limit.

Maximum exposure in the quarter

Report the maximum amount of the exposure since the last supervisory return
was submitted if larger than the figure in column 8.

Nature of security

Report the type of security taken against the loan (e.g. cash, securities, property,
guarantee from parent bank etc). If no security is taken then enter “none”.

Date large exposure card submitted (this does not apply to branches)

Report the date that the most recently updated large exposure card was
submitted to the Authority, in the format DD.MM.YY. Large exposure cards are
only required for exposures that exceed 10% of LECB.

Banks are asked to note that a large exposure card must be provided for each

exposure listed in section 1 and that these large exposure cards must be updated
as necessary and in any event at least annually.
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Section 3 — Analysis of exposures to credit institutions
Banks incorporated in the Isle of Man
Report all exposures that exceed 10% (unless the Authority has determined a lower
percentage) of the bank's LECB, and if there are less than ten such exposures, also
ensure that the ten largest exposures are reported. The LECB figure is automatically
populated as it is the current Tier 1 Capital as reported in the capital section of SR-2A,
line B.15.
Branches
Report the ten largest exposures only.
General
Exposures in the form of investment, (including those in the form of equities or
subordinated loans stocks), in another credit institution should be reported here
regardless of the maturity of the security.
Exposures to groups of closely related counterparties should be reported as one
exposure. Exposures to individual counterparties within the bank’s group should be
separately identified only if they are equal to or greater than 2% of total assets.
1. Name of credit institution
Report the name of the credit institution counterparty.
2. Reported on Form SR-1A under item(s)
Report the relevant item number(s) on Form SR-1A under which the exposure(s)
is/are included. Note that entries should be made in the electronic reporting
software in the format “X.Y” only (i.e. A.3).
3. Maturity date(s)
Report the maturity date in the format DD.MM.YY or “various” (see below).
A security with optional redemption dates, which are exercisable by the holder,
should be classified according to the first optional redemption date. Where there

are several maturity dates due to (for example) a number of individual exposures
making up the total closely related exposure; "various" may be inserted here.
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Limit

Report the maximum amount that may be put at risk with the particular credit
institution, by the bank.

Current amount

Report the amount at risk as at the reporting date.
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Chapter 8
Guidance Notes — Form SR-2C

Section 1 - Capital ratio calculations (incorporated banks only)

The Capital Ratios are intended to allow the Authority to assess whether a bank has
adequate financial resources to meet the risks that it is exposed to. This sheet derives
the total risk weighted asset requirement from the output of the appropriate forms for
credit (SR-1B), operational (SR-1C) and market risk and settlement risk (SR-4). It then
compares this requirement against the capital derived in form SR-2A, capital section to
arrive at a CET1 capital ratio, a Tier 1 capital ratio and a Total capital ratio. The Authority
has established that a bank’s minimum CET1 ratio and Tier 1 ratio must be maintained
at all times at or above 8.5%, or such other higher ratio as has been prescribed. A
bank’s minimum Total capital ratio must be maintained at all times at or above 10%, or
such other higher ratio as has been prescribed.

Detailed guidance

Item Description Guidance

A Credit Risk
Al Credit Risk - RWA If the bank uses SSA for credit risk then record the total
Equivalent: SSA RWA reported for the bank, as calculated by form SR-
1B.
A2 Credit Risk - RWA If the bank uses SAC for credit risk then record the total
Equivalent: SAC RWA reported for the bank, as calculated by form SR-
1B.
A3 Credit Risk - RWA If the bank uses FIRB for credit risk then record the total
Equivalent: FIRB RWA calculated for the bank using that approach.
A4 Credit Risk - RWA If the bank uses AIRB for credit risk then record the total
Equivalent: AIRB RWA calculated for the bank using that approach.

TOTAL CREDIT RISK RWA | Calculated by the sheet, being the sum of A.1 to A.4
(for banks using the SSA or SAC this will equal the
amount reported under that approach only)

B Operational Risk
B.1 Operational Risk - RWA If the bank uses BIA for operational risk then record the
Equivalent: BIA total RWA equivalent reported for the bank, as
calculated by form SR-1C. This line will be
automatically generated from SR-1C.
B.2 Operational Risk - RWA If the bank uses SAO for operational risk then record the
Equivalent: SAO total RWA equivalent reported for the bank, as

calculated by form SR-1C. This line will be
automatically generated from SR-1C.
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B.3 Operational Risk - RWA If the bank uses ASA for operational risk then record the
Equivalent: ASA total RWA equivalent reported for the bank, as
calculated by form SR-1C. This line will be

automatically generated from SR-1C.

B.4 Operational Risk - RWA If the bank uses AMA for operational risk then record
Equivalent: AMA the total RWA equivalent calculated for the bank using

that approach.
TOTAL OPERATIONAL Calculated by the sheet, being the sum of B.1 to B.4
RISK RWA (normally equivalent to only one of the above lines).

C Market Risk in the Banking Book

C1 Market Risk - RWA If the bank uses SAM for market risk then record the
Equivalent - SAM: FX & total RWA equivalent reported for these exposures, as
Gold calculated by form SR-4 in the section on “Foreign

Currency Exposure”. This line will be automatically
generated from SR-4.

C.2 Market Risk - RWA If the bank uses SAM for market risk then record the
Equivalent - SAM: total RWA equivalent reported for commodities, as
Commodities calculated by form SR-4 in the section on “Commodity

Risk”. This line will be automatically generated from
SR-4.
TOTAL BANKING BOOK Calculated by the sheet, being the sum of C.1 and C.2.
MARKET RISK RWA

D TOTAL SETTLEMENT RISK | If the bank uses SAM for market risk then record the

RWA total RWA equivalent reported for these exposures, as
calculated by form SR-4 in the section on “Settlement
Risk”. This line will be automatically generated from
SR-4.

E TOTAL RISK WEIGHTED Calculated by the sheet, being the sum of the totals of
ASSETS (Pillar 1) A to D above.

E.1 Of which: 250% risk This line will be automatically generated from SR-1B
weighted assets portfolio K.1.

E.2 Of which: 1,250% risk This line will be automatically generated from SR-1B
weighted assets portfolio K.2
Capital Ratios

F.1 CET1 ratio (as a % of risk Actual ratio

weighted assets)

Calculated automatically, being the amount of CET1
capital as reported in line A.29 of SR-2A divided by the
RWAs in E above.

Bank specific minima

Enter the minimum CET1 ratio required for the bank, as
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established by the Authority as a result of the Pillar 2
process (ICAAP and SREP). The figure should be entered
as a number only (e.g. if the prescribed minimum is 9%
it should be entered as “9”).

National minima

This is fixed at 8.5%.

F.2 Tier 1 ratio (as a % of risk | Actual ratio
weighted assets)

Calculated automatically, being the amount of Tier 1
capital as reported in line B.15 of SR-2A divided by the
RWAs in E above.
Bank specific minima
Enter the minimum Tier 1 ratio required for the bank, as
established by the Authority as a result of the Pillar 2
process (ICAAP and SREP). The figure should be entered
as a number only (e.g. if the prescribed minimum is 9%
it should be entered as “9”).
National minima
This is fixed at 8.5%.

F.3 Total capital ratio (asa % | Actual ratio

of risk weighted assets)

Calculated automatically, being the amount of Total
capital as reported in line D of SR-2A divided by the
RWAs in E above.
Bank specific minima
Enter the minimum total capital ratio required for the
bank, as established by the Authority as a result of the
Pillar 2 process (ICAAP and SREP). The figure should be
entered as a number only (e.g. if the prescribed
minimum is 10.5% it should be entered as “10.5").
National minima
This is fixed at 10%.

F.4 Bank specific buffer (as a Bank specific minima

% of risk weighted assets)
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Enter the total capital ratio notification level (inclusive
of any capital planning buffer) required for the bank, as
established by the Authority as a result of the Pillar 2
process (ICAAP and SREP). This may be set at the
standard 1% figure above the bank specific minima. The
figure should be entered as a number only (e.g. if the
prescribed notification level is 13% it should be entered
as “13”).

National minima
The minimum notification requirement for all banks is

set at 1% above the national minima for total capital
(i.e. 11%).

F.5 Eligible (total) capital Calculated by the sheet, being 10% of the total risk
required to support Pillar | weighted assets reported in E above.
1 risks

F.6 Eligible (total) capital Calculated by the sheet, being the agreed bank specific
required to support Pillar | minimum total capital ratio reported in F.3 multiplied by
2 risks (pre buffer) the total risk weighted assets reported in E, less the

amount reported in F.5 covering pillar 1 risks.

F.7 Eligible (total) capital Calculated by the sheet, being the agreed bank specific
required to support buffer (notification) total capital ratio reported in F.4
notification level (inclusive | multiplied by the total risk weighted assets reported in
of any capital planning E, less the amounts reported in F.5 covering pillar 1 risks
buffer) and F.6 covering pillar 2 risks.

F.8 Total eligible capital Calculated by the sheet, being the sum of the capital
required (to meet bank amounts reported in F.5 to F.7. (This should also equate
specific notification level) | to line E multiplied by the bank specific ratio in line F.4).

F.9 Surplus (total) eligible Calculated by the sheet being the total amount of

capital

capital available shown in line D of Form SR-2A less the
total required capital as reported in F.8 above.
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Section 2 — Memorandum items

For the definitions of parties connected to the bank refer to chapter 1, section 5.

Detailed guidance

Item Description Guidance

market valuation

A Amounts due to parties connected to the bank
Al Other group companies — | All liabilities, not merely deposit liabilities, due to
credit institutions parties connected to the bank in the four categories
A2 Other group companies - | provided in the form.
other
A3 Directors, controllers and | Amounts due to individual directors, controllers and
their associates their associates need not be reported here provided the
A4 Non-group companies, amount does not exceed £50,000.
trusts and other bodies
with which the directors The bank must state where the balances are reported in
and controllers are form SR-1A, the amount drawn (on balance sheet) and
associated any limit that may apply. Note that entries should be
made in the electronic reporting software in the format
“X.Y” only (i.e. A.3).
SUB-TOTAL Calculated by the sheet, being the sum of A.1 to A.4
B Amounts due from parties connected to the bank
B.1 Other group companies — | Report all such exposures due from parties connected to
credit institutions the bank in the four categories provided in the form.
B.2 Other group companies -
other Amounts due from individual directors, controllers and
B.3 Directors, controllers and | their associates need not be reported here provided the
their associates amount does not exceed £50,000.
B.4 Non-group companies,
trusts and other bodies The bank must state where the balances are reported in
with which the directors form SR-1A, the amount drawn (on balance sheet) and
and controllers are any limit that may apply. Note that entries should be
associated made in the electronic reporting software in the format
“X.Y” only (i.e. A.3).
SUB-TOTAL Calculated by the sheet, being the sum of B.1 to B.4
C Investments
C.1 Quoted investments: The total market value of all investments listed under a

Recognised Stock Exchange included within Form SR-1A.

Amounts must be classified between sterling balances
and non-sterling balances.
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C.2

Unguoted investments:
Directors’ valuation

The total value of all unquoted investments included
within Form SR-1A for which directors’ valuations apply.
A revaluation by directors of such investments is not
required on each reporting date, but it must be
undertaken at least once a year. The latest valuation for
statutory or management accounting purposes should
be shown unless substantial impairment of that value is
known to have occurred.

Amounts must be classified between sterling balances
and non-sterling balances.

Encumbered Assets

The total of any assets not freely available to meet the
claims of the generality of creditors in a liquidation of
the bank because they are subject to charge, pledge or
other restriction. This will include items given as
security in connection with the bank’s participation in a
payments/settlements system (such as Euroclear).
Assets pledged in excess of the actual liability to
individual systems at the reporting date should not be
reported. This line will also include assets given as
security for the bank’s other liabilities (e.g. property
which has been mortgaged and hire purchase
agreements pledged as collateral). Assets reported
should exclude any element of unearned finance
charges.

Amounts must be classified between sterling balances
and non-sterling balances.

Fiduciary Deposits

The total of deposits received by the bank that are
placed or relent at the depositor's risk or under
arrangements by which they are not regarded as
liabilities of the bank.

Amounts must be classified between sterling balances
and non-sterling balances.

See also chapter 1, section 4.5.

Number of staff
employed

The number of staff employed by the bank, taking into
account the following:

(i) An employee is regarded as full time if the hours
he/she works for the bank, in an average week, are
thirty or more, (excluding overtime). Such staff should
thus be reported in the full time column. All other
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employees should be considered to be part time for the
purposes of this return and reported in the part time
column.

(ii) Employee includes a director of the bank where that
director is an executive, (rather than non-executive),
director.

Number of accounts as at
the reporting date

Report only deposit accounts with a credit balance
when completing this section (i.e. do not include
overdrawn accounts). Figures should be classified
between sterling denominated accounts and those of
other currencies (combined).

Deposits / loans received
from other Isle of Man
credit institutions

All deposits/loans made to the bank by Isle of Man
offices of other institutions holding a class 1(1) or class
1(2) licence issued under the Financial Services Act
2008, which will include deposits / loans made to the
bank by Isle of Man offices of UK building societies.

Amounts must be classified between sterling balances
and non-sterling balances.
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Chapter 9

Guidance notes — Form SR-2D

Glossary

The following abbreviations are used within the document:

CCF Credit Conversion Factors

ccp Central Counterparty

c™m Clearing Member

MNA Master Netting Agreement
OBS Off Balance Sheet

PFE Potential Future Exposure
Qccp Qualifying Central Counterparty
RC Replacement Cost

SFT Securities Financing Transaction

Leverage ratio calculation

The leverage ratio calculation is to be used by locally incorporated banks to calculate
and report the leverage ratio. The leverage ratio is intended as a complementary
measure to the risk-based capital adequacy framework under Pillars 1 and 2 and
addresses potential model risk and measurement error under Pillar 1 by complementing
the risk-based measure with a simple, transparent and independent measure of risk.

Detailed guidance

Item Description Guidance
A On-balance sheet exposures
Al On-balance sheet items Report all on-balance sheet assets including on-balance
(exclude derivatives and sheet derivative collateral and collateral for securities
SFTs; include collateral) financing transactions (“SFTs”)* (but excluding on-
balance sheet derivative and SFT assets which are
addressed further below).

11 Securities Financing Transactions are transactions such as repurchase agreements, reverse repurchase
agreements, security lending and borrowing, and margin lending transactions, where the value of the
transactions depend on market valuations and the transactions are often subject to margin agreements.
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Item

Description

Guidance

A.2

Less: Assets deducted in
determining Basel lll Tier
1 capital

Report on-balance sheet assets deducted from Tier 1
capital. To ensure consistency, on-balance sheet assets
deducted from Tier 1 capital (as set out in items A.8 to
A.27 and items B.7 to B.12 of form SR-2A) should be
included here. It should be noted that liability items
(e.g. gains and losses due to changes in own credit risk
on fair valued liabilities) should not be included.

A3

Total on-balance sheet
exposures (excluding
derivatives and SFTs)

The figure is automatically calculated as being A.1
minus A.2
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Derivative exposures

Replacement cost
(net of eligible
cash variation
margin)

Report the bank’s Replacement Cost (“RC”) for all of its
derivatives exposures, including where credit derivatives. This
should be equivalent to the “Positive Mark-to-Market” element
of the Credit Equivalent Amount as calculated under the
Standardised Approach to Credit Risk.

Note: collateral received may not be netted against derivatives
exposures whether or not netting is permitted under the bank’s
operative accounting or risk-based framework. When calculating
the exposure amount a bank must not reduce the exposure
amount by any collateral received from the counterparty.
Furthermore, the RC must be grossed up by any collateral
amount used to reduce its value, including when collateral
received by a bank has reduced the derivatives assets reported
on-balance sheet under its operative accounting framework.

However, where an eligible bilateral netting contract is in place,
as described in Annex 1 below, then the RC for the set of
derivative exposures covered by the contract will be the net
replacement cost.

Cash variation margin received - In the case of cash variation
margin received, if the conditions listed under guidance for ltem
B.4 are met, the receiving bank may reduce the RC of the
exposure amount of the derivative asset by the amount of cash
received if the RC of the derivative contract(s) has not already
been reduced by the same amount of cash variation margin
received under the bank’s operative accounting standard.
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B.2

Add-on amount

Report the add-on for Potential Future Exposure (“PFE”). This
should be equivalent to the “Add-on Amount” element of the
Credit Equivalent Amount as calculated under the Standardised
Approach to Credit Risk.

Where an eligible bilateral netting contract is in place, as
described in the Annex below, then the add-on for the set of
derivative exposures covered by the contract will be Anet as
described in Annex 1.

Note - cash variation margin may not be used to reduce the PFE
amount.

B.3

Gross up for
derivatives
collateral
provided

Report the amount of any derivatives collateral provided where
the provision of that collateral has reduced the value of their
balance sheet assets under their operative accounting
framework.
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B.4 | Less: deductions
of receivables
assets for cash
variation margin
provided in
derivatives
transactions

Report adjustments permitted regarding the treatment of cash
variation margin.

In the treatment of derivative exposures for the purpose of the
leverage ratio, the cash portion of variation margin exchanged
between counterparties may be viewed as a form of pre-
settlement payment (and hence not as collateral), if the
following conditions are met:

(i) For trades not cleared through a qualifying central
counterparty (QCCP)* the cash received by the recipient
counterparty is not segregated.

(ii) Variation margin is calculated and exchanged on a daily
basis based on mark-to-market valuation of derivatives
positions.

(iii) The cash variation margin is received in the same currency
as the currency of settlement of the derivative contract.

(iv) Variation margin exchanged is the full amount that would
be necessary to fully extinguish the mark-to-market
exposure of the derivative subject to the threshold and
minimum transfer amounts applicable to the counterparty.

(v) Derivatives transactions and variation margins are covered
by a single master netting agreement (MNA) between the
legal entities that are the counterparties in the derivatives
transaction. The MNA must explicitly stipulate that the
counterparties agree to settle net any payment obligations
covered by such a netting agreement, taking into account
any variation margin received or provided if a credit event
occurs involving either counterparty. The MNA must be
legally enforceable and effective in all relevant jurisdictions,
including in the event of default and bankruptcy or
insolvency.

If these conditions are met, the cash portion of variation margin
may be used to reduce the RC reported in B.1.

Further, In the case of cash variation margin provided to a
counterparty, the posting bank may report the resulting
receivable in this line, where the cash variation margin has been
recognised as an asset under the bank’s operative accounting
framework.

12 A qualifying central counterparty (QCCP) is an entity that is licensed to operate as a central counter
party (CCP) (including a license granted by way of confirming an exemption), and is permitted by the
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B.5 | Less: exempted
CCP leg of client-
cleared trade
exposures

Report certain deductions relating to the treatment of clearing
services.

Where a bank acting as clearing member (CM)** offers clearing
services to clients, the clearing member’s trade exposures to the
central counterparty (CCP) that arise when the clearing member
is obligated to reimburse the client for any losses suffered due
to changes in the value of its transactions in the event that the
CCP defaults, must be captured by applying the same treatment
that applies to any other type of derivatives transactions.
However, if the clearing member, based on the contractual
arrangements with the client, is not obligated to reimburse the
client for any losses suffered due to changes in the value of its
transactions in the event that a QCCP defaults, the clearing
member need not recognise the resulting trade exposures to the
QCCP in the leverage ratio exposure measure. Hence it should
include the exposure in Items B.1 and B.2 but enter an offsetting
negative amount in Item B.5.

Note - Where a client enters directly into a derivatives
transaction with the CCP and the CM guarantees the
performance of its clients’ derivative trade exposures to the CCP,
the bank acting as the clearing member for the client to the CCP
must calculate its related leverage ratio exposure resulting from
the guarantee as a derivative exposure, as if it had entered
directly into the transaction with the client, including with
regard to the receipt or provision of cash variation margin, and
include the amounts within Items B.1 to B.4.

appropriate regulator/overseer to operate as such with respect to the products offered. This is subject
to the provision that the CCP is based and prudentially supervised in a jurisdiction where the relevant
regulator/overseer has established, and publicly indicated that it applies to the CCP on an ongoing
basis, domestic rules and regulations that are consistent with the CPSS-IOSCO Principles for Financial

Market Infrastructures.

13 A clearing member is a member of, or a direct participant in, a CCP that is entitled to enter into a
transaction with the CCP, regardless of whether it enters into trades with a CCP for its own hedging,
investment or speculative purposes or whether it also enters into trades as a financial intermediary
between the CCP and other market participants.
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B.6 | Gross notional
credit derivatives
sold

Report the full effective notional value'* referenced by a written
credit derivative. This amount is in addition to any exposure
amount reported in relation to the same derivative in Items B.1,
B.2 and B.3 and represents the credit exposure arising from the
credit worthiness of the reference entity.

B.7 | Less: notional
offsets and add-
on deductions for
written credit
derivatives

Report an amount determined as the sum of:

(i)

(i)

The effective notional amounts which may be reduced by
purchased credit protection. The effective notional amount
of a written credit derivative may be reduced by the
effective notional amount of a purchased credit derivative
on the same reference name provided:

e the credit protection purchased is on a reference
obligation which ranks pari passu with, or is junior to,
the underlying reference obligation of the written
credit derivative in the case of single name credit
derivatives; and

e the remaining maturity of the credit protection
purchased is equal to or greater than the remaining
maturity of the written credit derivative.

The effective notional amounts, which may be reduced by
any negative change in fair value amount that has been
incorporated into the calculation of Tier 1 capital with
respect to the written credit derivative; and

(iii) The individual add-on amount relating to a written credit

derivative (not offset by eligible purchased credit
protection) reported under Item B.2.

B.8 | Total derivative
exposures

The figure is automatically calculated as being the sum of B.1
to B.3, plus B.6, minus B.4, B.5 and B.7.

14

The effective notional amount is obtained by adjusting the notional amount to reflect the true

exposure of contracts that are leveraged or otherwise enhanced by the structure of the transaction.
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C Securities financing transaction (SFT) exposures

C1 Gross SFT assets (with no Report gross SFT assets recognised for accounting
recognition of accounting | purposes (i.e. with no recognition of accounting
netting), after adjusting netting) , adjusted to exclude the value of securities
for sale accounting received in an SFT where the bank has recognised the
transactions securities as an asset on its balance sheet (e.g. under

IFRS or US GAAP).
C.2 Netted amounts of cash Report gross SFTs cash payables and cash receivables

payables and cash
receivables of gross SFT
assets

in SFTs with the same counterparty measured net, if all
the following criteria are met:

a) Transactions have the same explicit final
settlement date;

b) The right to set off the amount owed to the
counterparty with the amount owed by the
counterparty is legally enforceable both currently
in the normal course of business and in the event
of: (i) default; (ii) insolvency; and (iii) bankruptcy;
and

c) The counterparties intend to settle net, settle
simultaneously, or the transactions are subject to
a settlement mechanism that results in the
functional equivalent of net settlement, that is,
the cash flows of the transactions are equivalent,
in effect, to a single net amount on the settlement
date. To achieve such equivalence, both
transactions are settled through the same
settlement system and the settlement
arrangements are supported by cash and/or
intraday credit facilities intended to ensure that
settlement of both transactions will occur by the
end of the business day and the linkages to
collateral flows do not result in the unwinding of
net cash settlement.
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C3 SFT counterparty This item is used to report a measure of counterparty
exposure credit risk as current exposure, to be calculated as
follows:

e Where no qualifying MNA is in place, the current
exposure (E*) for transactions with a counterparty
must be calculated on a transaction by transaction
basis: that is, each transaction is treated as its
own netting set, as shown in the following
formula:

E* = max {0, [(E) - (C)]}

where E is the total fair value of securities and
cash lent and C is the total fair value of cash and
securities received under the transaction.

e Where a qualifying MNA s in place (see Annex 2)
the current exposure (E*) is the greater of zero
and the total fair value of securities and cash lent
to a counterparty for all transactions included in
the qualifying MNA (Z(E)) less the total fair value
of cash and securities received from the
counterparty for those transactions (Z(C)). This is
illustrated in the following formula:

E* = max {0, [Z(E) — 2(C)]}
CA4 Agent transaction Report exposures arising where a bank acts as an
exposures agent in an SFT and provides a guarantee to a
customer or counterparty for any difference between
the value of the security or cash the customer has lent
and the value of collateral the borrower has provided.
This exposure should be calculated using the same
methodology as that used for Item C.3.
C5 Total securities financing | Automatically completed as the sum of Items C.1 to
transaction exposures C.A4.
D Other off-balance sheet exposures
D.1 Off-balance sheet Report total off-balance sheet (“OBS”) exposure on a

exposure at gross
notional amount

gross notional basis, before any adjustment for credit
conversation factors according to D.2.
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D.2 Less: adjustments for Report an amount representing the reduction in gross
conversion to credit amount of OBS exposures due to the application of
equivalent amount credit conversion factors (“CCFs”). The CCFs are those

that apply under the Standardised Approach to Credit
Risk except that they are subject to a floor of 10%.

D.3 Other off-balance sheet The figure is automatically calculated as D.1 minus
exposures D.2

E Capital and Total Exposure

E.1 Tier 1 capital (end of Used to report Tier 1 capital. The figure is
reporting period value) automatically calculated from Item B.15 in Form SR-

2A

E.2 Total Exposures (end of Automatically calculated as the sum of A.3, B.8, C.5
reporting period value) and D.3

F Leverage Ratio Automatically calculated as E.1 divided by E.2 with

the ratio expressed as a percentage.
Annex 1

Bilateral netting

1.

a)

b)

For the purposes of the leverage ratio, the following will apply:

Banks may net transactions subject to novation under which any obligation
between a bank and its counterparty to deliver a given currency on a given
value date is automatically amalgamated with all other obligations for the
same currency and value date, legally substituting one single amount for the

previous gross obligations.

Banks may also net transactions subject to any legally valid form of bilateral
netting not covered in (a), including other forms of novation.

In both cases (a) and (b), a bank will need to satisfy the Authority that it has:

(i) a netting contract or agreement with the counterparty that creates a
single legal obligation, covering all included transactions, such that the
bank would have either a claim to receive or obligation to pay only the
net sum of the positive and negative mark-to-market values of
included individual transactions in the event a counterparty fails to
perform due to any of the following: default, bankruptcy, liquidation or

similar circumstances;
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(ii) written and reasoned legal opinions that, in the event of a legal
challenge, the relevant courts and administrative authorities would
find the bank’s exposure to be such a net amount under:

* the law of the jurisdiction in which the counterparty is
chartered and, if the foreign branch of a counterparty is
involved, then also under the law of jurisdiction in which the
branch is located;

* the law that governs the individual transactions; and

* the law that governs any contract or agreement necessary to
effect the netting.

The Authority, after consultation when necessary with other relevant
supervisors, must be satisfied that the netting is enforceable under the
laws of each of the relevant jurisdictions; and

(iii) procedures in place to ensure that the legal characteristics of netting
arrangements are kept under review in the light of possible changes in
relevant law.

2. Contracts containing walkaway clauses will not be eligible for netting for the
purpose of calculating the leverage ratio requirements pursuant to this
framework. A walkaway clause is a provision that permits a non-defaulting
counterparty to make only limited payments, or no payment at all, to the estate
of a defaulter, even if the defaulter is a net creditor.

3. Credit exposure on bilaterally netted forward transactions will be calculated as
the sum of the net mark-to-market replacement cost, if positive, plus an add-on
based on the notional underlying principal. The add-on for netted transactions
(Anet) Will equal the weighted average of the gross add-on (Across) and the gross
add-on adjusted by the ratio of net current replacement cost to gross current
replacement cost (NGR). This is expressed through the following formula:

Anet = 0.4 - Agross + 0.6 - NGR - Agross
where:

NGR = level of net replacement cost/level of gross replacement cost for
transactions subject to legally enforceable netting agreements

Across = sum of individual add-on amounts (calculated by multiplying the notional

principal amount by the appropriate add-on factors) of all transactions subject to
legally enforceable netting agreements with one counterparty.
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4. For the purposes of calculating potential future credit exposure to a netting
counterparty for forward foreign exchange contracts and other similar contracts
in which the notional principal amount is equivalent to cash flows, the notional
principal is defined as the net receipts falling due on each value date in each
currency. The reason for this is that offsetting contracts in the same currency
maturing on the same date will have lower potential future exposure as well as
lower current exposure.
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Annex 2

Qualifying master netting agreement: the effects of bilateral netting agreements
covering repo-style transactions will be recognised on a counterparty-by-
counterparty basis if the agreements are legally enforceable in each relevant
jurisdiction upon the occurrence of an event of default and regardless of whether the
counterparty is insolvent or bankrupt. In addition, netting agreements must:

a) provide the non-defaulting party with the right to terminate and close out in a
timely manner all transactions under the agreement upon an event of default,
including in the event of insolvency or bankruptcy of the counterparty;

b) provide for the netting of gains and losses on transactions (including the value
of any collateral) terminated and closed out under it so that a single net
amount is owed by one party to the other;

c) allow for the prompt liquidation or setoff of collateral upon the event of
default; and

d) be, together with the rights arising from provisions required in (a) and (c)
above, legally enforceable in each relevant jurisdiction upon the occurrence of
an event of default regardless of the counterparty’s insolvency or bankruptcy.

Netting across positions in the banking book and trading book will only be recognised
when the netted transactions fulfil the following conditions:

a) All transactions are marked to market daily, and

b) The collateral instruments used in the transactions are recognised as eligible
financial collateral in the banking book.
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Chapter 10
Guidance notes — Form SR-3A

Section 1 — General

The purpose of this return is to assess a bank’s liquidity profile, taking into account
liquid assets, products containing embedded and prepayment options, and behavioural
adjustments to the retail deposit base.

Assets and deposit liabilities should be reported on a residual maturity basis throughout
the return, but the bank may, at its option, also report interest due to be paid and
received and additional cash flows such as dividend payments, large plant purchases etc
on a cash-flow basis. All foreign exchange flows should be separately reported in the FX
cash inflows and outflows columns (see notes 13 and 27).

Assets and liabilities are recorded on a maturity ladder and, where appropriate,
behavioural adjustments are applied prior to the final mismatch position being
calculated.

A “worst-case” basis is used to determine the timing of flows from assets and liabilities,
with assets being recorded at the latest maturity and liabilities at the earliest. This
approach allows a bank’s liquidity to be assessed in the circumstances of depositors
withdrawing their funds and lenders being unwilling to renew their facilities. However,
the Authority recognises that some banks may maintain liquidity through holding highly
liquid instruments such as government securities, certificates of deposit, floating rate
notes, and bills of exchange. It is also recognised that the cash flows produced by some
liabilities may bear little resemblance to their contractual maturity. For example,
customer demand deposits are not normally withdrawn the next day and can remain
with the same bank for several years. Banks may therefore apply to the Authority for
agreement to apply behavioural adjustments to such deposit liabilities.

In general, banks are required to maintain appropriate levels of liquidity in each
individual currency. It is recognised that the liquidity of the forward foreign exchange
market is such that banks should experience little difficulty in executing foreign
exchange swap deals to fund assets in a currency where the bank is short of liquidity
from liabilities in a currency where the bank has an excess of liquidity. The Authority will
therefore allow banks to report all currencies on a net basis but would not expect
interest arbitrage to form a major part of their liquidity strategy. The Authority may
therefore require the bank to report in specified individual currencies.

For the purposes of this report “sight less than eight days” means the 15t to 7t day
inclusive of the month following the reporting date. “8 days less than month” means the
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8th day of the month following the reporting date up to and including the last day of the
same month. Beyond this, references to “month or months” mean calendar month or
months. All monetary balances should be reported in sterling.

Section 2 — Completion notes - liquidity

Assets

Report deposits placed with, and CDs issued by, group entities according to
contractual maturity date. CDs issued by group institutions do not qualify for
behavioural adjustment unless the instruments are highly liquid and able to be
independently sold in the secondary market. Banks must obtain the agreement
of the Authority if it is intended to apply behavioural adjustments to such assets.

Report deposits with credit institutions on either a notice or fixed term basis. Do
not include certificates of deposit, floating rate notes or deposits or other
instruments that incorporate embedded options.

Report deposits with, or other instruments issued by, credit institutions
(including group) that incorporate embedded derivatives or early repayment
options. Assets should be reported by contractual maturity. In order to qualify
for behavioural adjustment, the bank must clearly show that it has the sole right
to exercise an option for repayment prior to final maturity. The prior agreement
of the Authority must be sought before making such adjustments.

Report certificates of deposit, bills of exchange and floating rate notes by
contractual maturity. Bills of exchange should be included at book value. These
instruments qualify for behavioural adjustment to the sight to less than 8 days
maturity band subject to the following discounts:

Under 1 year to maturity: 5%
1 to 5 years to maturity or floating rate: 10%

Report bonds issued by credit institutions (including group) that incorporate
embedded derivatives or early repayment options according to final maturity. To
qualify for any behavioural adjustment, the bank must have the sole right to
exercise an option for repayment prior to final maturity, or that there is a liquid
secondary market for the instrument. The prior agreement of the Authority must
be sought before making such adjustments.

Report bonds / securities issued by central governments / central banks, and

multilateral development banks which would receive (unsecured) a 0% risk
weighting under the standardised approach, according to contractual maturity.
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10.

11.

12.

13.

14.

15.

Such bonds may be subject to a behavioural adjustment to the sight to less than
8 days maturity band subject to the following discounts:

Under 1 year to maturity or floating rate 3%
1 to 5 years to maturity 7%
Over 5 years to maturity 16%

Report bonds / securities issued by other governments and central banks which
are not risk weighted at 0% according to contractual maturity (unless otherwise
agreed with the Authority).

Report all other investments according to contractual maturity date with the
exception of designated money market funds which can be reported as sight
assets with the prior agreement of the Authority (refer to the liquidity risk
management guidance note for more details). Equities and other undated
marketable assets should be included in the over 1, less than 3 month maturity
band. Behavioural adjustments may be appropriate in respect of main index
equities. Commercial paper should be entered according to contractual maturity,
but behavioural adjustments may be appropriate. The prior agreement of the
Authority must be sought for such adjustments.

Loans should be reported according to final contractual maturity date.
Overdrafts should be entered in the over 1, less than 3 month maturity band.

Mortgages should be reported according to final maturity date.

Report all other on balance sheet assets according to their maturity date. The
treatment of undated assets of material value should be agreed with the
Authority.

For each maturity band, this is the sum of the figures reported under notes 1 to
11 above. It is system generated. The total of this line (i.e. total assets) should
equal total assets as reported in SR-1A.

Report foreign exchange purchases according to settlement date.

Report any un-drawn committed standby facilities granted to the bank by third
party credit institutions. Facilities granted by group should not be included
without prior discussion and agreement with the Authority. Such facilities should

be unconditional unless otherwise agreed with the Authority.

Completion of this row is optional. Report known inflows.
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16.

17.

Report all behavioural adjustments that have been agreed with the Authority.
Behavioural adjustments out of the reported maturity band should be shown as
a negative entry, and the corresponding adjustment should be shown as a
positive entry in the appropriate maturity band. The sum of the entries of each
of these rows should therefore amount to zero.

Use a separate row for each adjustment.

The prior agreement of the Authority must be sought for behavioural
adjustments on any assets other than those specified in the notes above.

For each maturity band this is the sum of the figures reported under notes 12 to
16. Itis system generated.

Liabilities

18.

19.

20.

21

22.

23.

Report all retail call or notice deposits. Do not include deposits from credit
institutions, or any deposit accepted via a professional person or body that has a
fiduciary responsibility for the funds (e.g. international life companies or trust
companies).

Report all other call or notice deposits.

Report all retail fixed term deposits. Do not include deposits from credit
institutions, or any deposit accepted via a professional person or body that has a
fiduciary responsibility for the funds (e.g. international life companies or trust
companies), or deposits or deposit bonds issued by the bank that incorporate
embedded derivatives or offer the client an early repayment facility.

. Report all other fixed term deposits other than deposits or deposit bonds issued

that incorporate embedded derivatives or offer the client an early repayment
facility.

Report all structured deposits, deposits or deposit bonds issued that incorporate
embedded options or offer the customer the option to obtain repayment in part
or in full prior to final maturity. For the latter, report on a “worst case” basis (i.e.
the earliest date upon which the client can obtain repayment). If the bank sells a
five year product that allows clients to withdraw 20% on the principal annually
on 1%t March, the 315t March return would show 20% of the deposit under 6 to
12 months, 40% under 1 to 3 years and 40% under 3 — 5 years.

For each maturity band this is the sum of the figures reported in lines 18 to 22. It
is system generated.
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24.

25.

26.

27.

28.

29.

30.

31.

32.

33.

34.

Report total capital and reserves as reported as over 5 years. Subordinated loans
and other eligible debt should be entered under contractual maturity.

Report all other on balance sheet liabilities according to maturity date.

For each maturity band this is the sum of the figures reported in lines 23 to 25. It
is system generated. The total of this line (i.e. total liabilities) should equal total
liabilities as reporting in SR-1A.

Report foreign exchange sales according to settlement date.

Where the bank is aware that committed lending facilities to customers are to be
drawn down, classify these facilities according to draw down date. Where the
date of draw down is unknown, include 35% of the total amount in the sight < 8
days maturity band. The balance may be omitted.

Completion of this row is optional. Report known future outflows.

Report behavioural adjustments on liabilities that have been previously agreed
with the Authority. If for example, the Authority has agreed that a bank may
factor a certain percentage of its retail sight < 8 days deposits to the over 1
month to less than 3 month maturity band, the adjustment should appear as a
negative figure in the sight < eight days column, and a positive in the over 1
month to less than 3 months column. The total of each of these rows should
therefore amount to zero.

For each maturity band this is the sum of the figures reported in lines 26 to 30. It
is system generated.

For each maturity band this is the total adjusted assets calculated under line 17,
less the total adjusted liabilities calculated under line 31. It is system generated.

For each maturity band this is the mismatch position calculated from line 32 on a
cumulative basis (i.e. from sight). It is system generated.

For each maturity band this is line 33 compared to the total of line 23. It is
system generated.
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Section 3 — Completion notes — analysis of the ten largest depositors

The ten largest deposits should be reported, aggregating multiple deposits from one
customer.

Customer / counterparty name — state the name of the customer / counterparty.
Amount — report the total amount of the deposit.

Maturity Date(s) — report the maturity date of the deposit in the format DD.MM.YY. If
there is more than one deposit state “various”.

Currency — state the currency that the deposit is denominated in. If there is more than
one currency state “various”.

Section 4 — Completion notes — analysis of non-credit institution deposits

In completing this section the residence of a deposit with, or loans to, the bank should
be classified according to the address to which the bank corresponds if no better
classification is available. The geographical classifications in the form are not tight and it
will be necessary for the bank to exercise its own judgement as to which category a
particular deposit should be classified in.

The heading “Isle of Man” has been sub divided into two sections as follows:

Individuals — report deposits with, or loans to, the bank from individuals in the same
manner as for the classification of deposits in SR-1A line A.5 of liabilities.

Other — report deposits with, or loans to, the bank from all other parties, excluding
those from other credit institutions.
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Chapter 11
Guidance notes — form SR-3B

Section 1 — General

The purpose of this return is to enable the Authority to determine the degree of interest
rate risk assumed by the bank, and to calculate the amount of capital that may be
required to support the risk.

Simple maturity / re-pricing schedules can be used to generate simple indicators of the
interest rate risk sensitivity, of both earnings and economic value, to changing interest
rates. The approach is typically referred to as “gap analysis”. Interest rate sensitive
liabilities in each time band are subtracted from the corresponding interest rate
sensitive assets to produce a re-pricing gap for that time band. This gap is multiplied by
an assumed change in interest rates to yield an approximation of the change in net
interest income that would result from such a movement. In this regard the Authority
uses a 200 basis point shock methodology.

A negative, or liability sensitive, gap occurs when liabilities exceed assets (including off
balance sheet positions) in a given time band, which means that an increase in market
interest rates could cause a decline in net interest income. A positive, or asset sensitive,
gap implies that the bank’s net interest income could decline as a result of a decrease in
the level of interest rates.

All banks are required to report interest rate mismatch positions classified in specific
maturity bands according to their residual maturity or re-pricing date.

Maturity dates and interest rate re-pricing dates should be determined on a worst case
basis, with assets being recorded at their latest maturity and deposit liabilities at their
earliest. Due regard should also be taken of products that allow the customer to
withdraw all, or a proportion of, their deposit prior to final maturity.

For the purpose of measuring interest rate risk, long positions in one currency cannot be
offset against short positions in another currency. A separate return should be made for
each currency that represents in excess of 25% of the bank’s deposit liabilities. Other
currencies should be calculated individually and aggregated. The total should be entered
under “other currencies”. Currencies that constitute less than 5% of total deposit
liabilities may be ignored. The Authority reserves the right to request reports for
individual foreign currencies at its discretion.

Page 179 of 218



Where derivatives are used to hedge interest rate risk, they should be regarded as
synthetic assets or liabilities for reporting purposes. Thus, in a case where the bank has
hedged a one year fixed rate asset against one month floating rate, it should report the
hedging transaction as a liability in the 6-12 month band, and an asset in the up to 1
month band in the lines entitled “other interest rate contracts”. Refer lines 12 and 22.

For the purposes of this report references to “month or months” mean calendar month
or months.

Section 2 — Completion notes

Assets

Non-interest bearing assets (which may include interest accrued as at the reporting
date) should be reported in the band titled “non-interest bearing” in the appropriate
asset category of the form. Such assets are outside of the interest rate gap shock
analysis.

1. Report deposits with other banks according to the next contractual re-
pricing date or maturity / repayment date.

2. Report according to the earliest date that the bank has the ability to
obtain repayment of the asset. Where early repayment is at the option of
the borrower, or relates to a specific market event (eg. FTSE 100 closing
higher than a specified level), the asset should be reported according to
contractual maturity date.

3. Report all liquid assets (e.g. CDs, FRNs, and bills of exchange purchased)
according to the next interest re-pricing date or contractual maturity /
repayment date.

4, Report bonds and other instruments according to the earliest date that,
under the terms and conditions of the issue, the bank has the ability to
obtain repayment of the asset.

5. Report all other investments by contractual maturity / repayment or next
interest rate re-pricing date.

6. Overdrafts should be reported in the sight < one month maturity band.

Loans should be reported by the earliest date at which the bank has the
ability to obtain repayment or vary the interest rate.
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10.

11.

12.

13.

14.

Liabilities

Variable mortgages should be reported in the sight < one month maturity
band. Floating rate mortgages should be reported according to the next
interest rate re-pricing date.

Fixed rate mortgages should be reported according to the end of the
fixed period.

Report all other assets according to contractual maturity / repayment or
interest rate re-pricing date. The treatment of undated assets of material

value should be agreed with the Authority.

For each maturity band this is the sum of the figures reported in lines 1 to
9. Itis system generated.

Report forward foreign exchange purchases according to settlement
date.

Report all notional amounts receivable under interest rate related
contracts.

Report other derivative contract amounts receivable by payment date.

For each maturity band this is the sum of the figures reported in lines 10
to 13. Itis system generated.

Non-interest bearing liabilities (which may include interest accrued as at the reporting
date) should be reported in the band titled “non-interest bearing” in the appropriate
liability category of the form. Such liabilities are outside of the interest rate gap shock

analysis.

15.

Report total demand and notice accounts according to the maturity band
in which the interest rate payable on the deposit can be changed or
varied by the bank. Current accounts should be reported in the sight <
one month band, one-month notice accounts in the 1 < 3 month band
etc. (NB: if the bank’s procedure is to vary interest rates without giving
notice to the customer, and the rate change takes immediate effect, the
deposit should be reported as a sight liability). Where a product allows a
proportion of the deposit to be withdrawn without penalty prior to the
notice period, this proportion should be reported in the sight < one
month maturity band. This may give rise to one deposit being split and
reported over two or more maturity bands.
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16.

17.

18.

19.

20.

21.

22.

23.

24,

25.

26.

27.

28.

Report fixed term deposits according to contractual maturity /
repayment.

Report all deposit bonds issued by the bank according to the next re-
pricing or repayment date. Do not include bonds issued that incorporate
embedded derivatives, or bonds that grant the customer the right to
withdraw funds prior to final maturity.

Report any structured deposits, deposits and deposit bonds issued that
incorporate embedded derivatives, or bonds that grant the customer the
right to withdraw funds prior to final maturity, in the maturity band that
represents the earliest date the customer can obtain repayment. This
may give rise to one deposit being split and reported over two or more
maturity bands.

Report all other liabilities. For capital and reserves, shareholders’ equity
should normally be reported as “non interest bearing”. Variable and

floating rate debt should be entered by next interest rate re-pricing date.

For each maturity band this is the sum of the figures reported in lines 15
to 19. It is system generated.

Report forward foreign exchange sales by settlement date.

Report all notional amounts payable under interest rate related
contracts.

Report other derivative contract amounts payable by settlement date.

For each maturity band this is the sum of the figures reported in lines 20
to 23. It is system generated.

For each maturity band this is the total assets (line 14) less the total
liabilities (line 24), including off balance sheet. Itis system generated.

These percentages are pre-set, to represent a 200 basis points shock.

For each maturity band this is the figure in line 25 multiplied by the
percentage in line 26. It is system generated.

The amount at risk is the sum of the weighted positions and is system

generated for sterling and specified currencies. It is the aggregate for all
other currencies that are reported.
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29. Bring forward the amount at risk from the sterling report (this is
automated).

30-32 Bring forward the amount at risk from each specified currency report (this
is automated).

33 Report the aggregate of all other currencies that constitute in excess of
5% of total deposit liabilities (this is automated).

34 This is a system generated line, being the sum of the amounts at risk as
reported under lines 29 to 33. The Authority will be particularly attentive
to the sufficiency of capital of banks where the loss is more than 20% of
the sum of the tier 1 and tier 2 capital as a result of an interest rate shock
of 200 basis points or its equivalent.
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Chapter 12

Guidance notes — Form SR-4

Section 1 — Glossary of terms

The following abbreviations are used:

DvP | Delivery versus Payment

SAM | Standardised Approach to Market Risk

Section 2 - Overview
The market risks (in the banking book) that generate a capital requirement are:

e Foreign exchange risk; and
e Commodities risk.

These forms and guidance also cover settlement risk, the risks that arise through failed
DvP transactions and free delivery transactions.

The rules set out relate to the completion of standardised reporting forms. These are:-

e Section 2 - FX & Gold
e Section 3 — Commodities
e Section 4 — Settlement Risk

Where material positions are permitted by the bank’s risk limit structure, related capital

requirements should be calculated daily. Settlement risk should be calculated daily for
all banks that may have failed trades.

Section 3 - SAM - FX and GOLD
Introduction
The risks arising from foreign currency and gold exposures are similar, and hence the

form addresses both. In both cases, the bank is allowed to offset current and future
exposures to arrive at a net figure.
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Foreign Exchange Positions

Do not report any position for the accounting currency of your bank; the return
calculates a balancing item corresponding to the effective position in this currency. For
most banks this means that row A.1 (pounds sterling) should be blank.

The major currencies should be reported separately, namely Pounds Sterling (“GBP”), US
Dollars (“USD”), Euros (“EUR”), Swiss Francs (“CHF”) and Japanese Yen (“JPY”). Other
currencies should be split into two groups according to whether the bank is long or

short, as follows:

Other — Long Currencies: group together currencies where the net overall
position in each individual currency is positive;
Other — Short Currencies: group together currencies where the net overall
position in each individual currency is negative.

Note that the “net overall position” is the sum of all balance sheet assets less balance
sheet liabilities plus / minus net forward purchases / sales. All input figures should
correspond to the gross, and absolute, amount.

Table A: Foreign Currency Positions

Item Description \ Completion Notes

Al
to
A7

Spot Balance Total balance sheet assets denominated in the foreign

Sheet currency or group of currencies.

Assets

Balance Total balance sheet liabilities denominated in the

Sheet foreign currency or group of currencies.

Liabilities

Net A calculated field, being equal to “Balance Sheet
Assets” less “Balance Sheet Liabilities” and
representing the net spot position.

Forward | Gross All forward purchases of the foreign currency or group

Purchases of currencies.

Gross Sales | All forward sales of the foreign currency or group of
currencies.

Net A calculated field, being equal to the “Gross
Purchases” less “Gross Sales” and representing the
net forward position.

Overall A calculated field, being the sum of the net spot

position and the net forward position. A negative
value here indicates a short position; a positive value
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indicates a long position.

A8 Balancing Iltem A calculated field, being the position required to
make the overall total of net long and short positions
in all currencies together to be zero.

A Aggregate Net Long A calculated field being the sum of all the long
Open Positions positions including the entry for the “balancing item”
if it is a positive. This aggregate of net long open
positions, which will be positive or zero, is included in
the capital charge and risk weighted assets
calculation.

Gold Positions

Report any position for gold. The net overall position in gold is the sum of all balance
sheet gold assets less balance sheet gold liabilities plus / minus net forward purchases /
sales of gold. All input figures should correspond to the gross, and absolute, amount.

Table B: Gold Positions

Item \ Description \ Completion Notes

B Spot Balance Total balance sheet gold assets.
Sheet Assets
Balance Total balance sheet gold liabilities.
Sheet
Liabilities
Net A calculated field, being equal to “Balance Sheet

Assets” less “Balance Sheet Liabilities” and
representing the net spot position.

Forward | Gross All forward purchases of gold.
Purchases
Gross Sales All forward sales of gold.
Net A calculated field, being equal to the “Gross

Purchases” less “Gross Sales” and representing the
net forward position.

Overall A calculated field, being the sum of the net spot
position and the net forward position. A negative
value here indicates a short position; a positive value
indicates a long position.

Capital Requirement and Risk Weighted Assets Equivalent

Iltem C calculates the capital charge, being 8% of the sum of the “aggregate net long
position” from Table A and 8% of the absolute value for the net open position in gold
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from Table B. Item D calculates the equivalent Risk Weighted Asset figure, being 12.5
times the charge computed in Item C.

Section 4 — SAM — Commodity risk

Introduction

All commodity positions should be reported using this part of the form except gold,
which is treated as a currency and reported within “FX and Gold” — see Section 2 above.
The bank is allowed to offset current and future exposures to arrive at a net position,
and the capital charge is made up of elements for the net and gross positions.

Reporting and calculation of capital charge

The groupings are:

e A.1: Precious metals (excluding gold)
e A.2:Base metals

e A.3: Energy contracts
e A.4: Other contracts

All figures input should correspond to the gross, and absolute, amount.

Table A: Commodity Positions

Item \ Description Completion Notes
A1l to | GrossLong All long positions of each commodity group.
A4 Gross Short All short positions of each commodity group.
Net Open | A calculated field, being equal to “Gross Long” less “Gross
Position Short”.
Simplified A calculated field, being equal to 15% of the absolute value
Approach of the “Net Open Position” plus 3% of “Gross Long” plus 3%
of “Gross Short”.
A Gross Long A calculated field, being the sum of the “Gross Long”
(Total) positions entered for all commodity groups (A.1 to A.4).

Gross Short

A calculated field, being the sum of the “Gross Short”
positions entered for all commodity groups (A.1 to A.4).

Net Open | A calculated field, being the sum of the absolute values

Position derived for the “Net Open Position” for all commodity
groups (A.1to A.4).

Simplified A calculated field, being equal to 15% of the “Net Open

Approach Position” plus 3% of “Gross Long” plus 3% of “Gross Short”

for all commodity groups (A.1 to A.4).
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Risk Weighted Assets Equivalent

Item B calculates the equivalent Risk Weighted Assets figure, being 12.5 times the total
charge computed in Item A.

Section 5 — Settlement risk
Introduction

Settlement risk arises through failed DvP trades and for all non DvP trades (free
deliveries).

Failed DvP trades

Whether or not a transaction involving the delivery of an instrument against the receipt
attracts a counterparty risk charge during its life, a capital charge should apply in cases
of unsettled transactions where delivery of the instrument is due to take place against
the receipt of cash, but which will remain unsettled five business days after the due
settlement date®.

In principle, banks’ systems should be set up in such a manner that, where a deal
attracts a counterparty risk charge, this charge continues to apply when settlement is
due but has not been completed. Banks are expected to adopt this for all such
transactions.

No capital charges in respect of settlement risk on spot and forward foreign exchange
transactions of any type are considered necessary.

Treatment

Unsettled transactions should attract a capital cost based upon the difference between
the amount due and the current market value of the instrument, if this has a potential
loss. The capital requirement should be this potential loss multiplied by the factor in the
table below.

This applies only to trades where a loss may arise for the bank if the trade fails to settle.
Failed trades must be reported once the date is more than four days after the agreed

15 As an example of where this is applicable, if Bank A sells shares in Company C to Bank B and Bank A fails
to deliver on time, Bank B should hold capital for counterparty risk on Bank A in addition to capital for
specific risk on Company C. This is because if the price moves in Bank B’s favour, then the risk is that Bank
A will not deliver and Bank B will have to pay a higher price to replace the purchase.

Page 188 of 218



settlement date. The capital requirement for such transactions is not multiplied by the
counterparty risk weight.

Table A: Factors for failed DvP transactions

Number of working days after due settlement date Item Factor

5-15 Al | 8%
16 - 30 A2 | 50%
31-45 A3 | 75%
46 or more A4 | 100%

The figures that must be reported are:

Item Description \ Completion Notes
A.1 to | Number of | Report number of failed trades, by time-band.
A4 Trades

Nominal of | Report total amount receivable on the trades, by time-band.
Trades

Loss if trade | Calculate the mark to market loss of each trade and report
fails the sum of these, ignoring gains.

Capital Charge | The capital charge is calculated by the sheet, being the factor
multiplied by the “Loss if trade fails”.

Risk Weighted Asset Equivalent

Iltem B calculates the total capital charge from Table A and the equivalent Risk Weighted
Asset figure, being 12.5 times this charge.

Free Deliveries

A free delivery occurs when a bank has paid away (or received) its side of a transaction
and has yet to receive (or pay away) the securities / cash concerned. For free deliveries,
an immediate exposure arises where a bank has settled its side of the transaction but
has yet to receive the counter-value. The bank that has made the delivery will be
deemed to have a claim on the other party for the amount of the cash or equivalent to
the current market value of the securities, whichever is still outstanding?®.

The capital requirement for free deliveries should be calculated as:-

16 For example, if Bank A sells shares in Company C to Bank B and if Bank B pays for the shares
immediately and Bank A is to deliver at some future date, Bank B should hold capital for the counterparty
risk on Bank A in addition to capital for the risk relating to holding Company C shares. This is because
Bank B is exposed for the whole amount of the value of the shares to Bank A until delivery takes place.
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e Four working days or less past settlement date: the risk weighted amount should
be the counterparty claim multiplied by the counterparty risk weight;

e More than four working days past settlement date: the counterparty claim
should be deducted from capital, however for the purposes of reporting the
capital charge is converted to a risk weighted asset equivalent figure which gives
approximately the same result.

For clarity, this treatment should also be applied to exchange traded contracts involving
physical delivery. No capital charges in respect of delivery risk on spot and forward
foreign exchange transactions are considered necessary.

Where the transaction is effected across a national border, the Authority considers that
there is a window of one working day before the exposure should be included in the

return.

Table C: Free delivery transactions

Item \ Description Completion Notes
C1l.1 to | Number of | Number of trades four days or less past settlement, by
C1.5: 4 days | Trades counterparty weight.
or less Mark-to-market | Receivable mark-to-market amounts, by counterparty
receivable weight.
Counterparty Transactions should be recorded in accordance with
Weight the credit risk weight for the counterparty under the
credit risk approach used by the bank.
Risk  Weighted | A calculated field, being equal to the “mark-to-
Assets market receivable” multiplied by the “Counterparty
Weight”.
C.2: More | Number of | Number of trades more than four days past
than 4 days | Trades settlement.
Mark-to-market | Receivable mark-to-market amounts.
receivable
Capital Charge Equal to the Mark-to-market receivable.
Risk  Weighted | A calculated field, being equal to the “Capital
Assets Charge” multiplied by 12.5.

Risk Weighted Asset Equivalent

Iltem D calculates the total Risk Weighted Asset figures from Table C.
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Summary of Settlement Risk

Item E calculates the total equivalent Risk Weighted Asset figures from Item B for DvP
failed transactions and Item D for all free delivery transactions.
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Chapter 13

Guidance notes — Form SR-5A

Section 1 — General
The general principles underlying these notes are outlined in Chapter 1.

The bank should report all drawn loans that are also recorded in balance sheet assets,
section D (loans and advances) and section F.5 (all past due assets) of SR-1A. All sterling
and other currency denominated loans should be combined for the purpose of reporting
in this form.

Loans should be further categorised by row according to the tables below.
Where “Past due” loans are required to be separately identified, these must be the
same loans as those reported in balance sheet assets, section F.5 of SR-1A. Loans must
be classified as “Past due” after 90 days have passed since a payment is missed.
The following core terms are used within form SR-5A:-
Gross amount
The amount to be reported is the total debt owed by a customer at the reporting date,
and should comprise the total amount outstanding (after deducting any write offs but
without deduction for any provisions or impairment) in respect of:-
e The principal of the debt (including any further advances made);
e Interest due on the debt (only up to the reporting date), including any interest
suspended (unless it is impractical to include this); and
e Any other sum which the borrower is obliged to pay the bank and which is due
from the borrower (e.g. fees, fines, administration charges, default interest and
insurance premiums).

Impairment

Impaired exposures are those that are non-performing and satisfy either, or both, of the
following criteria:

i) Exposures which are more than 90 days past-due
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ii) The debtor is assessed as unlikely to pay its credit obligations in full without
realisation of collateral'’, regardless of the existence of any past due amount
or of the number of past due days.

The amount to be reported is the total value of all individual impairment balances
(specific provisions) for the relevant portfolio. Individual impairment balances (or
specific provisions) are those generated following impairment assessment of a loan on a
standalone basis. Do not include collective impairment (general provisions) as these are
reported separately as a liability in form SR-1A (as part of capital).

Book value

This is calculated automatically as the gross amount less impairment. The book value
should represent the amounts reported in form SR-1A for loans and advances and past
due assets.

Number of loans

The Authority recognises that different banks will have different ways in calculating the
number of loans.

For example, the number of loans to be reported might represent customers, not
individual contracts, for each relevant portfolio in part A. For example, if a customer has
two separate personal loans (in the portfolio retail lending) this might be treated as one
loan for the purpose of reporting.

However, if a bank’s system is such that the number of loans are extracted using
product / account codes (i.e. the above example would be treated as two loans in
internal reports) then that basis can be used.

Past due

Loans must be classified as “Past due” after 90 days have passed since a payment is
missed.

Residency of borrowers
Parts of the form require loans, other than residential mortgages, to be analysed by

country of residence of the borrower (counterparty), split between Isle of Man, UK and
Other.

17 A bank may recover the collateral such that the full value of the loan is repaid; however, such exposures should still
be assessed for impairment but the impairment value could be zero.

Page 193 of 218



Generally, the residence of a borrower (counterparty) is the country where the
borrower is permanently located, physically and / or by way of law or regulation. For
example, the residence of a non-natural person is determined by the location where it
has its centre of predominant economic interest. Residency should not be confused
with nationality. Further guidance is provided below to assist banks in determining
residency:-

Individuals
A bank can report residency based on the residential address held for that individual.
Businesses

For businesses the following broad principles may be applied where possible for
determining residency:-

Isle of Man
All enterprises which produce goods or provide services in the Isle of Man:-

(i) Isle of Man owned businesses’ branches and subsidiaries located and operating in the
Isle of Man;

(ii) Overseas owned businesses’ branches and subsidiaries located and operating in the
Isle of Man;

(iii) A head office located in the Isle of Man from which an enterprise operating
internationally is administered.

UK

All enterprises which produce goods or provide services in the UK:-

(i) UK owned businesses’ branches and subsidiaries located and operating in the UK;

(ii) Overseas owned businesses’ branches and subsidiaries located and operating in the
UK;

(iii) A head office located in the UK from which an enterprise operating internationally is
administered.

Other (not Isle of Man or UK)

All enterprises which produce goods or provide services outside the Isle of Man or UK:-

(i) Isle of Man and UK owned businesses’ branches and subsidiaries located and
operating in a country outside the Isle of Man or UK;
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(ii) Foreign owned businesses’ branches and subsidiaries located and operating in a
country outside the Isle of Man or UK;

(iii) A head office located in a country outside the Isle of Man or UK from which an
enterprise operating internationally is administered.

Section 2 — Completion notes

Part A — Analysis of drawn loans and advances, including past due
General guidance

This part of the form is designed to provide a breakdown of the whole loan portfolio of
the bank to show gross lending, specific impairments, and past due loans by core
lending portfolio and geography.

The geographical analysis (Isle of Man, UK, Other) should be based on the following:

e For residential mortgages the country of location of the residential property
(security) should normally be used, not the residence of the borrower. However,
banks are permitted to use residence of the borrower if information on location
of security is too difficult to extract for reporting purposes. Banks are required
to confirm which basis they have used for reporting the geographical analysis of
residential mortgages at the start of Form SR-5A.

e For retail lending, corporate lending and other lending the residency of the
borrower (counterparty) should be used.

Item Nature of Item Guidance
A
Al Residential Balances to be reported in the relevant columns here
mortgages — not should be consistent with the loans reported in form SR-
past due 1A (balance sheet assets) line D.6. Note that the full

definition of what constitutes a residential mortgage is
contained in the guidance notes to form SR-1B.

The sub total for the book value of “all combined”
balances should be equal to the total in SR-1A (balance
sheet assets) line D.6.

A2 Residential Balances to be reported in the relevant columns here
mortgages — past | should represent residential mortgage loans reported in
due but not form SR-1A (balance sheet assets) line F.5 which, although
impaired past due by more than 90 days, are not impaired (i.e. the

impairment value is zero).
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A3 Residential Balances to be reported in the relevant columns here
mortgages — past | should represent residential mortgage loans reported in
due and impaired | form SR-1A (balance sheet assets) line F.5 which are past

due by more than 90 days, and are impaired.
SUBTOTAL - Total for “A: Residential mortgages”, calculated by the
Residential sheet for each relevant column as the sum of A.1 to A.3.
Mortgages

B

B.1 Retail lending — Balances to be reported in the relevant columns here
not past due should be consistent with the loans reported in form SR-

1A (balance sheet assets) line D.5.

The sub total for the book value of “all combined”
balances should be equal to the total in SR-1A (balance
sheet assets) line D.5.

B.2 Retail lending — Balances to be reported in the relevant columns here
past due but not should represent retail loans reported in form SR-1A
impaired (balance sheet assets) line F.5 which, although past due by

more than 90 days, are not impaired (i.e. the impairment
value is zero).

B.3 Retail lending — Balances to be reported in the relevant columns here
past due and should represent retail loans reported in form SR-1A
impaired (balance sheet assets) line F.5 which are past due by more

than 90 days, and are impaired.
SUBTOTAL - Total for “B: Retail lending”, calculated by the sheet for
Retail lending each relevant column as the sum of B.1 to B.3.

C

C1 Corporate lending | Balances to be reported in the relevant columns here
—not past due should be consistent with the loans reported in form SR-

1A (balance sheet assets) line D.4.

The sub total for the book value of “all combined”
balances should be equal to the total in SR-1A (balance
sheet assets) line D.4.

C.2 Corporate lending | Balances to be reported in the relevant columns here
— past due but not | should represent corporate loans reported in form SR-1A
impaired (balance sheet assets) line F.5 which, although past due by

more than 90 days, are not impaired (i.e. the impairment
value is zero).

C3 Corporate lending | Balances to be reported in the relevant columns here

— past due and
impaired

should represent corporate loans reported in form SR-1A
(balance sheet assets) line F.5 which are past due by more
than 90 days, and are impaired.
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SUBTOTAL - Total for “C: Corporate lending”, calculated by the sheet
Corporate lending | for each relevant column as the sum of C.1 to C.3.

D

D.1 Other lending — Balances to be reported in the relevant columns here
not past due should be consistent with the loans reported in form SR-

1A (balance sheet assets) lines D.1, D.2, D.3 and D.7.

The sub total for the book value of “all combined”
balances should be equal to the total in SR-1A (balance
sheet assets) lines D.1, D.2, D.3 and D.7.

D.2 Other lending — Balances to be reported in the relevant columns here
past due but not should represent other lending reported in form SR-1A
impaired (balance sheet assets) line F.5 which, although past due by

more than 90 days, are not impaired (i.e. the impairment
value is zero).

D.3 Other lending — Balances to be reported in the relevant columns here
past due and should represent other lending reported in form SR-1A
impaired (balance sheet assets) line F.5 which are past due by more

than 90 days, and are impaired.
SUBTOTAL - Total for “D: Other lending”, calculated by the sheet for
Other lending each relevant column as the sum of D.1 to D.3.

E TOTALS (ALL Total for all loans, calculated by the sheet for each

LOANS) relevant column as the sum of subtotals A, B, C and D.
The total for the book value of “all combined” balances
should be equal to the combined subtotal in SR-1A
(balance sheet assets) section D and F.5.

F TOTALS (PAST Total for all past due loans, calculated by the sheet for
DUE ONLY) each relevant column as the sum of A.2, A.3, B.2, B.3,

C.2,C.3,D.2 and D.3.

The sub total for the book value of “all combined”
balances should be equal to the total in SR-1A (balance
sheet assets) line F.5.

Part B — Analysis of all residential mortgages (include past due loans)

General guidance

This part of the form only deals with residential mortgages that are also reported in
section A of Part A. The aim of the form is to be able to analyse residential mortgages
(including those past due) by broad purpose, payment type, and loan to value (LTV).
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Note that the full definition of what constitutes a residential mortgage is contained in
the guidance notes to form SR-1B

The “Total” for each of sections A, B, C and D in Part B should always be consistent with
the “Subtotal” for section A of Part A for all relevant columns.

The geographical analysis (Isle of Man, UK, Other) should normally be based on the
country of location of the residential property (security), not the residence of the

borrower.

However, banks are permitted to use residence of the borrower if

information on location of security is too difficult to extract for reporting purposes.

Item Nature of Item

A

Guidance

Al

Split by mortgage
purpose —owner
occupied

Report here all residential mortgages where the
borrower(s) is purchasing a house (or flat etc) for owner
occupation.  Further advances secured on the same
property should also be included here, as should re-
mortgages, as long as the purpose is for owner
occupation.

A2 Split by mortgage | Report here loans classified as residential mortgages
purpose —Buyto | where the purpose of the loan is for the borrower to
let purchase a residential property with the intention of

letting it out on a rental basis. Further advances and re-
mortgages on any buy to let loans should also be included
here.

A3 Split by mortgage | Include here any residential mortgages not reported in A.1
purpose — Other or A.2. The most common form would be “lifetime

mortgages”, a form of equity release.
TOTAL —-Splitby | Total for “A: Split by mortgage purpose”, calculated by
mortgage the sheet for each relevant column as the sum of A.1 to
purpose A.3.

B

B.1 Split by payment | This is the traditional payment option available to
type — Capital and | borrowers (commonly called repayment mortgages).
interest Report here residential mortgages where the loan involves

regular periodic payments covering interest for the period
and some repayment of capital.

B.2 Split by payment | Report here residential mortgage loans which require the

type — Interest
only

borrower to make regular payments of interest only
(without any obligation to make periodic payments of
capital). It includes “endowment” type loans, others
having an independent ultimate repayment vehicle, as
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well as other interest only loans where there is either no
specific ultimate repayment vehicle in place or where the
bank does not require one to be in place.

B.3 Split by payment | Report here residential mortgages where both of the
type — Combined | above payment types are in place (i.e. part of the loan is
“repayment” and part is “interest only”).
B.4 Split by payment | Include here any residential mortgages not reported in
type — Other B.1, B.2 or B.3. For example, this will include loans where
no regular periodic payment obligation is in place, for
example certain equity release loans (the most common is
a lifetime mortgage).
TOTAL -Splitby | Total for “B: Split by payment type”, calculated by the
payment type sheet for each relevant column as the sum of B.1 to B.4.
C
C.1 to | Split by Loan to Report the residential mortgages by LTV buckets as
C.6 value (LTV) — defined in the form.
various

For the purpose of calculation of LTV (for book value and
number of loans) the following principles apply:-

“Valuation” is to be taken as the most recent valuation of
the property which is subject to the mortgage. “Recent
valuation” can either be based on an actual valuation, or
an estimated valuation wusing indexed valuation
methodology applied to an original actual valuation.

“Loan” is the total amount of debt outstanding including
any further committed advances, unless the bank is using
another method for the purpose of the calculation of loan
for LTV purposes (in which case the basis should be
reported to the Authority).

TOTAL - Split by
Loan to value
(LTV)

Total for “C: Split by Loan to value”, calculated by the
sheet for each relevant column as the sum of C.1 to C.6.
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Part C — Gross advances for residential mortgages in the quarter
General guidance

This part of the form only deals with residential mortgages that are also reported in
section A of Part A. The aim of the form is to be able to show actual mortgage advances
made each quarter. Note that the full definition of what constitutes a residential
mortgage is contained in the guidance notes to form SR-1B

The geographical analysis (Isle of Man, UK, Other) should normally be based on the
country of location of the residential property (security), not the residence of the
borrower. However, banks are permitted to use residence of the borrower if
information on location of security is too difficult to extract for reporting purposes.

The data reported by banks should be for mortgage advances only, and not mortgage
approvals. A mortgage approval is the firm offer to a customer of a specific amount of
credit secured against a particular property. A mortgage advance is the total amount of
the loan actually provided to the borrower, by the bank (the lender).

Item ‘ Nature of Item ‘ Guidance
A
Al Isle of Man Report here all actual advances made in the quarter for

residential mortgages secured on Isle of Man property (or
where the borrower is Isle of Man resident if that basis is
being used).

The “gross amount” and “number of loans” are defined in
section 1, but separate advances (e.g. stage payments)
made in the period on the same mortgage should count as
a single advance for the “number” column.

A2 UK Report here all actual advances made in the quarter for
residential mortgages secured on UK property (or where
the borrower is UK resident if that basis is being used).

The “gross amount” and “number of loans” are defined in
section 1, but separate advances (e.g. stage payments)
made in the period on the same mortgage should count as
a single advance for the “number” column.

A3 Other Report here all actual advances made in the quarter for
residential mortgages secured on property located outside
of the Isle of Man and UK (or where the borrower is not
resident in the Isle of Man or UK if that basis is being
used).
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The “gross amount” and “number of loans” are defined in
section 1, but separate advances (e.g. stage payments)
made in the period on the same mortgage should count as
a single advance for the “number” column.

TOTAL

Total for “A: Residential mortgage advances in the
quarter”, calculated by the sheet for each relevant
column as the sum of A.1 to A.3.
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Chapter 14

Guidance Notes — Form SR-5B

Section 1 — General
The general principles underlying these notes are outlined in Chapter 1.

The bank should report all relevant drawn loans that are also recorded in balance sheet
assets, section D (loans and advances) and section F.5 (all past due assets) of SR-1A. All
sterling and other currency denominated loans should be combined for the purpose of
reporting in this form.

Loans should be further categorised by row according to the tables below.

Where “Past due” loans are required to be separately identified, these must be the
same loans as those reported in balance sheet assets, section F.5 of SR-1A. Loans must
be classified as “Past due” after 90 days have passed since a payment is missed.

The following core terms are used within form SR-5B:-
Gross amount

The amount to be reported is the total debt owed by a customer at the reporting date,
and should comprise the total amount outstanding (after deducting any write offs but
without deduction for any provisions or impairment) in respect of:-

e The principal of the debt (including any further advances made);

e Interest due on the debt (only up to the reporting date), including any interest
suspended (unless it is impractical to include this); and

e Any other sum which the borrower is obliged to pay the bank and which is due
from the borrower (e.g. fees, fines, administration charges, default interest and
insurance premiums).

Number of accounts (loans)

The Authority recognises that different banks will have different ways in calculating the
number of accounts for reporting purposes.
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For example, the number of accounts to be reported might represent customers, not
individual contracts, for each relevant portfolio in part A. For example, if a customer has
two separate personal loans (in the portfolio retail lending) this might be treated as one
account (loan) for the purpose of reporting.

However, if a bank’s system is such that the number of accounts (loans) are extracted
using product / account codes (i.e. the above example would be treated as two loans or
accounts in internal reports) then that basis can be used.

Impairment

Impaired exposures are those that are non-performing and satisfy either or both of the
following criteria:

iii) Exposures which are more than 90 days past-due

iv) The debtor is assessed as unlikely to pay its credit obligations in full without
realisation of collateral'®, regardless of the existence of any past due amount
or of the number of past due days.

Past due

Loans must be classified as “Past due” after 90 days have passed since a payment is
missed.

Residency of borrowers
Parts of the form require loans, other than residential mortgages, to be analysed by

country of residence of the borrower (counterparty), split between Isle of Man, UK and
Other.

Generally, the residence of a borrower (counterparty) is the country where the
borrower is permanently located, physically and / or by way of law or regulation. For
example, the residence of a non-natural person is determined by the location where it
has its centre of predominant economic interest. Residency should not be confused
with nationality. Further guidance is provided below to assist banks in determining
residency:-

Individuals

A bank can report residency based on the residential address held for that individual.

18 A bank may recover the collateral such that the full value of the loan is repaid; however, such exposures should still
be assessed for impairment but the impairment value could be zero.
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Businesses

For businesses the following broad principles may be applied where possible for
determining residency:-

Isle of Man
All enterprises which produce goods or provide services in the Isle of Man:-

(i) Isle of Man owned businesses’ branches and subsidiaries located and operating in the
Isle of Man;

(ii) Overseas owned businesses’ branches and subsidiaries located and operating in the
Isle of Man;

(iii) A head office located in the Isle of Man from which an enterprise operating
internationally is administered.

UK
All enterprises which produce goods or provide services in the UK:-

(i) UK owned businesses’ branches and subsidiaries located and operating in the UK;

(ii) Overseas owned businesses’ branches and subsidiaries located and operating in the
UK;

(iii) A head office located in the UK from which an enterprise operating internationally is
administered.

Other (not Isle of Man or UK)
All enterprises which produce goods or provide services outside the Isle of Man or UK:-

(i) Isle of Man and UK owned businesses’ branches and subsidiaries located and
operating in a country outside the Isle of Man or UK;

(ii) Foreign owned businesses’ branches and subsidiaries located and operating in a
country outside the Isle of Man or UK;

(iii) A head office located in a country outside the Isle of Man or UK from which an
enterprise operating internationally is administered.
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Section 2 — Completion notes
Part A — Analysis of all loans in arrears
General guidance

This part of the form only deals with accounts that are in arrears for the whole loan
portfolio of the bank. The aim of the form is to be able to analyse accounts in arrears by
age and core lending portfolio. The gross value of loans to be reported is only for those
loans in arrears, not the entire portfolio.

The geographical analysis (Isle of Man, UK, Other) should be based on the following:

e For residential mortgages the country of location of the residential property
(security) should normally be used, not the residence of the borrower. However,
banks are permitted to use residence of the borrower if information on location
of security is too difficult to extract for reporting purposes. Banks are required
to confirm which basis they have used for reporting the geographical analysis of
residential mortgages at the start of Form SR-5A.

e For retail lending, corporate lending and other lending the residency of the
borrower (counterparty) should be used.

Arrears

One of the purposes of this guidance and the form is to define a concise methodology
for calculating and reporting arrears. Arrears will arise through a borrower failing to
service any element of his / her debt obligation to the bank, including capital, interest,
fees, fines, administrative charges, default interest or insurance premiums.

The Authority recommends that banks report arrears, where possible, using a method
known for this purpose as the “Scheduled Balance Method” which is explained below.
The Authority does however recognise that some banks may not use this method, the
most common alternative being the “Missed Payment Method”.

When a loan is in arrears — using the Scheduled Balance Method
Under this method a loan is only classified as being in arrears if the “Current Loan

Balance” exceeds the “Scheduled Loan Balance” irrespective of whether the borrower
has any Scheduled Payments® past due. Under this approach borrowers who are in

19 Scheduled Payments are the minimum periodic loan instalment required to be paid by the borrower in
respect of a loan (where such payments are in place).
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distress and no longer making payments will not be in arrears until the actual loan
balance exceeds the “Scheduled Loan Balance”.

This situation can be more common in some forms of loan product, for example asset
finance where a lump sum partial settlement has been made from the sale of the asset,
but the borrower is in distress and has stopped making further payments.

The “Current Loan Balance” is the outstanding amount of the loan, including, interest,
penalty interest and all other fees and costs charged to the loan balance (where
applied). In effect, any amount due under the loan contract from the borrower to the
lender should be included in the loan balance when calculating and reporting arrears.

The “Scheduled Loan Balance” is the principal balance of the loan, at a point in time,
which reflects the amortisation of the loan by periodic payments of principal, interest,
and fees by the borrower over the contracted term of the loan.

Note that if a borrower has a flexible loan it is important to apply the contractual terms,
for example payment holidays which satisfy the terms of the loan should not be treated
as giving rise to an arrears position.

Conversely, if a bank makes a temporary concession to a borrower for a period (i.e. an
agreement with the borrower whereby monthly or other payments are either
suspended or less than they would be on a fully commercial basis), the amount included
in the Current Loan Balance should continue to be based on amounts contractually due,
and at commercial rates of interest. Therefore, the borrower will likely continue to be in
arrears and the level of arrears will continue to increase until such time as the borrower
is able fully to service the debt outstanding.

The “Missed Payment Method”

Under this method, which may be used as an alternative, a loan is classified as being in
arrears if a borrower is one or more Scheduled Payments past due. This means that a
loan will be treated in arrears if a payment is missed even though the Current Loan
Balance may be less than the Scheduled Loan Balance (in effect it provides an early
warning sign and is used for arrears management). However, it can overstate borrower
stress in the short term arrears categories.
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Arrears categories
Arrears should be reported in the following categories:

Category Description

0—30 days >0 days to <=30 days in arrears (e.g. up to 1 monthly payment in
arrears for loans on a monthly repayment plan)

31-60days | >30 days to <=60 days in arrears (e.g. 2 monthly payments in
arrears for loans on a monthly repayment plan)

61 —-90days | >60 days to <=90 days in arrears (e.g. 3 monthly payments in
arrears for loans on a monthly repayment plan)

90+ days >90 days in arrears (more than 3 monthly payments in arrears for
loans on a monthly repayment plan) — past due for prudential
purposes

Notes and clarifications:

1. For the reporting of arrears in the 0 — 30 day bucket the Authority recognises
that banks may exclude loans which are only in very short term arrears (e.g. up
to 3 days) purely because of settlement / timing issues.

2. Loans should continue to be classified as being in arrears until the status of the
loan is fully resolved. For example, loans in arrears should include any loans
where repossession proceedings have commenced or are pending.

3. Loans which are being restructured (which can include decisions by banks to
capitalise loan arrears) should be reported as being in arrears until such time as
the new terms have been agreed and the borrower is fully up to date (for
example for a period of six consecutive months) with payments under the
rescheduled loan contract.

4. If aloan product permits a borrower to redraw principal any redrawing should be
included in the balance of the loan when evaluating if the loan is in arrears.

5. In the case of partial days in arrears, the convention is to round up to the next
whole day. For example, a loan that is 30.2 days in arrears should be reported in
the “31 to 60 days bucket”. Partial days in arrears can arise where the number
of days in arrears is determined by applying the formulae; (current loan balance
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— scheduled loan balance) / monthly scheduled payment x (365.25 /12). If the
loan is subject to a quarterly payment schedule the scheduled payment would be
the quarterly payment and “12” would be replaced by “4” in the formula.

Item Nature of Item Guidance
A
A.1 to | Residential Balances to be reported in the relevant columns for
A3 mortgages — arrears buckets of 0-30 days, 31-60 days and 61-90 days
should represent loans reported in form SR-1A (balance
Split by: sheet assets) line D.6.
Isle of Man Balances to be reported in the relevant columns for the
UK arrears buckets of over 90 days should represent
Other residential mortgage loans reported in form SR-1A
(balance sheet assets) line F.5.
Note that the fully definition of what constitutes a
residential mortgage is contained in the guidance notes to
form SR-1B.
SUBTOTAL - Total for “A: Residential mortgages”, calculated by the
Residential sheet for each relevant column as the sum of A.1 to A.3.
Mortgages
B
B.1 to | Retail lending - Balances to be reported in the relevant columns for
B.3 arrears buckets of 0-30 days, 31-60 days and 61-90 days
Split by: should represent loans reported in form SR-1A (balance
sheet assets) line D.5.
Isle of Man
UK Balances to be reported in the relevant columns for the
Other arrears buckets of over 90 days should represent retail
loans reported in form SR-1A (balance sheet assets) line
F.5.
SUBTOTAL - Total for “B: Retail lending”, calculated by the sheet for
Retail lending each relevant column as the sum of B.1 to B.3.
C
C.1 to | Corporate lending | Balances to be reported in the relevant columns for
C.3 - arrears buckets of 0-30 days, 31-60 days and 61-90 days
should represent loans reported in form SR-1A (balance
Split by: sheet assets) line D.4.
Isle of Man Balances to be reported in the relevant columns for the
UK arrears buckets of over 90 days should represent
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Other

corporate loans reported in form SR-1A (balance sheet
assets) line F.5.

SUBTOTAL - Total for “C: Corporate lending”, calculated by the sheet
Corporate lending | for each relevant column as the sum of C.1 to C.3.
D
D.1 to | Other lending — Balances to be reported in the relevant columns for
D.3 arrears buckets of 0-30 days, 31-60 days and 61-90 days
Split by: should represent loans reported in form SR-1A (balance
sheet assets) lines D.1, D.2, D.3 and D.7.
Isle of Man
UK Balances to be reported in the relevant columns for the
Other arrears buckets of over 90 days should represent other
loans reported in form SR-1A (balance sheet assets) line
F.5.
SUBTOTAL - Total for “D: Other lending”, calculated by the sheet for
Other lending each relevant column as the sum of D.1 to D.3.
E TOTALS (ALL Total for all loans (in arrears), calculated by the sheet for
LOANS) each relevant column as the sum of subtotals A, B, C and

D.

Part B — Reconciliation of impairments

General guidance

This part of the form only deals with the movement in specific and collective
impairments during the year (balance sheet) for the whole loan portfolio of the bank,
and for each core lending portfolio in respect of specific impairments.

Item Nature of Item Guidance
A
Al Residential Report the balance at the start of the bank’s
mortgages — financial year, for specific impairment allowances
balance at start of | for the residential mortgage loan book.
financial year
Note that the full definition of what constitutes a
residential mortgage is contained in the guidance
notes to form SR-1B.
A2 Residential For specific impairment provisions, report the

period

mortgages — new
/ increases in the

amount charged to the income statement for the
year to the date, as a result of new or increased
specific provisions in the residential mortgage
book
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A3 Residential For specific impairment provisions report the
mortgages — amount credited to the income statement for the
releases in the year to date, as a result of the release of, or
period decrease in, specific impairment provisions in the

residential mortgage book.

A4 Residential This applies to specific impairment provisions
mortgages — only.
amounts written
off (net of The amount to be reported should only relate to
recoveries) amounts written off (net of any recoveries on

those amounts) that were included in the
impairment allowance.
SUBTOTAL - Total for “A: Residential mortgages”, calculated
Residential by the sheet as A.1 plus A.2 less A.3 and less A.4.
Mortgages

B

B.1 Retail lending — Report the balance at the start of the bank’s
balance at start of | financial year, for specific impairment allowances
financial year for the retail loan book.

B.2 Retail lending — For specific impairment provisions, report the
new / increases in | amount charged to the income statement for the
the period year to the date, as a result of new or increased

specific provisions in the retail loan book

B.3 Retail lending — For specific impairment provisions report the
releases in the amount credited to the income statement for the
period year to date, as a result of the release of, or

decrease in, specific impairment provisions in the
retail loan book.

B.4 Retail lending — This applies to specific impairment provisions
amounts written only.
off (net of

recoveries)

The amount to be reported should only relate to
amounts written off (net of any recoveries on
those amounts) that were included in the
impairment allowance.

SUBTOTAL -

Total for “B: Retail lending”, calculated by the

Page 210 of 218




Retail lending sheet as B.1 plus B.2 less B.3 and less B.4.

C

C1 Corporate lending | Report the balance at the start of the bank’s
— balance at start | financial year, for specific” impairment allowances
of financial year for the corporate loan book.

C.2 Corporate lending | For specific impairment provisions, report the
—new /increases | amount charged to the income statement for the
in the period year to the date, as a result of new or increased

specific provisions in the corporate loan book

C3 Corporate lending | For specific impairment provisions report the
—releases in the amount credited to the income statement for the
period year to date, as a result of the release of, or

decrease in, specific impairment provisions in the
corporate loan book.

C4 Corporate lending | This applies to specific impairment provisions
—amounts written | only.
off (net of
recoveries) The amount to be reported should only relate to

amounts written off (net of any recoveries on
those amounts) that were included in the
impairment allowance.
SUBTOTAL - Total for “C: Corporate lending”, calculated by
Corporate lending | the sheet as C.1 plus C.2 less C.3 and less C.4.

D

D.1 Other lending — Report the balance at the start of the bank’s
balance at start of | financial year, for specific impairment allowances
financial year for the other lending loan book.

D.2 Other lending - For specific impairment provisions, report the
new / increases in | amount charged to the income statement for the
the period year to the date, as a result of new or increased

specific provisions in the other lending loan book

D.3 Other lending - For specific impairment provisions report the

releases in the
period

amount credited to the income statement for the
year to date, as a result of the release of, or
decrease in, specific impairment provisions in the
other lending loan book.
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This applies to specific impairment provisions

D.4 Other lending -
amounts written | only.
off (net of
recoveries) The amount to be reported should only relate to

amounts written off (net of any recoveries on
those amounts) that were included in the
impairment allowance.
SUBTOTAL - Total for “D: Other lending”, calculated by the
Other lending sheet as D.1 plus D.2 less D.3 and less D.4.

E TOTALS (ALL Total for all loans, calculated by the sheet for

LOANS) each relevant column as the sum of subtotals A,
B, Cand D.
The total for the specific impairment for all loans
should equal the total carrying value of the
specific impairment for all loans as reported in
Form SR-5A line E for “all combined”.

F.1 Collective Report the balance at the start of the bank’s
impairments — financial year for collective impairment
balance at start of | allowances for the whole of the loan book.
financial year

F.2 Collective For collective impairment provisions report the
impairments — amount charged to the income statement for the
new / increases in | year to date, as a result of a net increase in
the period collective impairment provisions for the whole of

the loan book.

F.3 Collective For collective impairment provisions report the

impairments —
releases in the
period

amount credited to the income statement for the
year to date, as a result of a net decrease in
collective impairment provisions for the whole of
the loan book.

SUBTOTAL -
Collective
impairments

Total for “F: Collective impairments”, calculated
by the sheet as F.1 plus F.2 less F.3.
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Chapter 15

Guidance Notes — Form SR-5C

Section 1 — General
The general principles underlying these notes are outlined in Chapter 1.

The bank should report all drawn loans that are also recorded in balance sheet assets,
section D (loans and advances) and section F.5 (all past due assets) of SR-1A. All sterling
and other currency denominated loans should be combined for the purpose of reporting
in this form.

The following core terms are used within form SR-5C:-
Gross amount

The amount to be reported is the total debt owed by a customer at the reporting date
and should comprise the total amount outstanding (after deducting any write offs but
without deduction for any provisions or impairment) in respect of:-

e The principal of the debt (including any further advances made);

e Interest due on the debt (only up to the reporting date), including any interest
suspended (unless it is impractical to include this); and

e Any other sum which the borrower is obliged to pay the bank and which is due
from the borrower (e.g. fees, fines, administration charges, default interest and
insurance premiums).

Number of loans

The Authority recognises that different banks will have different ways in calculating the
number of loans.

For example, the number of loans to be reported might represent customers, not
individual contracts, for each relevant portfolio in in the industry and sector analysis.
For example, if a customer has two separate loans (in the construction sector) this might
be treated as one loan for the purpose of reporting.
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However, if a bank’s system is such that the number of loans are extracted using
product / account codes (i.e. the above example would be treated as two loans in
internal reports) then that basis can be used.

Geographical analysis

The geographical analysis (Isle of Man, UK, Other) should be based on the residency or
domicile of the counterparty (borrower), except for residential mortgages where the
country of location of the residential property (security) should normally be used (note
that banks are permitted to use residence of the borrower if information on location of
security is too difficult to extract for reporting purposes. Banks are required to confirm
which basis they have used for reporting the geographical analysis of residential
mortgages at the start of Form SR-5A).

If residence is uncertain, all customers that provide an Isle of Man or UK address should
be classified as Isle of Man or UK accordingly, unless the customer is not believed to be
resident in those countries (for example if the loan is via an intermediary). UK does not
include Channel Islands.

Section 2 — Completion Notes

INDUSTRY AND SECTOR ANALYSIS — ALL DRAWN LOANS AND ADVANCES (INCLUDE
PAST DUE LOANS)

The main purpose of this form is to break down the lending book by industry
classification for all (retail) business loans, corporate and commercial loans and other
loans not to individuals (e.g. to public sector bodies, governments etc).

The only sector category breakdowns are for loans to individuals, covering secured and
unsecured retail lending and residential mortgages.

The form is not designed to capture a sector breakdown of banks’ assets, as banks
report this information monthly to the Isle of Man Treasury for onward submission to
the Bank of England. Banks also report similar sector and geographic information to the
Authority for the purposes of BIS reporting.

Industry classifications — general

Industry codes should be allocated to a borrower according to their main industrial or
service activity (without regard to ownership or who operates them).

The industry categories below are based on the UK Office for National Statistics’
Standard Industrial Classification of Economic Activities (SIC). For the avoidance of
doubt, industrial establishments owned or operated by central governments should be
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classified in the same way as those privately owned and should not necessarily be
included under “public administration and defence” in line A.13.

An account which covers more than one activity should be classified according to the
main activity of the customer.

It is recognised that there will be situations where it can be difficult to determine the
exact industry classification that may apply to a customer; one example relevant to the
Isle of Man could be where the borrower is a trust / corporate asset holding structure
which holds assets such as property and investments. Such an exposure could be
reported in A.8 (real estate) or A.19 (unallocated). Banks should use a best endeavours
basis to allocate SIC codes. SIC code reference groupings are provided with the
guidance (based on 2007 SIC).

Item Nature of Item Guidance
A

Al Primary industries | Agriculture: growing of crops, market gardening,
horticulture, farming of animals, other agricultural activity
including hunting and trapping.

Forestry and logging.

Mining and quarrying: including extraction of oil and gas
and support services

Fishing and aquaculture (marine and freshwater).

A2 Manufacturing Manufacture of:

Food, beverages and tobacco;

Textiles, wearing apparel and leather;

Pulp, paper and printing;

Chemicals, pharmaceuticals, rubber and plastics;
Machinery and equipment, and transport equipment;
Electrical, medical and optimal products and equipment;

Other.
A3 Electricity, gas and | Electricity, gas, steam and air conditioning supply;
water supply Water collection and sewerage;
Waste management, related services and remediation
activities.
A4 Construction Development of buildings;

Construction of commercial buildings;
Construction of domestic buildings;
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Civil engineering;
Other construction activities.

A.5 Wholesale and Sale, maintenance / repair of motor vehicles;
retail trade Retail sale of fuel;

Wholesale trade and commission trade (except motor
vehicles);

Retail trade (except motor vehicles), repair of personal /
household goods;

Other wholesale / retail trade.

A.6 Accommodation Hotels, restaurants and bars;
and food services | Other accommodation and catering.
activities

A7 Transport, storage | Land, water and air transport
and Postal, courier, warehousing and support activities for
communication transportation;

Other transportation and storage.

A.8 Real estate, land Buying, selling and renting of owned or leased real estate;
and development | Speculative property and land investment (residential real
activities estate, commercial real estate, mixed real estate, un-

zoned land);
Other real estate activities.
A9 Business and Legal, accounting and management consultant activities;
administration Architectural and engineering activities, technical testing
services and analysis;
Scientific research and development;
Rental and leasing activities, services to buildings and
landscape activities;
Employment, office administration and business support
activities;
Other business and administrative services.
A.10 Recreational, Personal and community service activities;
personal and Recreational, cultural and sporting activities.
community
services activities
A.l1 Education Schools & Educational services;
Colleges, Universities, Professional Schools, Junior
Colleges, and Technical Institutes;
Libraries.

A2 Human health and | Hospitals and medical practice activities;

social work

Residential care activities;
Other health and social work.
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A.13 Public General public administration activities including:
administration Regulation of health care, education, cultural and other
and defence social services, not incl. social security.

Public order and safety activities.
A.14 Financial Financial leasing corporations;
intermediation Non-bank credit guarantors;
(excluding Credit Unions;
insurance Factoring corporations;
companies and Mortgage and housing credit corporations;
pension funds) Investment and unit trusts;
Money market mutual funds;
Bank holding companies;
Securities dealers;
Special Purpose Vehicles related to securitisation;
Other activity (including fund management).

A.15 Insurance Insurance companies (including life insurance);
companies and Pension funds.
pension funds

A.16 Retail individual Secured loans classified as retail lending in form SR-1A line
lending - secured | D.5 (and any that are past due in line F.5), but for

individuals only (not small businesses).

A.17 Retail individual Unsecured loans classified as retail lending in form SR-1A
lending - line D.5 (and any that are past due in line F.5), but for
unsecured individuals only (not small businesses).

A.18 Residential Loans as reported in form SR-1A line D.6 and any that are
mortgages past due as reported in line F.5.

A.19 Unallocated Any loans that cannot be placed in lines A.1 to A.18.

(please provide
further details
separately)

TOTALS

Total for “A”: calculated by the sheet for each relevant
column as the sum of A.1 to A.19.

The total for the gross value of each geographical analysis
and “all combined” balances should be equal to the
relevant subtotals in SR-5A Part A, line E, for gross
amount.
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Appendix 1

Audit report on verification of interim profits

The Board of Directors
[name and address of bank]

[date]

Dear Sirs

[name of bank] — Report on interim profits for inclusion in tier 1 capital

In accordance with your letter of instruction dated [date], a copy of which is attached,
we have reviewed [name of bank’s] current year interim profits, for the period [date to
date] as reported on form SR-2A dated [date], a copy of which is attached for
identification. Our review, which did not constitute an audit, has been carried out
having regard to the conditions set out in chapter 1 section 8, and chapter 6, capital
section, line A.2 and A.3 of this Guidance Note.

On the basis of the results of our review, nothing came to our attention to indicate that:

(a) the interim profits as reported on form SR-2A have not been calculated on
the basis of accounting policies adopted by the bank in preparing its latest
statutory accounts for the year to [date] except for [list changes arising from
accounting standards — there is no need to quantify their impact];

(b) the accounting policies adopted by the bank differ in any material respects
from those required by the Authority under Rule 2.9 of the Financial Services
Rule Book;

(c) the interim profits amounting to £[amount] as so reported are not
reasonably stated.

Yours faithfully

[name of firm]

Page 218 of 218



