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EXPLANATORY MEMORANDUM =~

" The purpose of this proposal is to amend Council Directive 93/6/EEC on capital adequacy.
"of investment firms and credit institutions- with respect to..the use of internal
risk-management models for the calculation 6f market risks and the mclusmn of measures
' to have appropriate capltal available to cover the market rlsks 1nherent in commodmes and» :
commodxty denvatlves business.

FlI‘St this is done in response to the requirement in Artlcle 14 of Directive 93/6/EEC to
“examine and if necessary revise Directive: 93/6/EEC in the light of ..... developments in
international fora of regulatory authorities”. This provision was intended to ensure that
~ further work on market risk being undertaken at that time in the Basle Committee on -
Banking Supervision would be taken into account in the EU legislation. The work of the

Basle Committee culminated in the January 1996 “Amendment to the Basle Capitdl ° |

- Accord to incorporate Market Risks”. This introduces into. the 1988 Capital Accord
(which sets international standards for capital adequacy of international banks) a
standardized method for the measurement of market risk which is substantlally the same
as that already adopted in Councll Directive 93/6/EEC. However, it also includes the two
" new elements, the use of internal models and the Jinclusion of commodities in the.
measurement of market risks, which are the’ subjects of this proposal The Basle proposal
will enter mto forceon 1 January 1998

Secondly, Article 13 of Councﬂ Dxrectwe 93/6/EEC requires that “the Comnnssnon shall
.as soon as possible submit to the Council proposals for capital requnrements in respect of
: commodities trading, commodities derivatives ....”. This task is overdue but had been’

delayed in order to take account of developments in international fora and to discuss the .

‘subject extensively with those mainly concerned. This proposal draws on the work of the .
. Basle Committee in this regard and the European -competent authorities responsible for
" the superv1s1on of cred1t mstltutlons and investment ﬁrms have been vwdely consulted ’

e The need .fo'_r the_ernendments_le _twofold;




First, the amendment to allow competent authorities to permit institutions to use their
internal models to calculate market risk capital requirements under strict conditions is
necessary to bring' EC legislation up. to date with modern practices. This will encourage
institutions to make use of more sophisticated techniques for measuring risk in the context
of an improved overall approach to risk management. Such sophisticated internal models
are capable of measuring more accurately the risks involved in trading book activities of
banks and investment firms and will enable them to adapt more rapidly to changes in their
portfolios. They may therefore reduce the capital charge of an institution compared to the
standard approach of the present Directive 93/6/EEC. Economically and prudentially
these advanced techniques are highly desirable since they enhance the ability to respond in
a timely and correct fashion to the risks involved and to apportion the corresponding
_ capital coverage according to the necessary minimum. Not only will they lead to a more
efficient use of capital by credit institutions and investment firms generally but they will
_reduce the need for those institutions to duplicate market risk calculations for internal and
regulatory purposes and thus lead to significant cost savings. The Bankmg Adwsory
Committee has recommended that the amending Directive should come into force at the
same time as the Basle amendment at the end of 1997 to avoid a potential competitive
disadvantage to EU institutions when non-EU members of the Basle Supervisory . |
Committee start to allow their institutions to use internal models.

Secondly, commodity and commmodity derivatives tradmg ‘undertaken by investment

firms and credit institutions are currently subject to the full credxt risk charge under

Council Directive 89/647/EEC which is not appropriate to the predominantly market risks

involved. It is necessary, therefore, to introduce capital requirements which more

accurately reflect these risks. Commodities and commodity derivatives are considered to
“be highly volatile activities involving considerable risks. Therefore, to the extent that

investment firms and credit institutions undertake these activities incidentally to their other
- authorized activities it is necessary to provide for an adequate capital coverage in order to
protect depositors and investors of these institutions. The capital requirements established

by this proposed Directive are not intended to provide rules for genuine

commodities dealers and traders who should generally not be covered by this

Directive because their activities are not included in either of the lists of. activities -
covered by Council Directive 93/22/EEC (the Investments Services Directive) or
" Council Directive 89/646/EEC (Second  Banking D1rect1ve) and  Council
Directive 93/22/EEC specifically exempts institutions whose main business is trading in
commodities amongst themselves or with producers. or professional users of such

products. With regard to the credit risks of over-the-counter derivatives in commodities-
the Commission has already made a proposal to adapt the Solvency Ratio Directive

(89/647/EEC) which, at present, is still under negotiation before the European Parliament

and the Council. On the important issue of the market risks inherent in trading positions.
on commodities and derivatives in commodities this proposal will introduce for investment

firms and credit institutions capital requirements considered to be appropriate by the large -
majority of the corresponding supervisory authorities of the Member States and in the

Basle Committee. It must be underlined that these requirements should apply solely to

institutions which deal mainly with the deposits or investments of their clients and

are therefore subject to special supervisory rules; these rules ‘should not impinge on

specialized professional traders who deal mainly for their own’ account or w1th

other professionals.



The proposed new capital charges to cover the market nsks on’ commodities. and »
commodity derivatives will-in general, be lower than those required at present under. the
application of the Solvency Ratio Directive (which is desrgned to capture credit risk) in
conjunction with Council Directive 93/6/EEC whlch is to be amended _The proposed '
: Dxrectlve provides for three methods " ‘

/A - a srmphﬁed method 1mpos1ng a very conservatlve ﬂat capltal requtrement whrch should-»

ensure that regulated institutions that engage 1nc1dentally in such nsky and complex S

actlvmes have a comfortable caprtal cushron

- a matunty ladder approach whrch under present cncumstances and in the’ case of
regulated investment firms and credit institutions is the most appropriate answer in"
~ terms of the necessary capltal coverage w1th regard to the nsks inherent-in such - -

T

~ the internal models whlch at present are not yet suﬁicrently developed for all aspects
of denvattves activities. Notably, appropriate techniques have to be developed for
options which constitute a large element of commodities derivatives activity. However,’
the proposed Dtrectrve is dehberately 1ntended to encourage such developments. i

_ The proposal takes into account the fact that in some Member States mvestment ﬁrms
dealing' primarily in commodities and commodlty derivatives may not yet be able to-use
internal models and that' the increase in capital requlrements resulting from the other
. calculation methods is rather considerable and abrupt. In order to give: those firms -
sufficient time to- adapt or upgrade their risk-management systems in order to be able to

. use internal models, a transitional perlod may be afforded to them’ by their Member State
to use alternative rates subject to some additional prudentral and transparency conditions.

At the same time, it is expected that there will be progress in the further development of o
~ - these mtemal models so that they become more cost effective for such firms and at the

same time acceptable to the competent authorities, notably with regard to the capture of’
: the non-lmear risks related to the optrons trade in commodltres L :

ARTICLEI D
"jPomt 1(a) bnngs commodmes and commodlty derlvattves into the deﬁmtron of the
trading book-which constltutes the element of an mstltutxon ] actrvrtres on whrch market .

rrsk capital charges are levied.

Pomt l(b) broadens the definition of “warrant so that the term may also relate to
commodities. In some markets a commodity warrant is understood to be an ownership
_instrument rather than a right to purchase. For the purposes of this Directive the meaning
" of a warrant in the context-of commodities will be as defined in this text. The definition of -
~ “covered warrant” is deléeted because the definition of warrant includes covered warrants
“and the capital adequacy treatment-is identical. Stock financing is defined in order-to
- clarify the exemption of stock ﬁnancmg from the caprtal requrrements for commodmes in
- Annex VII(3) ' : : : o

. Point 1(c) and (d) ensures that commodrtres are treated consrstently with securrtres with
" regard to capltal requrrements for repos/reverse repos and borrovwng/lendmg transactions '

.
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Point 2 incorporates the option to use models for the calculation of capital charges for -

* market risk in the trading book, while point (ii) includes commodities in the calculation of
capital charges for market risk on all business acnvmes and meorporates the option to use
‘models; . ,

Point 3 ensures that all institutions, including those which use internal models to calculate
capital requirements for trading book business, are subject to the large exposures

requirements for exposures to -individual clients which -arise on the trading book

- " irrespective of whether. those large exposures are 1dent1ﬁed under the internal- models
- approach or the standardlzed approach. B .

- Point '4{, brings'capita] requirements calculated under the internal models approach and
charges for commodity - positions calculated. according to Annex VII under the -

- consolidation provisions of this Article. Commodity positions may be offset against
opposite commodity positions in consolidated third country. undertakmgs under the same
condrtlons that such foreign-exchange posmons may be offset

~Point S brings‘commodities into the reporting requnre_ment‘s.

- Points 6 inserts Article 12a which contains a transmonal clause allowmg competent -
authorities to exempt investment . ﬁrms from the apphcanon of Annex VII until -

31 December 1999
‘ Pomt 7 refers to the amendments to Annexes Ito VI
‘l’:mnt 8 adds 'Annexes VII and VIIIL: o . r o

A‘liﬁéLEs' 2,3AND4

- These Artlcles contain admlmstratlve arrangements regardmg the adoptlon of thlS

. D:rectlve and 1ts unplementanon by Member States

ANNEX I

Pomt l(a) bnngs the internal models approach into thls prowsron which allows capital
. requirements for an exchange-traded future to be equal to the margin required.by the
-exchange if the competent authority is satisfied that this prowdes an accurate measure of
the associated risks and that the method used to calculate the margm is. equivalent to

~either the standardized or internal models approach in Annex 1 or- Annex VIII of the - |
- -revised Drrectwe '

' 'Pomt l(b) brings the internal models approach mto thrs provrsron whrch relates to cap1ta1 .

reqmrements for opnons :

Point 1(c) is-consequential to the amendment to. the deﬁmtlon of ¢ warrant” and the'

’ 'delet:on of the definition of “covered warrant”.

, ‘Pomt l(d) corrécts the unmtended effect of the existing wording which excludes from the
~ concessionary specrﬁc risk charge in thrs provision hlgh]y rated issuers who have issued
. subordrnated debt. :



- " Point 2(a), (b) and (©) bnngs commodmes under the settlement/dehvery and '
counterparty nsk-capxtal requnrements - -

Pomt 3(a), (b) and (c) brmgs gold into the’ capital regime set out in Annex III. This is
-consistent with the Basle decision to treat gold as a foreign-exchange position because its .
volatility is more in line with foreign' currencies and insfitutions manage it in a similar
.manner to  foreign currencies. Point 3(a) also introduces more stringent capital

requirements by convertr_n_g the 2% “free zone” into a 2% “threshold”. A minor. o

‘adjustment to the wording.regarding irrevocable guarantees is also included in point-3(b).

‘Point 3(d) amends the alternative calculation of foreign—eXchange risk in Annex III

' paragraph 7 of the Council Directive 93/6/EEC requiring the necessary analysis ‘to. be

done by competent authorities on the basis of the standards requrred for mtemal models '
under Annex 1, paragraph 20, of the Dtrectwe

Point 4(a), (b) and {c) extends the -use of and lrrmts on Tier 3 capital (subordmated loan
capital with an initial maturity of at least two years and meeting, the requirements set out’
'in Annex V to Directive 93/6/EEC) for meeting commodxty nsks and- tradmg book risks -
calculated by internal models. ,

_ Point 5(a) and (b) ensures that all institutions, including those that use models to
‘calculate trading book - positions, are subject to the large exposure requirements on
exposures to individual clients which arise on the trading book irrespective of whether '
those exposures are 1dent1ﬁed by a model or by the standardrzed approach

ANNEX T

AC'ommo'diti',es risk |
B A new Annex VII is added whlch sets out methods for calculatmg market nsk on
positionis in commodmes and commodity derivatives. The main risks ‘the methods are -
designed to capture are the “directional risk” arising from a change i in the spot price,

“basis risk” arising from potential changes in ‘the relationship between prices of similar

' commodities over time, “interest- rate risk” arising from potentral changes in the cost of
funding forward positions-and options, and “forward gap rlsk” arising from other potentlal

changes in the forward price: . )
A maturity ladder method sets capital charges agamst matched posmons within, matunty \
bands and between maturity bands to capture basis risk, interest-rate risk'and forward gap
_risk and on the residual unmatched position to capture directional risk. An alternative
simplified method sets a capital charge on the overall net position to capture directional
risk and on the gross positions in each commodity to capture basis, interest rate and
forward gap risks. A third method available'is the internal-models approach described in

- Annex VIII ' !

It is not the purpose of this Directive to cover- the markets for commodities and .
derivatives in commodities and operators in these markets in general. Commodities and
derivatives on commodities are not on the list of activities to be covered under the
‘Second Banking Coordination Directive or the Investment Services Directive (ISD).
It is also explicitly indicated in Article 2(2) of the ISD that it “shall not apply to:

(1) persons whose main busmess is tradmg in commodities amongst themselves or with



'producers or professional users of such products and who provide investment services
only for such producers and professmnal users to the extent necessary for their business”;
‘therefore the major part of business in commodities markets need not be covered and
hence need not be affected by the proposed changes to the Capital Adequacy Directive.

This Directive should, however, apply to the commodities and derivative commodities
- business done by credit institutions and investment firms since they operate on behalf of or
with the money of their clients. As in other areas prudential regulation should ensure the
financial stabitity and protect the customers of these institutions. Commodities and
derivatives on commodities business is extremely risky and volatile so if authorized credit
institutions or investment firms want to deal in these activities for their own account or on
behalf of their clients, there is a need for special protection in order to limit ‘a possible
negative impact from such business on the institution’s solvency and overall stability.
* Annex VII deals with these problems in introducing internationally recognised capital
requirements for credit institutions- and investment firms. It follows closely the
approach adopted in the amendment to the Basle Capltal Accord and its introduction will
contribute to a level regulatory playmg field both within the EU and in the wider
international marketplace

Intemal models
A new Annex VIII is added which sets out conditions for the use of intemal models for

calculating market risk capital requirements for all trading book activities. Thus, to the
extent that models are sufficiently developed to capture the relevant risks, they may be

- . used for commodities and commodity derivatives as well. The objective is to encourage

the use of more accurate techniques for measuring risk in the overall context of lmproved ‘
risk management in credit institutions and investment firms.

The Annex makes the use of internial models conditional upon the explicit approval of the
financial institution’s competent supervisory authority and ‘sets strict quantitative and
qualitative standards for such approval. It specifies the minimum market risk factors which
must be covered and requires that the “value at risk” produced each day be multiplied by a-
minimum factor of 3 to account for potential weaknesses in modelling techniques. In
addition a plus factor of between 0 and ‘1 must be added to the “value at risk” based ona
" regular back-testing programme to verify the model’s accuracy.

This Annex also follows closely the- approach adopted in the amendment to the Basle
Capital Accord and its introduction will contribute to a level regulatory playmg field both
'w1thm the EU and in the wider mtematxonal market place.



' Proposal for a - ’
EUROPEAN PARLIAMENT AND COUNC]L DIRECTIVE >

amendmg Councrl Drrectrve 93/6/EEC on the capltal adequacy
: - ofi mvestment ﬁrms and credrt mstltutrons

* (Text with EEA relevance)

3

'THE EUROPEAN PARLIAMENT ‘AND THE 'COUNCIL. OF THE

. EUROPEAN UNION,

Havmg regard to the Treaty establlshmg the. European Commumty, and in pamcular the
first and third sentences of Artrcle 57(2) thereof

, | Havmg regard to. the proposa] from the .Conmussronl
: Havmg regard to the opinion of the Economlc and Social Comrmttee2
Havmg regard to the opmlon of the European Monetary Instrtute3
Actmg in accordance wrth the procedure referred to in Artrcle 189b of the Treaty4

Whereas the nsks associated w1th commodltres tradlng and commodity derrvatrves are -
“currently subject to Coiincil Directive 89/647/EEC of 18 December 1989 on-a solvency .
-ratio for credit institutions’, as last amended by ‘Directive 96/10/EC "of the
European Parliament and of the Councilé; whereas, however, the market risks associated

‘with those positions are not captured accurately by Directive 89/647/EEC; whereas it is .
necessary to extend the concept of the “trading book”-to positions in' commodities or -
commodity derivatives which are held for- trading purposes and are subject mainly to
-market risks;whereas institutions must comply with this Dlrectlve as regards the coverage
of commodity risks on their overall busmess : '

By ‘Whereas Councrl Directive 93/6/EEC of 15 March. 1993 on the capltal adequacy of ;
*-investment firms and credit institutions’. lays down "a standardized method for the
calculation of capital requirements for market risks incurred by investment firms and credit -
institutions; whereas institutions have developed their own risk-management systems
(internal models), desrgned to measure more accurately than the standardized method the

‘market risks incurred by investment firms and credit institutions; whereas the use of more "

e accurate methods of measurmg nsks should be encouraged - - S e

" OJNoC
OJNo C
OINoC , s . o o I _
OJNo C , : ‘ - | S R
OJ No L 386, 30.12.1989, p. 14. - : " ' '
OINoL85,3.4.199,p.17. -
OJNo'L 141, 11.6.1993,p. 1. -
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Whereas the use of such internal models for the purpose of calculating capital
requirements requires strict internal controf mechanisms and should be subject to
authorization and supervision by the competent authorities; whereas the continued
reliability of the results of the internal model calculation should be verified by a
back-testmg procedure; :
-Whereas the rules adopted at the wider international level may, in order to encourage
“more sophisticated risk-management methods based on internal models, lower capital .
" requirements for credit institutions from third countries; whereas those credit institutions
‘compete with investment firms and credit institutions incorporated in the Member States,
whereas for investment firms and credit institutions incorporated in the Member States,
. only an amendment of Directive 93/6/EEC can provide similar incentives for the
development and use of mtemal models; - . '

Whereas for the purpose of calculating market-risk-capital requirements, positions in gold
and gold derivatives should be treated in a similar fashion to formgn-exchange posmons

Whereas ‘the issue of sub-ordmated debt should not automatlcally exclude an issuer’s
" equity from- being included in a portfolio qualifying for a 2% speclﬁc-nsk weighting
accordmg to point 33 of Annex I to Directive 93/6/EEC

Whereas this Dlrectwe is in accordance with the work of another international forum of
banking supemsors on the supervisory treatment of market nsk and of trading-book
positions in commodities and commodity derivatives; : - : .

Whereas some investment firms dealing primarily in commodities and commodity
derivatives may not yet be able to use internal models or to comply with the capital
requirements for commodities risk as laid down in this Directive; whereas it is expected
that appropriate, cost-effective internal models for investment firms on the risk
management of commodities and commodities derivatives, in particular for options, will
be available shortly; whereas, in order to give those firms sufficient time to upgrade their
risk-management systems, competent authorities, under certain conditions, should not be
obliged to prescribe the: capital charges for commodities referred to in' Annex VII to
Drrectwe 93/6/EEC for investment firms before 1 January 2000;

_Whereas adoption of this Directive constitutes the mos't"appropriate means of -attaining the
desired objectives; whereas this Directive is limited to the minimum necessary to. attain
these objectives and does not go beyond what is needed for this purpose; ‘

Whereas this Directive concerns the European Economic Area (EEA) and whereas the -
procedure under Article 99 of the Treaty on the European’ Economlc Area has been .
complied with; : .

: Whereas the . Bankmg Advisory Comrmttee has been consulted on the adopuon of
th:s Dlrectlve T



HAVE ADOPTED THIS D[RECTIVE

Artlcle l -

Directive 93/6/EEC is amended as follows:

1. Article-2 is amended as follows

(a) Point 6(a) and (b), the mtroductory phrase and (i) and (11) are replaced by
_the followmg

“(a) 1its proprretary positions in financial instruments, commodities and

®)

- commodity derivatives, which are held for resale and/or which are
* - taken on by the institution with the intention of benefiting in the short

term from actual and/or expected differences between their buying and -
selling prices, or from other price or interest-rate variations, and -

. positions in financial instruments, commodities and commodity.
- derivatives, arising from matched principal broking, or positions taken

in order to hedge other elements of the tradmg book;

the exposures due to the unsettled transactlons,. free _deliveries-
and over-the-counter (OTC) .derivative instruments referred to in

paragraphs 1, 2, 3 and 5 of Annex II, the exposures due to repurchase = -
~ agreements and securities ‘and commodities lending which are based .

on securities or commodities included.in the trading book as defined in
(a) referred to in paragraph 4 of Annex II, those exposures- due to

. reverse - repurchase agreements and securities-borrowing and
' commodities-borrowing transactions described in the same paragraph,
provided the competent authorities so approve, which meet either the

conditions (i), (ii), (’iii) and (V) or conditions (iv) and (v) as follows:

@) the exposures are marked to market dally followmg the

; procedures laid down in Annex IL,

: (i) the COllateral is adjusted in order to take account of material

changes-in the value of the securities or commodities involved in - -
the agreement or transaction in question, according to a rule
acceptable to the competent authorities;” :

(b) Points 15 and 16 are replaced by the followmg

, “15 warrant shall mean a security which gives the holder the right to

16.-

 purchase an undetlying at-a stipulated price until or at the warrant’s
" expiry date. It may be settled by the dehvery of the underlyrng 1tself or . -

by cash settlement.
stock financing shall mean positions, where physical stock has been

sold forward and the cost of funding has been locked in until the date
of the forward sale.” :

- 10



(c) Point 17, first sentence, is replaced by the following:

“17. repurchase agreement and reverse repurchase agreement shall mean

any agreement in which an institution or its counter-party transfers
securities or commodities or guaranteed rights relating to title to
securities or commodities where that guarantee is issued by a

" recognised exchange which holds the rights to the securities or
_commodities and the agreement does not allow an institution to

transfer or pledge a particular security or commodity to more.than one
counter-party at one time, subject to a commitment to repurchase them
(or substituted securities or commodities of the same description) at a
specified price on a future date specified, or to be specified, by the

" transferor, béing a repurchase agreement for the institution selling the

securities or commodities and a reverse repurchase agreement for the
institution buying them.”

(d) Point 18 is replaced by the following:

“18. securities or commodities lending and securities or commodities
-, borrowing shall mean any transaction in which an institution or its

counter-party transfers securities or commodities against appropriate
collateral subject to a commitment that the borrower will return

equivalent securities or commodities at some future date or when

requested to do so by the transferor, that transaction being securities
or commodities lending for the institution transferring the securities or
commodities and being securities or commodities borrowing for the .
institutiont to which they are transferred.

Securities or commodities borrowing shall be considered an
interprofessional transaction when the counterparty is subject to
prudential coordination at Community level or is a Zone A credit "
institution as defined in Directive 89/647/EEC or is a recognised
third-country investment firm or when the transaction is concluded
with a recognized clearing house or exchange

- Article 4(1), first subparagraph, pomts @) and (u) are replaced by the following:

)

(i)

the capntal requirements, calculated in accordance with Annexes I, II'and-VI -
and as appropriate Annex VIII for their trading-book busmess

the capltal requitements, calculated in accordance with Annexes III and VII
and as appropriate Annex VIII, for all of thelr busmess actmtles »

Article 5(2) is replaced by the followmg.

“2 .

Notwithstanding paragraph 1, those institutions which calculate the capital
requirements for their trading-book business in accordance with Annexes I
and II, and as appropriate Annex VIIL, shall monitor and control their large
exposures in accordance with Directive 92/121/EEC subject to the
modifications laid down in Annex VI to this Directive.”

"
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4. Article 7(10) and (11), first jsentenee, are replaced by the fellow'ing: , :

©“10. ‘Where the rights of waiver provided for in paragraphs 7 and 9 are not
‘ “exercised, the competent authorities may, for the purpose of calculating the
o \capltal requirements set out in Annexes I and VIII and the exposures to .
clients set out in Annex VI on a consolidated basis, permlt net positions in -
- the tradmg book of one institution to offset posmons in the trading book of
~ another institution accordmg to the rules set out in Annexes I, VI and VIII. .

In addition, they may allow forelgn-exchange posmons in one institution to .
offset forengn-exchange positions in another institution. in accordance with
.the rules set out in Annex I and/or Annex VIII. They may also allow :
commodities posmons in one institution to offset. commodities positions in
. another institution in accordance thh the rules set out in Annex VII and/or
~ Annex VIIL -

"11.  The competent authormes may also permit oﬁ’settmg of the tradmg book and
~ of the foreign-exchange and cornmodmes pos1t10ns respectively, of
undertakings located in third: -countries, subject to the sunultaneous ﬁ.llﬁlment -
‘of the followmg condxtlons : : -

5. Anicle_ 8(5) is replaced by the followin‘g,: S

“5. The competent authorities shall oblige institutions- to report to them
'immediately any case in which their counterparties in repurchase and reverse -
repurchase agreements or securities and commodities-lending and securities-
- and ‘commodities-borrowing transactions default on their obligations. The
~ Commission shall report to the Council on such cases and their implications
for the treatment of such agreements and transactions in this Directive not
more than three years after the date referred to in Article 12. Such reports
shall also describe the way that institutions meet those of conditions (i) to (v)

in Article 2(6)(b) that apply to them, in particular condition (v). Furthermore -
it shall give details of any changes in the relative volume of institutions'
traditional lending and their lending through reverse repurchase agreements
.and securities-borrowing or commodities-borrowing transactions. If the .
. Commission concludes on the basis of this report and other -information
that further safeguards are needed to prevent abuse it shall ‘make

‘appropriate proposals T

6. :' ~'Article» 12ais mserted. _ » ‘
“Article 12a
1.  Member States whose investment firms, in the opinion of their competent
authorities, are not yet in a position to use internal models for the purpose of
calculating the capital requirement on commodities. risk in accordance with
~ Annex VIII may, until 31 December 1999, prescribe alternative spread, carry
and outright rates from those indicated in Annex VII, paragraphs 13 and 16.

B
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2. - The a]tematxve rates descnbed in pgragraph 1 are - subject to the
following conditions:

(i) the alternative rates are set by the competent authorities;

"(ii) the competent authontles review the alternative rates regularly in the
: hght of developments in commodltles markets;

(iii) the altematlve rates are in no case lower than half the Tates prescnbed V'
" .in paragraphs 13 and 16 of Annex VII; )

~ (iv) the competent authorities notify the Commission of the alternative
“rates and make available ‘to the Commission and to other
Member States the data on the basis of which the alternative rates have

been calculated.”.

7. _-Annexes I, II, III,- V and VI are amended in. accordance with Annex 1 to
~ this Directive.

8. Annekes VII and V_III' set out in Annex I to'this Directive are added.
Aticle 2 |

L. Member States shall bring into force the laws, regulations and adnnnlstratlve
provisions necessary to comply with this Directive by 31 December 1997 at the
latest. They shall immediately inform the Commission thereof.

When Member States adopt these provisions' these shall contain a reference to this
Directive or shall be accompanied by such reference.at the- time of their official -
publication. The procedure for such reference shall be adopted by Member States

2. Member States shall communicate to the Commission the text of the main
- ‘provisions of national law which they adopt in the field covered'h'y this. Directive. .

‘Article 3

This Directive shall enter into force on. the twentieth day followmg that of its pubhcatlon
in the Oﬁ'iaal Joumal of the European Communmes o :

Amcl 4

' Thstlrecttve is addressed to the MemhervS_t,a_‘tes.

Do"ne:at‘Brussels, - o _' Lo ."'
- For the European Parliament ' For the Councnl

: The Pre51dent a . o ' The President

13
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* “The competent authorities -may allow the capital requirement for an

(®)

 ANNEXT

- Annex I is amended as follows:

In paragraph 4, the last sentence is replaced by the following:

exchange-traded future to be eq.ual_'to the margin required by the exchange if
they are fully satisfied that it provides an accurate measure of the risk

- associated with the future and that the method used to calculate the margin

is equrvalent to the method of calculatlon set out in the remamder of this- -
Annex or in Annex VIIL” : -

In paragraph 5, the thlrd subparagraph is replaced by the followmg

- “The competent authorities shall require that the other risks, apart from the

delta risk, associated with options are safeguarded against. The competent

- authorities may allow the reqmrement against -a written exchange-traded
" option to be equal to the margin requlred by the exchange if they are fully
- satisfied that it provides an accurate measure of the risk associated with the- -

- option and that the method used to calculate the margin is equivalent to the -

~method of calculation set out in' the remainder of this Annex or in-

Annex VIII for such options. In addition they may allow the requirement on
a bought exchange-traded or OTC option to be the same as that for the

instrument ‘underlying it, subject to the constraint that the resultmg -
requirement does- not exceed. the market- value .of .thie option. ‘The

requirement against a written OTC optron shall be set m relatxon to the

E - instrument underlymg it.”

©

96 Warrants relating to debt mstruments and equities shall be treated in

@

-.Paragraph 6 is replaced by the followmg

_the same way as optlons under paragraph 57 ¢

Paragraph 33(1) is replaced by the followmg:

, “(i) the equities shall not be those- of issuers: which have issued only traded

“debt instruments that currently attract an 8% requirement in Table 1. -
. appearing’in paragraph 14: or. that’ attract a lowei reqmrement only -
' _y‘,,because they are guarant' . Or:secure SR




‘Annex‘ II is amended as follows:

" (a) Paragraph 1 is replaced by the following: -

“1.

In the case, of transactions in which debt instruments, equities and

- commodities (excluding repurchase and reverse repurchase agreements

and securities or commodities lending and securities or commoditiés
borrowing) are unsettled after their due delivery dates, an institution
must calculate the price difference to which it is exposed. This is the
difference between the agreed settlement price for the debt instrument,

. equity or commodity in question and its current market value, where

the difference could involve a loss for the institution. It must multiply
this difference by the appropriate factor in column A of the table

appearing in paragraph 2 in order to calculate its capital requirement.”

- () Paragraph 3is replaced by the following;

©

’ “3 1

32

An institution shall. be required: to hold capltal egamst counterparty
risk if: .

@ it has paid for securities or. commodmes before receiving them or

it has dehvered secuntles or. commodmes ‘before. recemng R

payment for them; and

(11) in the case of cross-border transactions, one day or more has
elapsed since it made that payment or dehvery

The capital requirement shall be 8% of the value of the securities or
commodities or cash owed to the institution multiplied by the risk - .
weighting applicable to the relevant counterparty.”

The heading to paragraph 4 and the ﬁrst subparagraph of paragraph 4.1 are
replaced by the followmg

.“Repurchase and reverse repurchase agreements, securities or

commodltles lendmg and borrowing

41,

In the case of repurchase agreements and securities or commodities
lending based on securities or commodities included in the trading

- book the institution shall calculate the difference between the market

value of the securities or cominodities and the amount borrowed by

. the institution or the market value of the collateral, where that

difference is positive. In the case of reverse repurchase agreements and
securities or commodities borrowing, the institution shall calculate the
difference between the amount the institution has lent or the market
value of .the collateral and the market value of the secunt:es or

: commodmes it has teceived, where that dlﬁ‘erence is posmve ”



. Annex III is, amended as follows 1

(a) |

®)

Paragraph lis replaced by the followmg

“1." If the sum of'an mstrtutrons overall net forergn-exchange posmon and

- its net gold position, calculated in' accordance with the procedure

'setout below, exceeds 2%’ of its total own funds, it shall multiply

the sum of its net foreign-exchange position and its net gold position

~'by 8% in_order to calculate its - own-funds requrrement agamst
forergn-exchange rrsk ” ’ . :

Paragraph 3is replaced by the followmg

“3.1. Frrstly, the . institution's net open posrtlon in each currency
- (including the reporting currency) .and in. gold- shall be calculated.
This position shall' consist of -the sum of the following elements :
(posrtrve or negatlve)

the net spot position (i.e. all asset rtems less all habrhty rtems |

- including ‘accrued interest, in the currency in questron or, for
- gold, the net spot posrtron in gold) '

the net forward posrtlon (1 e. all amounts to be recerved less all -
amounts  to be paid - under forward exchange and gold

- transactions, including currency and gold futures and the
-prmc1pa1 on currency swaps not mcluded in the spot posmon)

' u'revocable guarantees (and similar instruments) that are certam ,
to be called and likely to be 1rrecoverable ‘

. net future income/expenses not yet accrued but. already fully
. hedged (at the discretion of the reporting institution and with the .
- prior consent of the competent authorities, net . future

income/expenses not yet entered in accounting records but -
already fully hedged by forward forelgn-exchange transactrons.

R ‘may- be included here).. Such drscretron must be: exercrsed on @

consrstent basrs

the net delta (or delta-based) equrvalent of the total book of -
forergn-currency and gold optlons ' .

" . the* market -value - _of other_ (1 e non-forergn-currency and o
o non-gold) optrons , . _

Te
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- any positions which an institution has deliberately taken in order -
‘to hedge against the adverse effect of the exchange rate on its

capital ratio may be excluded from the calculation of net open.
currency positions. Such positions should be of a non-trading or
- structural nature and their exclusion, and any variation of the
terms of -their exclusion, shall require the consent of the

competent authorities. The same treatment subject to the same

conditions as above may be applied to positions which an

institution has which relate to items that are already deducted in

the calculation of own ﬁmds

' 3 2. The competent authorities shall have the dlscretlon to - allow
" institutions to use the net present value when calculatmg the net open - -

position in each currency and in gold.’

Paragraph 4, ﬁrst‘ sentence, is replaced by'the following: N

“4. . Secondly; net short and long positions in each carrency other than the - '
reporting currency and the net long or short posmon in gold shall be .

converted at spot rates into the reporting currency.”

Paragraph 7 is replaced by the following: ‘

“7. Secondly, the competent authorities may allow institutions to apply an -

alternative method to those outlined in paragraphs 1 to' 6 for the

purposes of this Annex. The capital requirement produced by this -
method must be sufficient to exceed 2% of the net open position as -

measured in paragraph 4 and, on the basis of an analysis of exchange-
rate movements during all the rolling 10-working-day periods over the

preceding -three years, to exceed the likely loss’ 99% or . more of

the ttme

The alternatlve method descnbed in this paragraph may only be usedv‘

under the following conditions:

(i) the calculation formula and the correlation : coefficients are

" set by the competent authorities, based on their analysrs of
exchange-rate movements;’

' '(ii)' the_ competent authorities 7_ review the correlation
coefficients regularly in - the hght of developments in.
foreign-exchange markets.” : -

Annex V is amended as follows:

(3

Paragraph 2, first sentence, .is replaced by the following:

“Notwithstanding paragraph 1, the competent authorities may permit those
institutions which are obliged to meet the own-funds requirements laid down

in Annexes I, IL, IIL; IV, VI, VII and VIII to use an altematlve deﬁmtlon ’

when meetmg those reqmrements only

A



(b)

© .

Paragraph 4is replaced by the followmg

. “4., The subordmated loan cap1ta1 referred to in paragraph 2(c) may not

exceed a maximum of 150% of the original own funds left to meet the
. requirements laid down in Annexes I, II, III, TV, VI, VII, and VIII and

- may approach “that maximum, only in partlcular crrcumstances

: acceptable to the relevant authorities.”

Paragraphs 6 and 7 are replaced by the followmg

“6. The competent authorities may perrmt investment firms to exceed the o
- ceiling for subordinated loan capital prescribed in pparagraph 4 if they

judge it prudentially adequate and provided that the total -of such
subordmated loan capital and the items referred to in paragraph 5 does
not exceed 200% of the original own funds left -to meet the

requirements 1mposed in_Annexes 1, II, I, 1V, VI, VI and VIII or

250% of the same amount where investment firms deduct item 2(d)
referred toin paragraph 2 when calculatmg own funds

o 7. The competent authorities may permit the cexlmg .for subordinated loan
~ . capital prescribed in paragraph 4 to be exceeded by a credit institution.

- if they judge it prudentially adequate and provided that the total of

such subordinated loan capital and the items referred to in paragraph 5
- does not exceed 250% of the original ownfunds.left to meet the ,

| requrrements 1mposed in AnnexesI II 111, VI VII and VIII »

Annex VI is amended as follows

@

)

Paragraph 2(1) is replaced by the followmg

: “(1) the excess where positive - of an mstltutrons long posmons over 1ts :
. short posmons in all the ﬁnancnal mstruments issued by the clrent "

?”

in questlon

Paragraph 8(2), second subparagraph, is replaced by the followmg

- “As from 10 days after the excess has occurred the ‘components of the S

i excess, selected. in accordance with the above cnterla, shall be allocated.to

- The mstrtutron shall then meet an addrtlonal caprtal requlrement equal to the -
zsum of the specific-risk requirements in Annex I, Annex’ VIII; if applrcable I
- and/or the Annex 11 requirements on these components multrplred by the o
- correspondmg factor in. column 2 S TR R -

- the appropriate line in column 1 of the table below ‘in ascending order of
- specific-risk requrrements in" Annex ‘I and/or, - if applrcable ‘Annex VIII
. dild/or requirements in Annex IL ' t

. 18 .
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ANNEX I

“ANNEX VI
COMMODITIES RISK

~ Each position in commodities or commodity derivatives shall be expressed in

terms of the standard unit of measurement. The spot price in each commodlty shall -

: be expressed in the reportmg currency.

Positions in gold or gold derivatives shall be .considered as being subject 1o
' ‘foretgn-exchange risk- and treated according to Annex III or Annex VIII as
appropnate for the purpose of calculating market nsk :

For the purposes of this Annex, posmons which are purely. stock. ﬁnancmg may be :

excluded from the commodities risk calculation only.

The mterest-rate and foreign-exchange nsks not covered by other provisions of

- this Annex shall be included in the calculation.of General Rlsk for Traded Debt '

: Instruments and in the calculatlon of F orelgn-Exchange Risk.

When the short posmon falls due before the long position, mst1tut10ns shall also .

guard aga.mst the risk of a shortage of hqundxty which may exist’ m some markets
_ Nettmg : |

~ For the purpose of paragraph 17, the excess of an institution's long (short):
positions over its short (long) positions in the same commodity and identical

. commodity futures, options and warrants shall be its net posmon in each = =
* commodity. The competent authorities shall allow positions in derivative -

instruments to be treated, as laid down in paragraphs 8, 9 and 10, as posmons in-
the underlying commodity.

N The competent authority may pérmit offsetting between different sub-categories of
commodities in cases where the sub-categories are deliverable against each other -

_ or between similar commodities if they are close substitutes and a minimum

. correlation between them of 90% over a minimum of one year can be_clearly
established. No offsetting may be permitted, however, where the two legs of a
commodity swap are in different commodities which do not belong to the same
, sub-category as deﬁned above :

.I?art:cular instruments

Commodity futures and forward commitments to buy or sell individual

~ commodities shall be incorporated in the measurement system as notional amounts
_in terms of the standard unit of measurement and assigned a maturity with
reference to expiry date. The competent authorities may allow the capital
requirement for an exchgnge-traded future to be equal to the margin requlred by
the exchange if they are fully satisfied that it provides an accurate measure of the

19



C 10,

: of the option. The requlrement fora wntten OTC optron shall be set in relatlon to , :
. the commodity underlylng 1t

= U:.

12.

- tisk associated with the future and that the method used to calculate the marginis
* equivalent to the method of calculation set out in this Annex orin Annex VIIL. -

* Commodity swaps where one side of the transaction is a fixed price and the other
_ " the current market price shall be incorporated into the maturity ladder approachas .
- a series of positions equal to the notional amount of the contract, with one . .-

position corresponding with each payment on the swap and slotted into the

..~ maturity ladder (Table 4) accordmgly The posmons would be long positions if the

institution is paymg a fixed price and recelvmg a floating price and short posmons '
if the mstltutlon is receiving a fixed price and paying a floatmg pnce '

L Commodtty swaps where the sides of the transaction are in dlfferent commodities - - -
" are to be reported m the relevant reportmg ladder - for the maturity .
. ladder approach - -

~-

Options on commodities or commodrty derivatives shall be treated asif they were' v
positions equal in value to the amount of the underlymg to which the option refers,

:‘ " multiplied by its delta for the purposes of this Annex. The latter positions may be .

netted off against any offsetting positions in the identical underlying commodity or "
commodity derivative. The delta used shall be that of the. exchange concerned, that ~
calculated by the competent authorities or, where none of those is available or for

. OTC options, that calculated by the institution itself, subject to the competent
* - authorities' being satisfied that the model used by the institution is reasonable.

However the competent authonttes may also prescnbe that institutions. calculate_
their deltas using a methodology specified by the competent authorities.

The competent authontles shall require that the other risks, apart from the delta |

risk; associated with commodnty options are safeguarded against. The competent
- authormes may allow the requirement for a written exchange-traded commodity -

- option to be equal to the margin required by the exchange if they are fully satisfied

. that it provides an accurate measure of the risk associated with the option and that

- the method used to calculate the margin i$ equlvalent to the method of calculation

" set out in the remainder of this Annex or in Annex VIII for such options. In

~ addition they may- allow the requirement on a bought exchange-traded or OTC .
- commodity option to be the same as that for the commodity underlying it, subject

to the constraint that the resulting requirement does not exceed. the market value

_ -‘Warrants relatmg to commodmes shall be treated in the same way as commodltyf'
o options under paragraph 10. : : -

The transferor of commodmes or guaranteed rights relatlng to title to commodities - .-
'“+-in'a repurchase agreement and the lender of commodmes in a commodities lending -’ '
-agreement shall “include such commodmes in. the calculatron of its.- capxtal .
requxrement under tlus Annex RN : . '




13,

14

15.

16.

(a) Matt:rity ladder approach

The institution shall assign all positions to the appropriate maturity bands. in
Table 4, with physical stocks being assigned to the first maturity band. For
markets which have daily delivery dates, any contracts maturmg w1thm ten days of
each other may be offset. :

- Table'4

Maturity band = "~ Spread rate
L @%)

e | @

0 < 1 month 1.50
>1< 3 months ‘ 1.50
>3< 6 months ' - 1.50
> 6 < 12 months . 1.50
>1< 2years - 150
>2< 3years - - 1.50

-over 3 years _ 1.50

The institution shall then work out the sum of the long-pos'itions and the sum of

the short positions in each maturity band. The amount of the former (latter) which.
are matched by the latter (former) in a given maturity band shall be the matched
positions in that band, while the residual long or short posmon shall be the
unmatched posmon for the same band. :

That part of the unmatched long (short) position for a glven matunty band that is - .
matched by the unmatched short (long) position for a maturity band further out
shall be the matched position between two maturity bands. That part of the
unmatched long or unmatched short position that cannot be thus matched shall be
the unmatched position. : _

The institution's capital requirement shall be calculated as the sum of’

- (D) the sum of the matched long and short positions, multiplied hy the

appropriate spread rate as indicated in the second column of Table 4 for
each matunty band and by the spot price for the commodlty, '

(i)  the matched position between two' matunty bands for each matunty band
- into which an unmatched posmon is carried forward, multiplied by 0.6%
- (carry rate) and by the spot prlce for the commodity; v :

(iii)  the residual unmatched positions, multiplied by 15% (outnght rate) and by

the spot price for the commodity.
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(B) Szmpl ified approach

The institution's capltal requnrement shall be calculated as the sum of

() 15%. of the net position, long. or short -in each commodlty, multlphed by

the spot price’ forthe- commodlty,

(i) 3%of the gross posmon, long plus short in each commodlty multlplred by -

the spot pnce forthe commodlty

}

ANNEXVIT

INTERNAL MODELS

The competent authorities may, subject to the conditions laid down in this anner(,_

allow institutions to calculate their capital requlrements for Position Risk,
Foreign-Exchange Risk and/or Commodities Risk using their own internal -
risk-management models instead of or in combination with the methods descnbed

. in Annexes I, I1I and VII. Explicit approval of the. use of models by the competent;,
, authonty shall be required in each case.

~ Approval shall only be given if the competent authority is satlsﬁed that the

institution's nsk—management system is conceptually sound and implemented with

integrity and that in particular, the follow1ng qualitative standards are met:

@ The internal risk-measurement model is closely inte'grated into the daily
-~ risk-management process of ‘the. institution and serves as the basis for
" reporting risk exposures to. senior management of the institution; - :

(i)  The: institution has a risk control unit that is mdependent from busmess
' trading units and reports directly to senior management The unit must be
"responsible for designing and implementing ' the institution’s
risk-management system. It shall produce and analyse daily reports on the -
_ output of the risk-measurement model and on the appropnate measures to

be taken in terms of trading limits, - o

(i)  The institution’s board of dlrectors and senior management is actively
involved in the risk-control process and the daily reports produced by the
risk-control unit are reviewed by a level of management with sufficient
authority to enforce both reductions of positions. taken by individual :
traders as well as in the institution’s overall risk exposure;

- (v) The institution has suﬂicrent. numbers of staff skilled in the use -

of sophisticated models in. the trading, ' risk=control, audit -and -
: back-oﬁice areas; S : _

(v) The mstltutlon has established procedures for momtormg and ensurmg. "
.compliance with a documented set of internal policies and controls
: concermng the overall operation of the nsk-measurement system,

2



(vi)  The institution's models have a proven track record of reasonable accuracy
in measuring risks;

(vii)  The institution frequently conducts a rigorous programme of stress testing
and the results of these tests are reviewed by senior . management and
reflected in the policies and limits it sets. :

The competent authorities shall also be satisfied that the institution's models
continue to be reasonably accurate, as evidenced by a regular back-testing
programme to be conducted by the institution. ~

The mstltutlon must conduct, as part of its regular internal audltmg process, an
independent review of the risk-measurement system, This review must include
both the activities of the business trading units and of the independent risk-control
unit. At least once a year, the institution must conduct a review of its overall
nsk-management process. The review must consider:

() ‘the adequacy of the documentation of the risk-management system and
process and the orgamsatlon of the risk-control unit; '

(i)  the integration of market risk measures into daily risk management and the
integrity of the management information system,; '

(i)  the process the institution employs for approving risk-pricing models and |
valuation systems that are used by front and back-office personnel;

~(iv)  the scope of market risks captured by the risk-measurement model and the
- validation of any significant changes in the risk-measurement process;

(v)  the accuracy and completeness of position data, the accuracy and
appropriateness of volatility and correlation assumptions, and the accuracy
of valuation and risk sensitivity calculations;

“(vi) the verification process the mstttutxon employs to evaluate the consistency,
timeliness, and reliability of data- sources used to run internal models,
including the mdependence'of such data sources; and

(vii)  the verification process the institution uses to evalyate back-testing that is
conducted to assess the model’s accuracy.

Notwithstanding paragraph 1, institutions using models shall be subject to a
- separate capital charge to cover the specific risk of traded debt instruments and
equities as described in Annex I to the extent that-the competent authorities
consider that this risk is not incorporated sufficiently into their models. The
competent authorities shall in any case set a minimum specific risk charge of 50%
of the charge as calculated accord%ng to Annex I for institutions using models.

For the purpose of paragraph 8(ii) the results of the institution's own calculation
shall be scaled up by a multiplication factor of 3.



'->7:

i

For the same purpose and in addition to thie multiplication factor, a "plus"-factor
of between 0 and 1 shall be applied to the results of the institution's own

calculation in accordance with Table 5,. dependmg on the outcome -of “ the -

backtestmg procedure outlmed below.

The value_-at-risk number calculated by means of the model shall bé compared ‘with

_ the actual change in value of the portfolio. Backtesting shall be carried out daily
on the basis of both effective and, assuming unchanged end-of day posmons :

hypothetlcal changes in the portfolio value.

~ If the.change in portfolio value exceeds the value-at-risk ca]culated using the

model, the target has been overshot. The number of overshootmgs as'set out.in
Table 5 shall be based on a spot check of 250 values :

Table 5
" Number of overshootings. ’ : Plus factor '
fewerthan5 | T - 0.00
5 , . , 0.40‘ .
6 - | . oso
7 | 0.65
- 8 : S 075
°o . | 085
10 or more : . 1,000

The competent authorities can, in individual cases, waive the requirement to add a-
- plus factor if, owing to an exceptional situation, an increase in:the .multiplication - .
factor would be unjustified and the model is basically sound. In this context, the .

1nst1tut10n has to prove that an increase would be unjustified.

In the event of numerous overshootmgs the competent authonty shall revoke the -

“ model’s recognition or. impose appropnate measures ‘to ensure that the model is
improved promptly. :

The institution is to record all- overshootings ascertained by back-testing, together

with the reasons for them, and to notify the competent. authorities’ rmmed1ately of

the extent of the overshootmgs and the reasons for them

Each 1nst1tut10n must meet a capltal requirement expressed as the higher of

() its. previous days value-at-risk number measured accordmg to the

parameters specxﬂed in this Annex; and

(i)  an average of the daily value-at-n'sk measures on each of the preceding

sixty business days, multiplied by the factors mentioned in paragraph 6,
adjusted by the factor mentioned in paragraph 7. -
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11.

12.

@

@)

(i)

()
' (.V)

" The calculation of value-at-risk shall be subject to the following
. minimum standards: A

“at least daily calculation of value-at-risk;

a 99th percentile, one-tailed confidence interval,
a ten-day equivalent holding period,;
an eﬁ‘ective-historical observation period of at least one year;

three-monthly data set updates;

~ The competent authorities shall also require that the model captures accurately- all

the material price risks of options or option-like positions.

The competent authorities shall require that the risk-measurement model captures
a sufficient number of risk factors, depending on the level of activity of the
institution in the respective markets. At a minimum, the following provisions shall

(ii)

| (i)

(v)

‘be respected

O

For interest-rate risk, the risk-measurement system shall model the
yield curve using one of a number of generally accepted approaches. For
material exposures to interest-rate risk in the major currencies and markets,
the yield curve shall be divided into a minimum of six maturity segments, to
capture the variations of volatility of rates along the yield curve. The
risk-measurement system must also capture the risk of less than perfectly
correlated movements between different yield curves. :

For foreign-exchange risk, the risk-measurement system shall i.ncorporéte‘

-risk factors corresponding to the individual foreign currencies in which

the institution's positions are denominated. A separate risk factor shall be

‘used for gold.

For equity risk, the risk-measurement system shall use a separate risk factor
at least for each of the ‘equity markets in Wthh the mstltutlon holds
significant positions. : .

For commodity risk, the risk-measurement system shall use a separate
nisk factor at least for each commodity in which the institution holds
significant positions. The risk-measurement system -must also capture the
risk of less than perfectly correlated movements between similar, but not
identical, commodities and the exposure to changes in forward prices arising
from maturity mismatches. It shall also take account of market
characteristics, notably delivery dates and the scope prowded to traders to
close out positions. -

The competent authorities may allow institutions to use empirical correlations

- within risk categories and across risk categories if they are satisfied that

the institution's system for measuring correlations is sound and implemented
with integrity.”
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. FINANCIAL STATEMENT =

The'proposal has no cost irnplications for the budget of the European Union -
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IMPACT ON COMPETITIVENESS AND EMPLOYMENT

L What is the main Justlﬁcatlon for the measure?

The purpose of the proposed Directive is to reﬁne the EU ru]es on the capital adequacy of
investment firms and credit institution with regard to the use of internal risk-management
models (“internal models”) for the calculation of capital requirements and w1th regard to
capital requirements for commodltles and commodlty derivatives.

IL Characteristics of the enterprises concerned

The proposed Directive concerns investment firms and credit institutions in the
European Union. ,

. Whatare ihe obligations imposed directly on enterprises?

The - proposal introduces new capital requirements only for commodities and
commodity derivatives of credit institutions and investment firms subject to
Council Directive 93/6/EEC. These instruments will be subject to a refined supervisory
treatment requiring a capital cover better reflecting commodity price risks. As a result, the
total amount of compulsory capital cover will not necessarily be higher than under current
legislation, but depends on the portfolio composition of each institution which may change
frequently. The proposed Directive furthermore enables Member States to allow credit -
institutions and investment firms to use internal models for the purpose of calculating
capital requirements. If Member States do so the more accurate risk-measurement may
result in a reduction of capltal charges

IV. What obligations are hkely to be |mposed on enterpnses through local
~ authorities?

None

V. Are there any special measures for SMEs? If so, What type of measures are
‘ they" :

None |

VL Whatis the likely effect on:
(a) the i:ompetiti?en’e_ss of eﬁtérﬁ_rises?
(b) employment? | |

(a) The introduction of the internal models method will preserve the competitiveness
- of EU investment firms and credit institutions which engage in direct competition
" with credit institutions from non-EU countries already allowing the use of internal
models for calculating capital requirements. The use of internal models for the
calculation of capital requirements furthermore reduces the need to duplicate
calculations for internal and regulatory purposes, which is expected to result in

o : ‘
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significant cost savings for investment firms and credit institutions. The use of . ’

“more accurate calculation methods may also lead to lower capital requirements for

investment firms and credit institutions, thus releasing capttal whtch ‘may morease

L the amount of credit available for’ enterpnses

() -

VIL

For commodmes and commodity derivatives the proposed Directive mtroduces a
. refined supervisory treatment. The proposed measures are closely in line with
* "regulations by another international forum of banking supervisors in the wider"
" context of G-10 countnes thereby ﬁxrthermg the goal - of e level playmg field

) world-w1de -

~Furthennore an 1mproved awareness and control of the rtsks run by investment -

firms and credit institutions contnbutes to the strength and,. thus to . the.

- competmveness of financial 1nst1tuttons

In anttctpatlon of the mtroductlon of internal’ models mstltutlons are mcreasmg
their hmng of hlghly quahﬁed IT personnel ’

Have the two sides of industry been consulted" What are their views" ,

No. The proposed measures affect only the prudenttal legtslatlon govemmg mvestment .

L ﬂrms and credlt 1nst1tutlons _ , _ NI
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