NVB response

Consultation by Basel Committee on Banking Supervision
Revisions to the minimum capital requirements for market risk

NVB position:

We welcome the consultation paper, which addresses several important issues of
the FRTB framework.

This is an additional comment to the response of the EBF, which we fully
support. However we do have a single, but important addition, to that of the
EBF, which we were not able to share with the EBF due to timing constraints.

Default risk charge (DRC) for non-securitisations

For an option on an equity index, paragraph 138 (d325) requires that the JTD
amounts for individual constituent issuer legal entity should be determined by
applying a look-through approach. In the related FAQ document (d3951), the
answer to question 1 in Section 1.9 explains that "The JTD equivalent is defined
as the difference between the value of the security or product assuming that
each single name referenced by the security or product, separately from the
others, defaults (with zero recovery) and the value of the security or product
assuming that none of the names referenced by the security or product default”.

For index options, this approach can lead to JTD amounts of which the sum
exceeds the maximum possible loss/gain that can be incurred on the option
position. As an example, consider a long position in a call option on an equity
index, where the index consists of 100 equally-weighted constituents. The JTD
amounts for each index constituent corresponds to minus the delta of the option
(calculated from 1 percentage point change in the index spot price). This minus
delta (or JTD) for each index constituent times 100 can easily exceed the call
option premium. This is not logical since at most the option premium is at stake.
In general, the required approach can lead to an under- or overestimation of JTD
losses/gains.

Paragraph 146 (d325) states that “...the JTD for all exposures of maturity less
than one year and their hedges are scaled by a fraction of a year. No scaling is
applied to the JTD for exposures of one year or greater.” In the related FAQ
document (d395), the answer to question 2 in Section 1.9 explains that "...There
is no discretion permitted to assign cash equity positions to any maturity
between three months and one year. In determining the offsetting criterion,

! https://www.bis.org/bcbs/publ/d395.htm



paragraph 148 specifies that the maturity of the derivatives contract be
considered, not the maturity of the underlying instrument.”

The delta exposure resulting from a position in equity-index options is frequently
hedged with index futures. While such options may have maturities extending
well beyond the one-year horizon, the liquid equity index futures usually have
much shorter maturities (usually three months at most). At index future
expiration, index futures are rolled to the next liquid maturity to keep the delta
exposure hedged. According to the regulations, no maturity scaling should be
applied to the index options if they have a maturity of one year or longer, while
the index futures for delta hedging is subject to maturity scaling. This may result
in a fake open risk position.

The requirement for look-through for the default risk charge in case of
derivatives on an equity index will be a significant operational challenge. Banks
will face at least the following issues:

e Index constituents are not freely available for all indices

e Index constituent weights are not freely available

¢ Index constituent credit ratings are not available for all issuers

e Multiple stock listings of a particular issuer

e To obtain and maintain this information will likely be expensive, and will
require maintenance whenever the composition of an index changes.

Furthermore, it's not clear whether all index providers provide the required
information (even at a cost).

In addition to obtaining and maintaining this index constituent information, there
is the operational challenge of applying the look-through approach for
derivatives on an equity index. It is not uncommon to have derivatives on
indices with many constituents (such as the Russel 2000 and S&P 500 indices).
The result is that the number of issuers can quickly increase to a large number,
accompanied by an increased operational risk.

From an equity-index derivative trading point-of-view, this bottom-up approach
seems like an inconvenient and impractical way of measuring the default risk
charge, and could lead to a disconnect between the front office trading activities
and the capital calculation thereof. An approach focused on index levels, such as
shocking indices and repricing the derivatives on them, would be more practical,
cheaper, economically more realistic, and would obtain the same objective. An
approach along the lines of the EBA ITS CRR Article 344 regarding diversified
equity indices might be more practical.




<<

  /ASCII85EncodePages false

  /AllowTransparency false

  /AutoPositionEPSFiles true

  /AutoRotatePages /PageByPage

  /Binding /Left

  /CalGrayProfile (Gray Gamma 2.2)

  /CalRGBProfile (sRGB IEC61966-2.1)

  /CalCMYKProfile (U.S. Web Coated \050SWOP\051 v2)

  /sRGBProfile (sRGB IEC61966-2.1)

  /CannotEmbedFontPolicy /Warning

  /CompatibilityLevel 1.6

  /CompressObjects /Tags

  /CompressPages true

  /ConvertImagesToIndexed true

  /PassThroughJPEGImages false

  /CreateJobTicket false

  /DefaultRenderingIntent /Default

  /DetectBlends true

  /DetectCurves 0.1000

  /ColorConversionStrategy /LeaveColorUnchanged

  /DoThumbnails false

  /EmbedAllFonts true

  /EmbedOpenType false

  /ParseICCProfilesInComments true

  /EmbedJobOptions true

  /DSCReportingLevel 0

  /EmitDSCWarnings false

  /EndPage -1

  /ImageMemory 1048576

  /LockDistillerParams true

  /MaxSubsetPct 100

  /Optimize true

  /OPM 1

  /ParseDSCComments true

  /ParseDSCCommentsForDocInfo false

  /PreserveCopyPage false

  /PreserveDICMYKValues true

  /PreserveEPSInfo false

  /PreserveFlatness true

  /PreserveHalftoneInfo false

  /PreserveOPIComments false

  /PreserveOverprintSettings true

  /StartPage 1

  /SubsetFonts true

  /TransferFunctionInfo /Apply

  /UCRandBGInfo /Remove

  /UsePrologue false

  /ColorSettingsFile ()

  /AlwaysEmbed [ true

    /SymbolMT

    /Wingdings-Regular

  ]

  /NeverEmbed [ true

  ]

  /AntiAliasColorImages false

  /CropColorImages true

  /ColorImageMinResolution 150

  /ColorImageMinResolutionPolicy /OK

  /DownsampleColorImages true

  /ColorImageDownsampleType /Bicubic

  /ColorImageResolution 150

  /ColorImageDepth -1

  /ColorImageMinDownsampleDepth 1

  /ColorImageDownsampleThreshold 1.00000

  /EncodeColorImages true

  /ColorImageFilter /DCTEncode

  /AutoFilterColorImages true

  /ColorImageAutoFilterStrategy /JPEG

  /ColorACSImageDict <<

    /QFactor 0.76

    /HSamples [2 1 1 2] /VSamples [2 1 1 2]

  >>

  /ColorImageDict <<

    /QFactor 0.76

    /HSamples [2 1 1 2] /VSamples [2 1 1 2]

  >>

  /JPEG2000ColorACSImageDict <<

    /TileWidth 256

    /TileHeight 256

    /Quality 15

  >>

  /JPEG2000ColorImageDict <<

    /TileWidth 256

    /TileHeight 256

    /Quality 15

  >>

  /AntiAliasGrayImages false

  /CropGrayImages true

  /GrayImageMinResolution 150

  /GrayImageMinResolutionPolicy /OK

  /DownsampleGrayImages true

  /GrayImageDownsampleType /Bicubic

  /GrayImageResolution 150

  /GrayImageDepth -1

  /GrayImageMinDownsampleDepth 2

  /GrayImageDownsampleThreshold 1.00000

  /EncodeGrayImages true

  /GrayImageFilter /DCTEncode

  /AutoFilterGrayImages true

  /GrayImageAutoFilterStrategy /JPEG

  /GrayACSImageDict <<

    /QFactor 0.76

    /HSamples [2 1 1 2] /VSamples [2 1 1 2]

  >>

  /GrayImageDict <<

    /QFactor 0.76

    /HSamples [2 1 1 2] /VSamples [2 1 1 2]

  >>

  /JPEG2000GrayACSImageDict <<

    /TileWidth 256

    /TileHeight 256

    /Quality 15

  >>

  /JPEG2000GrayImageDict <<

    /TileWidth 256

    /TileHeight 256

    /Quality 15

  >>

  /AntiAliasMonoImages false

  /CropMonoImages true

  /MonoImageMinResolution 1200

  /MonoImageMinResolutionPolicy /OK

  /DownsampleMonoImages true

  /MonoImageDownsampleType /Bicubic

  /MonoImageResolution 600

  /MonoImageDepth -1

  /MonoImageDownsampleThreshold 1.00000

  /EncodeMonoImages true

  /MonoImageFilter /CCITTFaxEncode

  /MonoImageDict <<

    /K -1

  >>

  /AllowPSXObjects false

  /CheckCompliance [

    /None

  ]

  /PDFX1aCheck false

  /PDFX3Check false

  /PDFXCompliantPDFOnly false

  /PDFXNoTrimBoxError true

  /PDFXTrimBoxToMediaBoxOffset [

    0.00000

    0.00000

    0.00000

    0.00000

  ]

  /PDFXSetBleedBoxToMediaBox true

  /PDFXBleedBoxToTrimBoxOffset [

    0.00000

    0.00000

    0.00000

    0.00000

  ]

  /PDFXOutputIntentProfile (None)

  /PDFXOutputConditionIdentifier ()

  /PDFXOutputCondition ()

  /PDFXRegistryName ()

  /PDFXTrapped /False



  /CreateJDFFile false

  /Description <<





    /CHS <FEFF4f7f75288fd94e9b8bbe5b9a521b5efa7684002000410064006f006200650020005000440046002065876863900275284e8e55464e1a65876863768467e5770b548c62535370300260a853ef4ee54f7f75280020004100630072006f0062006100740020548c002000410064006f00620065002000520065006100640065007200200036002e003000204ee553ca66f49ad87248672c676562535f00521b5efa768400200050004400460020658768633002>

    /CHT <FEFF4f7f752890194e9b8a2d7f6e5efa7acb7684002000410064006f006200650020005000440046002065874ef69069752865bc666e901a554652d965874ef6768467e5770b548c52175370300260a853ef4ee54f7f75280020004100630072006f0062006100740020548c002000410064006f00620065002000520065006100640065007200200036002e003000204ee553ca66f49ad87248672c4f86958b555f5df25efa7acb76840020005000440046002065874ef63002>

    /CZE <>

    /DAN <>

    /DEU <>

    /ESP <>

    /ETI <>

    /FRA <>







    /HUN <>

    /ITA (Utilizzare queste impostazioni per creare documenti Adobe PDF adatti per visualizzare e stampare documenti aziendali in modo affidabile. I documenti PDF creati possono essere aperti con Acrobat e Adobe Reader 6.0 e versioni successive.)

    /JPN <>

    /KOR <FEFFc7740020c124c815c7440020c0acc6a9d558c5ec0020be44c988b2c8c2a40020bb38c11cb97c0020c548c815c801c73cb85c0020bcf4ace00020c778c1c4d558b2940020b3700020ac00c7a50020c801d569d55c002000410064006f0062006500200050004400460020bb38c11cb97c0020c791c131d569b2c8b2e4002e0020c774b807ac8c0020c791c131b41c00200050004400460020bb38c11cb2940020004100630072006f0062006100740020bc0f002000410064006f00620065002000520065006100640065007200200036002e00300020c774c0c1c5d0c11c0020c5f40020c2180020c788c2b5b2c8b2e4002e>

    /LTH <>

    /LVI <>

    /NLD (Gebruik deze instellingen om Adobe PDF-documenten te maken waarmee zakelijke documenten betrouwbaar kunnen worden weergegeven en afgedrukt. De gemaakte PDF-documenten kunnen worden geopend met Acrobat en Adobe Reader 6.0 en hoger.)

    /NOR <>

    /POL <>

    /PTB <>





    /SKY <>



    /SUO <>

    /SVE <>

    /TUR <>



    /ENU (Use these settings to create Adobe PDF documents suitable for reliable viewing and printing of business documents.  Created PDF documents can be opened with Acrobat and Adobe Reader 6.0 and later.)

  >>

>> setdistillerparams

<<

  /HWResolution [600 600]

  /PageSize [595.276 841.890]

>> setpagedevice



