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approaches typically involve a more detailed breakdown of various categories of on- and off
balance-sheet positions, so that specific assumptions about the interest and principal
payments and non-interest income and expense arising from each type of position can be
incorporated. In addition, simulation techniques can incorporate more varied and refined
changes in the interest rate environment, ranging from changes in the slope and shape of

the yield curve to interest rate scenarios derived from Monte Carlo simulations.
|. Static simulation

14. In static simulations, the cash flows arising solely from the bank's current on- and
off-balance-sheet positions are assessed. For assessing the exposure of earnings,
simulations estimating the cash flows and resulting earnings streams over a specific period
are conducted based on one or more assumed interest rate scenarios. Typically, although
not always, these simulations entail relatively straightforward shifts or tilts of the yield curve,
or changes of spreads between different interest rates. When the resulting cash flows are
simulated over the entire expected lives of the bank's holdings and discounted back to their

present values, an estimate of the change in the bank's economic value can be calculated.®®
Il Dynamic simulation

15. In a dynamic simulation approach, the simulation builds in more detailed
assumptions about the future course of interest rates and the expected changes in a bank's
business activity over that time. For instance, the simulation could involve assumptions
about a bank's strategy for changing administered interest rates (on savings deposits, for
example), about the behaviour of the bank's customers (e.g. withdrawals from sight and
savings deposits), and/or about the future stream of business (new loans or other
transactions) that the bank will encounter. Such simulations use these assumptions about
future activities and reinvestment strategies to project expected cash flows and estimate
dynamic earnings and economic value outcomes. These more sophisticated techniques
allow for dynamic interaction of payments streams and interest rates, and better capture the

effect of embedded or explicit options.

16. As with other approaches, the usefulness of simulation-based interest rate risk
measurement techniques depends on the validity of the underlying assumptions and the
accuracy of the basic methodology. The output of sophisticated simulations must be
assessed largely in the light of the validity of the simulation's assumptions about future

interest rates and the behaviour of the bank and its customers. One of the primary concerns

% The duration analysis described in the previous section can be viewed as a very simple form of static.
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that arises is that such simulations do not become “black boxes” that lead to false

confidence in the precision of the estimates.
C. Additional issues

17. One of the most difficult tasks when measuring interest rate risk is how to deal with
those positions where behavioural maturity differs from contractual maturity (or where there
is no stated contractual maturity). On the asset side of the balance sheet, such positions
may include mortgages and mortgage-related securities, which can be subject to
prepayment. In some countries, borrowers have the discretion to prepay their mortgages
with little or no penalty, which creates uncertainty about the timing of the cash flows
associated with these instruments. Although there is always some volatility in prepayments
resulting from demographic factors (such as death, divorce, or job transfers) and
macroeconomic conditions, most of the uncertainty surrounding prepayments arises from
the response of borrowers to movements in interest rates. In general, declines in interest
rates result in increasing levels of prepayments as borrowers refinance their loans at lower
yields. In contrast, when interest rates rise unexpectedly, prepayment rates tend to slow,
leaving the bank with a larger than anticipated volume of mortgages paying below current

market rates.

18. On the liability side, such positions include so-called non-maturity deposits such as sight
deposits and savings deposits, which can be withdrawn, often without penalty, at the
discretion of the depositor. The treatment of such deposits is further complicated by the fact
that the rates received by depositors tend not to move in close correlation with changes in
the general level of market interest rates. In fact, banks can and do administer the rates on

the accounts with the specific intention of managing the volume of deposits retained.

19. The treatment of positions with embedded options is an issue of special concern in
measuring the exposure of both current earnings and economic value to interest rate
changes. In addition, the issue arises across the full spectrum of approaches to interest rate
measurement, from simple gap analysis to the most sophisticated simulation techniques. In
the maturity/re-pricing schedule framework, banks typically make assumptions about the
likely timing of payments and withdrawals on these positions and “spread” the balances
across time bands accordingly. For instance, it might be assumed that certain percentages
of a pool of 30-year mortgages prepay in given years during the life of the mortgages. As a
result, a large share of the mortgage balances that would have been assigned to the time
band containing 30-year instruments would be spread among nearer-term time bands. In a
simulation framework, more sophisticated behavioural assumptions could be employed,
such as the use of option-adjusted pricing models to better estimate the timing and

magnitude of cash flows under different interest rate environments. In addition, simulations
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can incorporate the bank's assumptions about its likely future treatment of administered

interest rates on non-maturity deposits.

20. As with other elements of interest rate risk measurement, the quality of the
estimates of interest rate risk exposure depends on the quality of the assumptions about the
future cash flows on the positions with uncertain maturities. Banks typically look to the past
behaviour of such positions for guidance about these assumptions. For instance,
econometric or statistical analysis can be used to analyse the behaviour of a bank's
holdings in response to past interest rate movements. Such analysis is particularly useful to
assess the likely behaviour of non-maturity deposits, which can be influenced by bank-
specific factors such as the nature of the bank's customers and local or regional market
conditions. In the same vein, banks may use statistical prepayment models - either models
developed internally by the bank or models purchased from outside developers - to
generate expectations about mortgage-related cash flows. Finally, input from managerial
and business units within the bank could have an important influence, since these areas
may be aware of planned changes to business or repricing strategies that could affect the

behaviour of the future cash flows of positions with uncertain maturities.
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ANNEX - 14
(Cf. Para 3.2.2 of Annex 10)

Annex 2 to the BCBS Paper on Principles for Management and Supervision of IRR, July 2004

Monitoring of interest rate risk by supervisory authorities

1. This annex provides a brief overview of some of the factors that supervisory
authorities might consider in obtaining and analysing information on individual banks'
exposures to interest rate risk. As discussed in Section VII, supervisory authorities should
obtain information sufficient to assess banks' exposures to interest rate risk in a timely
fashion. Such information may be obtained through on-site examinations, through reports

that are submitted by banks on a regular basis, or through other means.

2. While the precise information that is obtained will differ across supervisory
authorities, one approach that some may adopt is a reporting framework that collects
information on a bank's positions by remaining maturity or time to next re-pricing. Under
such an approach, a bank would categorise its interest-sensitive assets, liabilities, and OBS
positions into a series of re-pricing time bands or maturity categories. The two sections that
follow discuss the considerations that a supervisor should take into account in specifying
the number of time bands and the grouping of positions in the reporting framework. The
final section of this annex describes some general approaches that supervisory authorities
may wish to consider in analysing the information that is obtained through such a reporting

framework.
A. Time bands

3. If a reporting framework is used in which information is collected by time to next re-
pricing, the number and specific categories of time bands chosen should be sufficient to
provide supervisors with a reasonable basis for identifying potentially significant re-pricing
mismatches. The bands, however, could vary materially across countries, both in number

and in range, depending on the lending and investing practices and experiences of banks in
individual markets.

4. The usefulness of supervisory analysis crucially depends on the precision with which
maturities of the positions and cash flows are recorded in the system. In analysing interest
rate sensitivities, it is not enough to know when an instrument matures. Rather, the critical
factor is when the instrument re-prices. Therefore, the emphasis of this section is on re-
pricing rather than maturity. For cash flows whose re-pricing is unambiguous, the most
precise approach is to use the exact re-pricing date. Any aggregation of positions/cash
flows in time bands or zones necessarily implies a loss of information and a lower degree of

precision. For this reason, the number of time bands in a re-pricing ladder framework
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always reflects a decision regarding the necessary level of precision and the cost of
pursuing greater accuracy. Supervisory authorities could use the re-pricing ladder in the
standardised approach of the Market Risk Amendment as a starting point when developing
a reporting framework that meets their particular needs. The breakdown can, of course, be
modified by supervisors either in a general way or in a specific way for banks where the

nature of business activities warrants or justifies a different reporting form.

B. ltems

5. As with the time bands, the breakdown of assets and liabilities could differ among
supervisors. A reporting system should include information for all rate-sensitive assets,
liabilities, and OBS positions, and should also identify balances, by specific types of
instruments, when those instruments have or may have materially different cash flow
characteristics. Specific attention should be given to items whose behavioural re-pricings
differ from contractual maturities, such as savings deposits and, in some countries,
mortgage-related instruments. Further information on these issues is provided in Annex 1. If
the volume of these positions is significant, they should be reported separately so as to

facilitate an assessment of the underlying options risk in the bank’s balance sheet structure.
6. The analysis of interest rate risk may be more difficult if a bank is engaged in trading

activities. As a general rule, it is desirable for any measurement system to incorporate
interest rate risk exposures arising from the full scope of a bank's activities, including both
trading and non-trading sources. This does not preclude different measurement systems
and risk management approaches being used for different activities; however, management
should have an integrated view of interest rate risk across products and business lines.
Supervisors may wish to permit banks that manage their interest rate risk exposures on an
integrated basis to aggregate trading and non-trading positions in the overall reporting
framework. However, it is important to recognise that in many countries different accounting
rules may apply to the trading book and the traditional banking book. Under these
accounting rules, losses in the trading book may not always be offset by profits in the
banking book if the latter are unrealised. Furthermore, unlike the banking book, the
composition of the trading portfolio changes significantly from week to week or even day to
day because it is managed separately and according to a different (shorter) risk horizon
than the banking book. This means that a hedge that is present on a given day may
disappear a few days later. Supervisors should, therefore, review the risk management
practices and information systems of banks that conduct material trading activities and
should obtain the information necessary to ensure that interest rate risk in both trading and

non-trading activities is properly managed and controlled.
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C. Supervisory analysis

7. A reporting framework designed along these lines may provide supervisors with a
flexible tool for analysing interest rate risk. Supervisors can use this basic information to

perform their own assessments of a bank's exposure and risk profile.

8. Such assessments may provide insights regarding an institution's exposure to
parallel shifts, or to a flattening, steepening, or inversion of the yield curve with rate changes
of different magnitude based on either statistical probabilities or a worst-case analysis. For
banks with important exposures in foreign currencies, analysis investigating different
assumptions regarding correlations between interest rates in different currencies can be
useful. With respect to instruments with behavioural maturities, supervisors may wish to

assess assumptions that differ from those used by the institution.

9. The focus of supervisors' quantitative analysis can be the impact of interest rate
changes on either current earnings or the economic value of the bank’s portfolio. In
conducting their analysis, information about average yields on assets and liabilities in each
time band may be useful and supervisors may wish to collect such information in addition to

pure position data.

10. Depending on their overall approach, supervisors may conduct their analysis of
interest rate risk either on a case-by-case basis or as part of a broader system designed to

identify outliers with apparently excessive risk-taking.

11. By conducting an assessment of interest rate risk using the proposed framework,
supervisors may gain more insight into an institution's risk profile than with a reporting
system that reduces the complexity of interest rate risk to a single number. In doing so,
supervisors can become more familiar with the sensitivity of risk measures to changes in
the underlying assumptions, and the evaluation process may produce as many insights as

the quantitative result itself.

12. Regardless of the extent of a supervisor's own independent quantitative analysis, a
bank's own interest rate risk measure, whether reported as part of a basic supervisory
reporting system or reviewed as part of an individual assessment of a bank's risk
management, is an important consideration in the supervisory process. Reviewing the
results of a bank's internal model can be highly informative, but can also be a difficult
process because of the multitude of important assumptions and modelling techniques which
need to be made transparent to supervisors. To be most useful, the information received
should indicate the contribution of principal elements of a bank's portfolio to the risk profile
under different assumptions with respect to interest rate changes and the market response.
Finally, any quantitative analysis should be supplemented by a review of internal
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management reports in order to gain greater insights into management's evaluation and
management of risks, its methods for measuring exposures, and factors not reflected in the
information available in the limited reporting to supervisors.
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ANNEX - 15
(Cf. para 10.2)

An illustrative outline of the ICAAP Document

1. What is an ICAAP document?

The ICAAP Document would be a comprehensive Paper furnishing detailed
information on the ongoing assessment of the bank’s entire spectrum of risks, how the bank
intends to mitigate those risks and how much current and future capital is necessary for the
bank, reckoning other mitigating factors. The purpose of the ICAAP document is to apprise
the Board of the bank on these aspects as also to explain to the RBI the bank’s internal
capital adequacy assessment process and the banks’ approach to capital management.

The ICAAP could also be based on the existing internal documentation of the bank.

The ICAAP document submitted to the RBI should be formally approved by the
bank’s Board. It is expected that the document would be prepared in a format that would be
easily understood at the senior levels of management and would contain all the relevant
information necessary for the bank and the RBI to make an informed judgment as to the
appropriate capital level of the bank and its risk management approach. Where appropriate,
technical information on risk measurement methodologies, capital models, if any, used and
all other work carried out to validate the approach (e.g. board papers and minutes, internal

or external reviews) could be furnished to the RBI as appendices to the ICAAP Document.
2, Contents
The ICAAP Document should contain the following sections:
I. Executive Summary
Il. Background
Ill. Summary of current and projected financial and capital positions
IV. Capital Adequacy
V. Key sensitivities and future scenarios
VI. Aggregation and diversification
VII. Testing and adoption of the ICAAP

VIII. Use of the ICAAP within the bank
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. Executive Summary

The purpose of the Executive Summary is to present an overview of the ICAAP

methodology and results. This overview would typically include:

a) the purpose of the report and the regulated entities within a banking group
that are covered by the ICAAP;

b) the main findings of the ICAAP analysis:

i.  how much and what composition of internal capital the bank considers it
should hold as compared with the minimum CRAR requirement (CRAR)
under ‘Pillar 1’ calculation, and

i. the adequacy of the bank’s risk management processes;

c) a summary of the financial position of the bank, including the strategic
position of the bank, its balance sheet strength, and future profitability;

d) brief descriptions of the capital raising and dividend plan including how the
bank intends to manage its capital in the days ahead and for what purposes;

e) commentary on the most material risks to which the bank is exposed, why
the level of risk is considered acceptable or, if it is not, what mitigating
actions are planned;

f) commentary on major issues where further analysis and decisions are
required; and

g) who has carried out the assessment, how it has been challenged / validated /
stress tested, and who has approved it.

1. Background

This section would cover the relevant organisational and historical financial data for the
bank. e.g., group structure (legal and operational), operating profit, profit before tax, profit
after tax, dividends, shareholders funds, capital funds held vis-a-vis the regulatory
requirements, customer deposits, deposits by banks, total assets, and any conclusions that

can be drawn from trends in the data which may have implications for the bank’s future.

1. Summary of current and projected financial and capital positions

This section would explain the present financial position of the bank and expected changes
to the current business profile, the environment in which it expects to operate, its projected
business plans (by appropriate lines of business), projected financial position, and future

planned sources of capital.

The starting balance sheet used as reference and date as of which the assessment is

carried out should be indicated.

The projected financial position could reckon both the projected capital available and
projected capital requirements based on envisaged business plans. These might then

provide a basis against which adverse scenarios might be compared.
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Iv. Capital adequacy

This section might start with a description of the bank’s risk appetite, in quantitative terms,
as approved by the bank’s Board and used in the ICAAP. It would be necessary to clearly
spell out in the document whether what is being presented represents the bank’s view of the
amount of capital required to meet minimum regulatory needs or whether represents the
amount of capital that a bank believes it would need to meet its business plans. For
instance, it should be clearly brought out whether the capital required is based on a
particular credit rating desired by the bank or includes buffers for strategic purposes or
seeks to minimise the chance of breaching regulatory requirements. Where economic
capital models are used for internal capital assessment, the confidence level, time horizon,
and description of the event to which the confidence level relates, should also be
enumerated. Where scenario analyses or other means are used for capital assessment,
then the basis / rationale for selecting the chosen severity of scenarios used, should also be

included.

The section would then include a detailed review of the capital adequacy of the bank.
The information provided would include the following elements:
Timing

e the effective date of the ICAAP calculations together with details of any events
between this date and the date of submission to the Board / RBI which would
materially impact the ICAAP calculations together with their effects; and

e details of, and rationale for, the time period selected for which capital requirement
has been assessed.

Risks analysed

e an identification of the major risks faced by the bank in each of the following
categories:

a) credit risk

b) market risk

c) operational risk

d) liquidity risk

e) concentration risk

f) interest rate risk in the banking book
g) residual risk of securitisation

h) strategic risk

i) business risk

j) reputation risk

k) pension obligation risk

I) other residual risk; and

m) any other risks that might have been identified

o for each of these risks, an explanation of how the risk has been assessed and o the
extent possible, the quantitative results of that assessment;

181 DBOD — MC on Basel Il - 2009



¢ where some of these risks have been highlighted in the report of the RBI's on-site
inspection of the bank, an explanation of how the bank has mitigated these;

o where relevant, a comparison of the RBl-assessed CRAR during on-site inspection
with the results of the CRAR calculations of the bank under the ICAAP;

e a clear articulation of the bank’s risk appetite, in quantitative terms, by risk category
and the extent of its consistency (its fit') with the overall assessment of bank’s
various risks; and

o where relevant, an explanation of any other methods, apart from capital, used by the
bank to mitigate the risks.

Methodology and assumptions

A description of how assessments for each of the major risks have been approached and

the main assumptions made.

For instance, banks may choose to base their ICAAP on the results of the CRAR calculation
with the capital for additional risks (e.g. concentration risk, interest rate risk in the banking
book, etc.) assessed separately and added to the Pillar 1 computations. Alternatively, banks
could choose to base their ICAAP on internal models for all risks, including those covered
under the CRAR (i.e. Credit, Market and Operational Risks).

The description here would make clear which risks are covered by which modelling or
calculation approach. This would include details of the methodology and process used to
calculate risks in each of the categories identified and reason for choosing the method used

in each case.

Where the bank uses an internal model for the quantification of its risks, this section should

explain for each of those models:

o the key assumptions and parameters within the capital modelling work and
background information on the derivation of any key assumptions;

e how parameters have been chosen, including the historical period used and the
calibration process;

e the limitations of the model;

¢ the sensitivity of the model to changes in those key assumptions or parameters
chosen; and

¢ the validation work undertaken to ensure the continuing adequacy of the model.

Where stress tests or scenario analyses have been used to validate, supplement, or probe

the results of other modelling approaches, then this section should provide:

e details of simulations to capture risks not well estimated by the bank’s internal
capital model (e.g. non-linear products, concentrations, illiquidity and shifts in
correlations in a crisis period);
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e details of the quantitative results of stress tests and scenario analyses the bank
carried out and the confidence levels and key assumptions behind those
analyses, including, the distribution of outcomes obtained for the main individual
risk factors;

e details of the range of combined adverse scenarios which have been applied,
how these were derived and the resulting capital requirements; and

e where applicable, details of any additional business-unit-specific or business-
plan-specific stress tests selected.

Capital transferability

In case of banks with conglomerate structure, details of any restrictions on the
management’s ability to transfer capital into or out of the banking business(es) arising from,
for example, by contractual, commercial, regulatory or statutory constraints that apply,
should be furnished. Any restrictions applicable and flexibilities available for distribution of
dividend by the entities in the Group could also be enumerated. In case of overseas
banking subsidiaries of the banks, the regulatory restrictions would include the minimum
regulatory capital level acceptable to the host-country regulator of the subsidiary, after

declaration of dividend.

V. Key sensitivities and future scenarios

This section would explain how a bank would be affected by an economic recession or
downswings in the business cycle or markets relevant to its activities. The RBI would like to
be apprised as to how a bank would manage its business and capital so as to survive a
recession while meeting the minimum regulatory standards. The analysis would include
future financial projections for, say, three to five years based on business plans and

solvency calculations.

For the purpose of this analysis, the severity of the recession reckoned should typically be
one that occurs only once in a 25 year period. The time horizon would be from the day of

the ICAAP calculation to at least the deepest part of the recession envisaged.
Typical scenarios would include:
¢ how an economic downturn would affect:

= the bank’s capital funds and future earnings; and

= the bank’s CRAR taking into account future changes in its projected
balance sheet.

¢ In both cases, it would be helpful if these projections show separately the effects of

management actions to change the bank's business strategy and the
implementation of contingency plans.
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projections of the future CRAR would include the effect of changes in the credit
quality of the bank’s credit risk counterparties (including migration in their ratings
during a recession) and the bank’s capital and its credit risk capital requirement;

an assessment by the bank of any other capital planning actions to enable it to
continue to meet its regulatory capital requirements throughout a recession such as
new capital injections from related companies or new share issues;

This section would also explain which key macroeconomic factors are being
stressed, and how those have been identified as drivers of the bank’s earnings. The
bank would also explain how the macroeconomic factors affect the key parameters
of the internal model by demonstrating, for instance, how the relationship between
the two has been established.

Management Actions

This section would elaborate on the management actions assumed in deriving the ICAAP,

in particular:

VL.

the quantitative impact of management actions — sensitivity testing of key
management actions and revised ICAAP figures with management actions
excluded.

evidence of management actions implemented in the past during similar periods of
economic stress.

Aggregation and diversification

This section would describe how the results of the various separate risk assessments are

brought together and an overall view taken on capital adequacy. At a technical level, this

would, therefore, require some method to be used to combine the various risks using some

appropriate quantitative techniques. At the broader level, the overall reasonableness of the

detailed quantification approaches might be compared with the results of an analysis of

capital planning and a view taken by senior management as to the overall level of capital

that is considered appropriate.

In enumerating the process of technical aggregation, the following aspects could be
covered:
i) any allowance made for diversification, including any assumed
correlations within risks and between risks and how such correlations
have been assessed, including in stressed conditions;

ii) the justification for any credit taken for diversification benefits
between legal entities, and the justification for the free movement of
capital, if any assumed, between them in times of financial stress;

iii) the impact of diversification benefits with management actions
excluded. It might be helpful to work out revised ICAAP figures with
all correlations set to ‘1’ i.e., no diversification; and similar figures with
all correlations set to ‘0’ i.e. assuming all risks are independent i.e.,
full diversification.

As regards the overall assessment, this should describe how the bank has arrived at
its overall assessment of the capital it needs taking into account such matters as:
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i) the inherent uncertainty in any modelling approach;

ii) weaknesses in the bank’s risk management procedures, systems or
controls;

iii)) the differences between regulatory capital and internal capital; and

iv) the differing purposes that capital serves: shareholder returns, rating
objectives for the bank as a whole or for certain debt instruments the
bank has issued, avoidance of regulatory intervention, protection against
uncertain events, depositor protection, working capital, capital held for
strategic acquisitions, etc.

VIL. Testing and adoption of the ICAAP

This section would describe the extent of challenging and testing that the ICAAP has been

subjected to. It would thus include the testing and control processes applied to the ICAAP
models and calculations. It should also describe the process of review of the test results by
the senior management or the Board and the approval of the results by them. A copy of
any relevant report placed before the senior management or the Board of the bank in this
regard, along with their response, could be attached to the ICAAP Document sent to the
RBI.

Details of the reliance placed on any external service providers or consultants in the testing

process, for instance, for generating economic scenarios, could also be detailed here.
In addition, a copy of any report obtained from an external reviewer or internal audit should

also be sent to the RBI.

VIIl. Use of the ICAAP within the bank
This section would contain information to demonstrate the extent to which the concept of

capital management is embedded within the bank, including the extent and use of capital
modelling or scenario analyses and stress testing within the bank’s capital management
policy. For instance, use of ICAAP in setting pricing and charges and the level and nature of

future business, could be an indicator in this regard.

This section could also include a statement of the bank’s actual operating philosophy on
capital management and how this fits in to the ICAAP Document submitted. For instance,
differences in risk appetite used in preparing the ICAAP Document vis-a-vis that used for

business decisions might be discussed.

Lastly, the banks may also furnish the details of any anticipated future refinements
envisaged in the ICAAP (highlighting those aspects which are work-in-progress) apart from
any other information that the bank believes would be helpful to the RBI in reviewing the
ICAAP Document.
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ANNEX - 16

(Cf. para 1 of the covering circular)

GLOSSARY

Asset

An asset is anything of value that is owned by a person or business

Available for Sale

The securities available for sale are those securities where the intention of
the bank is neither to trade nor to hold till maturity. These securities are
valued at the fair value which is determined by reference to the best
available source of current market quotations or other data relative to current
value.

Balance Sheet

A balance sheet is a financial statement of the assets and liabilities of a
trading concern, recorded at a particular point in time.

Banking Book

The banking book comprises assets and liabilities, which are contracted
basically on account of relationship or for steady income and statutory
obligations and are generally held till maturity.

Basel
Accord

Capital

The Basel Capital Accord is an Agreement concluded among country
representatives in 1988 to develop standardised risk-based capital
requirements for banks across countries. The Accord was replaced with a
new capital adequacy framework (Basel Il), published in June 2004.

Basel Il is based on three mutually reinforcing pillars that allow banks and
supervisors to evaluate properly the various risks that banks face. These
three pillars are:

= minimum capital requirements, which seek to refine the present
measurement framework

= supervisory review of an institution's capital adequacy and internal
assessment process;

= market discipline through effective disclosure to encourage safe and
sound banking practices

Basel Committee
on Banking
Supervision

The Basel Committee is a committee of bank supervisors consisting of
members from each of the G10 countries. The Committee is a forum for
discussion on the handling of specific supervisory problems. It coordinates
the sharing of supervisory responsibilities among national authorities in
respect of banks' foreign establishments with the aim of ensuring effective
supervision of banks' activities worldwide.

Basic Indicator | An operational risk measurement technique permitted under Basel Il. The

Approach approach sets a charge for operational risk as a fixed percentage ("alpha
factor") of a single indicator. The indicator serves as a proxy for the bank's
risk exposure.

Basis Risk The risk that the interest rate of different assets, liabilities and off-balance
sheet items may change in different magnitude is termed as basis risk.

Capital Capital refers to the funds (e.g., money, loans, equity, etc.) which are

available to carry on a business, make an investment, and generate future
revenue. Capital also refers to physical assets which can be used to
generate future returns.
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Capital

A measure of the adequacy of an entity's capital resources in relation to its current

adequacy liabilities and also in relation to the risks associated with its assets.
An appropriate level of capital adequacy ensures that the entity has sufficient
capital to support its activities and that its net worth is sufficient to absorb adverse
changes in the value of its assets without becoming insolvent. For example, under
BIS (Bank for International Settlements) rules, banks are required to maintain a
certain level of capital against their risk-adjusted assets.

Capital That portion of a company's profits not paid out as dividends to shareholders.

reserves They are also known as undistributable reserves.

Convertible A bond giving the investor the option to convert the bond into equity at a fixed

Bond conversion price or as per a pre-determined pricing formula.

Core Capital | Tier | capital is generally referred to as Core Capital

Credit risk Risk that a party to a contractual agreement or transaction will be unable to meet
their obligations or will default on commitments.
Credit risk can be associated with almost any transaction or instrument such as
swaps, repos, CDs, foreign exchange transactions, etc.
Specific types of credit risk include sovereign risk, country risk, legal or force
majeure risk, marginal risk and settlement risk.

Debentures Bonds issued by a company bearing a fixed rate of interest usually payable half

yearly on specific dates and principal amount repayable on a particular date on
redemption of the debentures.

Deferred Tax
Assets

Unabsorbed depreciation and carry forward of losses which can be set-off against
future taxable income which is considered as timing differences result in deferred
tax assets. The deferred Tax Assets are accounted as per the Accounting
Standard 22.

Deferred Tax Assets have an effect of decreasing future income tax payments,
which indicates that they are prepaid income taxes and meet definition of assets.
Whereas deferred tax liabilities have an effect of increasing future year's income
tax payments, which indicates that they are accrued income taxes and meet
definition of liabilities

Delta (A)

The delta of an option / a portfolio of options is the rate of change in the value of
the option / portfolio with respect to change in the price of the asset(s) underlying
the option(s).

Derivative

A derivative instrument derives much of its value from an underlying product.
Examples of derivatives include futures, options, forwards and swaps. For
example, a forward contract can be derived from the spot currency market and
the spot markets for borrowing and lending. In the past, derivative instruments
tended to be restricted only to those products which could be derived from spot
markets. However, today the term seems to be used for any product that can be
derived from any other.

Duration

Duration (Macaulay duration) measures the price volatility of fixed income
securities. It is often used in the comparison of the interest rate risk between
securities with different coupons and different maturities. It is the weighted
average of the present value of all the cash flows associated with a fixed income
security. It is expressed in years. The duration of a fixed income security is always
shorter than its term to maturity, except in the case of zero coupon securities
where they are the same.

Foreign
Institutional
Investor

An institution established or incorporated outside India which proposes to make
investment in India insecurities; provided that a domestic asset management
company or domestic portfolio manager who manages funds raised or collected
or brought from outside India for investment in India on behalf of a sub-account,
shall be deemed to be a Foreign Institutional Investor.
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Forward
Contract

A forward contract is an agreement between two parties to buy or sell an agreed
amount of a commodity or financial instrument at an agreed price, for delivery on
an agreed future date. In contrast to a futures contract, a forward contract is not
transferable or exchange tradable, its terms are not standardized and no margin
is exchanged. The buyer of the forward contract is said to be long the contract
and the seller is said to be short the contract.

Gamma(l)

The gamma of an option / portfolio of options is the rate of change of the option’s /
portfolio’s delta with respect to the change in the price of the asset(s) underlying
the option (s).

General
provisions &
loss reserves

Such reserves, if they are not attributable to the actual diminution in value or
identifiable potential loss in any specific asset and are available to meet
unexpected losses, can be included in Tier Il capital.

General Risk that relates to overall market conditions while specific risk is risk that relates
market risk to the issuer of a particular security

Hedging Taking action to eliminate or reduce exposure to risk

Held for | Securities where the intention is to trade by taking advantage of short-term price /
Trading interest rate movements.

Horizontal A disallowance of offsets to required capital used the BIS Method for assessing

Disallowance

market risk for regulatory capital. In order to calculate the capital required for
interest rate risk of a trading portfolio, the BIS Method allows offsets of long and
short positions. Yet interest rate risk of instruments at different horizontal points
of the yield curve are not perfectly correlated. Hence, the BIS Method requires
that a portion of these offsets be disallowed.

Hybrid debt
capital

In this category, fall a number of capital instruments, which combine certain
characteristics of equity and certain characteristics of debt. Each has a particular

instruments feature, which can be considered to affect its quality as capital. Where these
instruments have close similarities to equity, in particular when they are able to
support losses on an ongoing basis without triggering liquidation, they may be
included in Tier Il capital.

Interest rate | Risk that the financial value of assets or liabilities (or inflows/outflows) will be

risk altered because of fluctuations in interest rates. For example, the risk that future
investment may have to be made at lower rates and future borrowings at higher
rates.

Long A long position refers to a position where gains arise from a rise in the value of

Position the underlying.

Market risk Risk of loss arising from movements in market prices or rates away from the rates
or prices set out in a transaction or agreement.

Modified The modified duration or volatility of an interest bearing security is its Macaulay

Duration duration divided by one plus the coupon rate of the security. It represents the

percentage change in a securities' price for a 100 basis points change in yield. It
is generally accurate for only small changes in the yield.

dP 1
MD = -——
dY P
where:
MD = Modified duration
P = Gross price (i.e. clean price plus accrued interest).
dP = Corresponding small change in price.

dY = Small change in yield compounded with the frequency of the coupon
payment.
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Mortgage-
backed
security

A bond-type security in which the collateral is provided by a pool of mortgages.
Income from the underlying mortgages is used to meet interest and principal
repayments.

Mutual Fund

Mutual Fund is a mechanism for pooling the resources by issuing units to the
investors and investing funds in securities in accordance with objectives as
disclosed in offer document. A fund established in the form of a trust to raise
monies through the sale of units to the public or a section of the public under one
or more schemes for investing in securities, including money market instruments.

Net Interest
Margin

Net interest margin is the net interest income divided by average interest earning
assets

Net NPA

Net NPA = Gross NPA — (Balance in Interest Suspense account + DICGC/ECGC
claims received and held pending adjustment + Part payment received and kept in
suspense account + Total provisions held)’

Nostro
accounts

Foreign currency settlement accounts that a bank maintains with its overseas
correspondent banks. These accounts are assets of the domestic bank.

Off-Balance
Sheet expos-
ures

Off-Balance Sheet exposures refer to the business activities of a bank that
generally do not involve booking assets (loans) and taking deposits. Off-balance
sheet activities normally generate fees, but produce liabilities or assets that are
deferred or contingent and thus, do not appear on the institution's balance sheet
until or unless they become actual assets or liabilities.

Open
position

It is the net difference between the amounts payable and amounts receivable in a
particular instrument or commodity. It results from the existence of a net long or
net short position in the particular instrument or commodity.

Option

An option is a contract which grants the buyer the right, but not the obligation, to
buy (call option) or sell (put option) an asset, commodity, currency or financial
instrument at an agreed rate (exercise price) on or before an agreed date (expiry
or settlement date). The buyer pays the seller an amount called the premium in
exchange for this right. This premium is the price of the option.

Rho(p)

Rho of an option / a portfolio of options is the rate of change in the value of an
option / portfolio with respect to change in the level of interest rates.

Risk

The possibility of an outcome not occurring as expected. It can be measured and
is not the same as uncertainty, which is not measurable. In financial terms, risk
refers to the possibility of financial loss. It can be classified as credit risk, market
risk and operational risk.

Risk
Ratio

Asset

A bank's risk asset ratio is the ratio of a bank's risk assets to its capital funds. Risk
assets include assets other than highly rated government and government agency
obligations and cash, for example, corporate bonds and loans. The capital funds
include capital and undistributed reserves. The lower the risk asset ratio the better
the bank's 'capital cushion'

Risk Weights

Basel Il sets out a risk-weighting schedule for measuring the credit risk of
obligors. The risk weights are linked to ratings given to sovereigns, financial
institutions and corporations by external credit rating agencies.

Securitis-
ation

The process whereby similar debt instruments/assets are pooled together and
repackaged into marketable securities which can be sold to investors. The
process of loan securitisation is used by banks to move their assets off the
balance sheet in order to improve their capital asset ratios.

Short

position

A short position refers to a position where gains arise from a decline in the value
of the underlying. It also refers to the sale of a security in which the seller does
not have a long position.

Specific risk

Within the framework of the BIS proposals on market risk, specific risk refers to
the risk associated with a specific security, issuer or company, as opposed to the
risk associated with a market or market sector (general risk).
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Subordinated
debt

Refers to the status of the debt. In the event of the bankruptcy or liquidation of the
debtor, subordinated debt only has a secondary claim on repayments, after other
debt has been repaid.

Theta(0)

The theta of an option / a portfolio of options is the rate of change in the value of
the option / portfolio with respect to passage of time, with all else remaining the
same. It is also called the “time decay” of the option.

Tier one (or
Tier 1) capital

A term used to refer to one of the components of regulatory capital. It consists
mainly of share capital and disclosed reserves (minus goodwill, if any). Tier |
items are deemed to be of the highest quality because they are fully available to
cover losses. The other categories of capital defined in Basel Il are Tier Il (or
supplementary) capital and Tier Il (or additional supplementary) capital.

Tier two (or
Tier 1)}
capital

Refers to one of components of regulatory capital. Also known as supplementary
capital, it consists of certain reserves and certain types of subordinated debt. Tier
Il items qualify as regulatory capital to the extent that they can be used to absorb
losses arising from a bank's activities. Tier Il's capital loss absorption capacity is
lower than that of Tier | capital.

Trading Book

A trading book or portfolio refers to the book of financial instruments held for the
purpose of short-term trading, as opposed to securities that would be held as a
long-term investment. The trading book refers to the assets that are held primarily
for generating profit on short-term differences in prices/yields. The price risk is the
prime concern of banks in trading book.

Underwrite

Generally, to underwrite means to assume a risk for a fee. Its two most common
contexts are:
a) Securities: a dealer or investment bank agrees to purchase a new issue of
securities from the issuer and distribute these securities to investors. The
underwriter may be one person or part of an underwriting syndicate. Thus the
issuer faces no risk of being left with unsold securities.

b) Insurance: a person or company agrees to provide financial compensation
against the risk of fire, theft, death, disability, etc., for a fee called a premium.

Value at risk
(VAR)

It is a method for calculating and controlling exposure to market risk. VAR is a
single number (currency amount) which estimates the maximum expected loss of
a portfolio over a given time horizon (the holding period) and at a given
confidence level.

Vega (v) The Vega of an option / a portfolio of options is the rate of change in the value of
the option / portfolio with respect to volatility of the asset(s) underlying the
option(s).

Venture A fund with the purpose of investing in start-up businesses that is perceived to

capital Fund | have excellent growth prospects but does not have access to capital markets.

Vertical In the BIS Method for determining regulatory capital necessary to cushion market

Disallow- risk, a reversal of the offsets of a general risk charge of a long position by a short

ance position in two or more securities in the same time band in the yield curve where

the securities have differing credit risks.
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ANNEX -17

(Cf. para 2 of the covering circular)

List of circulars consolidated in the Master Circular

(The original circular DBOD.No.BP.BC.90/20.06.001/2006-07 dated April 27, 2007

para/
provision Para No. of
Sl. . of the . y
Circular No. : Subject the Master
No circular f
P Circular
consolidat
ed
1 DBOD.NO.BP.B
C.42/21.01.002/2 | Annex Para | Guidelines for issuing Preference Shares 4.2.5 (ii) and
007-08 dated 1.1 as part of Regulatory Capital (iii)
Oct 29, 2007
-- do -- Para 1 -- do -- 4.3.3
3 DBOD.No.67/20. Prudential Guidelines on Capital Adequacy
06.001 /2007-08 SI.No.1 of O .
and Market Discipline — Implementation of 4.3.5
dated March 31, Annex
NCAF - Amendments
2008
4 DBOD.No.BP.B Capital Adequacy Norms — Treatment of
C.88/21.06.001/2 29 Banks’ investments in Subsidiaries/ 4.4.10
007-08 dated ) Associates and of the Subsidiaries’/ T
May 30, 2008 Associates’ Investments in Parent Banks
5 DBOD.No.67/20. Prudential Guidelines on Capital Adequacy
06.001 /2007-08 Sl. No.3 of o .
and Market Discipline — Implementation of 5.2.2
dated March 31, Annex
NCAF - Amendments
2008
6 —do- Sl. No. 4 of —do- 542,581
Annex Tables
’ ~do- Sl No 5 of ~do- 5.6.1
nnex
8 Claims on banks — Exposures of the Indian
Mail Box Clarification dated May branches of foreign bank 56.2
21, 2008 guaranteed/counter-guaranteed by o
HOs/Overseas branches
9 Mail Box Clarification dated May Risk weights and provisioning norms - 5.8.1
21, 2008 AFCs e
10 | DBOD.No0.67/20. . . .
06.001/2007-08 | SI.No.6 | Prudential Guidelines on Capital Adequacy | g 4 o6 6.
and Market Discipline — Implementation of
dated March 31, Annex. Part-B
NCAF - Amendments
2008
11 Mail box clarification dated May | Prudential Guidelines on Capital Adequacy | 7.3.7 (ii) Table
21, 2008 and Market Discipline — Implementation 14 (D)
12 DBOD.No.BP.B
C.83/21.06.001/2 Para 2 Claims secured by Residential Property — 5.10
007-08 dated Change in limits for Risk Weights )
May 14, 2008
13 | DBOD.No.67/20. . Prudential Guidelines on Capital Adequacy
06.001/2007-08 | SL.No 7 in and Market Discipline — Implementation of 5.13.3
dated March 31, | the Annex P P T

2008

NCAF - Amendments
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14

Mail Box clarification dated May

Risk weights and provisioning norms —

21, 2008 AFCs 5135
15 (?680002’/\]2008;/(2)2 SI. No. 8 Prudential Guidelines on Capital Adequacy
: \ ’ and Market Discipline — Implementation of 5.15.2 (v).
dated March 31, Annex
NCAF - Amendments
2008
16 Sl. No. 9 .
--do -- Annex --do -- 7.3.4 (i)
17 Existing
paragraph
—do — Sl. No. 11 —do - 7.3.5 (viii)
Annex relating to
‘equity’ index
dropped
18 —do — Sl. No. 12 —do - 737
Annex
19 —do — Sl. No.13 of —do - 738
Annex
20 —do - S'ANO' 14 —do - 7.6.1
nnex
21 Sl. No. 15 Existing para
- do-- Annex —do-- 8.2.2 deleted
22 —do — Sl. No. 16 —do - 8.3
Annex
23 ~do - S"ANO' 17 —do - 8.4.1
nnex
24 | DBOD.No.BP.B Supervisory Review Process under the
C.66 /21.06.001/ I_Entlre New Capital Adequacy Framework 10.0, 11 and
2007-08 dated circular uidelines for Pillar 2 Annex 9 to 14
March 31, 2008 9
25 | DBOD.No.67/20. Prudential Guidelines on Capital Adequacy
06.001 /2007-08 S| No. 18 o .
and Market Discipline — Implementation of Annex —7
dated March 31, Annex NCAF - Amendments
2008
26 | DBOD.No.BP.
BC Prudential Norms for Off-balance sheet Existing
31.21.04.157/ Annexure || exposures of banks paragraph
2008-09 dated 5.15.4 replaced
August 8, 2008
27 | DBOD.No.BP
BC.76/21.04.132 Prudential Guidelines on Restructuring of 10
/2008-09 dated Para 4 Advances by Banks 5.10.4
November 3,
2008
28 | DBOD.No.BP.
Review of Prudential Norms — Provisioning
BC.83/21.01.002 Para 2 (a), | for Standard Assets and Risk Weights for 5.8.1, 5.11.2,
/2008-09 dated (b) and (c) | Exposures to Corporates, Commercial Real and 5.13.5
November 15, Estate and NBFC-ND-SI
2008
29 | DBOD.No.BP. Implementation of NCAR — Parallel run
3 . 24
BC. reporting format.
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92/21.06.001/
2008-09 dated
December 4,
2008

30

DBOD.No.BP.
BC.
118/21.01.002/
2008-09 dated
March 25, 2009

Para (ii) and

(iif)

Prudential Treatment of different Types of
Provisions in respect of Loan Portfolios

432

30

DBOD.No.BP.
BC.
120/21.01.002/
2008-09 dated
April 2, 2009

Annex | and
Annex 2

Guidelines for issuing Preference Shares
as part of Regulatory Capital

Annex 3

Para (vii) and
Annex 5 para

(vii)

31

DBOD.No.BP.
BC.
134/21.06.001/2
008-09 dated
May 26, 2009

Para 3

Capital Adequacy Norms for Banks’
Exposures to Central Counter Parties

Para 5.14.3
and 5.15.3 (vi)
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