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Supervisory practices for assessing the sustainability of banks'’
business models’

Executive summary

Pre-existing and structural vulnerabilities related to unsustainable business models are often the
root causes of bank failures. The impairment of a bank's solvency and/or of its liquidity are generally
consequences of deeper and far-reaching problems, with their origins frequently lying in poorly conceived
and unrealistic business plans and/or the inadequate execution of such plans. The most frequent causes
of bank failure include switching from a low-risk business model to a high-risk one, and pursuing rapid
growth without developing the appropriate risk culture and risk control environment and functions.
Accordingly, and drawing on the lessons from the Great Financial Crisis (GFC), supervisors have become
more proactive, more willing to exercise their powers and more inclined to systematically assess the
sustainability of banks’ business models.

Business model analysis (BMA) is a key component of supervisory frameworks in many
jurisdictions that allows supervisors to identify banks’ vulnerabilities at an early stage and helps to
ensure safety and soundness. This includes assessing the implications of banks’ strategic decisions and
their consistency with their risk appetite. It also includes determining whether and to what extent the
business strategy is adequately resourced, funded and executed. Where the outcomes of the analysis
identify existing or potential vulnerabilities, the assessment may provide grounds for supervisory
interventions. Therefore, BMA has the potential to enhance bank supervision and make it more effective,
proactive and forward-looking.

BMAs have both micro and macro implications. From a microprudential perspective, BMAs
are an important part of a more comprehensive assessment of a firm. By identifying the root causes of a
bank’s weaknesses, BMA's findings may support supervisory actions aimed at ensuring that the board and
senior management adjust the business strategy and implement it in a sustainable way. The purpose is to
put the bank “back on track” before it becomes a weak bank and breaches regulatory requirements. From
a macroprudential perspective, BMA outcomes may inform system-wide policy decisions seeking to
address structural problems, such as overcapacity, limited or a lack of profitability, systemic risk
concentrations and risks to financial stability more generally.

Comprehensive BMA frameworks typically share common ingredients. These include
understanding how a bank generates profits and therefore identifying its sources of income and expenses,
and their respective levels as well as assessing whether sources of income are recurrent, well-diversified
and stable over time. Additional components include reviewing the bank’s growth strategy in its various
markets and assessing whether the resources allocated to the implementation of this strategy are
adequate.

An effective assessment considers all relevant developments in the business and economic
environments in which the bank operates. At present, forward-looking assessments would, in principle,
need to consider banks’ ability to adapt their business models in light of the end of the long period of low
interest rates in a number of jurisdictions, as well as the increasing use of novel technologies in the
provision of financial services and competition from new players, such as big tech firms. Also critical but
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even more challenging, a comprehensive BMA would need to take into account the potential impacts of
climate change and the banks' ability to identify, manage and mitigate their exposures to climate-related
financial risks, including both physical and transition risks.

Granular and good-quality data, adequate data aggregation capabilities and expert
judgment are indispensable elements of an effective BMA framework. Such a framework is predicated
on banks" ability to produce and aggregate financial data across the banking group as a whole and for
each of its main business units and business lines. Some of these may reflect recent information on
performances and profitability, from which an assessment is derived about the firm's ability to adequately
compensate stakeholders while also sustaining its future development in a balanced way. Others may be
more forward-looking and reflect a bank’s ability to adapt to — and even take advantage of — changes. In
both cases, the information needs to combine quantitative and qualitative assessments.

Processes and procedures related to BMA also share common elements across jurisdictions.
The frequency and sophistication of BMAs reflect the level of complexity and systemic relevance of the
supervised entities. The most complex tools involving stress tests, profitability forecasts and scenario
analyses are generally used for the larger and more systemically important entities and groups. Some
tools, such as peer group comparisons, tend to be used in various guises across jurisdictions including for
smaller and less complex firms, mainly as a first step to identify outliers. Therefore, by applying the
principle of proportionality, BMA can contribute to improving the supervision of banks with different
profiles.

Authorities organise BMAs in different ways within their supervisory framework and this
has implications for their ability to take actions on the basis of BMA findings. One of the main
differences is how business risk is captured and analysed. Some jurisdictions consider it as a separate
component of their supervisory review process (SRP) and assess it at bank-wide or group level. Others
prefer to assess it for each individual business line along with assessments related to the governance and
the risk management of the specific activity. While each type of approach has merits, having business risk
as a standalone component of the SRP seems to be more conducive to early supervisory intervention as it
provides a more direct association between deficiencies in banks' business models and the implications
for their safety and soundness.

A constructive and ongoing dialogue between the supervisory authority and the supervised
entity is a pre-condition for an effective BMA. Such an interaction allows the supervisory authority to
discuss and, whenever needed, to challenge the bank’s strategy and its underlying assumptions and to
convince the bank’s board and senior management through moral suasion to address deficiencies before
they become material and start damaging the bank’s performances. In addition, in the course of such a
dialogue, BMA's findings are presented and explained to the supervised entity. This practice promotes
transparency and accountability.

Clear and transparent supervisory expectations support early intervention when a bank’s
business model is deemed to be unsustainable. When prudential or operational requirements have
been breached, and such breaches have been duly identified, supervisory interventions are mandatory.
Supervisory interventions may become more difficult when a bank remains fully compliant with all
regulations and risk management standards. In these circumstances, taking pre-emptive actions on the
grounds that a business model may become unsustainable at some point in the future is more challenging.
Accordingly, clarity and transparency about supervisory expectations in relation to the characteristics of a
sustainable business model is a key component of a BMA framework that supports supervisors when they
need to take measures at an early stage to prevent deficiencies from becoming material.
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Section 1 — Introduction

1. Banks rarely become weak overnight, and flaws in business models and strategies are often
the root causes of banks’ vulnerabilities and bank failures. While sudden shocks may be the immediate
cause of banks' demise, the root causes are generally more structural. They often combine weaknesses in
a business model with poor governance, inadequate risk management and insufficient resources. These
vulnerabilities, if not identified in time and allowed to fester, will make the bank’s activities increasingly
unsustainable? to the point where it becomes non-viable.

2. This was confirmed in the Great Financial Crisis (GFC) during which banks’ failures often
resulted from non-sustainable business models. These business models shared common features
including targets based on unrealistic assumptions, high-risk strategies, excessive concentrations across
the business model (eg geographies, customer base, sources of income and funding), earnings volatility
and investments in complex products without appropriate controls, oversight or understanding of the
nature of the risk. These vulnerabilities grew over time and were often compounded by increasing leverage
and increasing reliance on volatile and unstable sources of funding.?

3. Since then, supervision has become more proactive, more intrusive and better able to
ensure that banking institutions are safely and soundly managed.* Before the GFC, supervision placed
little emphasis on banks' strategies, and was more reactive and focused on the negative outcomes of such
strategies. In contrast, in the post-crisis period, supervisory frameworks became more forward-looking, by
incorporating, for example, periodical assessments of banks' strategies and of the sustainability of their
business models. More generally, several authorities have modified their supervisory risk rating
architecture and underlying methodologies by embedding a specific supervisory rating component based
on business model analysis (BMA). As a result, more emphasis has been placed on business model
sustainability, which can have an explicit influence on the overall supervisory risk rating assigned to a firm.>
Moreover, supervisors also became more willing to fully exercise their supervisory powers. In addition to
fines, some authorities have, for example, taken actions affecting the strategies of firms of any size® or

type.”

Sustainable business models may be defined in different ways. For the purpose of this paper, and following guidance provided
by the European Banking Authority (EBA (2014)), a bank will be considered to have a sustainable business model if it meets all
the following criteria (1) the bank generates strong and stable returns which are acceptable given its risk appetite and funding
structure; (2) the bank does not have any material asset concentrations or unsustainable concentrated sources of income; (3)
the bank has a strong competitive position in its chosen markets and its strategy is likely to reinforce this strength; (4) the
bank's forecasts are based on plausible assumptions about the future business environment; and (5) the bank's strategic plans
are appropriate given the current business model and management’s execution capabilities.

3 See BCBS (2015).
For an overview of the characteristics of good supervision, see Elliot et al (2010).

This is not implying that business model considerations were ignored up to the GFC or that they are not considered in
jurisdictions that do not embed a specific supervisory rating component on BMA in their SRP. Rather, BMA considerations may
have been — and are — examined as part of the “management” rating and/or implicitly covered in the “earnings” analysis, as
opposed to being emphasised as a separate component and reviewed in a systematic way.

In February 2018, the Federal Reserve imposed an asset cap on Wells Fargo that prevents the bank from growing larger than
its 2017 total assets (USD 1.95 trillion). The restriction, which is still in place, was imposed following consumer abuses and
compliance breakdowns, including the opening of millions of fake customer accounts and overcharging customers in the bank’s
mortgage and auto loan businesses. Wells Fargo, one of the largest banks in the United States, is a G-SIB.

In October 2021, BaFin, the German banking regulator, imposed a cap on the growth of Berlin-based fintech firm, N26, whereby
the bank will no longer be able to accept more than 70,000 new customers per month (less than half the average number of
new customers it had been taking on in the first nine months of 2021). The constraint was understood to be an escalation
measure and follows the assignment of a special supervisor to the bank to monitor improvements in N26's anti-money
laundering controls.

Supervisory practices for assessing the sustainability of banks’ business models 3



4, BMA is a key component of the supervisory review process (SRP)2 that helps to ensure
banks’ safety and soundness. BMA is a supervisory tool aimed at assessing banks’ ability to generate
acceptable returns over the medium and long term. Accordingly, BMA involves assessing the implications
of banks' risk appetite and strategic decisions. BMA also involves evaluating whether the business strategy
is adequately resourced, understanding the multiple risk concentrations arising from a bank’s exposures
and funding, and determining whether they are adequately managed. An effective BMA therefore supports
supervisory efforts to identify banks’ vulnerabilities at an early stage before they become too significant
to be corrected.

5. A comprehensive BMA also aims to assess a bank’s ability to address changes in its
environment. That seems particularly relevant in the current context. At present, the industry is facing
three fundamental developments with potentially deep implications for banks’ business models: first, the
risks associated with a reversal of the current low interest rate environment on banks' activities; second,
the technological disruption, including the increased competition, arising from new tech players; and third,
challenges associated with climate change, including physical and transition risks.?

6. Outcomes of BMAs have both micro and macroprudential implications. From a
microprudential perspective, BMA outcomes are an important part of the SRP and often affect both the
bank’s overall supervisory rating and the scope and intensity of the bank’s supervision. In addition,
whenever BMA outcomes suggest that the business model may be unsustainable, these may provide the
grounds for supervisory actions to ensure that the bank remains safe and sound, even when it has not yet
breached any regulatory or supervisory requirements. From a macroprudential perspective, BMA
outcomes may inform policy decisions seeking to address structural problems in the financial system, such
as overcapacity, chronically low profitability and risks to financial stability more generally.

7. International standards and guidance published by the BCBS underline the importance of
BMA. The Basel core principles (CP) mention BMA as one of the key tools supervisors should use to assess
the safety and soundness of individual banks and the banking system. The Basel Framework states that
the assessment of a bank’s risks in the context of the SRP is not a mechanical process and that it depends
on the bank’s business model and its specific vulnerabilities. The BCBS overview of Pillar 2 supervisory
review practices and approaches’® highlights that business model risk is particularly suited to Pillar 2, which
allows for tailored treatments that fit a bank’s characteristics.

8. Supervisory practices relating to BMAs are very heterogeneous. This is because there is no
international guidance describing the key elements of a BMA, specifying how BMA considerations should
be integrated in a supervisory framework or providing sound practices in this area. As a result, while some
jurisdictions have formally introduced BMA as part of their SRP following the GFC™" and have been using

BMA is not restricted to the SRP. Other types of BMA take place in other areas. In particular, BMA is a key component in
assessing licence applications. In fact, the Basel core principles (CPs) require the use of business model assessments as part of
licensing criteria. In particular, they outline the importance of financial authorities reviewing the candidate’s business and
development plans. This includes analysing the projected development, the adequacy of the resources that it is committing
and the extent to which the assumptions underpinning the business and development plans are realistic, or at least plausible.
Drawing on the lessons from the GFC, the CPs also state that the supervisory authority has the explicit power to approve, reject
or impose supervisory conditions on major acquisitions and/or investments by a bank against prescribed criteria.

This paper uses the definitions of physical risks and transition risks, and their associated drivers, as defined by BCBS (2021a).
Physical risks refer to the potential losses resulting from the increasing severity and frequency of extreme weather events (such
as heatwaves, floods or storms), from longer-term gradual shifts of the climate (such as rising sea levels and rising average
temperatures) and indirect effects of climate change (such as desertification). Transition risks relate to the process of adjusting
towards a lower carbon economy. They include changes in government policies, in technology and in market and customer
sentiment which can generate, accelerate, slow or disrupt the transition.

0 BCBS (2019).

According to Duckwitz et al (2019), following the GFC, many supervisors have placed greater emphasis on developing forward-
looking criteria in their risk assessment frameworks including by carrying out business model analyses.
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this tool for systematic reviews ever since, other jurisdictions apply BMA on an ad hoc basis or include its
elements implicitly in their supervisory ratings.

9. This paper presents a range of supervisory practices regarding BMAs. In particular, it aims to
identify practices that might be relevant to authorities seeking to explicitly introduce BMA in their
supervisory process. The paper emphasises practical aspects of BMA, including processes and procedures
for developing and conducting a BMA as well as the integration of its outcomes into the overall SRP. In
addition to lessons from the GFC, the paper largely relies upon interviews' with seven supervisory
authorities.’® These were selected on the basis of both geographical diversity and the state of development
of their respective BMA frameworks. Publicly available information such as supervisory manuals, guidance
and reports were also used as input for this paper.

10. The remainder of this paper is structured as follows. Section 2 outlines some commonalities
of non-sustainable business models, drawing on bank failures, the associated literature and supervisory
manual. Section 3 identifies the objectives and main focus of BMA, while section 4 presents the core
processes and procedures associated with the development of BMAs. Section 5 discusses the range of
supervisory responses when deficiencies are identified in a bank’s business model. Section 6 concludes
and presents some policy considerations.

Section 2 — Non-sustainable business models

Bank failures and high-risk business models: two illustrations

11. Weak banks' typically have structural vulnerabilities which have been allowed to grow to
such an extent that their business models may become compromised. The impairment of a bank's
solvency and/or liquidity are generally consequences of deeper and far-reaching problems, such as poorly
conceived business plans or inadequate execution of such plans. Business plans may be poorly conceived
for a wide range of reasons including over-ambitious targets, optimistic and flawed assumptions, and
insufficient information and knowledge. They may also suffer from inadequate execution, typically because
the resources allocated for their implementation are insufficient to begin with, or do not keep pace with
the excessive growth of the exposures. The two components — poor conception and inadequate
execution — are frequently combined, can reinforce each other and are the origin of many bank failures.

12. Analysing the root causes of well-documented bank failures provides useful illustrations
of how business models can become non-sustainable, even if such an analysis is conducted with the
benefit of hindsight. To illustrate the importance of business model considerations on a bank’s safety
and soundness and the need to carefully assess the implications of strategic management decisions, the
cases of Washington Mutual Bank (WaMu) and of Royal Bank of Scotland (RBS) have been selected.’
WaMu illustrates cases in which banks change their strategy, switching from a low-risk and low-growth

Interviews conducted between September and December 2021.

3 The Bank of England (BoE) Prudential Regulation Authority (PRA), the Central Bank of Brazil (CBB), the Central Bank of the
Russian Federation (CBR), the Financial Services Agency of Japan (JFSA), the Monetary Authority of Singapore (MAS), the Single
Supervisory Mechanism (SSM) of the European banking union and the United States Federal Reserve (Fed). The access of the
CBR to all BIS services, meetings and other BIS activities has been suspended.

According to BCBS (2015), “a weak bank is one whose liquidity or solvency is impaired or will soon be impaired unless there is
a major improvement in its financial resources, risk profile, business model, risk management systems and controls, and/or
quality of governance and management in a timely manner.”

There are numerous cases of bank failures or near failures across jurisdictions following poorly conceived and/or insufficiently
resourced business plans. The reason for selecting these two episodes is that they are among the best documented bank
failures.

Supervisory practices for assessing the sustainability of banks’ business models 5



business model to one targeting high overall organic growth and emphasising riskier segments of its
markets (Box 1). RBS is an example of a poorly conceived external growth strategy, based on high leverage,
short term wholesale funding and significant holdings of high-risk/high-return exposures (Box 2).'

Box 1
Shifting to a high-risk (and high-growth) lending strategy

In 2004, following a period of external growth, WaMu embarked on an organic high-growth strategy to maximise
profitability, targeting higher-margin (and high-risk) loans. This entailed a shift from low-risk, fixed-rate, government
-backed mortgages loans® towards originating riskier types of residential mortgages. The targets were overall annual
asset growth of at least 10% and an average yearly return on equity (ROE) of at least 18% over the next five years,
implying much higher growth rates in the higher-risk lending areas.

Maximising profitability was to be obtained through riskier types of loans because these generated higher
returns through higher interest rates and fees charged to the borrowers, as well as higher prices obtained when selling
the loans to be securitised ("gain on sale”).@ For example, subprime loans were deemed to generate more than seven
times the gain on sale of traditional fixed-rate loans. Accordingly, WaMu's new strategy focused on originating and
purchasing as many higher-risk mortgages as it could. These products were increasingly offered to riskier borrowers
who did not qualify for traditional loans.

Home equity . 2003 2007
7%
Subprime
5%
O[JLiL::EARM Fm h
i 29% &
Home equity = b
24%
Other ARM 7 | Subprime [ i
17% e 596 B
Fixed Option ARM [ OthHEFARM
% 7 18% 20%

The shift in strategy from conservative to riskier practices changed the composition of WaMu's mortgages.
In 2003, WaMu's originations and purchases of risky loans, including option adjustable-rate mortgage (ARM), and
home equity and subprime loans, represented 19% of the overall portfolio. By the end of 2007, low-risk mortgages (ie
fixed loans) made up less than a quarter of the total portfolio while high-risk loans made up almost half of it. High-
margin products led to the build-up of risks in the home loans portfolio. Alt A loans with poor underwriting,
incomplete documentation or credit history and in which the borrower’s income had often not been verified, were
introduced into all portfolios loans. Option ARM loans generated risks of payment shocks and encouraged negative
amortisation, especially after the end of the first two to three years (teaser rate period). Home equity loans (HELs) had
the potential to generate losses as the value of the collateral could become insufficient to repay the subordinated
HEL. Subprime loans generally had higher default probabilities because they targeted less creditworthy borrowers and
had higher loan-to-value and debt-to-income ratios.

® The mortgages were eligible for repurchase by Fannie Mae or Freddie Mac as part of their mortgage-backed security activities. @ Gain
on sale refers to the profit made when selling or securitising a loan. Low-risk fixed-rate mortgages (those with loan-to-value ratios of no more
than 80%) were generally sold at low prices to government sponsored enterprises (Fannie Mae and Freddie Mac) while riskier loans could be
sold at higher prices to private investors because they generated higher coupons. However, the analysis underestimated (or even ignored)
the fact that the higher coupons were meant to reflect higher potential losses.

Source: United States Senate (2011).

6 WaMu was closed on 25 September 2008. The Federal Deposit Insurance Corporation (FDIC) was named receiver, selling the
bank’s assets to JPMorgan Chase. Royal Bank of Scotland became dependent on Bank of England Emergency Liquidity
Assistance on 7 October 2008 and was subsequently nationalised.
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Box 2
RBS's failed external growth strategy

In the years before the GFC, RBS's business model had already become vulnerable. RBS had lower capital ratios than
its peers® following the bank’s senior management policy to operate under “capital efficiency”. Although compliant
with minimum regulatory requirements@ at that time, RBS’s capital position was weaker than it looked because it
relied more on capital instruments than its peers, and with very limited loss absorption on an going concern basis.

RBS's liquidity was also stretched because of the bank’s growing and deliberate reliance on short-term
wholesale funding in order to maximise short-term profitability.® A high proportion of wholesale short-term funding
was overnight funding.® This reflected a general belief at the time according to which short-term wholesale funding
was (and would remain) cheap and abundant so that it seemed to make good business sense to maximise profitability
by increasing the maturity mismatch between assets and liabilities.

RBS also held large amounts of hard to value and/or risky exposures in both its banking and trading books.
Between end-2004 and end-2007®, total assets grew at an average annual rate of 24%, with most of the growth
concentrated on riskier exposures such as commercial real estate and unsecured consumer lending in the banking
book, and structured credit and leveraged financing in the trading book.

The acquisition of ABN AMRO, and the way it was financed, deteriorated the bank’s capital and liquidity
positions further and considerably increased the proportion of higher risk exposures that RBS was holding by the end
of 2007. Because of limited due diligence, RBS was unable to assess the quality of ABN AMRO assets, many of which
were also hard to value. These would become illiquid and generate huge losses between 2007 and 2010.® RBS's
decision to finance the acquisition mostly through short-term debt issuance further strained the bank’s financial
position.@ The size of the consolidated balance sheet doubled,® and leverage increased considerably. Reliance on
wholesale short-term funding also grew by about 15% between September and December 2007.

@ The FSA board report estimated that at end-2007, the average common equity Tier 1 ratio (or “core Tier 1") of RBS's peers stood at 5.7%
against 1.97% for RBS. Peers included Barclays, HSBC, HBOS, Lloyds TSB and Standard Chartered. @ At end-2006, RBS published a total
capital ratio of 11.7% compared to an 8% minimum requirement and a Tier 1 ratio of 7.5% against a 4% minimum requirement. ® The
funding gap, that is the gap between assets and the amount of retail customer deposits, was the amount that needed to be funded by
wholesale sources. It had already reached £500bn by end-2006 at a time when RBS's total assets were about £871bn. @ For example, on
11 September 2007, 70% of the funding gap was funded by overnight wholesale funding. ® Excluding the impact of the ABN AMRO
acquisition. ® RBS exposures to collateralised debt obligations, collateralised loan obligations and other asset-backed securities more
than doubled as a result of the acquisition. The acquisition also increased the UK bank's exposures to credit derivative product companies
and conduits, most of which (80%) had originally been held by ABN AMRO. Losses posted between 2007 and 2010, arising from credit trading
and the banking book would exceed £50bn, with another £30bn attributable to goodwill write-offs. @ RBS funded its share of the
acquisition with some equity (16% of the total) but mostly through debt (£22.6bn — 84% of the total). Over half of this debt had a maturity of
less than a year. As of 31st December 2007, RBS's total balance sheet had more than doubled when compared to end-2006, reaching
£1,900bn.

Sources: RBS (2006) and FSA (2011).
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Supervisory definition of non-sustainable business models

13.

While there is no internationally agreed definition of a non-sustainable business model,

some supervisory frameworks include criteria that can be used to support such a determination. In
some jurisdictions, supervisory manuals provide guidance to support the identification of non-sustainable
business models (Box 3). In addition, some supervisory authorities highlight specific sources of business
risks in their supervisory guidelines, especially when these are considered particularly relevant in their
jurisdiction."”

Box 3

European Banking Authority (EBA) considerations for assigning a business model and
strategy score

The EBA guidelines for the supervisory review and evaluation process (SREP) includes considerations that are designed
to help supervisors to determine whether and to what extent a bank’s business model and strategy may constitute a
risk to the viability of the institution. The following elements, for example, are associated with banks with a high level
of business risk:

very weak and highly unstable returns;

reliance upon an unacceptable high-risk appetite or an inadequate funding structure to generate
appropriate returns;

extreme asset concentrations or unsustainably concentrated sources of income;

very poor competitive position for products/services in its chosen markets and involvement in business lines
that have — at best — limited prospects, and strategic plans are very unlikely to address the situation;

financial forecasts drawn up on the basis of very unrealistic assumptions about the future business
environment; and

strategic plans are not plausible given the current business model and management execution capabilities.

Source: EBA (2014).

Over the years, several banks with unsustainable business models have been classified by the CBR as “weak banks” and were
subsequently closed. In many of these cases, the main reason was that banks had highly concentrated exposures either to their
shareholders or to firms controlled by their shareholders. Accordingly, the CBR amended its supervisory guidelines to include
descriptions of so called "captive” business models, with some of these being considered unsustainable.

Supervisory practices for assessing the sustainability of banks’ business models



Section 3 — Key objectives of BMAs

14. Most surveyed authorities carry out BMAs to assess whether banks’ profitability is
sustainable over the medium term. In particular, authorities conducting BMA seek to better understand
the profitability drivers of a specific bank or banking group. In doing so, authorities aim to identify the key
vulnerabilities of an institution’s business model. Additional objectives include developing an
understanding about the ability of banks to adjust, adapt and more generally change their business models
as circumstances evolve; assessing the consistency of their strategy, risk appetite, governance, internal
controls and resource allocation. Another objective is to prevent banks with weak profitability resorting to
excessive risk-taking behaviours.®

15. As a key component of the SRP in most surveyed jurisdictions, BMA complements the
overall assessment of a bank’s governance and risk management, but approaches differ in relation
to the weight given to BMA. In some jurisdictions, business model risk (or business risk) is reviewed on
a standalone basis, across the whole bank. Such a separate assessment enhances the importance of this
component by singling out its contribution to the process of assigning a supervisory rating to a specific
bank.™ This component typically involves an assessment of the sustainability of an entity’s business model
and includes an evaluation of aspects related to the bank’s strategy, risk appetite and ability to respond
to changing circumstances. In this assessment, supervisors also consider the market and business
environments in which the bank operates. They assess whether its profitability is sufficient to generate an
adequate return on capital and whether it is sufficiently stable to ensure the bank’s future as a going
concern. In other jurisdictions, business risk is not a standalone component of the SRP. Rather, it is
reviewed for each of the bank’s business lines, with BMA being used as an additional tool to assess the
consistency of the bank's strategy, risk appetite, risk management, governance capabilities and
resources.?°

16. Understanding how banks generate profits is one of the core objectives of a BMA.
Accordingly, for many authorities, a BMA's starting point is to review historical information about sources
of income, operating costs and their allocations, and economic capital allocations across the banking
group as a whole, as well as for each of its main business units and business lines. This also includes
analysing the break down and allocation of income and costs by types (eg interest income, fees and
commissions, trading income, impairment costs, funding costs and administrative costs) and by products
and services (eg deposits, payments and mortgages). That, in turn, implies that banks should have IT
systems that are sufficiently flexible and robust?' to provide the necessary breakdowns and allocations to
enable supervisory authorities to conduct an in-depth BMA.

8 Weak banks may be tempted to adopt excessive risk-taking behaviours as part of “gambling for resurrection” strategies, at the
risk of fatally compromising their financial position and putting their customers’ deposits at risk.

' For example, business model assessment is the first of the four key elements of the SREP that is carried out by the SSM in the
participating EU Member States. The three other components include an assessment of governance and risk management
arrangements (internal governance), an assessment of whether the bank’s capital is adequate to its risks (risks to capital) and
an assessment of whether its liquidity is adequate to the liquidity and funding risks that it is running (risks to liquidity). Brazil is
also an example of a jurisdiction in which business model risk is reviewed bank-wide and on its own.

20 In Singapore, for example, MAS uses the Comprehensive Risk Assessment Framework and Techniques (CRAFT) to assess the
risks arising from the business model and strategy of individual financial institutions. Under this approach, business risk is
assessed as part of the material activities undertaken by financial institutions and is an important input for supervisors to better
understand the risks a bank is exposed to and the adequacy of its risk management capabilities. For example, by evaluating
the earnings component in CRAFT, BMA contributes to supervisors' assessments about the sustainability and quality of an
institution’s earnings, as well as to whether they are aligned with the strategic direction of the institution.

A ECB (2018) identified the ability of banks to break down costs and revenues by business line or distribution channel as a key
area for improvements. In the same year, the BCBS also identified the need for large international banks to significantly improve
their risk aggregation and risk reporting abilities as part of its progress report on the subject (BCBS (2018)).
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17. When analysing the sustainability of banks’ profits, supervisors are interested in their
absolute levels, recurrence and stability over time. For example, income generated by one-off, non-
recurring events are often expunged from relevant indicators. More generally, supervisors tend to assess
regular and stable sources of income more positively than volatile income streams such as those from
higher-risk markets or lending activities (eg high-yield bonds and leveraged lending) even when income
from such sources may be significantly higher under favourable (but unstable) market conditions. The
degree to which the sources of income and the sources of funding?? are diversified is also a relevant
consideration? as well as the extent to which the bank’s profits are consistent with its strategy, risk profile
and risk appetite.*

18. The sustainability of a business model also refers to its ability to generate returns that are
high enough to ensure that the bank remains a going concern. Overall, returns will be deemed
“acceptable” by a supervisor, if — in addition to being stable and recurrent — they exceed the bank’s funding
costs, its operating costs and the cost of risk, while also delivering distributable income that is deemed
sufficient by shareholders to compensate their investments. In addition, returns would have to be large
enough to ensure sufficient internal capital generation that is compatible with the bank’s growth strategy
and risk appetite. Moreover, the excess (or profit) must, in principle and at a minimum, be sufficient to
cover the bank’s cost of capital — meaning that the level of return on equity (ROE) must be sufficient to
ensure the business model’s sustainability.?

19. Assessing the sustainability of a large and complex bank’s business model implies
analysing the business mix of the entity or group as a whole, including its ability to generate
sufficiently well diversified returns. Large banks and international banking groups often have complex
business models comprised of several business lines and can also operate in multiple jurisdictions. Some
business lines may have volatile or cyclical income such as trading activities or mergers and acquisitions.
Meanwhile, others may be highly complex and/or involve higher risks such as structured products,
derivatives, leveraged lending and project financing.

20. Assessing sustainability also means reviewing the bank’s growth strategy. Strategies with
very ambitious growth targets in certain market segments typically raise sustainability concerns. This is
particularly the case when the planned growth rates exceed those of peers and/or those forecasted for
the market segment as a whole. This is because such a rapid expansion often implies accepting higher
levels of risk than those that market peers are prepared to take or moving into new risk areas with which

22 For example, supervisors tend to view core deposits received from retail and small businesses more favourably than market-

based and more volatile funding received from large institutional investors because the former generally provide banks with
more stable funding than the latter.

3 A related consideration is exemplified by EBA (2014), which sets expectations for supervisors to assess concentrations in

incomes related to customers, sectors and geographies.

2 MAS, for example, assesses the sustainability and quality of an institution’s earnings, as well as whether earnings are sufficient

to support the operations and meet capital and provision needs. In conducting this assessment, MAS applies a combination of
qualitative and quantitative information. This includes an assessment of multiple indicators, analyses of the contribution of
income by business segments and geographies, evaluation of a bank's reliance on non-recurring earnings sources (eg one-off
gains) and peer-group analyses. For further details, see MAS (2015).

% (CBB's assessment of banks’ earnings, which feeds into the BMA, considers three dimensions: sufficiency, quality and

sustainability. Sufficiency of earnings is primarily concerned with the banks’ ability to generate a level of net income which is
commensurate with its risk profile and growth strategy. Quality of earnings is evaluated based on the sources of income, the
diversification of such sources, consistency with the bank’s business model and strategy, and the recurrency of the various
income streams. Lastly, sustainability involves an assessment of whether the firm has sufficient and adequate resources and
capabilities to ensure that current profits can be sustained in the medium term.

10 Supervisory practices for assessing the sustainability of banks’ business models



the bank may not be familiar. In many cases, strategies that aim to increase volumes are accompanied by
lower underwriting practices in order to rapidly gain market share and increase profitability.2®

21. An additional consideration when assessing the sustainability of a bank’s busines model is
the adequacy of its resources to implement its planned strategy. Supervisors typically place much
emphasis on assessing whether the quality and effectiveness of a bank’s risk management and internal
controls are consistent with its risk appetite and overall strategy. In particular, supervisory authorities
assess the sufficiency of the bank’s resources for each of its main business lines and, more generally, the
adequacy of the bank’s execution capabilities and its ability to implement the desired strategy in a safe
and sound way.?” In addition, considerable attention is given to the adequacy of the bank’s management
information system (MIS), including its information technology and systems, and the adequacy and quality
of its control functions, including staffing, technical expertise and seniority, and recognition within the
institution.?

22. BMAs conducted by most surveyed supervisors also include the need to ensure that banks’
business models adapt to changes in their operating environment. Ensuring that business models are
adapted to changes that affect their environment assumes the ability to identify the main factors of change
and assess their impacts on business models. The ongoing competition from big tech and fintech firms2°
and potential changes in the interest rate environment,® as well as climate change and the associated
financial risks3' are key developments currently affecting banks' operating environment. These
developments underscore the relevance of BMA at the current juncture.

% For instance, a key component of the CBB's BMA is the assessment of a firm's strategy. This includes assessing and
understanding at a minimum, five elements relating to the firm's strategy: (1) strategic objectives of the firm (eg increasing
market share in mortgage lending by five percentage points in three years); (2) strategic initiatives planned or underway (eg
launch of new services); (3) essential conditions for the successful implementation of the firm's strategies (eg hiring of staff with
specialised skills); (4) competitive strengths (eg provision of high-quality services to customers) and weaknesses (eg
concentrated and unstable funding structure) of the firm's business model; and (5) opportunities (eg new regulation facilitating
the provision of new services) and threats (eg new players entering the firm’s market) to the firm'’s strategy.

27 For instance, the Hong Kong Monetary Authority (HKMA) reviews resources related to capital, funding, staffing, operation
systems, communication channels, delivery networks and managerial resources and capabilities when assessing the
sustainability of banks' strategic decisions. For further details, see HKMA (2017).

8 One of the essential criteria of CP 15 specifies that “the supervisor determines that banks have information systems that are
adequate (both under normal circumstances and in periods of stress) for measuring, assessing and reporting on the size,
composition and quality of exposures on a bank-wide basis across all risk types, products and counterparties. The supervisor
also determines that these reports reflect the bank’s risk profile and capital and liquidity needs, and are provided on a timely
basis to the bank’s board and senior management in a form suitable for their use (BCBS (2012)). The BCBS' Principles for effective
risk data aggregation and risk reporting contain even more detailed and specific expectations regarding the capabilities of
banks’ IT systems (BCBS (2013)).

2 See Crisanto et al (2021) for a discussion about the comparative advantages of big techs firms.

30 See Bubeck et al (2020) for a discussion about the impact of negative monetary policy rates and banks’ risk-taking behaviour.

3 See BCBS (2021a).
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Box 4

Single Supervisory Mechanism (SSM) thematic review on profitability and business
models

In 2016, the SSM launched a thematic review aimed at assessing banks’ profitability drivers and the sustainability of
their business models. The objectives of the review were to (i) provide tools for supervisors to conduct consistent BMA
for individual banks; (ii) assess banks’ ability to steer their business models; (iii) identify potential impacts of weak
profitability on banks’ risk-taking behaviours; and (iv) enhance the ability of supervisors to carry out horizontal
analyses. The review was based on specific guidance developed to ensure thorough, consistent and homogeneous
assessments across banks.

For banks participating in this exercise, the scope of the review included assessments of the sustainability
of their net income, their governance arrangements to steer profitability and their ability to deliver/execute their
strategies. This included analysing the composition of banks’ income and cost by business lines, and how it would
evolve over time, as well as assessing the consistency of the strategy, governance and risk appetite of banks. It also
entailed conducting a profitability forecast exercise on the basis of the banks’ own forecasts using selected profitability
indicators on a three-year time horizon. Direct interactions with supervised institutions were a crucial component of
the review and allowed for in-depth assessments of some aspects of banks' business models, such as banks’
understanding of their cost structures and pricing frameworks.

The thematic review reached four main conclusions. First, the profitability and the sustainability over the
medium term of several banks’ business models that operate in the European banking union were still questionable
and/or uncertain as a result of high non-performing loan levels, competitive pressures and the impact of the low
interest rate environment on their respective incomes. Second, levels of profitability varied significantly across banks,
with more cost-efficient and more diversified banks generally faring better than their peers. Third, some banks
struggled when attempting to adjust their business models to increase their profitability and reach their long-term
profitability objectives. Lastly, banks with a better internal setup to steer profitability were able to generate higher
returns over the last few years.

The outcomes of individual reviews were communicated to each bank through dedicated meetings in which
identified weaknesses and challenges were discussed. Conclusions and recommendations were sent to the institutions
in follow-up letters enclosing risk-mitigation programmes in some cases. The outcomes of the thematic review also
contributed to the business risk assessment of each bank as part of its subsequent SREP and led to deep-dives and
on-site inspections where further investigation was needed or in order to assess progress made in implementing the
risk-mitigation programmes.

Source: ECB (2018).

Section 4 — Processes and procedures

Internal organisation

23. Different organisational approaches are used to conduct BMAs. For systemically important
banks (SIBs), the most common approach is to have the supervisory team dedicated to the supervision of
a specific financial institution conduct its BMA with the support of supervisory units with specialised skills
in assessing specific business lines, products or services.3? A different approach, which underscores the
importance of BMA, is to have a specialised team responsible for coordinating the work related to BMA
for the whole financial authority.® For smaller and less complex financial institutions, a more horizontal

32 This includes, for example, teams with relevant skills to analyse strategies related to underwriting practices and/or trading
activities such as origination of securitisation transactions and/or derivatives trading.

3 This is the approach used by the UK PRA, for example.
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approach is typically used whereby teams analyse, compare and contrast groups of firms with similar
business models (eg financial cooperatives, payment service providers and securities brokers) before
identifying the most vulnerable outliers. This approach is predicated on the ability of supervisors to define
groups of financial institutions with sufficiently homogeneous characteristics.34

Collecting information

24. Supervisors rely on both quantitative and qualitative information to conduct BMA. This
includes information collected from banks' financial reports and business plans, supervisory reports as well
as dialogues with banks’ board members, senior management, business heads, control and risk
management functions, and internal and external auditors. These conversations are particularly useful for
supervisors to understand the bank’s strategy, its own forecasts, the underlying assumptions and their
plausibility. They may also inform supervisors about how agile the bank may be and how fast it can react
and adjust its strategy to rapid changes in its financial and economic environments. Moreover, they may
provide insights about opportunities, as well as threats and vulnerabilities, that banks believe they may
face in the foreseeable future. They may also inform supervisors about the bank’s perception of its
strengths and weaknesses relative to its peers.®®

Box 5
Central Bank of Brazil (CBB) approach to peer group analysis

In addition to assessing the sustainability of business models for individual firms, the CBB regularly applies business
model analyses to clusters of financial institutions, that is groups of firms that have some similar characteristics. In
order to do so, the CBB has developed a process to group banks into peer groups according to their activities.

This automated process is based on a set of indicators defined by the supervisory authority and relies on
comprehensive and granular data available to the CBB. This includes information coming from financial statements
and supervisory reports as well as granular data on loans obtained from a credit bureau. Supervisory judgment is
applied at the end of this process to ensure that all relevant qualitative information is also taken into account when
assigning a bank to a specific cluster. One implication is that the classification delivered by the automated system may
be modified through such judgment.

By the end of this process, which is conducted twice a year, each one of the approximately 140 banks
operating in Brazil is assigned to a cluster. This includes, for example, a cluster consisting of firms whose business
model is predominantly focused on lending to individuals and small and medium-sized enterprises; or a group of
financial institutions whose investment banking activities represent their main business line.

Once clusters are formed, the CBB conducts several types of analyses including backward- and forward-
looking assessments of the profitability for each of these groups. Tailored stress test exercises for specific groups of
banks and peer groups are another type of assessments. Findings from these analyses are brought to the attention of
the Financial Stability Committee if sectoral risks are considered to be material enough to affect the stability of the
financial system. Such analyses may also feed into the overall SRP and may provide additional insights for supervisors
assessing the sustainability of business models at the firm level, especially for the outliers identified in this process.
Accordingly, the outcomes of these exercises provide an additional input when defining the scope and intensity of
the supervision of specific banks.

34 See boxes 5 and 9 for examples of such an approach.

3 See EBA (2014), for an example of sources of quantitative and qualitative information used to conduct BMA.
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Conducting analyses

25. The frequency and sophistication of BMAs are typically related to the systemic
importance3® of the supervised firm. BMA is usually carried out at least annually for systemically
important banks (SIBs) in the context of the SRP.3” In addition, a BMA is typically updated when a business
model is subject to any significant change. These may be caused, for example, by changes in the bank’s
strategy, mergers and acquisitions and/or the restructuring or sale(s) of one (or several) significant
business line(s) or subsidiary(ies), whether in terms of volumes or in terms of revenues. In contrast, given
resource constraints, surveyed authorities typically conduct BMAs on a less frequent basis for smaller and
non-systemic financial institutions, using a streamlined version of the framework that is used for SIBs. This
may involve more reliance on quantitative tools and automated processes to detect vulnerabilities, and
carrying out analyses for clusters of financial institutions sharing some similar characteristics rather than
assessing the individual business models and business lines for each firm or group in detail.

26. In conducting BMAs, authorities use methods that combine qualitative and quantitative
tools with expert judgment. Tools include different levels of analysis. This may start with cluster analysis
where performances of similar business lines belonging to individual banks are compared and contrasted
as much as possible. Stress tests based on multiple scenarios and sensitivity tests to assess how sensitive
banks’ profits may be to changes in external factors, such as changes in interest rates and/or in funding
costs, constitute another set of tools. These analyses often involve breaking down the bank’s revenues,
costs and impairment provisions by lines of business or by significant entities and/or geographical areas.
It also often involves comparing a given bank’s performance with that of its peers in the specific line of
business or area.

27. Sophisticated profitability forecasts3® under different scenarios can also be used under
BMAs. The starting point is typically to assess the historical data about profitability, including the
breakdown of income streams and costs, how it has evolved in recent years and to identify any underlying
trends. A similar approach is usually carried out for the most relevant assets and liabilities at group level
and may also include separate evaluations for relevant business units and subsidiaries. However, this
approach would often not reflect changes that might be taking place in the business and economic
environments in which the firm operates.

28. Most authorities consider a range of scenarios when conducting BMAs. The baseline
scenario generally assumes no significant changes to the operating environment, strategy or business mix
of the firm being assessed during the time horizon of the exercise. Building upon this initial scenario,
authorities model what would happen to the firm's future profitability and its main components should
material changes take place. For instance, one of the main applications of BMA currently for several
surveyed authorities, standard setters and other organisations is assessing the impact of the ongoing
digitalisation of finance and the entry of fintech and big tech firms into the market on incumbent banks’
business lines — more specifically on their safety and soundness.3° Other scenarios considered by surveyed
authorities include a low for longer interest rate environment; a premature unwinding of the pandemic-

% For example, the PRA adopts different approaches depending on the risks to financial stability posed by a specific institution.
In general, BMAs for all firms would include an assessment of the main sources of income and how they are generated. For
firms posing a greater risk to the stability of the financial system, this evaluation also includes an assessment of profitability
drivers, profitability forecasts, performance targets and underlying assumptions.

37 For example, CBB conducts BMA for all SIBs at least on an annual basis as part of its SRP. For non-systemic banks, the duration
of the supervisory cycle is two or three years, depending the size of the firm.

% For example, one of the main components under ECB (2018) was a profitability forecast exercise, consisting of collecting,

benchmarking and analysing banks’ forecasts of their main profitability indicators over the next three years. Since the thematic
review, this exercise has become a regular activity, which is conducted annually and with its results feeding into the overall
SREP assessment.

3 See, for example, ECB (2018), CGFS (2018) and FSB (2019).
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related support measures with material impacts on banks’ non-performing loans; and a transition to a
lower carbon economy.“0

29. Existing scenario analysis and stress testing tools may be adapted to make BMAs more
forward looking. In some cases, models similar to those developed for stress testing purposes but with
longer time horizons are used to estimate the future profitability of individual business lines under a range
of plausible scenarios, including a baseline scenario and a number of unfavourable scenarios. However,
extending time horizons beyond the three to five years that are traditionally used in regulatory stress
testing exercises raises issues as profitability estimates become more uncertain and increasingly driven by
the assumptions made under each scenario.

30. A related issue is the increasing need to integrate climate-related risks in BMAs in order to
assess their potential impacts on business lines. Scenario analysis and stress testing techniques are
beginning to be extended to climate-related risks to evaluate the effects of severe but plausible climate
scenarios on business lines." However, these techniques are still largely under development with exercises
being refined and improved. In practice, banks focus their climate scenario analysis on specific types of
exposures, typically those that are the most vulnerable to climate change. While these may vary across
banks, most early efforts focus on credit risk, and on real estate and corporate exposures in particular.*?

Ensuring quality and consistency of assessments

31. While BMA has the potential to make supervision more effective, its practical
implementation gives rise to multiple challenges. Identifying an unsustainable business model at an
early stage, when the firm has not breached any limits — in particular, when supervisors consider that it has
adequate amounts of capital and liquidity — is a task that that presents significant challenges. Applying
expert judgment based on qualitative and quantitative information to assess whether the firm's existing
business model is capable of generating strong and stable returns in the coming years, commensurate
with its risk profile, while considering potential developments that may affect the business environment
where the firm operates, is indeed both complicated and somewhat subjective. It involves experience and
expertise, but also assumptions and personal judgement, often with little tangible evidence to support
them. In other words, BMA, to a large degree, and possibly larger than for other components of the
supervisory framework, relies substantially on supervisory judgment.

32. Most supervisory processes have measures in place to ensure a minimum level of quality
and consistency across supervisory assessments. The overarching objective is to guarantee a minimum
level of consistency across the methods used and between supervisory findings in order to allow for
comparability and to facilitate peer group analyses. This includes having a group of senior and highly
experienced staff members performing quality control reviews of business model assessments before
these are communicated to financial institutions. In practice, this may take the form of a panel where
individual supervisors present the conclusions of their assessment of the sustainability of a specific
business model and the proposed rating associated with this assessment to a college of senior experienced
supervisors. The college then discusses the draft conclusions and may challenge them. Confirmation of
the final BMA rating is usually done by a joint team of supervisors or by a senior supervisory staff member.

40 Drawing on three recent stress tests for climate risk, Baudino and Svoronos (2021) also argue that the outcome of these

exercises may be a relevant input for supervisors in their discussions with firms about the sustainability of their business models.
4“1 The NGFS has developed climate scenarios with the aim of providing a common reference framework for central banks and

supervisors. See in particular NGFS (2021a,b).
42 See BCBS (2021b) for further information.
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33. Most authorities have also developed comprehensive supervisory manuals to ensure that
individual supervisors follow a consistent approach. These supervisory manuals typically include
questions supervisors should answer when conducting BMAs, minimum information they should collect

to

inform their assessment and quantitative indicators supervisors are expected to analyse.

Box 6
Prudential Regulation Authority (PRA) supervisory guidance

In conducting a BMA, PRA supervisors are expected to use expert judgment and relevant information to form an
opinion on the medium-term sustainability of a firm’s business. In order to provide guidance and ensure consistency,
PRA has developed internal guidelines for supervisors of non-systemic banks, which outline the questions supervisors
should aim to answer when conducting a BMA for a specific firm. These include the following.

First, supervisors must understand the drivers of a bank’s profitability. This includes having a clear
understanding about (1) the key drivers for the bank’s net interest margin and its main components (eg funding costs
and interest income); (2) whether and to what extent other sources of income contribute more to the bank’s
profitability than the net interest margin; and (3) events that could impact profitability in the future either on a
transitory or permanent basis.

Second, supervisors must assess how agile the firm is when reacting to changes in its economic and business
environment. This includes analysing the firm’s maturity profile of assets and liabilities; hedging strategies; funding
structure (including volumes and the types of funding the firm would have access to under stress); and the
composition, risk, return and risk diversification of the loan portfolio.

Third, supervisors are also expected to assess whether discrete changes in the firm's risk profile — for
instance, when acquiring a subsidiary or developing a new business line — are aligned and fit with its overall strategy.
This implies, for example, understanding whether the strategic goals set by the firm (eg direction, target balance sheet
size, capital and liquidity positions) indicate a change in its risk appetite from the current position. It also involves
assessing whether the bank has adequate resources to manage the risks and vulnerabilities that may arise from its
change in strategy.

34, While supervisory judgment is a key component of BMA, clear and objective criteria and

robust processes can limit the risk of arbitrary and unfounded conclusions. This may be achieved by
setting minimum requirements — in internal supervisory manuals or published supervisory guidance — that
a bank must meet in order to be able to obtain a predefined assessment grade or rating for its business
model. In addition, the quantitative parts of the BMA framework could be automated and that may
enhance the assignment process of the BMA rating in terms of integrity and quality control. Areas where
process integrity and quality control may be enhanced include, for instance, financial ratios calculations
and their comparison with predefined thresholds. Similarly, automation may allow the introduction of
automatic backstops and alerts within the BMA process that can limit the scope for arbitrary and unjustified
judgments.
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Box 7
CBR supervisory standard for BMA®

The CBR's supervisory standard for BMA requires supervisors to assign a rating for banks’ business risk, from one (low
risk) to four (high risk). This process involves three main steps, and all of them include objective criteria and controls
to ensure consistency and comparability of the outcomes and the integrity of the process.

The first step is completely quantitative and fully automated. In this step, multiple financial indicators (eg
on asset quality, profitability, capital and liquidity adequacy, and funding structure) are calculated for each bank and
compared against predefined parameters. As a result, each individual indicator receives a rating of its own. These
individual ratings are then combined to give rise to the overall rating of the firm for step one. The table below provides
examples of the predefined parameters used to define the ratings for specific indicators.

Business risk ratings Table 1
Rating
Financial indicator (%)
1 2 3 4
Return on equity >15 <15and 210 <10 and 20 <0
Net interest margin >4 <4 and 23 <3 and 22 <2
Cost-to-income ratio <50 >50 and <65 65 and <80 >80

The second step is qualitative in nature and is based on a questionnaire for supervisors about various aspects
of the bank’s business model and strategy. This includes, for example, assessing and assigning a rating for the
following items: the firm’s market share, competitive advantages, business perspectives and business plans as well as
the adequacy of its resources, its exposures to related parties (“captivity”) and the transparency of its ownership
structure.

The objective of this step is to assess and ultimately assign a rating to each of these items. In doing so,
supervisors need to observe a set of predefined conditions associated with each rating for each item. For example,
when assessing the bank’s market share, a supervisor would assign a rating of one (ie low risk), in principle, only if the
conclusion was that the firm had a strong market position versus its competitors in main bank’s business segments
(in terms of key-products, regions, client segments) and also had pricing power for key products and services in these
segments. That said, in practice, supervisors can exercise discretion and assign a rating of one in this step even if not
all these conditions were met. In this case, however, such deviations would have to be duly justified and documented.

In the final step, supervisors combine the information collected in the first two steps to determine the final
business risk rating for the firm. While there is room for discretion, the final rating would need to be consistent with
the ratings assigned in previous steps. In addition, the framework includes backstops to limit supervisory discretion
and ensure that the ratings associated with lower business risk (ie ratings one and two) are not assigned to firms that
present relevant deficiencies in their business model. For example, a bank that has posted losses in more than six
quarters over a period of two years would not be entitled to receive such ratings.

@ The access of the Central Bank of the Russian Federation to all BIS services, meetings and other BIS activities has been suspended.

Integrating BMA into the supervisory review process

35. The approach used to integrate BMA into the overall SRP varies across jurisdictions. For

some jurisdictions, business risk is an explicit and separate component of the SRP, with conclusions arising
from the BMA feeding into the overall assessment. When this is the case, the assessment of the bank's
business model sustainability is typically expressed as a score, which, when combined with the scores of
the other SRP components, produces the bank’s overall rating. In this context, a firm with a low BMA rating

Supervisory practices for assessing the sustainability of banks’ business models 17



is unlikely to receive a high overall rating. In other cases, business risk is not a standalone component and
business model sustainability considerations affect several dimensions of the SRP, such as assessments
related to governance, and to risk management more broadly, but also assessments related to income
and profitability of specific business lines.*

Box 8
SSM framework for business model assessment

BMA is one of the four components of the SSM’s SREP. The SREP assessment of an institution’s business model is
currently split into two components: (i) business model viability, and (ii) business model sustainability. Business model
viability relates to the bank’s ability to generate acceptable returns from a supervisory perspective over the next 12
months given its quantitative performance, key success drivers and dependencies, and business environment. Business
model sustainability refers to the ability of an institution to generate acceptable returns from a supervisory perspective
over a period of three years and through a full business and economic cycle.

The business model assessment is conducted through a specific risk assessment system, which is fed with
periodic reporting. Other relevant sources of information include ad hoc information obtained by the respective
supervisory teams from various sources, such as managerial information and financial reports, the institution’s
strategic plans with forecasts and underlying assumptions, external audit reports, reports on the environment in which
the bank operates and inputs stemming from on-site inspections and deep-dive analyses.

In conducting a BMA, SSM supervisors follow three main steps.

Step one assesses the relative importance of a bank’s business areas (eg business lines, product lines and
geographies), using metrics such as the contribution of the business area to overall revenues and costs, share of assets
and market position. As part of this step, the main activities of the institution or banking group are reviewed to identify
which of them could threaten the institution’s viability and sustainability. Assigning institutions to peer groups on the
basis of their product/business lines is also part of this first step.

As part of step two, the institution is assigned a score ranging from one (low risk) to four (high risk) based
on profitability and efficiency indicators (eg return on assets and cost to income ratio). This is based on scores ranging
from one to four that are assigned to each of these indicators according to predefined thresholds. Indicators are
calculated based on regulatory reporting for availability and consistency reasons. The relevance of the indicators and
the thresholds used are monitored on a regular basis and updated as needed.

Finally, in step three, supervisors analyse the sustainability of the institution’s business model over the
medium term and over-the-cycle. As part of this step, quantitative and qualitative information coming from a wide
range of sources is used to assess the respective vulnerabilities of different business models. This includes analysing
the main exogenous factors that influence the success of the business model (eg changes in the monetary policy
stance) as well as institutions’ strategic and financial plans, including the plausibility of the assumptions that underpin
their business strategies. This phase ends with the overall assessment of an institution’s business model risk. Step
three can lead to an adjustment of the step two score by plus two/minus one notches.

In this context, an overall score of one would be assigned to a bank if the supervisory view after the
conclusion of this process was that the bank’s business model and strategy pose little or no risk to its viability or
sustainability. This would be the case if several conditions were met, including, for example, the supervisor concluding
that the bank "generates strong and stable returns, which are acceptable given its risk appetite and funding structure”,
“"has a strong competitive position in its chosen markets and a strategy likely to reinforce this” and its “strategic plans
are appropriate given the current business model and management execution capabilities”.

Sources: EBA (2018) and ECB (2021).

4 In 2021, CBB revised its SRP with a view to making it more forward-looking by giving BMA a more prominent role. In the
previous framework, BMA was considered through the components of the SRP. These included supervisory assessments in
relation to banks’ strategy, earnings and capital planning. In contrast, under the new framework, BMA has become a standalone
component of the SRP, which includes supervisory considerations related to the very same components. In this new framework,
the rating associated with BMA accounts for 40% of the overall rating of the financial institution.
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Section 5 — Supervisory responses

36. Clear communication with supervised entities is particularly important in the context of
BMA frameworks. This is because of the need for supervisors to assess banks’ business models to help
ensure their safety and soundness while avoiding any second-guessing of the business decisions taken by
the senior management or the board. Supervisors typically hold meetings with the bank’s senior
management on a quarterly basis in line with public disclosures of quarterly results, or even more
frequently for some of the larger institutions. On those occasions, authorities may inform firms about their
assessment and disclose their supervisory forecasts, their assumptions and the scenarios they may have
used as part of their BMA. This step, which promotes transparency and accountability, is also considered
an opportunity for the institution being evaluated to better understand supervisory expectations. Banks
typically use this opportunity to discuss supervisory conclusions and provide further information
supporting their views about the sustainability of their business model.

37. Supervisors often use moral suasion to express their concerns and to encourage banks to
address deficiencies identified in the course of the SRP. In practice, BMA findings are not standalone
and are often presented to the banks as part of their global SRP assessment. As a result, in some
jurisdictions, the supervisory communication and actions taken regarding a bank may largely depend upon
the overall SRP assessment and the composite supervisory rating. Moral suasion is often the preferred
approach by supervisors, particularly when risks are not yet considered material because they have been
detected at an early stage. While these recommendations are not legally binding in the sense that
institutions do not expose themselves to penalties or sanctions if they fail to comply with them, supervised
entities are expected to respond to them by both commenting on the findings and reporting, often within
a pre-determined and mandatory timeframe, any actions aimed at addressing the shortcomings identified
by the supervisor.

38. However, when moral suasion is not enough and supervisory expectations are not satisfied,
supervisors may impose corrective measures. The intensity of the measures depends on the severity of
the shortcomings identified and whether, and to what extent, prudential or operational requirements may
have been breached or not. This typically includes tools ranging from additional reporting requirements,
to fact-finding on-site inspections and follow-up letters, to more stringent measures such as sanctions and
constraints on activities.*

39. The degree to which the bank responds to, and addresses in a satisfactory manner, the
supervisory concerns regarding the sustainability of its business model forms the main basis for
determining if a further escalation of supervisory activity is warranted. If, for example, the bank's
response is considered unsatisfactory or the bank is considered to be uncooperative, then supervisors
would have sufficient grounds to request that it develops and implements a remedial plan to address the
deficiencies identified.*> Actions in those plans would generally aim to promote enhancements in the firm’s
risk management capabilities and/or in its governance practices.*® The financial authority, in turn, will
discuss the plausibility of the proposed actions and/or require further actions if necessary.

4 See Figure 1in BCBS (2015) for a list of discretionary supervisory measures that can be imposed to address banks’ weaknesses.

4 The prompt corrective framework in Peru, for example, includes uncooperativeness as a potential trigger for supervisory actions.

See Svoronos (2018) for further details.
4 In addition to remedial plans, CBR has, for instance, the power to require non-systemic banks to produce recovery plans

(systemic banks are required to produce recovery plans on a regular basis) whenever business risk is deemed significant.
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40. More severe supervisory actions may be applied where serious deficiencies have been
identified. For example, a high level of business risk may translate into additional capital requirements, in
addition to other requirements, to reinforce its risk management and reduce its risk-taking. This will be
the case in particular in those jurisdictions where the SRP gives rise to Pillar 2 capital add-ons in the form
of additional minimum or buffer requirements.*” Moreover, some supervisors have powers to limit risk-
taking, including by imposing restrictions on certain activities that the bank may perform, or by imposing
an overall cap on the size of the bank’s balance sheet as well as to determine the sale of specific assets,
busines lines or subsidiaries.®® These measures, however, are perceived as extreme and are generally
limited to situations in which there is a material threat to supervisory objectives or, more generally, to the
institution’s safety and soundness. Additionally, less intrusive, less public and less severe actions (eg moral
suasion) must also have proved to be unfruitful and the financial authority believes that the firm will not
take appropriate remedial actions on its own.

41. In practice, some supervisors prefer not to take supervisory actions against banks with
unsustainable business models when such banks still fully comply with all regulations and
standards. This approach is driven, at least in part, by concerns that supervisory actions in response to
vulnerabilities in bank's business models may be perceived as a direct involvement of the financial
authority in the day-to-day business of the firm and in its strategic decision-making process. In other
words, by steering the business of the bank in a specific direction, supervisors could be perceived as
overriding the firm’s board and senior management without due cause and taking over their
responsibilities. This could also give rise to potential liabilities, particularly if the bank were to fail as a
result of such actions (or despite such actions). An additional consideration raised by surveyed authorities
is the difficult task of defining an unsustainable business model in a way that could be used in the context
of an early intervention framework to trigger supervisory actions.

42. In order to overcome these challenges, supervisors often ground their actions on specific
shortcomings identified during the BMA, with these shortcomings justifying their interventions on
the basis of safety and soundness considerations. This can include deficiencies related to poor
governance practices, inadequate risk management, excessive risk concentrations or inconsistencies
between the bank’s strategy and its risk appetite. This is usually the preferred approach by most
supervisors because producing robust evidence of such deficiencies is perceived as more straightforward
than demonstrating that a bank’s business model is not sustainable. In addition, most prudential
frameworks are well equipped to deal with such situations. This is because early intervention regimes in
many jurisdictions often provide supervisors with sufficient grounds to take actions on the basis of
qualitative assessments about the adequacy of the firm’s risk management capabilities and governance
arrangements. Moreover, many of these regimes have been revised since the GFC to allow for and
encourage earlier interventions while supervisory authorities have also become more inclined and more
willing to use their powers at an earlier stage.*°

43. BMA outcomes may also have macroprudential implications. For example, BMA may inform
and support policy decisions seeking to address structural problems in the financial system, such as
overcapacity, lack of profitability and funding limitations in the industry as whole or in specific sectors.*®
Similarly, it may also contribute to the assessment by authorities of the impact of changes in banks’
operating environment including those associated with the digitalisation of finance and the entry of big

47 See Box 8 for an example.

4 For example, in March 2018, the US Federal Reserve imposed an asset cap on Wells Fargo, barring it from growing its balance
sheet until it improved risk management controls.

4 Besides the more quantitative triggers (eg based on capital adequacy ratios), the prompt corrective action framework in the
Philippines integrates rating-based and discretionary triggers, which may be used as the basis to justify early supervisory action.
This includes, for example, a trigger associated with the level of the management component rating. For further details, see
Svoronos (2018).

%0 See Box 4 for an example.
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tech firms into financial services, impacts of climate-related financial risks and changes in the monetary
policy stance. Additionally, supervisory conclusions about higher than usual business risks related to a
particular business model or to specific business lines may provide relevant insights for the development
of new regulation and supervisory guidance regarding specific concerns such as inappropriate credit
underwriting policies.’

Box 9
The new supervisory approach of the Financial Services Agency of Japan (JFSA)

In March 2019, JFSA published a document setting out its new approach to prudential supervision (JESA 2019). This
new approach aims to promote a shift away from a “backward-looking, element-by-element check on compliance
with formal requirements” and to make JFSA’s prudential supervision more agile, more forward-looking and more
able and willing to intervene at an earlier stage.

To achieve this, the new approach puts greater emphasis on the early identification and remediation of
vulnerabilities, so as to allow financial institutions and authorities more options and time to address them. Moreover,
this new approach aims to ensure that firms find their own way to develop a sustainable business model, which
includes having risk management capabilities that are commensurate with the firm’s risk profile as well as being able
to generate sufficient and stable earnings. Accordingly, the assessment of the business model sustainability of banks
has become more focused under JFSA's supervisory approach to prudential supervision.

In this context, BMA is considered particularly useful for assessing the sustainability of regional banks’
business models. This is because many of these banks have relatively simple and similar business models, which allows
for more meaningful peer group analyses as comparisons can be made on a more consistent basis.

One example of the application of BMA under the new supervisory approach, which has become part of the
guidelines for supervising regional banks, is to assess the likelihood of a financial institution breaching the minimum
requirements. In addition to assessing the actual capital adequacy ratios, JFSA also takes into account interest rate risk
in banking books, concentration risk and other risks, including business risk, that may not be sufficiently captured by
the Pillar 1 risk-weighted assets framework. In addition, JFSA takes into consideration information related to the firm's
current and expected earnings in light of the economic environment, demographics — which are particularly relevant
in the context of a rapidly aging population — and the prospects of specific industries to which the firm is exposed.

Whenever there are concerns over medium- to long-term soundness due to low profitability, JFSA puts
measures in place at an early stage even if no major problems are expected to occur in the short term. This includes
increasing the intensity of supervision and establishing a dialogue with the bank to reach a common understanding
on issues relating the low profitability and its causes. Through this process, if warranted, supervisors make
recommendations to the firm to adopt pre-emptive measures and then follow-up on their implementation.

Source: JFSA (2019).

Section 6 — Conclusions

44. BMA is an important component of an effective framework for bank supervision. This is
because BMA supports supervisors' efforts to identify banks’ vulnerabilities at an early stage. It therefore
helps to promote the safety and soundness of banks. A well designed and comprehensive BMA approach
provides supervisors with the basis to understand, analyse and assess the sustainability of a bank’s
business model. BMA also allows supervisors to have a better understanding of the consistency between
banks' strategic decisions, their risk appetite and the resources allocated to their strategies. Lastly, BMA
allows supervisors to assess a bank's ability to adapt to changes in its operating environment. Therefore,
BMA has the potential to enhance supervision and make it more proactive and forward looking.

1 See, for example, ECB (2020).
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45. Granular and good-quality data, adequate data aggregation capabilities, suitable analytical
tools, regular dialogue with the bank and expert judgment are indispensable elements of an
effective BMA framework. An effective BMA is predicated on banks’ ability to produce and aggregate
financial data across the banking group as a whole and for each of its main business units and business
lines. Moreover, in order to make the best use of this data and transform it into relevant supervisory inputs,
supervisors need to develop and use analytical tools including stress tests, peer group assessments,
profitability forecasts and scenario analyses. By combining the outcomes of these tools with qualitative
information such as that obtained in the course of the regular dialogue with the bank’s board and senior
management and applying expert judgment, supervisors are able to form a qualified opinion about the
sustainability of banks’ business models.

46. In conducting BMA, supervisors need to consider all relevant developments in the business
and economic environments in which the bank operates. This is because a bank that does not
sufficiently adapt its business model to reflect changes in its operating environment may eventually see
this business model decay and become unsustainable. At present, forward-looking assessments would
need to include evaluations of banks' ability to adapt their business models in light of the end of the
period of “low-for-long” interest rates in a number of jurisdictions as well as the increasing use of novel
technologies in the provision of financial services and competition from new players, such as big tech
firms. A comprehensive BMA would also need to take into account the potential impacts of climate change
and banks' ability to identify, manage and mitigate their exposures to climate-related financial risks
including both physical and transition risks.

47. By applying a proportionate approach, BMA can contribute to improving the supervision
of banks with different profiles in an efficient way. For large and complex financial institutions, an
effective BMA framework could, in principle, take advantage of the full range of supervisory tools including
stress tests, scenario analyses and profitability forecasts. The framework would also maximise the use of
quantitative as well as qualitative information, including that obtained from frequent interactions with the
firm. Moreover, assessments would be conducted at least annually and would rely on the expertise of firm-
specific supervisory teams. In contrast, for smaller and less complex firms, the BMA framework would
mostly rely on quantitative data and largely automated processes. In this context, assessments would be
conducted for clusters of financial institutions sharing some similar characteristics (ie peer group analyses)
as a first step to identifying outliers.

48. Greater formality in defining what constitutes a non-sustainable business model increases
the effectiveness of BMA frameworks. The publication of clear guidance on the characteristics of non-
sustainable business models as well as on the processes supervisors use to assess business risk provides
clarity about supervisory expectations. It can also deter practices that heighten business risk. Conversely,
more transparency regarding supervisory expectations on what constitutes a sustainable business model
incentivises the board and senior management of banks to factor these expectations into their decision-
making processes. Furthermore, additional transparency improves the quality and effectiveness of the
dialogue between supervisors and supervised firms and may therefore facilitate the adoption of early
corrective measures to address supervisory concerns, even when no regulatory limits have been breached.

49. Giving more prominence to business risk in SRPs may help supervisors take early actions
on the basis of BMA findings. This can be achieved by having business risk assessed as a standalone
component of the SRP. This approach directly links specific aspects of business models which — on the
basis of supervisory experience and expertise — are deemed to be weaknesses, with negative implications
for banks' safety and soundness. This linkage allows supervisors to identify a bank’s vulnerabilities and
alert the bank’'s management and board at an earlier stage than when obliged to wait for a regulatory
breach to happen. It therefore also allows supervisors to address these issues before they fester and
become more difficult to address or resolve. Moreover, giving more prominence to BMA by making it into
a discrete component of the overall supervisory rating provides supervisory authorities with a potentially
powerful tool through which they can exercise moral suasion. This is because a negative evaluation by the
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supervisor of the bank’s business risk will ultimately impact the overall assessment of the bank as part of
the SRP, which in turn will enable the supervisor to deploy its Pillar 2 toolkit. Accordingly, this approach
has the potential to make the overall SRP more forward looking and proactive.
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