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Pillar 2
— aquick recap
— shifting emphasis
— ICAAP shortcomings
— Integrating business, risk and capital/liquidity management

— and don'’t forget liquidity
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A quick recap

Pillar 1

e Minimum capital requirement

e (Calculated using prescribed parameters
(advanced or standardised)

e The more risk sensitive approach adopted
will have implications within a Pillar 2
context

Pillar 1 is calibrated to an internationally
diversified credit institution

REGULATORY CAPITAL REQUIREMENT

Pillar 2

SREP ﬁ ICAAP

e The firm’'s own assessment of its capital
needs

e Need not be calculated by reference to
regulatory capital (firms which use economic
capital models will express their capital using
a variety of measures e.g. tier 1, shareholder
funds)

Supervisory assessment of the amount
of capital considered necessary to cover:
- Pillar 1 risks (including any
uncertainties in their calculation); and
- risks not included in Pillar 1
Calculated on a forward-looking basis
through, at least, an economic downturn

factors for consideration are the amount and,
quality of internal capital that BOC holds, at
group level, business unit and the
mechanism as to how internal capital is
allocated.

1
1
1
1
1
1
1
1
1
1
1
1
1
1 .
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BOC’s computation of its internal
capital requirement

” INTERNAL CAPITAL REQUIREMENT
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Or, put another way...

Firm assessment SUPErvisory assessment
(ICAAP) (SREP)

Business plan, strategies, Review and evaluate all

and risk profile risk and control factors

Review and assess the

Risk Management ., B
firm’s risk assessment

Framework

Dialogue &
challenge

Supervisory conclusion

ﬁ%ssment & Capital.number ICG .




Shifting emphasis

The purpose of the ICAAP

* From the firm’s perspective:

Provides the Board with assurance that on an ongoing basis

 the firm’s risk management framework properly identifies, quantifies,
manages, controls, and reports material risks facing the firm; and

» the level of financial resources held is adequate for those material risks, both
current and projected.

* From aregulatory perspective:

* provides the regulator with assurance (or not!) regarding the firm’s
understanding of risk, their Risk Management Framework, and their risk
contingency plans (management actions and regulatory capital/liquidity).
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Common (as identified by the FSA) ICAAP
shortcomings

(i) Poorly expressed risk appetites

Firms are expected to have a full understanding of risk appetite and capacity ie:

* Aclear articulation of the willingness to take on risk (i.e. risk appetite) given its ability to
take onrisk (i.e. risk capacity).

 Clearly defined, prudent policies and statements of risk appetite and risk limits in place to
manage an organisation’s significant risks from all sources.

(i) Inadequate explanations of risk management frameworks, viz:

* Risk Identification - documentation of processes for identifying the firm’s business’ and
ALL potential risk exposures.

. Demonstrating sufficientindependent challenge to validate the identification of risks.

 Risk Quantification - a logical/transparent approach to risk quantification.
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INTEGRATING BUSINESS, RISK AND CAPITAL/LIQUIDITY
MANAGEMENT - WHAT FUTURE STATE SHOULD BE

i

Board and Senior Management Oversight

STRATEGY
LIQUIDITY

Strategic setting and e Based on the strategy and
planning risks that the Bank is

exposed to
Definition and review of risk P

appetite Managing the supply and
demand for capital and

One year operational plan liquidity

embedded processes

2-5 year rolling forward

e e Adequate capital and liquidity,

as measured under stresseq
circumstances

Internal Audit Review 6

Framework, policies and
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WHAT DOES INTEGRATION LOOK LI

RiSK APPETITE
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CAPITAL
MANAGEMENT

A shared philosophy, and common understanding of business and risk management objectives,

across the organisation - driven by a strong top-down management culture
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Don’t forget! Pillar 2 covers both liquidity &
capital

Most supervisory authorities do not expect capital to be routinely held against
liquidity risk

« However, they do expect to see within Pillar 2:
- Arobust framework for liquidity planning and management
- Liquidity maintained for stressed conditions
- The maintenance of resilient contingency funding plans

 Regulatory requirements — have tended in the past to concentrate on the very short-
end “survival period” of one week/one month

* Inthe light of events since last summer regulators will redefine the length of the
survival period and how this is tested (for stressed conditions )

* Inthe UK the interim approach looks to be measuring how long a firm can meet its
obligations assuming withdrawal of retail deposits and non-renewal of wholesale
placements — it is understood that this run-rate is being benchmarked against a 13-
week period
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Immediate implications

S 00

Short-term liquidity is just the tip
of the iceberg!

So, at the very least:

sensure that tactical management
of liquidity is fully integrated with
management of strategic funding

this usually comes together at
the level of the ALCO

And

g Z - ensure that liquidity

= = management and planning is
fully aligned with strategy
setting/ business planning
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LIQUIDITY RISK MANAGEMENT - our idea of
the ideal state

Audit Committee

Strategic funding

A

Risk policy
Retail

Reporting and
monitoring

Stress testing
Tactical liquidity

Support functions Contingency
planning
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Presenter’s contact details

Keith Pooley

KPMG LLP (UK)

+44 (0)7824 609372
keith.pooley@kpmg.co.uk

www.Kpmg.co.uk
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