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PART A OVERVIEW

Al

11

1.2

1.3

EXECUTIVE SUMMARY

This document is part of the Capital Adequacy Framework that specify the
approaches for quantifying the Risk-Weighted Assets (RWA) for credit risk,

market risk and operational risk, as follows:

Risk Type Available Approaches

1. | Credit A Standardised Approach

A Internal Ratings Based Approach*(IRB)

2. | Market A Standardised Approach

A Internal Models Approach* (IMA)

3. | Operational A Basic Indicator Approach (BIA)

A Standardised Approach* (TSA)

A Alternative Standardised Approach* (ASA)

* Subject to explicit approval by Bank Negara Malaysia (the Bank). For IRB Approach,
only applicable for adoption from 1 January 2010.

It should be read together with Capital Adequacy Framework (Capital

Components).

The computation of the risk-weighted assets is consistent with Pillar 1
requirements set out by the Basel Committee on Banking Supervision
(BCBS) and the Islamic Financial Services Board (IFSB) in their respective
documents - finternational Convergence of Capital Measurement and Capital
Standards: A Revised Frameworkd0 i ssued i n JunCEapitd
Adequacy Standard (CAS)o i ssued i n D e c Appdneix |
summarises the options exercised by the Bank in areas where national

discretion is provided by the BCBS to the national supervisory authority.

The requirements set out by the BCBS are intended to improve the overall
risk sensitivity of the capital adequacy framework. However, they may not be
sufficient to reflect the actual risk profile of banking institutions operating in
emerging markets. As such, the Bank had proposed some customisations to
the BCBS specification in an effort to avoid under estimation of risk within the
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1.4

15

1.6

industry as well as to ensure suitability of the framework in the local

environment.

While the Bank believes that such customisation could be justified, a
pragmatic approach is adopted for implementation. Higher prudential
requirements and risk management standards would be introduced gradually
taking into consideration industry feedback during the consultation process.
Similarly, prioritisation and timing for the introduction of additional
adjustments or customisation would be determined based on the long-term

benefits of promoting prudent practices within the industry.

As we gain more reliable data and experience over time, a more thorough
assessment would also be undertaken to consider the introduction of other
adjustments as deemed necessary by the Bank. In view of these potential
future developments, it is important that banking institutions make well-
informed decisions with respect to the adoption of the approaches specified
under this framework having considered the appropriateness to cater for the
complexity of their current business models, as well as future business and
risk management strategies. It is also important to emphasise that the Bank
may also exercise its discretion under the Supervisory Review Process, or
Pillar 2 to impose higher capital requirements or prudential standards on
individual institutions if the Bank is of the view that the actual risk profiles of
these institutions are significantly underestimated by the framework or the

internal capital allocation processes are not satisfactory.

Notwithstanding the requirements under the capital adequacy framework, a
fundamental supervisory expectation is for all banking institutions to have in
place comprehensive risk management policies and processes that
effectively identify, measure, monitor and control risks exposures of the
institution and is subjected to appropriate board and senior management
oversight. This supervisory expectation is further detailed in the dRisk
Management Guidelineséand other relevant risk management standards and

requirements set by the Bank. The assessment on the adherence to the
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standards and requirements set by the Bank would be a key component of

the overall supervisory review process in determining appropriate

supervisory actions against banking institutions.

A.2 APPLICABILITY
1.7 The framework is applicable to
i) all banking institutions licensed under the Financial Services Act 2013

(FSA). These institutions wild.l hereaft

i nstitand i onso
all financial holding companies (FHCs) approved under the FSA which
are engaged predominantly in banking activities. The requirements for

FHCs are set out in part G.

A.3 LEGAL PROVISION

1.8 The framework is issued pursuant to section 47(2), section 115 and section

143(2)

of the FSA.

A4 LEVEL OF APPLICABILITY

1.9 A banking institution is required to comply with the Capital Adequacy

Framework at the following levels:

1)

Entity level!, referring to the global operations of the banking institution
(i.e. including its overseas branch operations) on a standalone basis,

and including its Labuan banking subsidiary; and

Consolidated level, which includes entities covered under the entity

level requirement, and the consolidation? of all subsidiaries®, except

1 Also re

ferredofistatdonkeked fewvledd

2 In accordance with Malaysian Financial Reporting Standards (MFRS).

3 Financial and non-financial subsidiaries. A financial entity refers to any entity, whether incorporated
in Malaysia or otherwise, engaged substantively in, or acquiring holdings in other entities engaged
substantively in, any of the following activities: banking, provision of credit, securities broking, fund
management, asset management, leasing and factoring and similar activities that are ancillary to
the conduct of these activities.
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insurance and takaful subsidiaries which shall be deducted in the

calculation of Common Equity Tier 1 Capital®.

1.10 In addition, a banking institution carrying on Skim Perbankan Islam®
(hereafter referred to as an SPI), shall comply with the requirements under
the Capital Adequacy Framework for Islamic Banks (Risk-Weighted Assets)
at the level of an SPI, as if the SPI is a stand-alone Islamic banking

institution.

In accordance with paragraph 30 of Capital Adequacy Framework (Capital Components).
5 In accordance with section 15 of the FSA and the Guidelines on Skim Perbankan Islam.
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PART B CREDIT RISK

B.1 INTRODUCTION

2.1

2.2

This part outlines the two approaches available for the computation of the
capital requirements for credit risk, namely the standardised approach and

the IRB approach.

Under the standardised approach for credit risk, the determination of the
capital requirements is based on an approach that links predefined risk
weights to predefined sets or classes of assets as defined from paragraph
2.13 to 2.45 of this framework. Significant differences to the current
framework are in the following areas:

A The use of external ratings issued by recognised external credit
assessment institutions (ECAIS) in determining the risk weights of the
banking Il nstitutions®o exposures
counterparties, such as corporates and banking institutions. The use of
such ratings are subject to specific rules set out from paragraphs 2.3 to
2.12;

A Greater recognition of credit risk mitigation in the form of on-balance
sheet netting arrangements, credit protection through financial collateral
as well as guarantees and credit derivatives; and

A The introduction of new portfolio segments and risk weights. A retail
portfolio segment with a risk weight of 75% has been introduced under
the standardised approach. In addition, the residential mortgage
portfolio has also been divided into three as compared to only one risk
weight available under the current framework. Nevertheless, the
application of these risk weights will be subject to the banking

institutions fulfilling all the specified operational requirements.

Whilst the standardised approach specifies the applicable risk weight for a
particular exposure, as a general rule under Pillar 2, the Bank reserves the
right to exercise its discretion to apply a different risk weight to a particular

banking institution or group of banking institutions, (which may be higher)
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2.3

2.3(i)

2.3(ii)

2.3(iii)

from that specified under this framework in certain circumstances such as
in situations where there is enough evidence to suggest that loss
experience in a particular band or asset class had increased or that overall

asset quality of such institutions have been deteriorating.

For the IRB approach, the capital requirements are derived using banking

institutionds internal rating systems.

the IRB approach are required to obtain explicit approval from the Bank

prior to implementation.

The IRB approach is based largely on the value-at-risk (VaR) methodology
to measuring credit risk and is therefore more risk-sensitive compared to
the standardised approach. Under this approach, the capital requirement
is determined using certain supervisory parameters and banking
institutions6é own estimates that

weight function.

The flexibility given to banking institutions to use own estimates is
premised on employment of sound risk management practices and strong
risk management capabilities and infrastructure. Only banking institutions
that meet these supervisory requirements and expectations would be
allowed to adopt the IRB approach.

The IRB approach is developed based on the following principles:

)] Differentiation between the foundation and advanced approach. The

foundati on approach relies on

estimates of probabilities of default (PD) and applies supervisory
estimates of loss given default (LGD) and exposure at default
(EAD), while the advanced approach, relies on mostly internal

estimates.

1)) Banking institutions being allowed to adopt a wider range of credit
risk mitigation techniques, subject to requirements set by the Bank.

Issued on: 3 May 2019
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Under the foundation approach, in addition to the financial collateral
available under the standardised approach, non-financial collateral
including commercial and residential real estate, financial
receivables and other physical collateral are also available as risk
mitigants, subject to meeting specific operational requirements.
More flexibility is allowed under the advanced approach as there is

no limit to the type of collateral recognised.

iii) The determination of capital requirement is based on the
unexpected losses (UL) approach. The risk weight formulas used to
calculate capital requirement for UL are derived from a specific
model developed by the BCBS. The UL approach is based on the
concept that capital is only required to cover UL which are peak
losses that occur infrequently over a long economic cycle. The
expected losses (EL) are the average anticipated credit losses over
time that in most cases would have been covered by provisions.
Based on this premise, any excess of provisioning over the EL
would be recognised as part of the banki ng i ns fTiert2ut i o n ¢
Capital.

iv) Standard capital computation formula being applied for each
exposure class on the premise that banking institutions have
complementing internal rating systems that meet high standards of
integrity and rigour based on minimum requirements specified by
the Bank. The requirements also necessitate the integration of the
IRB measures into the day-to-day risk management processes,
forming the foundation for a sound credit culture. Banking
institutions?©o a dher e nquiementsowill thé e mi |

monitored by the Bank through its supervisory processes.

2.3(iv) The treatment to be adopted in areas where national discretion is provided
by the BCBS to the national supervisory authority is summarised in

Appendix .
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B.2

THE STANDARDISED APPROACH FOR CREDIT RISK

B.2.1 EXTERNAL CREDIT ASSESSMENTS

2.4

2.5

External credit assessments (or external ratings) on the borrower (the
issuer) or specific securities issued by the borrower (the issue) are the
basis for the determination of risk weights under the standardised
approach for exposures to sovereigns, central banks, public sector
entities, banks, corporates as well as certain other specific portfolios. For
this purpose, banking institutions are only allowed to use external ratings
provided by ECAIs that have been recognised by the Bank® based on the
eligibility criteria as stipulated in Appendix Il. External ratings are not used
for determining the risk weights for residential mortgages, regulatory retail
portfolios, non-performing loans, high risk exposures as well as specifically
identified borrowers/transactions as specified in paragraph 2.44 and any
other assets not specified as mentioned in paragraph 2.45.

Under this framework, an exposure would be deemed to have an external
rating if the issuer or the issue has a rating provided by an external credit
assessment institution (ECAI) that has been recognised by the Bank. In
cases where an exposure does not have an issuer or issue rating, the
exposure shall be deemed unrated and shall be accorded a risk weight
appropriate for unrated exposures in their respective exposure category.
However, there may be instances where an unrated exposure can be risk-
weighted based on the rating of an equivalent exposure to the particular
borrower. The treatment of these unrated exposures will be subject to

conditions specified in paragraph 2.9.

6

A list of recognised ECAIs, including the mapping of the rating categories of different ECAIs to the
risk weights, is provided in Appendix Il and shall be updated from time to time.
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General Requirements on the Use of External Ratings

2.6

The use of external ratings for capital adequacy purposes must be applied

on a consistent basi s. I n additiom,f th

external ratings. Banking institutions must ensure that:

A external rating announcements are closely monitored (especially for
borrowers which are placed under
A risk weights are revised promptly following any changes in external

ratings; and
A all reports on the capital adequacy position under this framework that
are submitted to the Bank reflect the latest ratings assigned to the

issuers or issues.

The use of external ratings for risk weighting of exposures would also be
subject to the disclosure requirements under Pillar 3, failing which the
external ratings shall not be used for purposes of capital adequacy

computation. In this event, all exposures shall be treated as being unrated.

Level of Application of the Assessment

2.7

External ratings for one entity within a corporate group cannot be used to

risk weight other entities within the same group.

Single and Multiple Assessments

2.8 There are cases where a borrower/securities issuer or securities are rated
by more than one ECAI. In such cases, all available external ratings of a
borrower or an issue from recognised ECAIs must be captured and the
following rules must be observed:

A Where 2 recognised external ratings are available, the lower rating is to
be applied; or
7 Banking institutions shall not 6cherry pick?o

example, banking institutions should not use external ratings only when the ratings provide a
favourable risk weight compared to an unrated exposure and ignore the external ratings in
situations where the risk weight is unfavourable.
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A Where 3 or more recognised external ratings are available, the lower of
the highest 2 ratings will be used for the capital adequacy calculation

purposes.

Issuer and Issues Assessment

2.9 Where a banking institution invests in a particular security which has an
issue-specific rating, the risk weight for this exposure will be based on this
rating assessment. Where the banking institution has an investment which
does not have an issue-specific rating, the following principles shall apply:

Al n t he event wher e t he banking i ns
counterparty which does not have its own issuer rating, but the same
counterparty has a rating on other obligations such as a debt security
which the banking institution is not exposed to, the banking institution is
able to use that debt security rating in determining the appropriate risk
weight for their exposure to the counterparty. However, this is subject to
the condition that the banking institutiond6 s unr at ed epaposur e
passu or senior in all respects to the debt security which has a rating
and the debt security rating has not taken into account any effects of
collateral/guarantee arrangements. Otherwise, the unrated exposure
will receive the risk weight for unrated exposures;

A Where a counterparty has its own issuer rating, this assessment
typically applies to senior unsecured exposures on that counterparty.
Thus, only senior exposures on that counterparty will be able to utilise
this rating. Other exposures will be treated as unrated; and

A In the event that either the counterparty or a single security has a low
quality rating which maps into a risk weight equal to or higher (for
example 150%) than that which applies to unrated exposures (100%),
an unrated exposure on the same counterparty will be assigned the
same risk weight as is applicable to the low quality rating (instead of the

risk weight for unrated exposures).

2.10 No supervisory recognition of credit risk mitigation techniques will be taken

into account if credit enhancements have already been reflected in the
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rating specific to a particular debt security (to avoid double counting of
credit enhancement factors). For example, if an external rating for a
specific issue has already taken into account the effects of a guarantee
attached to the issuance, the guarantee cannot be subsequently be taken
into consideration for purposes of credit risk mitigation.

Domestic Currency and Foreign Currency Assessments

2.11

Where unrated exposures are risk-weighted based on the rating of an
equivalent exposure to a particular borrower, foreign currency ratings
would be used for exposures in foreign currency. Domestic currency
ratings would only be used to risk weight unrated exposures denominated

in domestic currency.

Unsolicited Ratings

2.12

Banking institutions should only use solicited ratings from recognised
ECAIs for purposes of the capital adequacy computation under the
standardised approach. This, however, does not preclude banking
institutions from using unsolicited ratings for other internal risk

management purposes.

B.2.2 DEFINITION OF EXPOSURES

2.13

The following part defines the various categories of exposures and their
corresponding risk weights under the standardised approach. The risk
weights would be applicable to all on-balance sheet and off-balance sheet
exposures in the banking book of banking institutions. Exposures in the
trading book shall be subject to the requirements under the market risk
component of this framework. For exposures undertaken through the
Islamic banking contracts, the treatment for the computation of the risk-
weighted assets is provided in Part B.2.3 Treatment for the

Computation of Credit Risk-weighted Assets for Islamic Contracts.
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2.14

2.15

On-balance sheet exposures shall be multiplied by the appropriate risk
weight to determine the risk-weighted asset amount, while off-balance
sheet exposures shall be multiplied by the appropriate credit conversion
factor (Part B.2.4 Off-Balance Sheet Items) before applying the
respective risk weights.

For purposes of capital adequacy computation, exposures are defined as
assets and contingent assets under the applicable Financial Reporting
Standards, net of specific provisions®.

Exposures to Sovereigns and Central Banks

2.16

2.17

Exposures to the Federal Government of Malaysia and the Bank®,
denominated and funded®® in ringgit Malaysia (RM) shall be accorded a
preferential risk weight of 0%. Any exposures in RM where there is an
explicit guarantee provided by the Federal Government of Malaysia or the

Bank shall also be accorded a 0% risk weight.

Where another national supervisor has accorded a preferential risk weight
(that is 0% or 20%) for exposures to their sovereign (or central bank),
denominated and funded in their domestic currency, banking institutions
can also apply the preferential risk weight on these exposures. Similarly,
where an explicit guarantee has been provided by these sovereigns (or
central banks), the preferential risk weight can also be applied. However,
in circumstances where the Bank deems the preferential risk weight to be
inappropriate, the Bank reserves the right to require these sovereign
exposures to be risk-weightedbased on the soverei

10

Specific provisions refer to loss allowance measured at an amount equal to lifetime expected credit
losses for credit-impaired exposures as defined under the Malaysian Financial Reporting Standards
9. These provisions are commonly known as Stage 3 provisions.

Including securities issued through special purpose vehicles established by the Bank e.g. Bank
Negara Malaysia Sukuk ljarah and BNMNi-Murabahah issued through BNM Sukuk Berhad.
However, banking institutions shall apply the look-through approach as Appendix XXIV for BNM
Mudarabah certificate (BMC).

This means that the banking institution has corresponding liabilities denominated in RM.
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2.18

Exposures to sovereigns (or central banks) not falling under the categories
set out in paragraphs 2.16 and 2.171%, shall be risk-weighted based on the

external credit rating of the sovereigns as given in Appendix Il

Exposures to Non-Federal Government Public Sector Entities (PSES)

2.19

2.20

2.21

2.22

Exposures to domestic PSEs will be risk-weighted at 20% if all of the

following criteria are met:

A the PSE has been established under its own statutory act;

A the PSE and its subsidiaries are not involved in any commercial
undertakings;

A a declaration of bankruptcy against the PSE is not possible; and

A the PSE is mostly funded by the federal government and any lending
facilities obtained by the PSE are subjected to strict internal lending
rules by the PSE.

In general, domestic PSEs would include administrative bodies of the
federal government as well as state governments, local governments and

administrative bodies of these entities.

PSEs?? that do not fulfill all criteria in paragraph 2.19 shall be risk-weighted
based on their external ratings as per corporates (Refer to paragraph
2.24).

In cases where other national supervisors have accorded a preferential
risk weight to their domestic PSEs, banking institutions can also apply the
preferential risk weight on their exposures to these foreign PSEs provided
these exposures are denominated and funded in their domestic currency.
In addition, the criteria established by the national supervisor in
determining the eligible PSEs for the preferential risk weight should also
be aligned with the criteria specified above for domestic PSEs in Malaysia.

However, in circumstances where the preferential risk weight to a foreign

11
12

Such as bonds issued by Federal Government of Malaysia denominated in USD.
This would include quasi-government agencies.
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PSE is deemed inappropriate, the Bank reserves the right to require

exposures to the PSE to be risk-weighted based on its external rating.

Exposures to Multilateral Development Banks (MDBS)

2.23 Exposures to MDBs shall in general be treated similar to exposures to
banking institutions. However, highly-rated MDBs which meet certain
criteria that have been specified by the BCBS will be eligible for a
preferential risk weight of 0%3,

Exposures to Banking Institutions and Corporates

2.24 Exposures to banking institutions and corporates shall be accorded risk
weights based on their external ratings which can be in the form of either
long-term or short-term ratings. However, any exposure arising from
investment account placements made with Islamic banking institutions
shall be subjtehcrto utgoh 6t haep pdrloocaocckhppeadix
XXIV. As a general rule, no exposures to an unrated banking institution or
corporate shall be given a risk weight preferential'* to that assigned to its

sovereign of incorporation.

Short-term Ratings

2.25 Short-term ratings'® are deemed to be facility-specific, thus can only be
used to determine risk weights for exposures specific to a rated facility. In
addition, short-term ratings cannot be used to risk weight an unrated long-

term exposure. The treatment for specific short-term facilities, such as a

13

14

15

MDBs currently eligible for a 0% risk weight are the World Bank Group, which comprises the
International Bank for Reconstruction and Development (IBRD) and the International Finance
Corporation (IFC), the Asian Development Bank (ADB), the African Development Bank (AfDB), the
European Bank for Reconstruction and Development (EBRD), the Inter-American Development
Bank (IADB), the European Investment Bank (EIB), the European Investment Fund (EIF), the
Nordic Investment Bank (NIB), the Caribbean Development Bank (CDB), the Islamic Development
Bank (IDB), the Council of Europe Development Bank (CEDB), and the International Finance
Facility for Immunisation (IFFIm).

For example, if the sovereign rating for a particular country was BBB, any exposures to the
sovereign would be accorded a risk weight of 50% and any unrated exposures to corporates
incorporated in that sovereign would be assigned a risk weight of 50% or higher.

In general, short-term ratings assessments refer to ratings for facilities with an original maturity of 1
year or less.
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particular issuance of a commercial paper is given in Appendix lll. In

addition, the application of short-term ratings shall be guided by the
following requirements:

A where a banking institution has multiple short-term exposures to a

particular borrower and only one of these facilities has a short-term
facility rating which attracts a 50% risk weight, other unrated short-term
exposures on the borrower cannot attract a risk weight lower than
100%;

where an issuer is accorded a risk weight of 150% for one short-term
facility, all unrated exposures of the issuer, whether long-term or short
term, shall also attract a 150% risk weight, unless a recognised credit
risk mitigant is available; and

the banking institution ensures that when a short-term rating is used,
the ECAI making the assessment has met all of the eligibility criteria
specified by the Bank in terms of its short-term rating. (i.e. the Bank has

not communicated the withdrawal of such recognition).

All other exposures shall use the long-term ratings or be treated as

unrated exposures.

Long-term Ratings

2.26

The applicable risk weights for long-term ratings for exposures to banking
institutions and corporates are provided in Appendix Ill. The following
treatment are specifically provided for exposures to banking institutions:

A a risk weight that is one category more favourable is applied to claims

on banking institutions with an original*® maturity of six (6) months or
less, subject to a floor of 20%. This treatment is available to both rated
and unrated exposures, but not to banking institutions risk-weighted at
150%; and

16

Banking institutions must ensure that exposures which are expected to be rolled-over beyond their
original maturity do not qualify for this more favourable treatment. This is based on the view that
banking institutions rolling-over their facilities are having difficulty to source for alternative funding.
This shall also be applicable for exposures that have been accorded the automatic 20% risk weight.
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A a risk weight of 20% shall be applied to exposures to other banking
institutions with an original maturity of three (3) months or less

denominated and funded in RM.

2.27 Exposures on development financial institutions (DFIs) shall be treated

similar to the exposures to banking institutions.

Exposures to Insurance Companies, Securities Firms and Fund Managers
2.28 Exposures to insurance companies, securities firms, unit trust companies
and other asset management companies shall be treated as exposures to

corporates.

Exposures Included in the Regulatory Retail Portfolio

2.29 Exposures included in the regulatory retail portfolio (excluding qualifying
residential mortgage loans and defaulted regulatory retail exposures) shall
be risk-weighted at 75% only when the following criteria are met:

A orientation criterion - exposure is to an individual person or persons or
to a small business. (Small businesses may include sole-
proprietorships, partnerships or small and medium-sized enterprises
(SMEs*'));

A product criterion - the exposure takes the form of any of the following:
revolving credits and lines of credit (including credit cards and
overdrafts), personal term loans and other term loans (for example
installment loans, auto financing loans, student and educational loans,
personal finance) and small business facilities. Investment in debt and
equity securities, whether listed or not, are excluded from this portfolio.
Qualifying residential mortgage loans would be treated separately under

paragraphs 2.31 to 2.36.

17 Small and medium-sized enterprises (SMESs) in the agriculture and services sector are defined as
having annual sales of up to RM5 million or 50 full-time employees. For the manufacturing sector,
SMEs have been defined as having annual sales of up to RM25 million or 150 full-time employees.
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A granularity criterion!® - the aggregate exposure!® to a counterparty2°
(excluding qualifying residential mortgage loans) cannot exceed 0.2% of
the overall regulatory retail portfolio;

A low value of individual exposures - the aggregate exposure?! to one
counterparty (excluding qualifying residential mortgage loans) cannot
exceed RM5 million; and

A for Islamic banking assets, in addition to the above four criteria,
regulatory retail exposures must be based on either Mur Ub adn
| j Ucomtrhcts?2.

2.29())  Any term loans for personal use with an original maturity of more than 5
years approved and disbursed by banking institutions on or after 1
February 2011, shall be risk-weighted at 100%.

2.30 Where an exposure does not fulfill the criteria above, the exposure shall

be treated as exposures to corporates.

Loans Secured by Residential Properties
2.31 Loans fully secured by mortgages on residential property?3, which are or

will be occupied by the borrower, or is rented, shall be carved-out from the

18

19

20
21

22

23

At minimum, banking institutions must undertake a one-off computation on a monthly basis to fulfil
this requirement. The computation requires banking institutions to aggregate all retail exposures
which have fulfilled all other operational requirements for regulatory retail portfolio and ascertain
whether all these exposures do not exceed the granularity threshold of 0.2%. If there are
exposures which exceed this threshold, they would not be eligible for the 75% risk weight and shall
be treated as a corporate exposure. However, banking institutions may wish to consider
undertaking an iterative computation on an annual basis.

Aggregate exposure means gross amount (excluding defaulted exposures and without taking into
account credit risk mitigation effects) of all forms of debt exposures (including off-balance sheet
exposures) that individually satisfy the other three criteria.

ACounterpartyo0 Single Goenteipartg Exposuned ieit.

Aggregate exposure means gross amount (inclusive of defaulted exposures but without taking into
account credit risk mitigation effects) of all forms of debt exposures (including off-balance sheet
exposures) that individually satisfy the other three criteria.

Use of the risk weight under the regulatory retail portfolio for exposures based on other Islamic
contracts may be allowed, provided that the credit risk profile of such exposures is similar to
Mu r U b ahl aj hUcomtrhct.

Residential property means property which is zoned for single-family homes, multi-family
apartments, townhouses and condominiums. It excludes shop houses which can be eligible for the
regulatory retail portfolio as per paragraph 2.29.
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regulatory retail portfolio and defined as qualifying residential mortgage

loans, if the following criteria are met:

A the borrower is an individual person;

A the loan is secured by the first legal charge, assignment or strata title on
the property;

A the banking institution has in place a sound valuation methodology to
appraise and monitor the valuation of the property;

A the re-computation?* of the loan-to-value ratio must be undertaken at
least on an annual basis. Banking institutions can also consider credit
protection extended by Cagamas SRP Berhad when computing the
loan-to-value ratio, by reducing the value of the loan by the amount
protected. This is however, subject to banking institutions fulfilling the
operational and legal certainty requirements for the recognition of credit
risk mitigation set out in Part B.2.5;

A upon default, the property must be valued by a qualified independent
valuer. (Defaulted qualifying residential mortgage loans would be
treated differently from other defaulted loans. The treatment is specified
under paragraph 2.40);

A the property has been completed and a certificate of fithess has been
issued by the relevant authority ; and

A for Islamic banking assets, the exposures must be based on either
Mu r U b ahl aj hUgomtrhct?s.

24 The computation of LTV ratio for regulatory capital purpose shall be subject to the following:

25

|l

Banking institutions ensure that the loan amount is reflective of the banking instituion's potential
or outstanding exposure to the borrower. Where the banking instituion for instance, has offered
to extend the lending facility to cover additional costs to be incurred by the borrower in
connection to the housing loan (e.g. for fire insurance, stamp duty fees, legal fees, Mortgage
Reducing Term Assurance, etc.), these amounts should also be included in the loan amount.

At origination, the value of the house will be based on the value stated on the Sales and
Purchase Agreement. Subsequently, to qualify for concessionary risk weight, banking
institutions have to demonstrate ability to comply with the valuation rules and annual
recomputation of the loan-to-value ratio. Banking institutions should have in place internal
policies and procedures to verify the robustness of the properly values used in the LTV
computation, including where appropriate, requirements for independent valuations to be
carried out to confirm the veracity of values stipulated in the Sales and Purchase Agreement. In
computing the LTV ratio, banking institutions are not expected to conduct a formal valuation on
each property annually. Banking institutions may use credible secondary information such as
property market reports or house indices.

The risk weights of qualifying residential mortgages may be applicable to exposures based on other

contracts (including Mu s h Ur autankgisah contracts undertaken with and without Waad),
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2.32

Quialifying residential mortgage loans shall be risk-weighted?® based on

the following table:

Loan-to-value Ratio?’ <80% 80%-90%

Risk weight 35% 50%

2.33

2.33())

2.34

2.35

2.36

Residential mortgages which do not meet the criteria in paragraphs 2.31

and 2.32 will be treated as regulatory retail portfolio as per paragraph 2.29.

Notwithstanding paragraphs 2.31 to 2.33, all residential mortgages with a
loan-to-value ratio of more than 90% approved and disbursed by banking

institutions on or after 1 February 2011 shall be risk-weighted at 100%.

For residential mortgages which are combined with overdraft facilities, the
overdraft facility shall be classified under the residential mortgage if the
overdraft facility is secured with the first legal charge. Otherwise, the

overdraft facility shall be classified under regulatory retail portfolio.

For residential mortgage loans extended to the priority sector as per
requirements specified by the Bank, the loan shall be subjected to a risk
weight of 50%, or 35% if the loan-to-value ratio is below 80%?28. However,
any loans with a loan-to-value ratio of more than 90% approved and
disbursed by banking institutions on or after 1 February 2011, shall be risk-
weighted at 75%.

A summary of the risk weights for all residential mortgage exposures is

provided in Appendix IV.

26

27
28

provided that the credit risk profile of such exposures is similar to Mu r U b aoh lajh U coattacts.
Nevertheless, the Bank expects banking institutions to monitor the risk characteristics of such
contracts in comparison against other similar types of exposures, particularly in relation to the
recovery profile.

Where the residential mortgage loan is protected by Cagamas SRP Berhad (under Cagamas MGP,
Skim Rumah Pertamaku, and Skim Perumahan Belia), a risk weight of 20% shall apply on the
protected portion while the remaining portion shall be risk-weighted based on the post protection
loan-to-value ratios.

The loan-to-value ratios are post-protection where applicable.

Refer to footnote 26.
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Defaulted Exposures

2.37

2.38

2.39

2.40

2.41

This part specifies the treatment for exposures classified as being in

default. The definition of defaulted exposures is attached in Appendix V.

The risk weights for the unsecured portion of defaulted exposures (other

than defaulted qualifying residential mortgage loans (refer to paragraph

2.40) and higher risk assets (refer paragraph 2.42)), net of specific

provisions?® (including partial write-offs) are as follows:

A 150% risk weight when specific provisions are less than 20% of the
outstanding amount of the exposure;

A 100% risk weight when specific provisions are no less than 20% of the
outstanding amount of the exposure; and

A 50% risk weight when specific provisions are no less than 50% of the

outstanding amount of the exposure.

For defaulted exposures, similar eligible collateral and guarantees as non-
defaulted exposures will be allowed for the purposes of determining the
secured portion of defaulted exposures.

Qualifying residential mortgage loans that are in default shall be risk-

weighted, net of specific provisions (including partial write-offs) as follows:

A 100% when specific provisions are less than 20% of the outstanding
amount of the exposure; and

A 50% when specific provisions are 20% or more of the outstanding

amount of the exposure.

An illustration on the computation of the risk-weighted assets for defaulted

exposures is provided in Appendix VI.

29 Specific provisions refer to loss allowance measured at an amount equal to lifetime expected credit
losses for credit-impaired exposures as defined under the Malaysian Financial Reporting Standards
9. These provisions are commonly known as Stage 3 provisions.
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Higher Risk Assets

2.42

2.43

Other Assets

2.44

The following exposures have been identified as high risk assets and are

accorded specific risk weights as follows:

A non-publicly traded equity investments (includes investments structured

basedon Mu's h Ur @ Ma b Ur aconadcts) will be risk-weighted at
150%;

A residential mortgage loans for abandoned3® housing development

project or construction will be risk-weighted at 150%; and

A venture capital investments will be risk-weighted at 150%.3!

In addition, the treatment for defaulted and non-defaulted exposures of

these higher risk assets shall be the same.

Following are specific treatment for other assets not specified above:

Vi)

Cash and gold3? will be risk-weighted at 0%;

Investments in the ABF Malaysia Bond Index Fund shall be risk-
weighted at 0%;

Exposures on the Bank for International Settlements, the
International Monetary Fund, the European Central Bank and the
European Community shall be accorded a 0% risk weight;

Exposures (excluding equity investment specified in (vii) below) to
CGC shall be accorded a 20% risk weight;

Exposures to local stock exchanges®? and clearing houses shall be
accorded a 20% risk weight;

Investments in unit trust funds and property trusts funds3* shall be
risk-weighted at 100%;

30

31
32

33

For this purpose, abandoned housing project or construction is defined as follows: (i) A housing
development project in which construction has continuously stopped for 6 months or more within or
outside the completion period as per the Sales and Purchase Agreement (ii) The developer has no
ability to proceed and complete the project due to financial insolvency (iii) the Ministry qualifies that
the developer is no longer able to continues its responsibility as the developer.

The Bank may decide to impose more stringent capital treatment including capital deduction.

Refers to holding of gold bullion held in own vaults or on an allocated basis to the extent backed by

bullion liabilities.

Refers to Bursa Malaysia Securities Berhad and Labuan Financial Exchange.
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2.45

vii)

viii)

Publicly traded equity investments held in the banking book shall be
risk-weighted at 100%. In addition, equity investments called for by
the Federal Government of Malaysia, Bank Negara Malaysia,
Association of Banks in Malaysia, Association of Islamic Banking
Institutions in  Malaysia, or Malaysian Investment Banking
Association®® shall also receive a risk weight of 100%;

Investment in equity of non-financial commercial subsidiaries will be
accorded a 1250% risk weight;

Investment in sukuk issued by the International Islamic Liquidity
Management Corporation (IILM) will be risk-weighted in accordance
with paragraph 2.25; and

Right-of-use (ROU) assets where the underlying asset being leased
is a tangible asset will be accorded a 100% risk weight.

Any other assets not specified shall receive a standard risk weight of
100%.

B.2.3 TREATMENT FOR THE COMPUTATION OF CREDIT RISK-WEIGHTED

2.46

ASSETS FOR ISLAMIC CONTRACTS

This part sets out the specific treatment for the computation of credit risk-

weighted assets for seven classes of Islamic contracts undertaken by

banking institutions. Some Islamic banking products may carry different

titles and are structured with a certain degree of variations in terms of the

contracts. As such, for the purpose of computing the risk-weighted asset

amount, banking institutions are advised to focus on the risk structure and

exposure of the products rather than the title and form.

34
35

Includes Real Estate Investment Trusts.
Such as Cagamas Berhad and Credit Guarantee Corporation Malaysia Berhad.
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MURUBAHAH

Mur Ubahah

2.47 A Murlbahah contract refers to an agreement whereby a banking
institution sells to an obligor an asset that it has acquired at an agreed
selling price between both parties. The agreed selling price is based on
the acquisition cost (purchase price plus other direct costs) of the asset
incurred by the banking institution and a profit margin agreed between the
banking institution and its obligor. The MurUbahah contract shall include
the agreed repayment terms where the obligor is obliged to pay the selling

price after taking delivery of the asset.

2.48 Banking institutions are exposed to credit risk in the event that the obligor
fails to pay the agreed selling price in accordance with the agreed
repayment terms under the Murlbahah contract. Hence, banking
institutions shall be subject to the capital charge for credit risk exposure

once the asset is sold and payment is due to the banking institution.

Mu r Ub afar@trchase Orderer (MPO)

2.49 A Murlbahah for Purchase Orderer (MPO) contract refers to an
agreement whereby a banking institution sells to an obligor at an agreed
selling price, a specified type of asset that has been acquired by the
banking institution based on an agreement to purchase (AP) by the obligor
which can be binding or non-binding. The relevant legal recourse provided
under the AP that requires the obligor to perform their obligation to
purchase the underlying asset from the banking institution shall be a key
determinant for the AP to be recognised as binding or non-binding. Thus, it
is pertinent for banking institutions to ensure the adequacy and
enforceability of the legal documentation under the MPO contract. The
MPO contract shall include the agreed repayment terms where the obligor

is obliged to pay the selling price after taking delivery of the asset.
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2.50

2.51

2.51())

2.51(ii)

The difference between a MurUbahah transaction and an MPO transaction
is that under a MurUbahah contract, the banking institution sells an asset
which is already in its possession, whilst in an MPO, the banking institution
acquires an asset in anticipation that the asset will be purchased by the

obligor.

Banking institutions are exposed to credit risk in the event that the obligor
fails to pay the agreed selling price in accordance with the agreed
repayment terms under the MPO contracts. Hence, banking institutions
shall be subject to the capital charge for credit risk exposure once the

asset is sold and payment is due to the banking institution.

For MPO with binding AP, banking institutions are exposed to credit risk in
the event that the obligor (purchase orderer) defaults on its binding
obligation to purchase the assets under the contract. In view of the
adequate legal recourse that requires the obligor to purchase the asset at
an agreed price, the credit risk exposure commences once the banking
institution acquires the underlying asset. For non-binding MPO, the effect
is similar to a MurUbahah transaction.

The following table summarises the treatment for the determination of risk
weights of Mu r U b aahdaviiPO contracts

Contract (When banking institutions start providing

Applicable Stage of the Contract Determination of

for capital) Risk Weight

Mu r Ub aahda i When sale of asset is completed and Based on type of
MPO with non- payment is due from the customer exposure as per Part

binding AP

Note: Exposure is based on outstanding B.2.2 Definition of
amount Exposures.
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Applicable Stage of the Contract Determination of

Contract (When banking institutions start providing Risk Weight
for capital)
MPO with binding | When asset is acquired by banking
AP institution and available for sale (asset on

balance sheet)3®
Note: Exposure is equivalent to the asset
acquisition cost.

BAI 6 BI THAMBBNA)AJAND (BAI 6 | NAH

2.52 For the purpose of this framework, the Bai' Bithaman Ajil (BBA) and Bai
Inah contracts are deemed to have similar transaction characteristics and
financing effect as the MurUbahah and MPO contract. The BBA involves
the selling of an asset wi t h def err ec
involves a sell and buy back agreement. An exampl e mWwheBai 6 I
an obligor sells to the banking institution an asset at a selling price that will
be repaid on cash basis for the first leg of the agreement. On the second
leg, the banking institution sells back the asset to the obligor on deferred
payment terms to enable the financing transaction

SALAM

2.53 A Salam contract refers to an agreement whereby a banking institution
purchases from an obligor a specified type of commodity, at a
predetermined price, which is to be delivered on a specified future date in
a specified quantity and quality. Banking institution as the purchaser of the
commodity makes full payment of the purchase price upon execution of
the Salam contract. Banking institutions are exposed to credit risk in the
event that the obligor (commodity seller) fails to deliver®” the paid

commodity as per the agreed terms.

36 Includes assets which are in possession due to cancellation of AP by customers.
87 DeliveryriskinaSalamcontract is measured based on the commod
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2.54 In addition, a banking institution may also enter into a parallel Salam

contract, which is a back-to-back contract to sell the commodity purchased
under the initial Salam contract to another counterparty. This arrangement
enables the banking institution to mitigate the risk of holding the

commodity.

2.55 Islamic banking institutions undertaking the parallel Salam transaction are
exposed to credit risk in the event that the purchaser fails to pay for the
commodity it had agreed to purchase from the Islamic banking institution.
Nevertheless, in the event of non-delivery of the commodity by the seller
under the initial Salam contract, the Islamic banking institution is not
discharged of its obligation to deliver the commodity to the purchaser

under the parallel Salam contract.

2.55(i)) For the purpose of computing the credit risk-weighted asset, the purchase
price paid by banking institution to the seller of commodity in a Salam
contract shall be assigned a risk weight based on the seller

rating.

2.55(ii) The following table summarises the treatment for the determination of

credit risk weights of Salam contracts:

Applicable Stage of the Contract Determination of Risk

Contract (When bank_mg institutions start Weight
providing capital)
Salam Banking institution is expecting Based on type of exposure
delivery of the commodity after as per Part B.2.2

purchase price has been paid to seller | Definition of Exposures.
Note: Exposure amount is equivalent
to the payment made by banking

institution
Salam with Similar to the above Based on type of exposure
Parallel Salam | (The Parallel Salam does not as per Part B.2.2

extinguish requirement for capital from | Definition of Exposures.
the first Salam contract)
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ISTISNG ~

2.56

2.57

2.58

2.59

An| st icentrddtrefers to an agreement to sell to or buy from an obligor
an asset which has yet to be manufactured or constructed. The completed
asset shall be delivered accordi

specified future date and at an agreed selling price as per the agreed

terms.

As a seller of the under the IstisnJ contract, the banking institution is
exposed to credit risk in the event that the obligor fails to pay the agreed
selling price, either during the manufacturing or construction stage, or

upon full completion of the asset.

As a seller, the banking institution has the option to manufacture or
construct the asset on its own or to enter into a parallel | s t i centradt to
procure the asset from another party or, to engage the services of another
party to manufacture or construct the asset. Under the parallel | st i
contract, as the purchaser of the asset, the banking institution is exposed
to credit risk in the event that the seller fails to deliver the specified asset
at the agreed time and in accordance with the initial | s t i wtiméte
buyero6s specifications. The failuwu
parallel | s t i sellerltioes not discharge the banking institution from its
obligations to deliver the asset ordered by the obligor under the initial
| st i comtrékt. Thus, the banking institution is additionally exposed to
the potential loss of making good the shortcomings or acquiring the

specified assets elsewhere.

The following table specifies the treatment for the determination of risk

weights of | s t i centrddts:
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Applicable Stage of the
Contract Contract Determination of Risk
(When banking institutions start Weight
_ providing capital)
| st iadn U" | Unbilled and unpaid billed work- | Based on type of exposure as
Parallell st i s |in-progress per Part B.2.2 Definition of
Exposures; or
Supervisory slotting criteria
method subject to fulfilling
minimum requirements as per
Appendix VII.
|l JURAH
| j Or ah
2.60 | j U conttacts refer to a lease agreement whereby the lessor transfers

the right to use (or usufruct) of the leased asset to the lessee, for an
agreed period and at an agreed consideration, in the form of lease rental.
The lessor maintains ownership of the leased asset during the lease
period under these contracts.

2.61 As the owner of the leased asset, banking institutions therefore assume all
liabilities and risks pertaining to the leased asset including the obligation to
restore any impairment and damage to the leased asset arising from wear
and tear, as wel |l as natur al causes Ww

misconduct or negligence.

2.62 As a lessor, banking institutions may acquire the asset to be leased based
on t he | es s e e Gas stipulptedcunderithe agreementgo lease
(AL), prior to entering into the | j U coatract with the lessee. The AL can
be binding or non-binding on the lessee depending on the legal recourse
in the AL, which states the obligation for the lessee to lease the specified
asset from the lessor.
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2.63

2.64

2.65

Banking institutions as the lessor under the | j Ucomrtrhcts are exposed to
the credit risk of the lessee in the event that the lessee fails to pay the

rental amount as per the agreed terms.

In addition, under a binding AL, banking institutions are exposed to credit
risk in the event that the lessee (lease orderer) defaulting on its binding
obligation to execute the | j U coattact. In this situation, the banking
institution may lease or dispose off the asset to another party. However,
the banking institution is also exposed to the credit risk of the lessee if the
lessee is not able to compensate for the losses incurred arising from the

disposal of the asset.

Under a non-binding AL, the banking institution is not exposed to the risk
of non-performance by the lease orderer given that the banking institution
does not have legal recourse to the lease orderer. In this regard, credit risk

exposure arises upon the commencement of rental agreement.

| jOrah Muntahia Bittamleek

2.66

| j U Mantahia Bittamleek (IMB) contract refers to a lease agreement
similar to | j Ucomtrhcts. However, in addition to paragraphs 2.53 to 2.58,
the lessor has an option to transfer ownership of the leased asset to the
lessee in the form of a gift or a sale transaction at the end of IMB.

Al-l j Or ah ThBamma Al

2.67

Al-l j UTharhma Al-Bai’ (AITAB) contract is a type of IMB contract that
ends with a transfer of ownership to the lessee by way of a sale
transaction and shall be treated similarly to the IMB contract for purposes
of capital adequacy requirements. In line with the applicable accounting
treatment, where Islamic financial products apply the AITAB contract for
the purpose of creating financing facilities, the outstanding rental amount
refers to the total outstanding principal amount plus accrued profit due
from obligor.
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2.67(1) The following table summarises the treatment for the determination of risk
weights of | j UIMB ¢ontracts for the lessee:
Applicable Stage of the Contract
(When banking institutions start providing
capital) Determination of
Type of AL Upon signing an AL Upon signing an LC Ri :
7 isk Weight
and asset is in and the lease rental
balance sheet payments are due
available for lease from the lessee
Binding Exposure to credit risk | Exposure to credit risk | Risk weight is
Note: Exposure is Note: Exposure is based on
equivalent to asset based on outstanding |cust omer 0 S
acquisition cost rental amount (prospective
| esseebs)
rating
Non-binding / | No credit risk Exposure to credit risk | Risk weight is
Without AL Note: Exposure is based on |
based on outstanding | external rating
rental amount

MUSHURAKAH

2.68

2.69

A MushUrakah contract is an agreement between a banking institution and
its obligor to contribute an agreed proportion of capital funds to an
enterprise or to acquire ownership of an asset/real estate. The proportion
of the capital investment may be on a permanent basis or, on a
diminishing basis where the obligor progressively buys out the share of the
banking institution (thus, this contract is named Diminishing MushUrakah,
which is categorised under MushUrakah contract for the purpose of this
framework). Profits generated by the enterprise or an asset/real estate are
shared in accordance to the terms of the MushUrakah agreement, while

losses are shared based on the capital contribution proportion.

In general, MushUrakah contracts can broadly be classified into two

categories as follows:

A Equity participation in a private commercial enterprise to undertake
business ventures or financing of specific projects; and

A Joint ownership in an asset or real estate.
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2.70

2.70()

2.71

EQUITY PARTICIPATION IN A PRIVATE COMMERCIAL ENTERPRISE
TO UNDERTAKE BUSINESS VENTURES OR FINANCING OF
SPECIFIC PROJECTS

A banking institution may enter into a MushUrakah contract with their
obligor to provide an agreed amount of capital for the purpose of
participating in the equity ownership of an enterprise. In this arrangement,
the banking institution is exposed to capital impairment risk in the event

that the business activities undertaken by the enterprise incur losses. The

MushUrakah agr e e men't may provide an agreed

allows partners to divest their interest in the enterprise at a specified tenor
or at the completion of the specified project. In this regard, the banking
institution must ensure that the contract clearly stipulates the exit

mechanism for partners to redeem their investment in this entity.

Banking institutions that enter into this type of MushUrakah contract are
exposed to the risk similar to an equity holder or a joint venture
arrangement where the losses arising from the business venture are to be
borne by the partners. As an equity investor, the banking institution serves
as the first loss absorber and its rights and entitlements are subordinated
to the claims of creditors. In terms of risk measurement, the risk exposure
to an enterprise may be assessed based on the performance of the
specific business activities undertaken by the joint venture as stipulated

under the agreement.

JOINT OWNERSHIP IN AN ASSET OR REAL ESTATE
MushUrakah contracts that are undertaken for the purpose of joint
ownership in an asset or real estate may generally be classified into the

two categories as follows:

i)  MushUrakah contract with an 1 j U sud-bontract

(a) Partners that jointly own an asset or real estate may undertake
to lease the asset to third parties or to one of the partners under
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an | j U coatfact and therefore generate rental income to the
partnership. In this case, the risk profile of the MushUrakah
arrangement is essentially determined by the underlying | j Ur a h
contract. Banking institutions are exposed to credit risk in the

event that the lessee fails to service the lease rentals.

i) MushUrakah contract with a MurUbahah sub-contract

(@)

As a joint owner of the underlying asset, banking institutions are
entitled to a share of the revenue generated from the sale of
asset to a third party under a MurUbahah contract. Banking
institutions are exposed to credit risk in the event the buyer or
counterparty fails to pay for the asset sold under the MurUbahah

contract.

iii) DiminishingMu s h Ur ak ah

(@)

(b)

(€)
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A banking institution may enter into a Diminishing MushUrakah
contract with an obligor for the purpose of providing financing
based on a joint ownership of an asset, with the final objective of
transferring the ownership of the asset to the obligor in the

contract.

The contract allows the obligor to gradually purchase the
banking institutionds share of owr
or equity in an enterprise over the life of the contract under an
agreed repayment terms and conditions which reflect the
purchase consideration payable by the obligor to acquire the

banking institutionds share of owne

As part of the mechanism to allow the obligor to acquire the
banking institutionés share of oOWwWr
and obligor may agree to lease the asset/real estate to the
obligor. The agreed amount of rental payable can be structured
to reflect the progressive acqui si
share of ownership by the obligor. Eventually, the full ownership
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(d)

of the asset will be transferred to the obligor as it continues to

service the rental payment. In this regard, the banking institution

is exposed to credit risk similar to an exposure under the

MushUrakah with | j Ucomtrhct.

However, if the exposure under the Diminishing MushUrakah

contract consists of share equity in an enterprise, the banking

institution shall measure its risk exposure using the treatment for

equity risk.

2.71(i) The following table specifies the treatment for the determination of credit risk

weights of

Mu s h Uah eohtracts:

Contract

Applicable Stage of the
Contract
(When banking institutions start
providing capital)

Determination of Risk
Weight

Mu s h Ur farkequity | Holding of equity

holding in banking
book

100% risk weight for
publicly traded equity and
150% risk weight for non-
publicly traded equity; or

Supervisory slotting
criteria method subject to
fulfilling minimum
requirements as per
Appendix VII.

Mus h Ur fark a
project financing

h | Funds advanced to joint venture

150% risk weight38; or

Supervisory slotting
criteria method subject to
fulfilling minimum
requirements as per
Appendix VII.

Mu s h Ur witk sub- | Exposure to credit risk

contract

As set out under the sub-
contract.

38 The Bank reserves the right to increase the risk weight if the risk profile of the exposure is deemed

higher.
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MUDURABAH

2.72 A Mu d Ur aconaaut is an agreement between a banking institution and
an obligor whereby the banking institution contributes a specified amount
of capital funds to an enterprise or business activity that is to be managed
by the obligor as the entrepreneur ( Mu d U Asi the)capital provider, the
banking institution is at risk of losing its capital investment (capital
impairment risk) disbursed to the Mu d U.r Profits generated by the
enterprise or business activity are shared in accordance with the terms of
the Mu d &bah agreement whilst losses are borne solely by the banking
institution (capital provider)3®. However, losses due to misconduct,
negligence or breach of contracted terms*® by the entrepreneur, shall be
borne solely by the Mu d U.rln this regard, the amount of capital invested
by the banking institution under the Mu d Ur acbn&dct shall be treated

similar to an equity exposure.

2.73 Mu d Ur arbnaactions can be carried out:

A on a restricted basis, where the capital provider authorises the Mu d Ur i
to make investments based on a specified criteria or restrictions such as
types of instrument, sector or country exposures; or

A on an unrestricted basis, where the capital provider authorises the
Mu d U toiexercise its discretion in business matters to invest funds
and undertake busi ness activities

expertise.

2.74 In addition, transactions involving Mu d U r acbn#rdets may generally be

sub-divided into two categories as follows:

39 Losses borne by the capital provider would be limited to the amount of capital invested.
40 Banking institutions are encouraged to establish and adopt stringent criteria for definition of
misconduct, negligence or breach of contracted terms.
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l. EQUITY PARTICIPATION IN AN ENTITY TO UNDERTAKE BUSINESS
VENTURES

2.75 This type of Mu d Ur acbné&rdet exposes the banking institution to risks

akin to an equity investment, which is similar to the risk assumed by an

equity holder in a venture capital or a joint-venture investment. As an

equity investor, the banking institution assumes the first loss position and

its rights and entitlements are subordinated to the claims of creditors.

. INVESTMENT IN PROJECT FINANCE

276 The banking institut Mod09s adorandctenit ane n t
Mu d Uiisifdr the purpose of providing bridging finance to a specific
project. This type of contract exposes the banking institution to capital
impairment risk in the event that the project suffers losses. Under this
arrangement, the banking institution as an investor provides the funds to
the construction company or Mu d U rthatbmanages the construction
project and is entitled to share the profit of the project in accordance to the
agreed terms of the contract and must bear the full losses (if any) arising
from the project.

2.77 There may be situations where the risk profile of money market
instruments based on Mu d U r adntialsts may not be similar to an equity
exposure given the market structure and regulatory infrastructure
governing the conduct of the market. In particular, Mu d U ahairiierbank
investments in the domestic Islamic money market would attract the credit
risk of the banking institution instead of equity risk despite having

similarities in the contractual structure.

2.77(1) The following table summarises the treatment for the determination of risk
weights for Mu d U r adntasts:
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Contract

Applicable Stage of the Contract
(When banking institutions start
providing capital)

Determination of Risk
Weight

MudUrabah for
equity holding in
banking book

Holding of equity

100% risk weight for
publicly traded equity and
150% risk weight for non-
publicly traded equity; or

Supervisory slotting
criteria method subject to
fulfilling minimum
requirements as per
Appendix VII.

MudUrabah for
project financing

Amount receivable from MudU r in |
respect of progress payments due
from ultimate customers

If a binding agreement
exists for ultimate
customers to pay directly
to banking institution:
Based on external rating
of ultimate customer
(Type of customer as per
Part B.2.2 Definition of
Exposures

Remaining balance of funds
advanced tothe Mu d U.r i b

150% risk weight**; or

Supervisory slotting
criteria method subject to
fulfilling minimum
requirements as per
Appendix VII.

SUKT K

2.78 Sukiclontracts

ownership in an undivided part of an underlying asset where the holder

ar e cert

i ficates

assumes all rights and obligations to such assets.

2.79 S u k toktracts can be broadly categorised into:

A asset-based s u k,Islkch as in the case of Sa | a m,
and
A equity-based s u k,Ilsuch asinthecaseof Mus h UraMad Ur abah

41 The Bank reserves the right to increase the risk weight if the risk profile of the exposure is deemed

higher.
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2.80

2.81

QARDH

2.81())

2.81(ii)

2.82(ii)

This part sets out the treatment for S u k Theid in the banking book. The

treatment for Sukil k hel d imnthe markei dsk n g

component of this framework.

The risk weight for s u k Ithat are rated by a recognised ECAI is

bo

deter mi ned based on the ECAI 6s Ratt er na

B.2.2 Definition of Exposures. In the case of unrated s u k,Ithe risk

weight is determined based on the underlying contract of the s u k.1 k

Qardh is a loan given by a banking institution for a fixed period, where the
borrower is contractually obliged to repay only the principal amount
borrowed. In this contract, the borrower is not obligated to pay an extra
amount (in addition to the principal amount borrowed) at his absolute

discretion as a token of appreciation to the banking institution.

Banking institutions are exposed to credit risk in the event that the
borrower fails to repay the principal loan amount in accordance to the
agreed repayment terms. Hence, the credit risk exposure commences
upon the execution of the Qardh contract between the banking institution

and the borrower.

The risk weight for Qardh is determined based on the type of exposure as

per Part B.2.2 Definition of Exposures.
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B.2.4 OFF-BALANCE SHEET ITEMS

2.82 Off-balance sheet items shall be treated similarly to the Basel 1
framework, where the credit risk inherent in each off-balance sheet
instrument is translated into an on-balance sheet exposure equivalent
(credit equivalent) by multiplying the nominal principal amount with a credit
conversion factor (CCF); and the resulting amount then being weighted

according to the risk weight of the counterparty.
2.83 In addition, counterparty risk weights for over-the-counter (OTC) derivative
transactions will be determined based on the external rating of the

counterparty and will not be subject to any specific ceiling.

2.84 The CCFs for the various types of off-balance sheet instruments are as

follows:
Instrument CCF
a. | Direct credit substitutes, such as general 100%

guarantees of indebtedness including standby
letters of credit serving as financial guarantees
for loans and securities), acceptances (including
endorsements with the character of acceptances)
and credit derivatives (if the banking institution is
the protection seller).

b. | Certain transaction-related contingent items, such 50%
as performance bonds, bid bonds, warranties and
standby letters of credit related to particular
transactions.

c. | Short-term self-liquidating trade-related 20%
contingencies, such as documentary credits
collateralised by the underlying shipments. The
credit conversion factor shall be applied to both the
issuing and confirming banks.

d. | Assets*? sold with recourse, where the credit risk 100%
remains with the selling institution.
e. | Forward asset purchases, and partly-paid shares 100%

and securities, which represent commitments with
certain drawdown.

f. | Obligations under an on-going underwriting 50%

42 Jtem (d), which includes housing loans sold to Cagamas Bhd, and (e), should be risk-weighted
according to the type of asset (housing loan) and not according to the counterparty (i.e. Cagamas)
with whom the transaction has been entered into.
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Instrument

CCF

agreement (including underwriting of shares/
securities issue) and revolving underwriting
facilities.

g. | Lending of banking institutions 8&ecurities or the 100%
posting of securities as collateral by banking
institutions, including instances where these arise
out of repo-style transactions. (i.e. repurchase /
reverse repurchase and securities lending /
borrowing transactions.

h. | Derivatives contracts. Credit equivalent to be
derived using current
exposure method*® as

given in Appendix VIII.

i. | Other commitments, such as formal standby 50%
facilities and credit lines, with an original maturity
of over one year.

J. | Other commitments, such as formal standby 20%
facilities and credit lines, with an original maturity
of up to one year.

k. | Any commitments that are unconditionally 0%
cancelled at any time by the banking institution Refer to paragraph 2.84(i)
without prior notice or that effectively provide for
automatic cancellation due to deterioration in a
borrowerdéds creditworthi

[. | Unutilised credit cards lines. 20%

2.84 () Any commitments that are unconditionally and immediately cancellable

and revocable by the banking institution or that effectively provide for

aut omati c cancell ation due t o det e

creditworthiness (for example, corporate overdrafts and other facilities), at

any time without prior notice, will be subject to 0% CCF. To utilise the 0%

CCF, the banking institution must demonstrate that legally, it has the ability

to cancel these facilities and that its internal control systems and

monitoring practices are adequate to support timely cancellations which

the banking institution does effect in practice upon evidence of a

deterioration i n a

borrower 6s credi

also be able to demonstrate that such cancellations have not exposed the

43

The credit equivalent exposure is based on the sum of the positive mark-to-market replacement

cost of the contract and the potential future exposure.
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2.85

2.86

2.87

banking institution to legal actions, or where such actions have been

taken, the courts have decided in favour of the banking institution.

Where there is an undertaking to provide a commitment on an off-balance
sheet item**, banking institutions can apply the lower of the two applicable

credit conversion factors.

In addition to the computation under item (h) above, counterparty credit
risk may also arise from unsettled securities, commodities, and foreign
exchange transactions from the trade date, irrespective of the booking or
accounting transaction. Banking institutions are encouraged to develop,
implement and improve systems for tracking and monitoring the credit risk
exposures arising from unsettled transactions as appropriate for producing
management information that facilitates action on a timely basis. When
these transactions are not processed via a delivery-versus-payment
system (DvP) or a payment-versus-payment (PvP) mechanism, these

transactions are subject to a capital charge as calculated in Appendix IX.

Banking institutions must also closely monitor securities, commodities, and
foreign exchange transactions that have failed, starting from the first day
they fail. The capital treatment for these failed transactions is also
calculated based on Appendix IX.

B.2.5 CREDIT RISK MITIGATION

2.88

This section outlines general requirements for the use of credit risk
mitigation and eligibility criteria, detailed methodologies and specific
requirements with respect to the following CRM techniques:

i) Collateralised transactions;

i) On-balance sheet netting; and

iii) Guarantee and credit derivatives.

a4

Such as commitments to provide letters of credit or guarantees for trade purposes. For example, if a
banking institution provides the customer a committed limit on the amount of letters of credit they
can issue over a one-year period, with the customer drawing on this committed limit over time.
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2.89 No additional CRM will be recognised for capital adequacy purposes on
exposures where the risk weight is mapped from a rating specific to a debt
security where that rating already reflects CRM. For example, if the rating
has already taken into account a guarantee pledged by the parent of the
borrower, then the guarantee shall not be considered again for credit risk

mitigation purposes.

2.90 While the use of CRM techniques reduces or transfers credit risk, it may
introduce or increase other risks such as legal, operational, liquidity and
market risk. Therefore, it is imperative that banking institutions control
these risks by employing robust policies, procedures and processes
including strategies to manage these risks, valuation, systems, monitoring
and internal controls. Banking institutions must be able to demonstrate to
the Bank that it has adequate risk management policies and procedures in
place to control these risks arising from the use of CRM techniques. In any
case, the Bank reserves the right to take supervisory action under Pillar 2
should t h e banki ng rigk nnanagement inorelabis to the
application of CRM techniques be insufficient. In addition, banking
institutions will also be expected to observe Pillar 3 requirements*® in order

to obtain capital relief in respect of any CRM techniques.

Minimum Conditions for the Recognition of Credit Risk Mitigation Techniques
2.91 In order to obtain capital relief for use of any CRM technique, the following
minimum conditions must be fulfilled:

i) all documentation wused in collateralised transactions and for
documenting on-balance sheet netting, guarantees and credit
derivatives must be binding on all parties and legally enforceable in all
relevant jurisdictions;

i) sufficient assurance from legal counsel has been obtained with respect

to the legal enforceability of the documentation; and

45 Please refer to Guidelines on Risk-Weighted Capital Adequacy Framework (Basel Il) i Disclosure
Requirements (Pillar 3)
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2.92

2.93

iii) periodic review is undertaken to confirm the ongoing enforceability of

the documentation.

In addition to the above, for banking institutions operating with an Islamic
banking operations, where the CRM technique is applied on Islamic
banking exposures to obtain capital relief, the collateral used in the CRM

computation must be fully S h a r -gomalihnt.

In general, only collateral and/or guarantees that are actually posted
and/or provided under a legally enforceable agreement are eligible for
CRM purposes. A commitment to provide collateral or a guarantee is not
recognised as an eligible CRM technique for capital adequacy purposes
until the commitment to do so is actually fulfilled.

Credit Risk Mitigation Techniques

Collateralised Transactions

2.94

2.95

A collateralised transaction is one in which:

i) banking institutions have a credit exposure or potential credit exposure;
and

i) that credit exposure or potential credit exposure is hedged in whole or in
part by collateral posted by a counterparty or by a third party on behalf
of the counterparty.

For collateralised transactions, banking institutions may opt for either the
simple approach (paragraphs 2.107 to 2.114), which, similar to the Basel
| framework, substitutes the risk weight of the collateral for the risk weight
of the counterparty for the collateralised portion of the exposure, or the
comprehensive approach (from paragraph 2.115 to 2.137), which allows
greater offset of collateral against exposures, by effectively reducing the
exposure amount by the value ascribed to the collateral.
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2.96

2.97

2.98

The comprehensive approach for the treatment of collateral will also be
applied to calculate counterparty risk charges for over-the-counter (OTC)

derivatives and repo-style transactions in the trading book.

Banking institutions shall adopt any of the two approaches for exposures
in the banking book and this approach must be applied consistently within
the banking book. (This rule however, does not apply to Islamic banking
exposure, whereby the banking institutions are allowed to use simple
approach for recognition of non-physical asset collateral and the
comprehensive approach for physical asset collateral concurrently). For
the trading book, only the comprehensive approach is allowed. Partial
collateralisation is recognised in both approaches. Mismatches in the
maturity of the underlying exposure and the collateral will only be allowed

under the comprehensive approach.

Banking institutions shall indicate upfront to the Bank which approach it
intends to adopt for CRM purposes. Any subsequent migration to a
different approach shall also be communicated to the Bank.

Minimum Requirements for Collateralised Transactions

2.99

2.100

In addition to the general requirements specified under paragraphs 2.91 to
2.93, the legal mechanism by which collateral is pledged or transferred
must ensure that the banking institution has the right to liquidate or take
legal possession of the collateral in a timely manner in the event of default,
insolvency or bankruptcy of the counterparty. Furthermore, banking
institutions must take all steps necessary to fulfill those requirements

under the law to protect their interest in the collateral.

For collateral to provide effective cover, the credit quality of the
counterparty and the value of collateral must not have a material positive

correlation. For example, securities issued by the counterparty or a related
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2.101

2.102

2.103

2.104

counterparty*® as a form of collateral against a loan would generally be
materially correlated, thus providing little cover and therefore would not be

recognised as eligible collateral.

Banking institutions must have clear and robust procedures for timely
liquidation of collateral to ensure that any legal conditions required for
declaring the default of the counterparty and liquidating the collateral are

observed and that collateral can be liquidated promptly.

A capital requirement will be applied on either side of a collateralised
transaction. For example, both repurchase and reverse repurchase
agreements will be subject to capital requirements. Likewise, both sides of
securities lending and borrowing transactions will be subject to explicit
capital charges, as will the posting of securities in connection with a
derivative exposure or other borrowing. However, sale and buyback
agreement (SBBA) and reverse SBBA transactions will not be deemed as
collateralised transactions given that they involve outright purchase and
sale transactions. Please refer to Appendix XIX for the capital treatment

for these transactions.

Where banking institutions are acting as an agent, arranges a repo-style
transaction (i.e. repurchase/reverse repurchase and securities lending/
borrowing transactions) between a customer and a third party and
provides a guarantee to the customer that the third party will perform its
obligations, then the risk to the banking institution is the same as if the
banking institution had entered into the transaction as a principal. In such
circumstances, a banking institution will be required to allocate capital

requirement as if it were itself the principal.

Where collateral is held by a custodian, banking institutions must take

reasonable steps to ensure good custody of that collateral and take

46

As defined under Single Counterparty Exposure Limit.
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reasonable steps to ensure that the custodian segregates the collateral

from its own assets.

Eligible Collateral

2.105 In the computation of capital adequacy requirements for collateralised

transactions, the following collateral instruments are eligible for recognition

under the simple and comprehensive approach subject to the minimum

conditions specified above being met:

Approach

Collateral Recognised

Simple Approach

A

A
A

Cash*’ (including certificate of deposits or comparable instruments
issued by the lending banking institution) on deposit*® with the bank
which is incurring the counterparty exposure*®

Gold

Debt securities/S u k Fated by ECAls where the risk weight
attached to the debt securities is lower than that of the borrower
Debt securities/S u k Lirkated by a recognised ECAI but fulfil the
following conditions:

- Issued by a banking institution;

- Listed on recognised exchange;

- Classified as senior debt;

- All rated issue of the same seniority by the issuing bank that
are rated at least BBB- or A-3/P-3 or any equivalent rating;
and

- The Bank is sufficiently confident about the market liquidity of
the debt security/s u k.T k

Equities (including convertible
main index (refer to Appendix X)

Funds (e.g. collective investment schemes, unit trust funds, mutual
funds etc.) where

- A price for the units is publicly quoted daily, and

- The unit trust funds/mutual fund is limited to investing in the
financial instruments listed in this table. (The use or potential
use by a fund of derivative instruments solely to hedge
investments listed in this table shall not prevent units in that
fund from being an eligible financial collateral.)

Comprehensive
Approach

> >

All of the above, and:
Equities (including convertible
in a main index i.e. Composite Index of Bursa Malaysia but which

47 Cash pledged includes ~ u r lfor earnest money held after a contract is established as collateral to
guarantee contract performance) and hamish jiddiyyah (or security deposit held as collateral) in
Islamic banking contracts (for example, | j Or a h

48 Structured deposits and Restricted Investment Accounts would not qualify as eligible financial

collateral.

49 Cash funded credit linked notes issued by the banking instituion against exposures in the banking
book which fulfil the criteria for credit derivatives will be treated as cash collateralised transactions.
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Approach

Collateral Recognised

are listed on a recognised exchange (refer to Appendix X)

A Funds (e.g. collective investment schemes, unit trust funds, mutual
funds etc.) which include equities that are not included in a main
index i.e. Composite Index of Bursa Malaysia but which are listed
on a recognised exchange. (refer to Appendix X)

2.106

Under certain Islamic banking transactions such as Mu r U b a Satam,
| st iand lajd U ruadarlying physical assets, namely commercial and
residential real estate® as well as plant and machinery are recognised as
collateral or risk mitigant. These physical assets could be recognised as
eligible collateral subject to fulfilling the minimum requirements specified
under the comprehensive approach as well as additional criteria specified

in Appendix XI.

Simple Approach

2.107

2.108

Under this approach, where an exposure on a counterparty is secured
against eligible collateral, the secured portion of the exposure must be
weighted according to the risk weight appropriate to the collateral. The
unsecured portion of the exposure must be weighted according to the risk

weight applicable to the original counterparty.

For collateral used under the simple approach, the collateral must be
pledged for at least the entire life of the exposure, it must be marked-to-
market and re-valued at a minimum frequency of 6 months. The portion of
exposure collateralised by the market value of the recognised collateral
will receive the risk weight applicable to the collateral instrument. The risk
weight on the collateralised portion will be subject to a floor of 20% except

under the conditions specified in paragraphs 2.110 to 2.112. The

50 Exposures that fulfil the criteria of loans secured by residential properties and hence, are entitled to
receive the qualifying residential mortgage risk weight are not allowed to use the underlying
residential real estate as a credit risk mitigant. This also applies to exposures which do not meet the
criteria for loans secured by residential properties but meet the criteria for exposures classified
under the regulatory retail portfolio. In addition, banking institutions do not have the option to
classify exposures secured by residential properties or the regulatory retail portfolio as exposures to
corporate specifically to enjoy the benefits of credit risk mitigation.
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2.109

remainder of the exposure shall be assigned the original risk weight

accorded to the counterparty.

In determining the appropriate risk weight to be assigned on collateral
pledged by the counterparty, banking institutions should refer to risk
weight tables specified under Appendix lll. For collateral denominated in
local currency, banking institutions must use the risk weight linked to
domestic currency ratings. Similarly, the risk weight linked to foreign
currency ratings should be used if collateral pledged is denominated in

foreign currency.

Exceptions to the Risk Weight Floor

2.110

2.111

2.112

Transactions which fulfill the criteria outlined in paragraph 2.125 and are
done with a core market participant, as defined in paragraph 2.127, will
receive a risk weight of 0%. If the counterparty to the transaction is not a
core market participant but fulfill all condition on paragraph 2.130, the

transaction should receive a risk weight of 10%.

A 0% risk weight can also be applied where the exposure and the
collateral are denominated in the same currency, and either:

A the collateral is cash on deposit as defined in paragraph 2.105; or

A the collateral is in the form of securities eligible for a 0% risk weight, and

its market value has been discounted by 20%.

OTC derivative transactions subject to daily mark-to-market, collateralised
by cash and where there is no currency mismatch should also receive a
0% risk weight. Such transactions collateralised by sovereign or PSE
securities qualifying for a 0% risk weight can also receive a 10% risk

weight.
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Collateralised OTC Derivatives Transactions®!

2.113

2.114

As specified in Appendix VIII, the calculation of the counterparty credit
risk charge for an individual contract will be as follows:
Counterparty Charge = [(RC + add-on) i CA] xr x 8%

Where:
RC = the replacement cost
add-on = the amount for potential future exposure calculated according to
Appendix VIII.
CA = the volatility adjusted collateral amount under the
comprehensive approach
R = the risk weight of the counterparty

When effective bilateral netting contracts are in place, RC will be the net
replacement cost and the add-on will be Anet® as calculated according to
Appendix VIII. The haircut for currency risk (Hi) should be applied when
there is a mismatch between the collateral currency and the settlement
currency. Even in the case where there are more than two currencies
involved in the exposure, collateral and settlement currency, a single
haircut assuming a 10-business day holding period scaled up as
necessary depending on the frequency of mark-to-market will be applied.

Comprehensive Approach

2.115

Under the comprehensive approach, when taking collateral, banking
institutions must calculate an adjusted exposure amount to a counterparty
after risk mitigation, E*. This is done by applying volatility adjustments to
both the collateral and the exposure®? , taking into account possible future
price fluctuations. Unless either side of the transaction is cash, the
volatility adjusted amount for the exposure shall be higher than the actual

exposure and lower than the collateral.

51
52
53

For example, collateralised interest rate swap transactions.
Add-on for netted transactions.
Exposure amounts may vary where, for example, securities are being lent.
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2.116 The adjusted exposure amount after risk mitigation shall be weighted
according to the risk weight of the counterparty to obtain the risk-weighted

asset amount for the collateralised transaction.

2.117 When the exposure and collateral are held in different currencies, an
additional downward adjustment must be made to the volatility adjusted

collateral to take account of possible future fluctuations in exchange rates.

Calculation of Capital Requirement

2.118 Under the comprehensive approach, the adjusted exposure amount after

risk mitigation for collateralised transactions is calculated as follows:

E* =max{0,[E? (1+H,)- C3 (1- H, - Hy )}

where:
E* = The exposure value after risk mitigation
E = Current value of the exposure
He = Haircut appropriate to the exposure

C = The current value of the collateral received

Hc Haircut appropriate to the collateral

Hex Haircut for currency mismatch between the collateral and
exposure

Standard Supervisory Haircuts

2.119  For purposes of applying the comprehensive approach for collateralised

transactions, the standard supervisory haircuts® (H), expressed as

percentage, are as follows:

Isséueisr?:ilgg/;olrj Dkeibtk Residual Maturity Sovereign Other Issues

AAA to AA-/A-1 <1 year 0.5 1
>lyear,<year g 2 4
> 5 years 4 8

A+ to BBB-/A-2 to A- <1 year 1 2

3/P-3 and unrated bank | >1year,<y e ar s 3 6

securities/s u k T k >5 years 6 12

BB+ to BB- All 15

Main index equities (including convertible 15

bonds/s u k)larkd Gold

Other equities (including convertible 25

bonds/s u k)ilisted on a recognised exchange

54 Assuming daily mark-to-market, daily remargining and 10-business day holding period, except for

physical assets that are subjected to minimum annual revaluation as per Appendix XI.
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ISSSueeClTr?':ilggléol: Dkeibtk Residual Maturity Sovereign Other Issues
Funds (e.g. collective investment schemes, Highest haircut applicable to any security in which
unit trust funds, mutual funds) the fund can invest at any one time.
Cash in the same currency 0
CRE/RRE/Other physical collaterals (only 30

available as credit risk mitigants for Islamic
banking exposures)®®

Currency mismatch 8

2.120

For transactions in which a banking institution lends non-eligible

instruments (e.g. non-investment grade corporate debt securities/s u k)] k

the haircut to be applied on the exposure should be the same as that for

other equities, i.e. 25%

Adjustment to standard supervisory haircuts for different holding periods and

non-daily mark-to-market or re-margining

2.121  For some transactions, depending on the nature and frequency of
revaluation and re-margining provisions, different holding periods are
appropriate. In this regard, the framework for collateral haircuts
distinguishes between repo-style transactions (repurchase/reverse
repurchase agreement and securities lending/borrowing), other capital
market transactions (OTC derivatives transaction and margin lending) and
secured lending.

2.122  The minimum holding period for the various products is summarised in the
following table:

Transaction Type Minimum Holding Period Condition
Repo-style transaction Five business days Daily re-margining
Other capital market transaction Ten business days Daily re-margining
Secured lending Twenty business days Daily revaluation

55

While the Bank has provided a minimum 30% haircut on other types of physical collateral,

banking institutions should exercise conservatism in applying harc ut s on physi cal

used as CRM for capital requirement purposes. In this regard, banking institutions are expected to
use a more stringent haircut should their internal historical data on the disposal of physical assets
reveal loss amounts which reflect a haircut of higher than 30%. Please refer to Appendix XIX for
additional requirements for recognition of other physical collateral.
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2.123 When the frequency of re-margining or revaluation is longer than the
minimum, the minimum haircut numbers will be scaled up depending on
the actual number of business days between re-margining or on the

revaluation using the square root of time formula below:

+ -
Hopy, Net (M-
TM
Where:

H = Haircut
Hwm = Haircut under the minimum holding period
Tm = Minimum holding period for the type of transaction
Nr = Actual number of business days between re-margining for capital

market transactions or revaluations for secured transactions
When a banking institution calculates the volatility on a Tn day holding period
which is different from the specified minimum holding period Twm, the Hw will be

calculated using the square root of time formula:

T
Hy =Hy, ﬁ
Where:
Tn = Holding period used by the banking institution for deriving Hn
Hn = Haircut based on the holding period Tn

2.124  For banking institutions using the standard supervisory haircuts, the 10-
business day haircuts provided in paragraph 2.119 will be the basis and
this haircut will be scaled up or down depending on the type of
transactions and the frequency of re-margining or revaluation using the

formula below:

H=H,, N +1£M -1
Where:
H = Haircut
Hio = 10-business day standard supervisory haircut for instrument
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Nr = Actual number of business days between re-margining for capital
market transactions or revaluation for secured transactions
Tm = Minimum holding period for the type of transaction

Conditions for Zero Haircut

2.125  For repo-style transactions, a banking institution may apply a zero haircut
instead of the supervisory haircuts specified under the comprehensive
approach for CRM purposes where the following conditions are satisfied
and the counterparty is a core market participant.
A Both the exposure and the collateral are cash or a sovereign security

qualifying for a 0% risk weight in the standardised approach;
A Both the exposure and collateral are denominated in the same
currency;

A Either the transaction is overnight or both the exposure and the
collateral are marked-to-market daily and are subject to daily re-
margining;

AFoll owing a c¢ount emangia, the yn@ ¢hat fs eequiredr e t o
between the last mark-to-market before the failure to re-margin and the
liquidation of the collateral is considered to be no more than four
business days;

A The transaction is settled across a settlement system proven for that
type of transaction;

A The documentation covering the agreement is standard market
documentation for repurchase/reverse repurchase agreements and
securities/lending borrowing transactions in the securities concerned,

A The transaction is governed by documentation specifying that if the
counterparty fails to satisfy an obligation to deliver cash or securities or
to deliver margin or otherwise defaults, then the transaction is
immediately terminable; and

A Upon any default event, regardless of whether the counterparty is
insolvent or bankrupt, the banking institution has the unfettered, legally
enforceable right to immediately seize and liquidate the collateral for its

benefit.
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2.126

2.127

2.128

However, this carve-out will not be made available for banking institutions
using the VaR modelling approach as described in paragraphs 2.133 to
2.137.

For the purpose of applying the zero haircut, the following entities are
considered core market participants:

i) The Federal Government of Malaysia;

i) Bank Negara Malaysia; and

iif) Licensed banking institutions and Islamic banking institutions in

Malaysia.

Where other national supervisors have accorded a similar treatment to
core market participants of their jurisdictions, banking institutions can also
apply a similar treatment to these exposures. However, the Bank reserves
the right to review the treatment for these transactions if the treatment is

deemed to be inappropriate.

Treatment of repo-style transactions covered under master netting agreement

2.129

The effects of bilateral netting agreements covering repo-style transactions
will be recognised on a counterparty-by-counterparty basis if the
agreements are legally enforceable in each relevant jurisdiction upon the
occurrence of an event of default and regardless of whether the
counterparty is insolvent or bankrupt. In addition, the netting agreement
must:

i) provide the non-defaulting party the right to terminate and close-out in a
timely manner all transactions under the agreement upon event of
default, including in the event of insolvency or bankruptcy of the
counterparty;

i) provide for the netting of gains and losses in transactions (including the
value of any collateral) terminated and closed out under it so that single
net amount is owed by one party to the other;

iii) allow for the prompt liquidation or setoff of collateral upon the event of

default; and
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iv) be legally enforceable in each relevant jurisdiction upon the occurrence
of an event of default and regardl ess
bankruptcy, together with the rights arising from the provisions required

above.

2.130 In addition, all repo-style transactions should be subjected to the Global
Master Repurchase Agreement (GMRA) with its relevant annexes that
specify all terms of the transaction, duties and obligations between the
parties concerned. Banking institutions must also ensure that other
requirements specified undert h e B aunrdénBgsiidelines on repo-style

transactions have also been met.

2.131  Netting across positions in the banking and trading book will only be
recognised when the netted transactions fulfill the following conditions:
i) all transaction are marked to market daily; and
i) the collateral instruments used in the transactions are recognised as

eligible financial collateral in the banking book.

2.132  The following formula will be applied to take into account the impact of

master netting agreements:

E*=max0[(4 E- 4 C)+& (Es3 Hs)+ & En * Ho I

where
E* = The exposure value after risk mitigation
E = Current value of the exposure
C = The value of the collateral received
Es = Absolute value of the net position in given security
Hs = Haircut appropriate to Es
Erx = Absolute value of the net position in a currency different from

the settlement currency
Hrex = Haircut appropriate for currency mismatch

5% The starting point for this formula is the formula in paragraph 2.118 which can also be presented as
the following: E* = max {0, [(E -C) + (E x He) + (C x Hc) + (C x Hfx)]}.
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Use of VaR Models

2.133

2.134

2.135

2.136

As an alternative to the use of standard supervisory haircuts for eligible
collateral under the comprehensive approach, banking institutions also
may be allowed to use a VaR models approach to reflect the price volatility
of the exposure and collateral for repo-style transactions, taking into
account correlation effects between security positions. This approach
would apply to repo-style transactions covered by bilateral netting
agreements on a counterparty-by-counterparty basis as well as other
similar transactions (like prime brokerage), that meet the requirements for

repo-style transactions.

The VaR models approach is available to banking institutions that have
received the Bankos approval t o

purposes of calculating the market risk component of this framework.
Banking institutions which have yet to receive approval to use the internal
market risk models can separately apply to use internal VaR models for
calculating price volatility for repo-style transactions. These internal
models will only be accepted when a banking institution can prove to the
Bank the quality of the model through the backtesting of its output using

one year of historical data.

In this regard, the Bank would expect that static, historical backtesting on
representative counterparty portfolios be part of the model validation
process. In addition, these representative portfolios must be chosen based
on their sensitivity to the material risk factors and correlations to which the

banking institution is exposed.

The quantitative and qualitative criteria for the recognition of internal
market risk models for repo-style transactions and other similar
transactions are in principle the same as under the market risk component
of this framework. With regard to the holding period, the minimum will be
5-business days, rather than the 10-business days under market risk

component of this framework. For other transactions eligible for the VaR
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models approach, the 10-business days holding period will be retained.
The minimum holding period should be adjusted upwards for market
instruments where such holding period would be inappropriate given the

liquidity of the instrument concerned.

2.137  The calculations of the exposure E* for banking institutions using their
internal market risk model will be the following:
E*= max{O, [(a E-a C)+VaRJ}
Where
E* = The exposure value after risk mitigation
E = Current value of the exposure
C = The value of the collateral received
VaR = VaR output from internal market risk model

On-Balance Sheet Netting

2.138

2.139

Banking institutions are allowed to compute credit exposures on a net
basis for capital requirements where banking institutions have legally

enforceable netting arrangements for loans and deposits®’.

In addition, banking institution can only apply on-balance sheet netting on

any exposure if the following conditions have be met:

strong legal basis that the netting or off-setting agreement is enforceable

in each relevant jurisdiction regardless of whether the counterparty is in

default, insolvent or bankrupt,

A able to determine at any time all assets and liabilities with the same
counterparty that are subject to netting agreement,

A monitors and controls roll-off risks®8, and

A monitors and controls the relevant exposure on a net basis.

57

58

Structured deposits and Restricted Investment Account would not be recognised for on-balance
sheet netting.

Roll-off risks relate to the sudden increases in exposure which can happen when short dated
obligations (for example deposits) used to net long dated claims (for example loans) mature.

Issued on: 3 May 2019



BNM/RH/PD 032-5 Prudential Financial Capital Adequacy Framework Page
Policy Department (Basel 111 Risk-Weighted Assets) 57 /1 506

2.140 The computation of net exposure to a particular counterparty for capital
adequacy computation purposes is similar to that specified for
collateralised transactions under paragraph 2.118, where assets (loans)
will be treated as exposures and liabilities (deposits) as collateral. For on-
balance sheet netting, the haircut will be zero except where there is a
currency mismatch. A 10-business day holding period will apply when daily
mark-to-market is conducted and all the requirements contained in
paragraphs 2.119, 2.124, and 2.155 to 2.158 will apply.

2.141  The net exposure amount will be multiplied by the risk weight of the
counterparty to obtain risk-weighted assets for the exposure following the

on-balance sheet netting.

Guarantees and Credit Derivatives
2.142  For a guarantee or credit derivative to be eligible for CRM, the following
conditions must be met:

i) the guarantee or credit derivative must represent a direct claim on the
protection provider and must be explicitly referenced to specific
exposures or a pool of exposures, so that the extent of the cover is
clearly defined and cannot be disputed;

i) the credit protection contract must be irrevocable except where the
credit protection purchaser has not made the payment due to their
protection provider. The protection provider must also not have the
right to unilaterally cancel the credit cover or increase the effective
cost of cover as a result of deteriorating credit quality in the hedged
exposure; and

i) The contract must not have any clause or provision outside the direct
control of the banking institution that prevents the protection provider
from being obliged to pay in a timely manner in the event that the
original counterparty fails to make the payment(s) due.
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2.143

Additional operational requirements specific for guarantees and credit
derivatives as specified in paragraphs 2.144 and 2.145 respectively must

be met.

The substitution approach will be applied in determining capital relief for
exposures protected by guarantees or credit derivatives. Where an
exposure on a counterparty is secured by a guarantee from an eligible
guarantor, the portion of the exposure that is supported by the guarantee
is to be weighted according to the risk weight appropriate to the guarantor
(unless the risk weight appropriate to the original counterparty is lower).
The unsecured portion of the exposure must be weighted according to the

risk weight applicable to the original obligor.

Additional Operational Requirements for Guarantees

2.144

In addition to the requirements on legal certainty of the guarantee
specified in paragraphs 2.91 to 2.93, all the following conditions must also
be satisfied:

i)  On the default/non-payment of the counterparty, the banking institution
may in a timely manner pursue the guarantor for any monies
outstanding under the documentation governing the transaction. The
guarantor may pay at once all monies under such documentation to
the banking institution, or the guarantor may assume the future
payment obligations of the counterparty covered by the guarantee;

i) The guarantee undertaking is explicitly documented; and

iii) Except as noted in the following sentence, the guarantee covers all
types of payments the borrower is expected to make under the
documentation governing the transaction, such as notional amount,
margin payments etc. Where a guarantee covers payment of principal
only, interests and other uncovered payments should be treated as
unsecured amounts in line with the treatment for proportionally

covered exposures under paragraph 2.151.
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2.144 (i) For a banking institution to recognise trade credit insurance or trade credit
takaful as CRM, the banking institution must:
i) be both the policy owner or takaful participant and the person covered,
as the case may be;
i) not be the assignee, or assign the benefits of the policy or takaful
certificate to another party;
iii) establish, at minimum, the following policies and procedures:

A a process to determine and verify the completeness and
appropriateness of documentation, and information required for
submission to the licensed insurer or licensed takaful operator;

A a mechanism to monitor specified deadlines and credit standing of
obligors (i.e. the buyer of trade goods); and

A a process for timely and regular communication between the
banking institution and the licensed insurer or licensed takaful
operator; and

iv) obtain a legal opinion®® confirming that the policy or takaful certificate
is unconditional® and irrevocable®' as required for CRM recognition
under this policy document.

Additional Operational Requirement for Credit Derivatives
2.145  For a credit derivative contract to be recognised, the following conditions
must be satisfied:
i) Credit events specified by the contracting parties must at least cover:
A Failure to pay the amounts due under terms of the underlying

obligation at the time of such failure;

59 Banking institutions may rely on in-house legal expertise or obtain opinion from an external legal

firm.

60 The conditions for a policy or takaf u | certificate to qualify as fu
paragraph 2.142 iii). Exclusionary clauses relating to fraudulent, criminal acts, and insolvency of
banks and losses caused by nuclear or harmful substance contamination and war between major
countries would not cause the trade credit insurance or trade credit takaful to be deemed as
conditional.

68 The conditions for a policy or takaful cmamagrapli i cat e
2.142i).
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ii)

A Bankruptcy, insolvency and inability of the borrower to pay its
debts, or its failure or admission in writing of its inability generally
to pay its debt as they become due, and analogous events; and
A Restructuring of the underlying obligation involving forgiveness or
postponement of principal, interest or fees that results in a credit
loss event (i.e. charge off, provision or other similar debt to the
profit and loss account). However, when restructuring is not
specified as a credit event but the other requirements in this
paragraph are met, partial recognition of the credit derivatives will
be allowed, as follows:
¢ If the amount of credit derivatives is less than or equal to the
amount of underlying obligation, 60% of the amount of the
hedge can be recognised as covered.

¢ If the amount of the credit derivative is larger than that of the
underlying obligation, then the amount of eligible hedge is
capped at 60% of the amount of the underlying obligation.

The credit derivatives shall not terminate prior to expiration of any

grace period required for a default on the underlying obligation to

occur as a result of a failure to pay, subject to the provision of

paragraph 2.156;

Credit derivatives allowing for cash settlement are recognised for

capital purpose insofar as a robust valuation process is in place in

order to estimate loss reliably. There must be a clearly specified
period for obtaining post-credit-event valuation of the underlying
obligation;

If the contract requires the protection purchaser to transfer the

underlying obligation to the protection provider at settlement, the terms

of the underlying obligation must provide that consent to such transfer
should not be unreasonably withheld;

The identity of the parties responsible for determining whether a credit

event has occurred must be clearly defined. This determination must

not be the sole responsibility of the protection seller. The protection
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2.146

Vi)

vii)

buyer must have the right/ability to inform the protection provider of

the occurrence of a credit event;

A mismatch between the underlying obligation and the obligation used

for purposes of determining whether a credit event has occurred is

permissible if

A the latter obligation ranks pari passu with or is junior to the
underlying obligation, and

A the underlying obligation and reference obligation share the same
obligor (i.e. the same legal entity) and legally enforceable cross-
default or cross acceleration clauses are in place; and

If the credit derivatives cover obligations that do not include the

underlying obligation, a mismatch between the underlying and the

reference obligation for the credit derivative (i.e. the obligation used for

purposes of determining cash settlement value of the deliverable

obligation) is permissible if

A the reference obligation ranks pari passu with or is junior to the
underlying obligation, and

A the underlying obligation and reference obligation share the same
obligor (i.e. the same legal entity) and legally enforceable cross-

default or cross-acceleration clauses are in place.

For credit derivatives, only credit default swaps and total return swaps that

provide credit protection equivalent to guarantees will be eligible for

recognition. No recognition is given where banking institutions buy credit

protection through a total return swap and record the net payments

received on the swap as net income, but does not record offsetting

deterioration in the value of the asset that is protected (either through

reductions in fair value or by an addition to reserve).
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2.147

Banking institutions also have to demonstrate to the supervisors that any
additional minimum requirements of risk management practices outlined in

the Bankod6s current guidelines are

Range of Eligible Guarantors/Credit Protection Providers

2.148

2.148(i)

2.148(ii)

Credit protection given by the following entities will be recognised:

i) sovereign entities®®, PSEs, banks and securities firms with a lower risk
weight than the counterparty; and

i) other entities rated BBB- or better. This would include credit protection
provided by parent, subsidiary and affiliate companies when they have

a lower risk weight than the obligor.

Banking institutions shall only recognise trade credit insurance or trade
credit takaful as CRM if obtained from a licensed insurer, licensed takaful
operator® or prescribed development financial institution with a minimum
rating of BBB-.

For trade credit insurance or trade credit takaful ceded to a reinsurer or

retakaful operator, banking institutions shall only recognise these as CRM

if the reinsurer or retakaful operator is rated at least BBB-, and the

reinsurance or retakaful contracti

i) fulfils the requirements of a guarantee in this policy document;

i) provides an equally robust level of protection®® as the trade credit
policy or takaful certificate between the banking institution and the
licensed insurer, licensed takaful operator or prescribed development

financial institution; and

[Deleted]

This includes the Bank for International Settlement, the International Monetary Fund, the European
Central Bank and the European Community, as well as those MDBs referred to in footnote 13.
Refers to licensed insurers under FSA or licensed takaful operators under IFSA.

To the extent possible, similar terms as per the trade credit insurance policy or takaful certificate
between the banking institution and the licensed insurer, licensed takaful operator or a prescribed
development financial institution must be included. For example, the reinsurance contract must give
similar effect to the risks covered, exclusions and claims payment timeline as the insurance
policy/takaful certificate.
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iii) includes a specific clause in the legal documentation that enables the
banking institution to pursue claim payments directly from the
reinsurer or retakaful operator when there is a default in payment of
claims by the licensed insurer, licensed takaful operator or prescribed

development financial institution.

Risk Weights

2.149

2.150

The protected portion is assigned the risk weight of the protection provider.
The uncovered portion of the exposure is assigned the risk weight

associated with the borrower.

Any amount for which the banking institution will not be compensated for in
the event of loss shall be recognised as first loss positions and risk-
weighted at 1250% by the banking institution purchasing the credit

protection.

Proportional and Tranched Cover

2.151

Where partial coverage exists, or where there is a currency mismatch
between the underlying obligation and the credit protection, the exposure
must be split into covered and uncovered amount. The treatment is

outlined below:
Proportional Cover

A Where the amount guaranteed, or against which credit protection is
held, is less than the amount of the exposure, and the secured and
unsecured portions are equal in seniority, i.e. the banking institution and
guarantor share losses on a pro-rata basis, capital relief will be
accorded on a proportional basis with the remainder being treated as

unsecured.

Tranched Cover

A Where:
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- a banking institution transfers a portion of the risk of an exposure in
one or more tranches to a protection seller(s) and retains some

level of risk of the exposure; and

- the portion of risk transferred and retained are of different seniority,

the banking institution may obtain credit protection for either the senior
tranche (e.g. second loss portion) or the junior tranche (e.g. first loss
portion). In this case, the rules as set out in the securitisation

component of this framework will apply.

Currency Mismatches

2.152  Where the credit protection is denominated in a currency different from
that in which the exposure is denominated, a haircut, Hrx, shall be applied
on the exposure protected, as follows

GA=G3 (1- H )

where:

®
I

Nominal amount of the credit protection
Hex

Haircut appropriate for currency mismatch between the credit
protection and underlying obligation.

2.153  The supervisory haircut will be 8%. The haircut must be scaled up using
the square root of time formula, depending on the frequency of revaluation

of the credit protection as described in paragraph 2.123.

Sovereign Guarantees and Counter-Guarantees

2.154  As specified in paragraph 2.16, a lower risk weight may be applied to
banking institutionb6s exposures t
banking institution is incorporated and where the exposure is denominated
in domestic currency and funded in that currency. This treatment is also
extended to portions of exposures guaranteed by the sovereign or central
bank, where the guarantee is denominated in the domestic currency and
the exposure is funded in that currency. An exposure may be covered by a

guarantee that is indirectly counter-guaranteed by a sovereign. Such an
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exposure may be treated as covered by a sovereign guarantee provided

that:

A the sovereign counter-guarantee covers all credit risk elements of the
exposure;

A both the original guarantee and the counter-guarantee meet all
operational requirements for guarantees, except that the counter-
guarantee need not be direct and explicit to the original exposure; and

A The Bank is satisfied that the cover is robust and that no historical
evidence suggests that the coverage of the counter-guarantee is less

than effectively equivalent to that of a direct sovereign guarantee.

Maturity Mismatches

2.155

2.156

For calculating RWA, a maturity mismatch occurs when the residual

maturity of a hedge is less than that of the underlying exposure.

(i) Definition of Maturity

The maturity of the underlying exposure and the maturity of the hedge
should both be defined conservatively. The effective maturity of the
underlying should be gauged as the longest possible remaining time
before the counterparty is scheduled to fulfil its obligation, taking into
account any applicable grace period. For the hedge, embedded options
which may reduce the term of the hedge should be taken into account so
that the shortest possible effective maturity is used. Where a call is at the
discretion of the protection seller, the maturity will always be at the first call
date. If the call is at the discretion of the protection buying banking
institution but the terms of the arrangement at origination of the hedge
contain a positive incentive for the banking institution to call the transaction
before contractual maturity, the remaining time to the first call date will be
deemed to be the effective maturity. For example, where there is a step-up
in cost in conjunction with a call feature or where the effective cost of
cover increases over time even if credit quality remains the same or

increases, the effective maturity will be the remaining time to the first call.
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(il) Risk weights for Maturity Mismatches

2.157 Hedges with maturity mismatches are only recognised when their original
maturities are greater than or equal to one year. As a result, the maturity of
hedges for exposure with original maturities of less than one year must be
matched to be recognised. In all cases, hedges with maturity mismatches
will no longer be recognised when the have a residual maturity of the three

months or less.

2.158 When there is a maturity mismatch with recognised credit risk mitigants
(collateral, on-balance sheet netting, guarantees and credit derivatives)

the following adjustment will be applied:

P =pPs3 M
@ (T - 0.25)
where:
Pa = Value of the credit protection adjusted for maturity mismatch
P = Credit protection (e.g. collateral amount, guarantee amount)
adjusted for any haircuts
t = Min (T, residual maturity of the credit protection
arrangement) expressed in years
T = Min (5, residual maturity of the exposure) expressed in years

Other Aspects of Credit Risk Mitigation

Treatment of Pools of Credit Risk Mitigation Techniques

2.159  When multiple credit risk mitigation techniques are used to cover a single
exposure, the exposure should be divided into portions which are covered
by each type of credit risk mitigation technique. The risk-weighted assets
of each portion must be calculated separately. Where credit protection
provided by a single guarantor has different maturities, these must also be
divided into separate portions.

2.160 In addition, where a single transaction is attached to multiple forms of
credit risk mitigants, banking institutions are able to obtain the largest

capital relief possible from the risk mitigants.
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First to Default Credit Derivatives

2.161

2.162

2.163

There are cases where a banking institution obtains protection for a basket
of reference names and where the first default among the reference
names triggers the credit protection and the credit event also terminates
the contract. In this case, the banking institution may recognise regulatory
capital relief for the asset within the basket with the lowest risk-weighted
amount, but only if the notional amount is less than or equal to the notional
amount of the credit derivative.

The following is an example of the computation based on a basket of three

assets:

Asset Amount Risk Weight Risk-weighted Exposure
A RM 100 100% RM100
B RM 100 100% RM100
C RM 100 50% RM 50

Total RM250

Asset C has the lowest risk-weighted exposure and therefore is protected.
Assuming the risk weight of the protection seller is 20%, the risk-weighted
exposure after credit risk mitigation is RM100 (for Asset A) + RM100 (for
Asset B) + RM20 (for Asset C) (being RM100 X 20%) giving a total of
RM220.

With regard to the banking institution providing credit protection through
such an instrument, if the product has an external credit assessment from
an eligible ECAI, the risk weight as specified under the Securitisation
Framework®® will be applied. If the product is not rated by an eligible
external credit assessment institution, the risk weights of the assets

included in the basket will be aggregated up to a maximum of 1250% and

66

Refer to Part F.
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multiplied by the nominal amount of the protection provided by the credit

derivative to obtain the risk-weighted asset amount.

Second to Default Credit Derivatives

2.164

2.165

In the case where the second to default among the assets within the
basket triggers the credit protection, the banking institution obtaining credit
protection through such a product will only be able to recognise any capital
relief if first default protection has also been obtained or when one of the
assets within the basket has already defaulted.

For banking institutions providing credit protection through such a product,
the capital treatment is the same as in paragraph 2.161 above with one
exception. The exception is that, in aggregating the risk weights, the asset
with the lowest risk-weighted amount can be excluded from the

calculation.

Floor for Exposures Collateralised by Physical Assets

2.166

For banking institutions with Islamic banking operations, the RWA for

exposures collateralised by physical assets shall be the higher of:
i) RWA calculated using the CRM method; or

i) 50% risk weight applied on the gross exposure amount (i.e. before any
CRM effects).
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B.3 THE INTERNAL RATINGS BASED APPROACH

B.3.1 ADOPTION OF THE IRB APPROACH

Adoption of IRB Across Asset Classes
3.1 Once a banking institution within a banking group adopts the IRB approach, the
entire banking group would be expected to adopt a similar approach, except for
those permanently exempted asset classes in paragraph 3.4. This is to avoid
cherry-picking of assets to be put under the IRB approach. A phased rollout of
the IRB approach across the banking group is allowed based on the following:
i) Adoption of IRB approach across individual asset class®’/sub-classes®®
within the same business unit;
1)) Adoption of IRB approach across business units in the same banking
group; and
i) Move from the foundation IRB approach to advanced IRB approach for
certain risk components.
However, when a banking institution adopts the IRB approach for an asset
class within a particular business unit (or in the case of retail exposures across
an individual sub-class), it must apply the IRB approach to all exposures within

that asset class (or sub-class) in that particular unit.

3.2 Banking institutions should produce an implementation plan, specifying the
intended roll out of the IRB approaches across significant asset classes (or sub-
classes in the case of retail) and business units within the group over time. The
plan should be exacting yet realistic, and must be agreed with the Bank. It
should be driven by the practicality of operations and the feasibility of moving
towards adopting the more advanced approaches, and should not be dictated
by the desire to minimise any capital charges. In this respect, during the roll-out
period, no capital relief shall be allowed for any intra-group transactions that are
designed to reduce banking groupbs aggr e
credit risks among entities on either the standardised, foundation or advanced

67 Generally, at entity level, conventional and Islamic assets can be combined as one asset class for
IRB purposes.
68 For example, residential mortgage is a sub-class of retail asset class.
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3.3

3.4

IRB approaches. This includes, but is not limited to, asset sales or cross

guarantees.

In general, the Bank would expect that all exposure classes or portfolios that
represent materi al parts of a banking 1ins

in terms of risk are covered by the IRB approach.

Permanent exemptions from the requirements set under paragraphs 3.1 to 3.3

may be granted at both entity and group level for the following exposures:

)] Exposures®® to sovereigns, central banks, banking institutions and public
sector entities (PSE)’°;

1)) Equity holdings in entities whose debt qualifies for 0% risk weight under
the standardised approach;

i) Equity investments called for by the Federal Government of Malaysia,
Bank Negara Malaysia, Association of Banks in Malaysia, Association of

Islamic Banking Institutions in Malaysia, or Malaysian Investment

Banking Associations ubj ect to a | imit of 10% of
Total Capital;

iv) Immaterial’? equity holdings, as determined on a case-by-case basis;
and

V) Entities and asset classes (or sub-classes in the case of retail) that are
immaterial in terms of size and perceived risk profile. These exposures
would be deemed immaterial if the aggregate credit RWA (computed
using the standardised approach) of these exposures cumulatively
account for less than or equal to 15% of total credit RWA of the banking
institution at the group and entity level (not at asset class level). The

RWA shall be determined net of credit risk mitigation.

69

70
71
72

Exemption may be applied where the number of material counterparties is limited and it would be

unduly burdensome for the banking institution to implement a rating system for these
counterparties.

Refer to Part B.2.2 for the definition of PSEs.

Such as Cagamas Berhad and Credit Guarantee Corporation Malaysia Berhad.

Deemed material if the aggregate value, excluding those identified under paragraph 3.4(iii),
exceeds on average over the prior year, 10% of bank
lowered to 5% if the equity portfolio consists of less than 10 individual holdings.
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3.5 Capital requirements for assets under permanent exemption will be determined
according to the standardised approach. These exposures may attract
additional capital under Pillar 2 if the Bank perceives that the regulatory capital
calculated using the standardised approach is deemed insufficient vis-a-vis the
level of risk. The Bank may also require banking institutions to adopt the IRB
approach for these exposures if the approach is considered to be more

appropriate to capture the risk levels 7.

3.6 Refer to the diagrammatic illustration and formulae for the computation of
permanent exemption in Appendix XXIIl. For avoidance of doubt, investment in
equities of non-financial commercial subsidiaries which are accorded a 1250%

risk weight will not be included in the IRB coverage ratio computation.

3.7  For equity exposures, the Bank may require banking institutions to employ the
PD/LGD or the internal models approach instead of the simple risk weight
approach i f a particular banking institu

part of its business. These approaches are described in detail in Part B.3.5.

3.8 Once a banking institution has adopted the IRB approach for corporate
exposures, it will be required to adopt the IRB approach for the Specialised
Lending (SL) sub-classes within the corporate exposure class. However, a
phased roll-out for SL sub-classes is allowed provided the banking institution
can prove that the SL exposures do not represent a disproportionately high

level of credit risk”4.

3.9 Given the data limitations associated with SL exposures, banking institutions
may remain on the supervisory slotting criteria (SSC) approach for one or more
of the SL sub-classes and move to the foundation or advanced approach for
other sub-classes within the corporate asset class. However, banking

institutions can only move the high volatility commercial real estate sub-class to

73 For example, a small portfolio of exposures to high risk borrowers.
74 This can be demonstrated by providing sufficient representative evidence that the SL exposures are
generally of strong to satisfactory rating, based on the SSC in this framework.
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the advanced approach only if it has done so for material income-producing real
estate exposures. The approaches for SL exposures are described in detail in
Part 3.5.

Adoption of IRB for Islamic Banking Assets

3.10 The IRB principles and methodologies outlined in this framework are also

3.11

3.12

applicable to Islamic banking assets, subject to adherence to Shariah rules and
principles. However, in determining the capital requirement for Islamic banking
assets, it is important for banking institutions to understand the specificities of
the products and the related risk profile based on the different Shariah contracts
as described in Appendix XXIII. This includes the risk profile arising from the
applicati ont horfo appnoeth for investment account placements
made with Islamic banking institutions . T h et horloouogkh 6 appr o
in Appendix XXIV.

Banking institutions that extend the application of an IRB model for conventional
banking assets to the Islamic banking assets (within an entity or banking group)
shall ensure that the models or approach adopted are representative of the risk
profile of the Islamic banking assets. In this regard, banking institutions are
required to:

)] Provide empirical analysis to support the case for using the conventional
IRB model and its parameters for the Islamic banking assets prior to
obtaining the Bankés approval for

i) Perform periodic back-testing using Islamic banking asset data; and

i) Collect data on Islamic banking assets by each Shariah contract for the

purpose of future modelling requirements.

The possibility of Islamic banking institutions leveraging on the IRB
infrastructure at the group level does not absolve Islamic banking institutions
from the requirement to implement effective oversight arrangements at the
entity level. Islamic banking institutions shall have in place an internal process
in the bank and a formal avenue at group level to ensure that any outcome or

decisions made at the group level is suitable and relevant for application at the
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entity level. Similarly, banking institutions licensed under FSA with Islamic
banking operations adopting the IRB approach across both its conventional and
Islamic banking assets should also ensure the relevance and consistency of the

application of the IRB approach for the Islamic banking assets.

Implementation Timelines and Transition Period

3.13

3.14

3.15

Banking institutions may adopt the IRB framework from 1 January 2010. The
transition period will be applicable to certain banking institutions depending on
the implementation timeline for migration to the IRB approach as described in
Appendix XXV. Banking institutions are required to obtain prior written approval

from the Bank before adopting the IRB framework.

During the transition period, in relation to the permanent exemption under
paragraph 3.4(v), banking institutions may deem exposures to be immaterial if
the aggregate credit RWA (computed using the standardised approach) of
these exposures cumulatively account for less than or equal to 25% of total
credit RWA of the banking institution at the group and entity level (not at asset
class level). The RWA shall be determined net of credit risk mitigation. Banking
institutions are required to revert to the threshold specified in paragraph 3.4(v)
by the end of the transition period. Refer to the diagrammatic illustration and

formulae for the computation of temporary exemption in Appendix XXII.

As most banking institutions intending to adopt the IRB approach are still in the
process of strengthening their overall risk management capabilities involving
data quality and risk measurement system enhancements and embedding the
use of ratings into the day-to-day business processes in order to comply with
the requirements set under this framework, full and immediate adherence to
certain minimum requirements may not be possible at the time of
implementation of this framework. As such, the Bank will allow certain flexibility
during the transition period for certain minimum requirements relating to

historical data observation period for risk estimation and use test:
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Risk Estimation

)

At the start of the transition period, the minimum length of the underlying

historical data observation period is two years for at least one data

source. This flexibility applies to:

- PD estimation under foundation IRB for corporate, sovereign, and
bank exposures;

- estimating loss characteristics (EAD, and either EL or PD and LGD)
for retail exposures; and

- PD/LGD approach for equity.

This requirement will increase by one year for each of the three years of

transition in a manner that the required minimum historical data of five

years is achieved by the end of the transition period.

Despite the flexibility allowed on the requirement of historical data,

banking institutions are expected to use additional information which are

relevant and of longer history’® to reflect the following requirements:

- PD estimates must be representative of long-term average;

- LGD estimates for retail exposures must reflect downturn conditions;
and

- EAD estimates for volatile retail exposures must also reflect downturn

conditions.

Governance, Oversight and Use of Internal Ratings

ii)

Banking institutions are only required to demonstrate that the rating
systems that have been used, are broadly in line with the minimum
requirements for at least one year prior to the start of the transition period
for corporate, sovereign, bank, and retail exposures. A credible track
record is required in all areas except for capital management and
strategy which will only be required at the end of the transition period. By
its very nature, the use of internal ratings is likely to improve as more

experience and knowledge are gained by banking institutions. Therefore,

75

Examples of such information include historical write-offs, historical provisions, historical
NPL/impairment classifications, published bankruptcy rates, published default studies.
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3.16

3.17

3.18

banking institutions should utilise the transition period as an opportunity

to continually enhance the use of internal ratings.

Despite the flexibility given during the transition period, banking institutions
would be required to demonstrate steady progress towards compliance with the

full set of minimum requirements by the end of the transition period.

Banking institutions with shorter than three-year transition period should be
mindful that full compliance with data and use test requirements must be

achieved by the end of the transition period.

No transitional arrangement will be made available for banking institutions
adopting the advanced IRB approach, other than for retail exposures.
Adherence to all applicable minimum requirements from the outset is necessary
giventhe i ncreased reliance on banking

the greater risk sensitivity of the advanced IRB approach.

Determination of Capital Requirements under the IRB approach

3.19

3.20

The determination of capital requirement under the IRB approach involves six

critical segments as follows:

A Categories of exposures - categorisation of assets into six classes;

A Risk components - estimates of risk drivers or parameters namely PD, LGD,
EAD and effective maturity (M);

A Credit risk mitigation;

A Risk weight functions - the means by which the risk components are
transformed into RWA to compute capital requirements for UL;

A The treatment of EL; and

A Minimum requirements - the specific minimum standards for the use of the

IRB approach for a given asset class.

There are six asset classes under the IRB approach. For many of the asset
classes, there are two broad approaches - a foundation and an advanced

approach as outlined below:
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NSRS Available Approaches Estimates
Class
Corporate | Foundation Own PD, supervisory LGD, EAD and M
grgludmg Advanced Own PD, LGD, EAD and M
Sovereian SSC (for SL, where requirements | Supervisory risk weights
9 for estimation of PD, LGD and
Bank EAD are not met)
Retail Advanced only Own PD, LGD, EAD and M
Equity in Market based - simple risk weight | Supervisory risk weights
the . Market based - internal models Own value-at-risk measure
banking
book PD/LGD Own PD and supervisory LGD
Foundation (not available for Own PD, supervisory LGD, EAD and M
Purchased | retail receivables)
receivables
Advanced Own PD, LGD, EAD and M

3.21 Under the foundation approach, banking institutions provide internal estimates
of PD and rely on supervisory estimates for other risk components. Under the
advanced approach, banking institutions provide internal estimates of PD, LGD,
EAD, and M.

3.22 For both the foundation and advanced approaches, banking institutions are
expected to use risk weight functions provided under this framework for the
purpose of deriving capital requirements. In the event that there is no specified
IRB treatment for a particular exposure (and this exposure is not accorded 0%
risk weight under the standardised approach), that exposure should be subject
to 100% risk weight. The resulting RWA for such exposure is assumed to

represent UL only’®.

76 Banking institutions will not be required to compute EL for these exposures as elaborated under
paragraph 3.221.
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B.3.2 CATEGORIES OF EXPOSURES

3.23 Under the IRB approach, banking institutions must categorise banking book
exposures into broad classes of assets with different underlying risk
characteristics, consistent with the definitions set out below.

Definition of Corporate Exposures, including Specialised Lending

3.24 In general, a corporate exposure is defined as a debt obligation of a
corporation, partnership, or proprietorship. Banking institutions may distinguish
separately exposures to small and medium-sized corporates’’ from those to

large corporates.

3.25 Exposures to securities firms, insurance companies, unit trust and asset

management companies shall also be treated as exposures to corporates.

3.26 Within the corporate asset class, five sub-classes of SL are identified. Such
lending would possess all of the following characteristics, either in legal form or
economic substance:

)] The exposure is typically to a special purpose vehicle (SPV) created
specifically to finance and/or operate physical assets;

1)) The borrowing entity has little or no other material assets or activities,
and therefore little or no independent capacity to repay the obligation,
apart from the income from the asset(s) being financed,;

1)) The terms of the obligation give the banking institution a substantial
degree of control over the asset(s) and the income that it generates; and

iv) Due to the factors in (i) to (iii) above, the primary source of repayment of
the obligation is the income generated by the asset(s), rather than the

independent capacity of a broader commercial enterprise.

77 Defined as corporate exposures where the reported sales for the consolidated group of which the
firm is a part is less than RM250 million.
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3.27 The five sub-classes of SL are project finance, object finance, commodities

finance, income-producing real estate, and high-volatility commercial real

estate. Each of these sub-classes is defined below.

Project Finance

)

Project finance (PF) is a method of funding in which the banking
institution looks primarily to the revenues generated by a single project,
both as the source of repayment and security for the exposure. This type
of financing is usually for large, complex and expensive installations that
might include power plants, chemical processing plants, mines,
transportation infrastructure, environment, and telecommunications
infrastructure (mainly immovable assets). Project finance may also take
the form of financing for the construction of a new capital installation, or
refinancing of an existing installation, with or without improvements.

In such transactions, the banking institutions are normally paid solely or
almost exclusively from the proceeds generated by the project being
financed, such as electricity sold by a power plant. The borrower is
usually an SPV that is not permitted to perform any function other than
developing, owning, and operating the installation. In contrast, if
repayment of the exposure depends primarily on a well-established,
diversified, credit-worthy, contractually obligated corporate end user for

repayment, it is considered a collateralised claim on the corporate.

Object Finance

)

Object finance (OF) refers to a method of funding the acquisition of
physical assets (not of the manufacturing of such physical assets type,
which should be deemed as normal corporate or PF if it qualifies) that
might include ships, aircraft, satellites, railcars, fleet of cars and trucks
(mainly movable assets), where the repayment of the exposure is
dependent on the cash flows generated by the specific assets that have
been financed and pledged or assigned to the banking institution. A
primary source of these cash flows might be rental or lease contracts
with one or several third parties (hence a ring-fencing requirement). In

contrast, if the exposure is to a borrower whose financial condition and
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debt-servicing capacity enables it to repay the debt without undue
reliance on the specifically pledged assets, the exposure should be

treated as a collateralised corporate exposure.

Commodities Finance

)

Commodities finance (CF) refers to structured short-term lending to
finance reserves, inventories, or receivables of exchange-traded
commodities (e.g. crude oil, metals, or crops), where the exposure will be
repaid from the proceeds of the sale of the commodity and the borrower
has no independent capacity to repay the exposure. The structured
nature of the financing is also designed to compensate for potential
concerns relating to credit qual.i
reflects its self-liquidating natur e and the banking
structuring the transaction rather than the credit quality of the borrower.

The Bank expects for CF to be distinguished from exposures financing
the reserves, inventories, or receivables of other more diversified
corporate borrowers. Banking institutions should rate the credit quality of
the latter type of borrowers based on their broader ongoing operations. In
such cases, the value of the commodity serves as a risk mitigant rather

than as the primary source of repayment.

Income-Producing Real Estate

)

Income-producing real estate (IPRE) refers to a method of providing
funding to real estate such as office buildings for rental, retail space,
residential houses, multifamily residential buildings, industrial or
warehouse space, and hotels, where the prospects for repayment and
recovery (in the event of default) depend primarily on the cash flows
generated by the asset/property. The primary source of these cash flows
would generally be lease or rental payments or the sale of the asset. The
borrower may be an SPV, an operating company focused on real estate
construction or holdings, or an operating company with sources of
revenue other than real estate. The distinguishing characteristic of IPRE

versus other corporate exposures that are collateralised by real estate is
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the strong positive correlation between the prospects for repayment of
the exposure and the prospects for recovery in the event of default, with

both depending primarily on the cash flows generated by a property.

High-Volatility Commercial Real Estate
)] High-volatility commercial real estate (HVCRE) lending refers to financing

of commercial real estate that exhibits higher loss rate volatility (i.e.

higher asset correlation) compared to other types of SL. HVCRE

includes:

A Loans financing any of the land acquisition, development and
construction (ADC) phases for such properties (excluding residential-
related development); and

A Loans financing ADC for any other properties where, unless the
borrower has substantial equity at risk, the source of repayment at
origination of the exposure is either:

- the future uncertain sale of the property; or

- cash flows whose source of repayment is substantially uncertain
(e.g. the property has not yet been leased up to the occupancy rate
normally prevailing in that geographic market for that type of
commercial real estate’®).

Commercial ADC loans exempted from treatment as HVCRE loans on

the basis of certainty of repayment of borrower equity are, however,

ineligible for the preferential risk weights for SL exposures described

in paragraph 3.168.

A Commercial real estate exposures secured by other properties that
are specifically categorised by the Bank from time to time as sharing

higher volatilities in portfolio default rates.

Definition of Sovereign Exposures
3.28 This asset class covers exposures to sovereigns and central banks. It also

includes exposures to Multilateral Development Banks (MDBs) that meet the

78 Where only booking fee has been obtained, instead of the signing of sales and purchase agreement
or rental/lease agreement, which would cause this exposure to be classified as IPRE.
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criteria for a 0% risk weight’® under the standardised approach, the Bank for
International Settlements, the International Monetary Fund, the European

Central Bank and the European Community.

Definition of Bank Exposures

3.29 This asset class mainly covers exposures to other banking institutions. It also

includes the following:

A Claims on domestic non-federal government PSEs that are eligible for 20%
risk weight under the standardised approach; and

A Claims on MDBs that do not meet the criteria for 0% risk weight under the

standardised approach.

Definition of Retail Exposures

3.30 Retail exposures are exposures that meet all the following criteria®:

A Exposures to individuals®?; or

A Loans extended to small businesses and managed as retail exposures,
provided that the total exposure of the banking group to the small business
borrower (on a consolidated basis, where applicable) is less than RM5
million. Small business loans extended through or guaranteed by an
individual are subject to the same exposure threshold. Small businesses may
include sole proprietorships, partnerships or small and medium-sized
enterprises (SMEs)&; and

A The specific exposure must be part of a large group of exposures, which are

managed by the banking institution on a pooled basis.

79
80

81

82

Refer to Part B.2.2 for the definition of MDBs.

For Islamic banking assets, the retail exposures shall be based on contracts that create a similar
credit risk profile to those commonly structured using the Mur Ubadn b hUr ah/ |1 j Urah Mu
Bittamleek contract. The specificities of these Shariah contracts are elaborated in Appendix Ill.
Includes residential mortgages, revolving credits and lines of credit (e.g. credit cards, overdrafts and
retail facilities secured by financial instruments) as well as personal term loans and leases (e.g.
instalment loans, auto loans and leases, student and educational loans, personal finance) and other
exposures with similar characteristics.

SMEs in the agriculture and services sector are defined as having annual sales of up to RM5 million
or 50 full-time employees. For the manufacturing sector, SMEs have been defined as having annual
sales of up to RM25 million or 150 full-time employees.
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3.31

3.32

3.33

3.34

Small business exposures below RM5 million may be treated as retalil
exposures if the banking institution treats such exposures in its internal risk
management systems consistently over time and in the same manner as other
retail exposures. This requires for such exposures to be originated in a similar
manner to other retail exposures. Furthermore, it must not be managed
individually in a way comparable to corporate exposures, but rather as part of a
portfolio segment or pool of exposures with similar risk characteristics for

purposes of risk assessment and quantification®3.

Notwithstanding paragraphs 3.30 and 3.31, banking institutions implementing
the IRB approach are required to have in place and effectively implement
policies and procedures which outline triggers for closer monitoring with
corresponding actions (e.g. re-rating using a different scorecard) that should be
taken in respect of larger exposures. This applies to both exposures to
individuals as well as exposures to small businesses below the prescribed

regulatory threshold.

Within the retail asset class, banking institutions are required to identify
separately three sub-classes of exposures:

A exposures secured by residential properties;

A qualifying revolving retail exposures; and

A all other retail exposures.

Exposures Secured by Residential Properties
Exposures are defined as secured by residential properties® if the following
criteria are met®:

)] the borrower is an individual person/s;

88  The fact that an exposure is rated individually does not by itself deny its eligibility as a retail
exposure.

84 Residential property means property which is zoned for single-family homes, multi-family
apartments, townhouses and condominiums. It excludes shophouses which is categorised under
other retail exposures. )

85  Also applicable to financing structured under the Diminishing Mu s h Ur aodntett where the
exposures are secured by residential properties.
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3.35

1)) the residential properties are or will be occupied by the borrower, or is
rented,;

iii) the loan is secured by first and subsequent legal charges, deeds of
assignment or strata titles on the property; and

V) the property has been completed and a certificate of fithess has been
issued by the relevant authority.

Such exposures include term loans and revolving home equity lines of credit.

Qualifying Revolving Retail Exposures

Qualifying revolving retail exposures (QRRE) generally include revolving credits

and lines of credit such as credit cards and overdrafts. All the following criteria

must be satisfied for a sub-portfolio to qualify as QRRE. These criteria must be
applied atthe sub-port f ol i o | evel, consistent
segmentation approach:

)] The exposures are revolving®®, unsecured, and uncommitted (both
contractually and in practice);

1)) The exposures are to individuals;

i) The maximum exposure to a single individual in the sub-portfolio is
RM500,000 or less;

iv) Given the asset correlation assumptions for the QRRE risk weight
function are markedly below those for the other retail risk weight function
at low PD values, the banking institution must demonstrate that
exposures identified as QRRE correspond to portfolios with low volatility
of loss rates, relative to the average volatility of loss rates of portfolios
within the low PD bands;

V) Data on loss rates for the sub-portfolio must be retained in order to allow
analysis of the volatility of loss rates; and

Vi) The treatment as a QRRE is consistent with the underlying risk

characteristics of the sub-portfolio.

8% Revol ving

fluctuate based on their decisions to borrow and repay, up to a limit established by the banking
institution.
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II.
3.36

Other Retail Exposures
Exposures that do not meet the criteria under paragraphs 3.34 or 3.35 will be

categorised as other retail exposures.

Definition of Equity Exposures

3.37

3.38

In general, equity exposures are defined on the basis of the economic
substance of the instrument. It would include both direct and indirect ownership
interests®’, whether voting or non-voting, in an entity that is not consolidated or
deducted pursuant to the Capital Adequacy Framework (Capital
Components)®, An instrument is considered to be an equity exposure if it
meets all of the following requirements:

A it is irredeemable in the sense that the return of invested funds can be
achieved only by the sale of the investment or the sale of the rights to the
investment or by the liquidation of the issuer;

A it is not an obligation of the issuer; and

A it conveys a residual claim on the assets or income of the issuer.

Additionally, any of the following instruments should be categorised as an equity

exposure:

A an instrument with features similar to those which qualify as Tier 1 Capital for
banking institutions; or

A an instrument that is an obligation on the part of the issuer and meets any of
the following conditions:

- the issuer may defer the settlement of the obligation indefinitely;

-the obligation requires (or permits
i ssuance of a fixed number of the i
-the obligation requires (or permits
issuance ofavariabl e number of the issueroés

87 Indirect equity interests include holdings of derivative instruments tied to equity interests, and
holdings in corporations, partnerships, limited liability companies or other types of enterprises that
issue ownership interests and are engaged principally in the business of investing in equity
instruments.

88  Where other countries retain their existing treatment as an exception to the deduction approach,
such equity investments by IRB banking institutions are to be considered eligible for inclusion in
their IRB equity portfolios.
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changes in the value of the obligation is attributable and comparable to the

change in the value of a fixed%anumber ¢
- the holder has the option to require settlement in equity shares, unless the

banking institution is able to demonstrate to the Bank that the instrument

merits to be treated as a debt®. In such cases, the banking institution may

decompose the risks for regulatory purposes, with the consent of the

Bank.

3.39 Debt obligations and other securities, partnerships, investments in funds®! (e.g.
collective investment schemes, unit trusts), derivatives or other vehicles
structured with the intent of conveying the economic substance of equity
ownership are considered an equity holding®2. This includes liabilities from
which the return is linked to that of equities®®. Conversely, instruments that are
structured with the intent of conveying the economic substance of debt holdings
(e.g. investments in funds which solely contain non-equity type of instruments)

or securitisation exposures would not be considered an equity holding.

3.40 The Bank reserves the right to re-categorise debt holdings as equities for

regulatory purposes to ensure consistent and appropriate treatment of holdings.

Definition of Purchased Receivables Exposures
3.41 Purchased receivables refers to exposures from refinancing, factoring or
discounting facilities granted by a banking institution based on the security of

the debt agreements assigned from the original financier/seller. The facilities

89 For certain obligations that require or permit settlement by issuance of a variable number of the
i ssuerbdés equity shares, the change in t hrethevagl ue of
value of a fixed number of equity shares multiplied by a specified factor. Those obligations meet this
condition if both the factor and the referenced number of shares are fixed. For example, an issuer
may be required to settle an obligation by issuing shares with a value equal to three times the
appreciation in the fair value of 1,000 equity shares. That obligation is considered to be the same as
an obligation that requires settlement by issuance of shares equal to the appreciation in the fair
value of 3,000 equity shares.

%  For example, where the instrument trades more like a debt of the issuer than its equity.

91 Investments in funds will normally be treated as equity exposures subject to paragraphs 3.91 and
3.92.

92 Equities that arise from a debt/equity swap made as part of the orderly realisation or restructuring of
the debt are included in the definition of equity holdings.

98 The Bank may decide not to require that such liabilities be included where they are directly hedged
by an equity holding, such that the net position does not involve material risk.
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3.42

3.43

3.44

may or may not be with recourse to the seller. Transactions for loans originated
by one banking institution and subsequently bought by another to hold on its
books are excluded from this definition. Eligible purchased receivables are

divided into retail and corporate receivables as defined below.

Retail Receivables

Purchased retail receivables, provided the purchasing banking institution
complies with the IRB rules for retail exposures, are eligible for the top-down
approach as permitted for retail exposures under paragraphs 3.82 to 3.88.
Under the top-down approach, the risk weight for the receivables pool is based
on pool-level estimates of PD, LGD, or EL. The banking institution must also

apply the minimum requirements as set forth in paragraphs 3.349 to 3.351.

Corporate Receivables

In general, for purchased corporate receivables, banking institutions are
expected to assess the default risk of individual receivables obligors as
specified in Part B.3.5 consistent with the treatment of other corporate
exposures. For purchased corporate receivables, this will be referred to as the
bottom-up approach. However, the top-down approach may be permitted by the
Bank, provi ded t hat t he purchasing
corporate receivables complies with both the criteria for eligible receivables and
the minimum requirements of the top-down approach. The use of the top-down
purchased receivables treatment is limited to situations where it would be an
undue burden to apply the minimum requirements under the IRB approach that
would otherwise apply to corporate exposures. Primarily, it is intended for

receivables that are purchased for inclusion in asset-backed securities, but

ban

banking institutions may use this approach, with the Ba n k 6 s approval

appropriate on-balance sheet exposures that share the same features.

To be eligibtewrdn®drtndat ndetnotp, purchased ¢

must satisfy the following conditions:
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A The receivables are purchased from unrelated, third party sellers, and the

banking institution has not originated the receivables either directly or
indirectly;
The receivables must b 4ength dasie between dhe
seller and the receivables obligor. (Consequently, inter-company accounts
receivable and receivables that are subjected to contra-accounts® between
firms are excluded);
The purchasing banking institution has a claim on all proceeds from the pool
of receivables or on a pro-rata interest in the proceeds®; and
The receivables do not exceed any of the following concentration limits:
- The size of the purchased corporate receivables pool do not exceed
10% of the banHKatahQppitalnsti tuti onods
- The size of one individual exposure relative to the total pool does not
exceed 0.2%.
If the concentration limits are exceeded, capital charges must be calculated
using the minimum requirements for the bottom-up approach for corporate

exposures.

3.45 The existence of full or partial recourse to the seller does not automatically

disqualify banking institution from adopting this top-down approach provided the
cash flows from the purchased corporate receivables are the primary protection
against default risk, as determined by the rules in paragraphs 3.200 to 3.203. In
addition, the banking institution must fulfil the eligibility criteria and minimum

requirements.

94

95

Contra-accounts involve a customer buying from and selling to the same firm. The risk is that debts
may be settled through payments in kind rather than cash. Invoices between the companies may be
offset against each other instead of being paid. This practice can defeat a security interest when
challenged in court.

Claims on tranches of the proceeds (first loss position, second loss position, etc.) would fall under
the securitisation treatment.
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B.3.3

RISK COMPONENTS

Risk Components for Corporate, Sovereign and Bank Exposures

3.46

There are two approaches that could be used under the IRB approaches for
corporate, sovereign and bank exposures, namely the foundation and advanced
approaches. For SL exposures, where banking institutions do not meet the
minimum requirements for the estimation of PD, the banking institution must

apply the SSC approach (outlined in paragraphs 3.166 to 3.169).

Risk Components under the Foundation IRB Approach

l.
3.47

3.48

Probability of Default (PD)

PD for corporate, sovereign and bank exposures is defined as a one-year PD
associated with the internal borrower grade to which that exposure is assigned
to, subject to a floor of 0.03% in the case of corporate and bank exposures. The
PD assigned to a default grade is 100%. The minimum requirements for the

derivation of the PD estimates are outlined in paragraphs 3.315 to 3.317.

Loss Given Default (LGD)

An estimate of LGD must be applied for each corporate, sovereign and bank

exposure. Under the foundation approach, LGD estimates are determined by

the Bank separately for:

)] unsecured exposures;

i) exposures secured by eligible financial and non-financial collateral
(including specified commercial and residential real estate (CRE/RRE),
financial receivables and other physical collateral subject to the
requirements in paragraphs 3.124 to 3.127); and

i) exposures secured by guarantees and credit derivatives.

The eligible collateral, detailed methodology and minimum requirements for the

use of supervisory LGD estimates for (ii) and (iii) are detailed in Part B.3.4 as

well as in paragraphs 3.338 to 3.348.
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Treatment of Unsecured Claims

3.49 Under the foundation approach, unsecured senior claims on corporates,
sovereigns, banks and those not secured by a recognised collateral will be
assigned LGD of 45%.

3.50 All subordinated claims on corporates, sovereigns and banks will be assigned
LGD of 75%. A subordinated claim is a facility that is expressly subordinated

(having a lower priority or claim against the borrower) to another facility.

3.51 Islamic banking assets structured using MushUrakah or Mu d U r acbrérdcts
are required to apply LGD of 90%°°.

Treatment of Claims Secured by Eligible Financial and Non-Financial Collateral

3.52 Banking institutions that adopt the foundation approach are allowed to
recognise eligible financial and non-financial collateral as prescribed under
paragraphs 3.97 to 3.102, subject to compliance with specific requirements

under paragraphs 3.118 to 3.127.

3.53 There are two methodologies for incorporating the effects of eligible collateral in
calculating the LGD:

)] For eligible financial collateral, the effective LGD will be calculated by
weighting down the LGD with the percentage of exposure after risk
mitigation (E*/E), where E* will be based on the comprehensive
approach; and

i) For eligible non-financial collateral, the effective LGD will be determined
based on the level of over-collateralisation of the exposure.

These methodologies are explained further in paragraphs 3.103 to 3.117.

% This refers to Mu s h Ur ankl Mb d Ur aelipasures that have characteristics similar to a debt.
Mus hUr and Mind Ur aekpashres with characteristics similar to equities will be subject to the
requirements under paragraphs 3.178 to 3.196. However, for Mu d U r airdteabhnk transactions,
the treatment in paragraphs 3.49 or 3.50 shall apply.
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Treatment of Claims Secured by Guarantees and Credit Derivatives

3.54

3.55

II.
3.56

3.57

Banking institutions adopting the foundation approach are only allowed to
recognise eligible guarantors and protection providers as prescribed in
paragraphs 3.128 to 3.129, subject to meeting specific requirements under
paragraphs 3.139 to 3.144.

There are two methodologies for treating guarantees and credit derivatives:

)] The substitution method, closely similar to that adopted under the
standardised approach; and

1)) The double default method, for exposures hedged by certain
instruments.

The methodologies are explained further in paragraphs 3.130 to 3.138.

Exposure at Default (EAD)

All exposures are measured gross of specific provisions®’ or partial write-offs.

The EAD on drawn amounts should not be less than the sum of:

)] the amount by which a banking in
reduced if the exposure were written-off fully; and

i) any specific provisions and partial write-offs.

The calculation of RWA is independent of any discount which is defined as the
i nstrument O0s EAD that exceeds the

circumstances described in paragraph 3.227, discounts may be included in the
measurement of total eligible provisions for purposes of the EL-provision

calculation set out in Part B.3.6.

Exposure Measurement for On-Balance Sheet Items

3.58

On-balance sheet netting of loans and deposits will be recognised subject to the

requirements under paragraphs 3.145 to 3.147. Where currency or maturity

97

Specific provisions refer to loss allowance measured at an amount equal to lifetime expected credit

losses for credit-impaired exposures as defined under the Malaysian Financial Reporting Standards
9. These provisions are commonly known as Stage 3 provisions.
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mismatched on-balance sheet netting exists, the treatment is set out in
paragraphs 3.134 and 3.155 to 3.158.

Exposure Measurement for Off-Balance Sheet Items (with the exception of FX,

Interest-Rate, Equity, and Commodity-Related Derivatives)

3.59 For off-balance sheet items, exposure is calculated as the committed but
undrawn amount multiplied by a credit conversion factor (CCF). For the
foundation approach, the CCF is determined by the Bank and would be the
basis for calculating the off-balance sheet exposure.

3.60 The types of instruments and the applicable CCFs are outlined in Appendix
XXVI. The CCFs are essentially the same as those under the standardised
approach, with the exception of commitments, Note Issuance Facilities (NIFs)

and Revolving Underwriting Facilities (RUFs).

3.61 A CCF of 75% will be applied to commitments, NIFs and RUFs regardless of
the maturity of the underlying facility, except in cases where paragraph 3.62

applies.

3.62 Any commitments that are unconditionally and immediately cancellable and
revocable by the banking institution or that effectively provide for automatic
cancellation due to deterioration in a b
corporate overdrafts and other facilities), at any time without prior notice, will be
subject to 0% CCF. To utlise the 0% CCF, the banking institution must
demonstrate that legally, it has the ability to cancel these facilities and that its
internal control systems and monitoring practices are adequate to support
timely cancellations which the banking institution does effect in practice upon
evidence of a deterioration in a borrower
should also be able to demonstrate that such cancellations have not exposed
the banking institution to legal actions, or where such actions have been taken,

the courts have decided in favour of the banking institution.
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3.63 The amount to which the CCF is applied is the lower of:

)
i)

the value of the unused committed credit line, and

the value corresponding to possible constraints on the availability of the
facility, such as a ceiling imposed on the potential lending amount which
i's related to a borrowero6s report
For such facilities, banking institutions must have adequate credit line
monitoring and management procedures in place to administer the
constraints in a consistent, timely and effective manner. Banking
institutions must be able to demonstrate that breaches of internal
controls or exceptions granted for such facilities in the past, if any, are

rare and appropriately justified.

3.64 Where a commitment is obtained on another off-balance sheet exposure®,

banking institutions are to apply the lower of the applicable CCFs.

Exposure Measurement for Transactions with Counterparty Credit Risk Exposures

3.65 Measures of counterparty credit risk exposure arising from over-the-counter

3.66

(OTC) derivative positions, securities financing transactions (SFT)%° and Sell

and Buy Back Agreements (SBBA) under the IRB approach are based on the
rules set forth in Part B.3.4, Appendix VIII, and Appendix XIX.

Effective Maturity (M)

Under the foundation approach, a banking institution-

(@)
(b)

must adopt a fixed M of 2.5 years; or
upon notifying the Bank, may internally estimate the M based on the
requirements under paragraph 3.75,

except for repo-style transactions where the M shall be 6 months. However, if in

the opinion of the Bank there is a significant risk of underestimation of capital

% Such as commitments to provide letters of credit or guarantees for trade purposes. An example is
where a banking institution provides the customer with a committed limit on the amount of letters of
credit they can issue over a one-year period, with the customer drawing on this committed limit over
time.

99 Securities financing transactions are transactions such as repurchase agreements, reverse
repurchase agreements, securities lending and borrowing, and margin lending transactions, where
the value of the transactions are often subject to margin agreements.
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using the fixed M, the Bank may require institutions to adopt the internal
estimate method of M as defined in paragraph 3.75. In addition, if the banking
institution lacks internal capability to adopt the internal estimate method, the

Bank may require the institution to adopt the fixed method of M.

Risk Components under the Advanced IRB Approach

l.
3.67

3.68

3.69

Probability of Default (PD)
Treatment of PD under the advanced approach is similar to the foundation
approach as specified in paragraph 3.47.

Loss Given Default (LGD)

Under the advanced approach, banking institutions are allowed to use internal
estimates of LGD for corporate, sovereign and bank exposures. The
methodology used in arriving at the LGD estimates is subject to additional
minimum requirements specified in paragraphs 3.322 to 3.326, 3.330. LGD

must be measured as a percentage of the EAD.

When the claims are secured by collateral, banking institutions must also
establish internal requirements for collateral that are generally consistent with
the general requirements for recognition of credit risk mitigation and the specific
requirements for transactions secured by eligible financial collateral, eligible
CRE/RRE, financial receivables and other physical collateral (set out in Part
B.3.4).

Treatment of Claims Secured by Guarantees and Credit Derivatives

3.70

The risk mitigating effect of guarantees and credit derivatives may be reflected

through the following:

)] by adopting the substitution method or the double default method
specified under the foundation IRB approach; or

i) either adjusting PD or LGD estimates. Whether adjustments are done
through PD or LGD, they must be done in a consistent manner for a
given guarantee or credit derivative type. In doing so, banking institutions

must not include the effect of double default in such adjustments. Thus,
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3.71

the adjusted risk weight must not be less than that of a comparable direct

exposure to the protection provider.

Except as specified in the double default method, there are no limits to the
range of eligible guarantors although the minimum requirements for guarantees
and requirements for credit derivatives must be satisfied as set out in
paragraphs 3.338 to 3.348.

Treatment of Certain Repo-style Transactions

3.72

3.73

3.74

3.75

In addition to the methodology specified in paragraph 3.104, own LGD

estimates would be permitted for the unsecured equivalent amount (E*).

Exposure at Default (EAD)
Under the advanced approach, the general definition and the treatment for on-
balance sheet items are similar to the foundation approach as specified in

paragraphs 3.56 to 3.58.

For off-balance sheet items, banking institutions are allowed to use internal
estimates of EAD across different product types, provided that the minimum
requirements for own estimates of EAD from paragraphs 3.332 to 3.336 are met
and the exposure is not subject to a CCF of 100% in the foundation approach
as specified in Appendix XXVI. For transactions that expose banking
institutions to counterparty credit risk, the requirement stipulated in paragraph

3.65 applies.

Effective Maturity (M)

Under the advanced IRB approach, M is measured for each facility as defined

below (except as noted in paragraph 3.76):

)] For an instrument subject to a determined cash flow schedule, remaining
M is defined as:

qt3CFk

M=t ——

a CF

t
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3.76

Vi)

vii)

where CF: denotes the cash flows (principal, interest payments and fees)
contractually payable by the borrower in period t;

The estimated M must be performed on a pooled basis for exposures
that are sufficiently homogenous.

If a banking institution is unable to calculate the M of the contracted
payments using the formula above, the nominal maturity of the
instrument under the terms of the loan agreement may be used*®.

For derivatives subject to a master netting agreement, the weighted
average maturity of the transactions should be used when applying the
explicit maturity adjustment. Further, the notional amount of each
transaction should be used for weighting the maturity.

For revolving exposures, M must be determined using the maximum
contractual termination date of the facility. Banks must not use the
repayment date of the current drawing.

Notwithstanding paragraph 3.75(v), a banking institution must build in a
sufficient level of conservatism in the computation of M for facilities which
are fArol |l ed onvarmuin cdnteagtuaintethuret h e

In all cases, M will be greater than one year but no greater than five

years.

The one-year floor does not apply to certain short-term exposures, comprising

fully or nearly-fully collateralised®! capital market-driven transactions (i.e. OTC

derivatives transactions and margin lending) and repo-style transactions (i.e.

repos/reverse repos and securities lending/borrowing) with an original maturity

of less than one year, where the documentation contains daily remargining

clauses. For all eligible transactions, the documentation must require daily

revaluation, and must include provisions that must allow for the prompt

liquidation or setoff of the collateral in the event of default or failure to re-margin.

100 Normally, this would equate to the maximum remaining time (in years) that the borrower is permitted
to take to fully discharge its contractual obligation (principal, interest, and fees) under the terms of
loan agreement.

101 The intention is to include both parties of a transaction meeting these conditions where neither of
the parties is systematically under-collateralised.
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The maturity of such transactions must be calculated as the greater of one-day,
and the M.

3.77 In addition to the transactions considered in paragraph 3.76 above, other short-
term exposures with an original maturity of less than three months that are not
part of a banking institutionés ongoing f
exemption from the one-year floor. The types of short-term exposures that
might be considered eligible for this treatment include transactions such as:

A Some capital market-driven transactions and repo-style transactions that
might not fall within the scope of paragraph 3.76;

A Some short-term self-liquidating trade transactions. Import and export letters
of credit and similar transactions could be accounted for at the actual
remaining maturity;

A Some exposures arising from settling securities purchases and sales. This
could also include overdrafts arising from failed securities settlements
provided that such overdrafts do not continue for more than a short, fixed
number of business days;

A Some exposures arising from cash settlements by wire transfer, including
overdrafts arising from failed transfers provided that such overdrafts do not
continue for more than a short, fixed number of business days;

A Some exposures to banks arising from foreign exchange settlements; and

A Some short-term loans and deposits.

3.78 For transactions within the scope of paragraph 3.76 subject to a master netting
agreement, the weighted average maturity of the transactions should be used
when applying the explicit maturity adjustment. A floor equal to the minimum
holding period for the transaction type set out in paragraph 2.122 will apply to
the average. Where more than one transaction type is contained in the master
netting agreement a floor equal to the highest holding period will apply to the
average. Further, the notional amount of each transaction should be used for

weighting maturity.
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3.79

3.80

Where there is no explicit adjustment, the M assigned to all exposures will be
similar to the foundation approach as specified in paragraph 3.66 except for

repo-style transactions where the M will be 6 months.

Notwithstanding the flexibility given to banking institutions, the Bank reserves
the right to require institutions that adopt the foundation approach to measure M

using the definition contained in paragraph 3.75.

Treatment of Maturity Mismatches

3.81

The treatment for maturity mismatches under IRB is provided in paragraphs
3.155 to 3.158.

Risk Components for Retail Exposures

l.
3.82

Probability of Default (PD) and Loss Given Default (LGD)

For each identified pool of retail exposures, banking institutions must provide an
estimate of the PD and LGD associated with the pool, subject to the minimum
requirements as set out in Part B.3.7. Additionally, the PD for retail exposures
is the greater of the one year PD associated with the internal borrower grade to

which the pool of retail exposures is assigned or 0.03%.

Recognition of Guarantees and Credit Derivatives

3.83 Banking institutions may reflect the risk-mitigating effects of guarantees and

credit derivatives in support of an individual exposure or a pool of exposures,
through an adjustment to either the PD or LGD estimate, subject to the
minimum requirements in paragraphs 3.338 to 3.348. Whether adjustments are
done through PD or LGD, it must be done in a consistent manner for a given

guarantee or credit derivative type.
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3.84 Banking institutions must not include the effect of double default in such
adjustments?®?. The adjusted risk weight must not be less than a comparable

direct exposure to the protection provider.

Il. Exposure at Default (EAD)
3.85 For the purpose of measuring EAD, both on and off-balance sheet retail
exposures are measured gross of specific provisions or partial write-offs. The
EAD on drawn amounts should not be less than the sum of:
)] the amount by whi ch a Ildoaync&pitahwgould best i t u
reduced if the exposure were fully written-off, and

i) any specific provisions and partial write-offs.

When the difference between the instrumen
positive, this amount is termed a discount. The calculation of RWA s
independent of any discounts. Under the limited circumstances described in
paragraph 3.227 discounts may be included in the measurement of total eligible

provisions for purposes of the EL-provision calculation set out in Part B.3.6.

3.86 On-balance sheet netting of loans and deposits of a banking institution to or
from a retail customer is permitted subject to the same conditions in paragraphs
3.145 to 3.147. For retail off-balance sheet items, banking institutions could use
internal CCF estimates provided the relevant minimum requirements in
paragraphs 3.332 to 3.335 and 3.337 are met.

3.87 For retail exposures with uncertain future drawdown such as credit cards,
banking institutions must take into account credit history and/or expectation of
additional drawings prior to default in the overall calibration of loss estimates. In

particular, where conversion factors for undrawn lines are not reflected in EAD

102 The recognition of double default implies that the risk of both the borrower and the
guarantor/protection provider defaulting on the same obligation may be substantially lower than the
risk of only one of the parties defaulting. In the substitution approach, the maximum capital benefit
that may be obtained is only up to the reduction in the capital requirement through replacing the
exposure to the borrower with one to the protection provider. This assumes perfect correlation
between the borrowers with the protection provider and will not fully reflect the lower risk that both
the borrower and guarantor must default for a loss to be incurred.
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estimates, the likelihood of additional drawings prior to default must be reflected
in the LGD estimates. Conversely, if banking institutions do not incorporate the
possibility of additional drawings in its LGD estimates, they must do so in its

EAD estimates.

3.88 When only the drawn balances of retail facilities have been securitised, banking
institutions must continue to hold the required capital against the share (i.e.
sellerds interest) of undr awn balances 1
using the IRB approach to credit risk. This means that for such facilities,
banking institutions must reflect the impact of CCFs in the EAD estimates rather
than in the LGD estimates. For determinin
interest in the undrawn lines, the undrawn balances of securitised exposures
would be allocated bevwewesenr ®t eonamdrite s 6s a
basi s, based on the proportions of t he

securitised drawn balances.

3.89 To the extent that foreign exchange and interest rate commitments exist within
banki ng i rewitportfoliotfar IRB puioses, banking institutions are not
permitted to use internal assessments of credit equivalent amounts. Instead, the

rules for the standardised approach would apply.

Risk Components for Equity Exposures
3.90 In general, the value of an equity exposure on which capital requirements is
based is defined under the applicable Financial Reporting Standards as follows:
A For investments held at fair value with changes in the value flowing directly
through income and into regulatory capital, exposure is equal to the fair value
presented in the balance sheet.
A For investments held at fair value with changes in the value not flowing
through income but into a tax-adjusted separate component of equity,
exposure is equal to the fair value presented in the balance sheet.

13 The investorodés share of wundr awn b aresshall bessubjegfoat ed t
the treatment specified in the securitisation component of this framework.
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A For investments held at cost, exposure is equal to the cost presented in the

balance sheet.

3.91 Investments in funds (e.g. collective investment schemes, unit trusts) containing
both equity investments and other non-equity types of investments can be
treated either as a single investment
hol di ngs or as separate and distinct
holdings based on a look-through approach. Banking institutions must
demonstrate to the Bank that the chosen treatment is appropriate for the
portfolio (for example, that regulatory arbitrage considerations have not
influenced their choice) and applied in a consistent manner. The Bank reserves
the right to require banking institutions to compute capital using the more
appropriate treatment where the Bank is satisfied that the exposures are or are
likely to become significant and the particular treatment used by the banking

institution would lead to consistent underestimation of risk of that portfolio.

3.92 Where only the investment mandate of the fund is known, the fund can still be
treated as a single investment. For calculating capital requirement, it is
assumed that the fund first invests, to the maximum extent allowed under its
mandate, in the asset classes that attract the highest capital charge and
followed by, in descending order, the next highest requirement until the
maximum total investment level is reached. The same approach can also be
used for the look-through approach, but only where banking institutions have

rated all the potential underlying assets of the fund.

B.3.4 CREDIT RISK MITIGATION (CRM)

3.93 This section outlines general requirements for the use of credit risk mitigation
and eligibility criteria, detailed methodologies and specific requirements with
respect to the following CRM techniques:

)] Collateralised transactions (refer to paragraphs 3.97 to 3.127)
1)) Guarantee and credit derivatives (refer to paragraphs 3.128 to 3.144)

i) On-balance sheet netting (refer to paragraphs 3.145 to 3.147)

Issued on: 3 May 2019



BNM/RH/PD 032-5 Prudential Financial Capital Adequacy Framework Page

Policy Department (Basel 111 Risk-Weighted Assets) 101 /506

3.94

While the use of CRM technigues reduces or transfers credit risk, it may
introduce or increase other risks such as legal, operational, liquidity and market
risk. Therefore, it is imperative that banking institutions control these risks by
employing robust policies, procedures and processes including strategies to
manage these risks, valuation, systems, monitoring and internal controls.
Banking institutions must be able to demonstrate to the Bank that it has
adequate risk management policies and procedures in place to control risks
arising from the use of CRM techniques. In any case, the Bank reserves the
right to take supervisory action un
risk management in relation to the application of CRM techniques be deemed
insufficient. In addition, banking institutions will also be expected to observe the
Pillar 3 requirements in order to obtain capital relief in respect of any CRM

techniques.

Minimum Conditions for the Recognition of Credit Risk Mitigation Techniques

3.95

3.96

To obtain capital relief for use of any CRM technique, the following general

requirements must be fulfilled:

A All documentation used in collateralised transactions and for documenting
on-balance sheet netting, guarantees and credit derivatives must be binding
on all parties and legally enforceable in all relevant jurisdictions;

A Sufficient assurance from legal counsel with respect to the legal
enforceability of the documentation;

A Periodic review is undertaken to confirm the ongoing enforceability of the
documentation; and

A For Islamic banking assets, the collateral must be Shariah-compliant.

In general, only collateral and/or guarantees that are actually posted and/or
provided under a legally enforceable agreement are eligible for CRM purposes.
A commitment to provide collateral or a guarantee is not recognised as an

eligible CRM technique until the commitment to do so is actually fulfilled4.

104 However, under the foundation IRB, in accordance with paragraph 3.280 and 3.281, forms of group
support may be reflected via PD but not LGD.
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Collateralised Transactions

Eligible Collateral

3.97 Under the foundation IRB approach, there are four categories of eligible

collateral recognised, namely financial collateral, commercial and residential
real estate (CRE and RRE) collateral, financial receivables and other physical

collateral.

Eligible Financial Collateral

3.98 The following financial instruments are recognised as eligible financial collateral:

Eligible Financial Collateral

A Cash'® (including certificate of deposits or comparable instruments issued by the lending

banking institution) on deposit’®® with the banking institution which is incurring the
counterparty exposure®’

Gold

Debt securities/S u k fraked by recognised ECAIs where the risk weight attached to the
debt securities is lower than that of the borrower

Debt securities/S u k Urkated by a recognised ECAI but fulfil the following conditions:

U Issued by a banking institution;

U Listed on a recognised exchange;

U Classified as senior debt;
u

All rated issues of the same seniority by the issuing banking institution that are rated
at least BBB- or A-3/P-3; and

U The Bank is sufficiently confident about the market liquidity of the debt security/s u k.1

Equities (including convertible bonds/s u k)itHat are listed on a recognised exchange
(refer to Appendix X)

Funds (e.g. collective investment schemes, unit trust funds, mutual funds etc.) where:

U A price for the units is publicly quoted daily, and

Ui The funds are limited to investing in financial instruments recognised as eligible
financial collateral.'%®

105

106

107

108

Cash pledged includes > u r lfor @arnest money held after a contract is established as collateral to
guarantee contract performance) and hamish jiddiyyah (or security deposit held as collateral) in
Islamic banking contracts (e.g. 1 j Ur a h

Structured deposits and Restricted Investment Accounts would not qualify as eligible financial
collateral.

Cash funded credit linked notes issued by the banking institution against exposures in the banking
book which fulfil the criteria for credit derivatives will be treated as cash collateralised transactions.
The use or potential use by a fund of derivative instruments solely to hedge investments listed in
this table shall not prevent units in that fund from being an eligible financial collateral.
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Eligible CRE and RRE Collateral
3.99 Eligible CRE and RRE collateral for corporate, sovereign and bank exposures
are defined as:

A Collateral where the risk of the borrower is not materially dependent upon the
performance of the underlying property or project, but rather on the
underlying capacity of the borrower to repay the debt from other sources. As
such, facility repayment is not materially dependent on the cash flow from the
underlying CRE/RRE serving as collateral, and

A Additionally, the value of the collateral pledged must not be materially

dependent on the performance of the borrower®,

3.100 However, in light of the generic description above and the definition of corporate
exposures, income producing real estate that falls under the SL asset class is

specifically excluded from recognition as collateral for corporate exposures.

Eligible Financial Receivables

3.101 Eligible financial receivables are claims with an original maturity of less than or
equal to one year where repayment will occur through the commercial or
financial flow related to the underlying assets of the borrower. This includes
both self-liquidation debt arising from the sale of goods or services linked to a
commercial transaction and general amounts owed by buyers, suppliers,
renters, national and local governmental authorities or other non-affiliated
parties not related to the sale of goods or services linked to a commercial
transaction. Eligible receivables do not include those associated with

securitisations, sub-participations or credit derivatives.

Other Eligible Physical Collateral
3.102 Banking institutions may also recognise other physical collateral subject to

conditions specified in paragraphs 3.127 being fulfilled.

109 This requirement is not intended to preclude situations where purely macro-economic factors affect
both the value of the collateral and the performance of the borrower.

Issued on: 3 May 2019



BNM/RH/PD 032-5 Prudential Financial Capital Adequacy Framework Page
Policy Department (Basel 111 Risk-Weighted Assets) 104 / 506

I. Methodology

Methodology for Transactions Secured by Eligible Financial Collateral

3.103 Banking institutions adopting the foundation approach must calculate the
effective loss given default (LGD*) applicable to a transaction secured by
eligible financial collateral, which is expressed as:

*

LGD* =LGD?3 EE

)] LGD is that of the senior unsecured exposure before recognition of
collateral (45%));

1)) E is the current value of the exposure (cash or securities lent or posted);

i) E* is the adjusted exposure value after risk mitigation as determined
under the comprehensive approach as specified in paragraphs 3.106 to
3.111110,

3.104 Where repo-style transactions are subject to a master netting agreement,
banking institutions may choose to recognise the netting effects in calculating
capital requirement if the criteria provided in paragraphs 3.112 to 3.114 can be
met. In such cases, banking institutions must calculate E* in accordance with
paragraphs 3.115 or the use of VAR modelling (refer to paragraphs 2.133 to
2.136) and equate this to EAD. The impact of collateral on these transactions

cannot be reflected through adjustment to LGD.

3.105 A zero haircut may be applied for transactions where the conditions for zero
haircut are met and the counterparty is a core market participant (refer to
paragraphs 2.125 to 2.128).

110 Under the foundation approach, E* is used only as input to calculate LGD*. Banking institutions
must continue to calculate EAD without taking into account the presence of any collateral, unless
otherwise specified. This is unlike in the standardised approach where E* is used directly to
calculate risk-weighted assets by multiplying it with the counterparty risk weight.
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Calculation of Adjusted Exposure (E*) Using Comprehensive Approach

3.106 Banking institutions must calculate an adjusted exposure amount after risk
mitigation, E*. This is done by applying volatility adjustments to both the
collateral and the exposure, taking into account possible future price

fluctuations.

3.107 When the exposure and collateral are held in different currencies, an additional
downward adjustment must be made to the volatility-adjusted collateral to take

account of possible future fluctuations in exchange rates.

3.108 The formula is as follows:
E* =max{0,[E3 (1+H,)- C3 (1- H, - Hy )}

where:
E* = The exposure value after risk mitigation
E = Current value of the exposure
He = Haircut appropriate to the exposure
C = The current value of the collateral received
Hc = Haircut appropriate to the collateral
Hex = Haircut for currency mismatch between the collateral and

exposure

3.109 Where the collateral is a basket of assets, the haircut on the basket will be

H =8 aH, where ai is the weight of the asset (as measured by units of

currency) in the basket and Hi the haircut applicable to that asset.

3.110 Partial collateralisation and mismatches in the maturity of the underlying

exposure and the collateral is allowed under the comprehensive approach.

3.111 There are two approaches in determining the appropriate haircut to be applied
on the exposure amount and collateral, namely:
A Standard supervisory haircuts; and
AVaR modelling, subject to the Bankos
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Please refer to paragraphs 2.119 to 2.128 and 2.133 to 2.137 for further details.

Treatment of Repo-style Transactions Covered Under Master Netting Agreement

3.112 The effects of bilateral netting agreements covering repo-style transactions will
be recognised on a counterparty-by-counterparty basis if the agreements are
legally enforceable in each relevant jurisdiction upon the occurrence of an event

of default and regardless of whether the counterparty is insolvent or bankrupt. In

addition, the netting agreement must:

A provide the non-defaulting party the right to terminate and close-out in a

timely manner all transactions under the agreement upon event of default,

including in the event of insolvency or bankruptcy of the counterparty;

A provide for the netting of gains and losses in transactions (including the value
of any collateral) terminated and closed out under it, so that single net

amount is owed by one party to the other;

A allow for the prompt liquidation or setoff of collateral upon the event of

default; and

A be legally enforceable in each relevant jurisdiction upon the occurrence of an

eve nt

bankruptcy, together with the rights arising from the provisions required

above.

3.113 In addition, all repo-style transactions should be subjected to the Global Master
Repurchase Agreement (GMRA) with its relevant annexes that specify all terms
of the transaction, duties and obligations between the parties concerned.
Banking institutions must also ensure that other requirements specified under

the Bankobs

3.114 Netting across positions in the banking and trading book will only be recognised

of def aul

t and regardl ess

when the netted transactions fulfil the following conditions:

A All transaction are marked to market daily; and

A The collateral instruments used in the transactions are recognised as eligible

financial collateral in the banking book.
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3.115 The following formula will apply to account for the impact of master netting

agreements:

E*=max{0(8 E- & C)+ A (B ? He)+ & (Enc ? Hey )]

where
E* = The exposure value after risk mitigation
E = Current value of the exposure
C = The value of the collateral received
Es = Absolute value of the net position in given security
Hs = Haircut appropriate to Es
Erx = Absolute value of the net position in a currency different from
the settlement currency
Hex = Haircut appropriate for currency mismatch

Calculation of LGD for Senior Claims Secured by Eligible Non-Financial Collateral

3.116 The LGD* for cases where banking institutions have taken eligible non-financial
collateral to secure a corporate exposure is determined as follows:

)] The level of collateralisation of the exposure, C/E, must be calculated by
dividing the current value of the collateral, C, to the current value of the
exposure, E.

i) Exposures where the level of collateralisation is below the required
minimum collateralisation level of C* would receive the LGD of 45% for
senior unsecured exposures.

iii) Where the level of collateralisation equals or exceeds the over-
collateralisation level of C**, full LGD recognition can be applied to the

exposure based on the following table:
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LGD* for Secured Portion of Senior Exposures
. _ Required
Collateratisation Level | “CD' | Minimum Over. | LGD"if
(CH CIE < C* collateralisation | c/ E O
Level (C**)
Receivables 0% 125% 35%
CRE/RRE 30% 140% 35%
Other physical
collateral
(excludes physical 45%
assets acquired by 30% 140% 40%

the banking
institution as result
of borrower
default)

iv) Where the level of collateralisation is between the threshold levels C*

and C**, the exposures are to be divided into fully collateralised and

uncollateralised portions:

A The part of the exposure considered as fully collateralised, C/C**,

A

receives the LGD associated with the type of collateral as per the

above table;

The remaining part of the exposure, 1-C/C**, is regarded as

unsecured and receives an LGD of 45%?11,

Treatment for Pools of Collateral

3.117 The LGD* of a transaction where banking institutions have taken both eligible

financial and non-financial collateral is based on the following:

)] Banking institutions must subdivide the adjusted value of the exposure

(after haircut for eligible financial collateral) into portions each covered by

only one CRM type. That is, banking institutions must divide the

exposure into portions covered by the eligible financial collateral,

receivables, CRE/RRE collateral and any other collateral and the

unsecured portion, if any.

111 For example, if an exposure of RM100 is covered by RM110 worth of CRE, only RM110/140 =
RM78.6 is considered fully covered. The remaining exposure, RM100 i RM78.6 = RM21.4 is
regarded as unsecured.
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1)) Where the ratio of the sum of CRE/RRE value and other collateral to the
reduced exposure (after recognising the eligible financial collateral and
receivables collateral) is below the minimum level of collateralisation, the
exposure would receive the unsecured LGD value of 45%.

i) The risk-weighted assets for each fully secured portion of exposure must

be calculated separately.

Specific Requirements

Specific Requirements for Transactions Secured by Eligible Financial Collateral

3.118

3.119

3.120

3.121

In addition to the general requirements specified under paragraphs 3.95 and
3.96, the legal mechanism by which collateral is pledged or transferred must
ensure that banking institutions have the right to liquidate or take legal
possession of the collateral in a timely manner in the event of default,
insolvency or bankruptcy of the counterparty. Furthermore, banking institutions
must take all steps necessary to fulfil those requirements under the law to

protect their interest in the collateral.

For collateral to provide effective cover, the credit quality of the counterparty
and the value of collateral must not have a material positive correlation. For
example, securities issued by the counterparty or a related counterparty!'? as a
form of collateral against a loan would generally be materially correlated, thus
providing little cover and therefore would not be recognised as eligible

collateral.

Banking institutions must have clear and robust procedures for timely liquidation
of collateral to ensure that any legal conditions required for declaring the default
of the counterparty and liquidating the collateral are observed and that collateral

can be liquidated promptly.

A capital requirement will be applied on either side of a collateralised

transaction. For example, both repurchase and reverse repurchase agreements

112 As defined under Single Counterparty Exposure Limit.
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3.122

3.123

will be subject to capital requirements!?3, Likewise, both sides of securities
lending and borrowing transactions will be subject to explicit capital charges, as
will the posting of securities in connection with a derivative exposure or other

borrowing.

Where a banking institution is acting as an agent, arranges a repo-style
transaction (i.e. repurchase/reverse repurchase and securities
lending/borrowing transactions) between a customer and a third party and
provides a guarantee to the customer that the third party will perform its
obligations, then the risk to the banking institution is the same as if the banking
institution had entered into the transaction as a principal. Under such
circumstances, the banking institution will be required to allocate capital as if it
were itself acting as the principal.

Where collateral is held by a custodian, banking institutions must take
reasonable steps to ensure good custody of that collateral and take reasonable

steps to ensure that the custodian segregates the collateral from its own assets.

Specific Requirements for Eligible CRE and RRE Collateral

3.124

Subject to meeting the definition above, CRE and RRE will be eligible for

recognition as collateral only if the following operational requirements are met:

)] Legal Enforceability: Any claim on collateral taken must be legally
enforceable in all relevant jurisdictions and any claim on collateral must
be properly filed on a timely basis. Collateral interests must reflect a
perfected charge!!* (i.e. the legal collateral agreement and the legal
process underpinning it would enable banking institutions to realise the
value of the collateral within a reasonable timeframe);

i) Objective Market Value of Collateral: The collateral must be valued at or

less than the current fair value under which the property could be sold

113 Unlike repurchase and reverse repurchase agreements, sale and buy back agreements (SBBA) of
securities are not deemed as collateralised transactions, hence a capital charge is required on the
individual position for both parties according to the risk profile.

114 Deeds of assignment and strata titles on the property are also recognised.
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ii)

under private contract bet wlengthbuger wi | | i

on the date of valuation;

Frequent Revaluation: Banking institutions are expected to monitor the
value of collateral at least once a year. More frequent monitoring may be
appropriate where market conditions are subject to significant changes.
Statistical methods of valuation (e.g. references to house price indices,
sampling) may be used to update estimates or to identify collaterals that
have declined in value and that require reappraisal. An engagement of a
qualified professional might become necessary to evaluate property
which value may have declined materially relative to general market
prices or when a credit event, such as default, occurs; and

Recognition only for First Charge Collateral: Subsequent charges can be
recognised only if all earlier charges were made by the same banking
institution. In instances where the subsequent charges are recognised,
banking institutions must be able to demonstrate that such charges are
enforceable and there have been precedent cases where the banking

institution has been able to recoup the residual values.

3.125 Additional collateral management requirements are as follows:

)

The types of CRE and RRE collateral accepted and the lending policies
(advance rates) when this type of collateral is taken must be clearly
documented;

The property taken as collateral is sufficiently insured against any
deterioration and damages;

The extent of any permissible prior claims (e.g. tax) on the property is
assessed and monitored on an ongoing basis; and

The risk of environmental liability arising in respect of the collateral, such
as the presence of toxic material on a property is appropriately assessed

and monitored.

Specific Requirements for Eligible Financial Receivables

3.126 Financial receivables will be eligible for recognition as collateral for corporate

claims only if all of the following operational requirements are met:
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Legal Certainty

)] The legal mechanism by which collateral is given must be robust and
ensure that the banking institution has clear rights over the proceeds
from the collateral;

1)) Banking institutions must take all steps necessary to fulfil local
requirements in respect of the enforceability of security interest, e.g. by
registering a security interest with a registrar. There should be a process
to ensure the banking institution have a perfected first priority claim over
the collateral;

i) All documentation used in collateralised transactions must be binding on
all parties and legally enforceable in all relevant jurisdictions. Banking
institutions must conduct a legal review at the onset of the transaction
and periodically to ensure the continuing enforceability of collaterals
pledged to them; and

iv) The collateral arrangements must be properly documented with clearly
written procedures on the timely collection of collateral proceeds.
Banking institutions should ensure that any legal conditions required to
decl ar e a customer O0s def aul t and tiom
observed strictly. Il n the event of t
default, banking institutions should have the legal authority to sell or
assign the receivables to other parties without the consent of the
receivabl esd obligors.

Risk Management

)] Banking institutions must institute a sound process for determining the
credit risk in receivables. Such process should include among other
things, anal yses of the borrowerds bu:
the business cycle) and the types of customers with whom the borrower
does business. Where banking institutions rely on the borrower to
ascertain the credit risk of the borro wer s cust omer s, bank,i
mu st review and assess the borrower 0:s

soundness and credibility;
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1)) The margin between the amount of the exposure and the value of the
receivables must incorporate relevant factors such as the cost of
collection, concentration within the receivables pool pledged by an
individual borrower and potential concentration risk within banking
i nstitutionsod total exposures,;

iii) In ensuring ongoing appropriateness of the collateral as a risk mitigant,
banking institutions must maintain a continuous monitoring process that
iIs commensurate with the specific exposures (either immediate or
contingent) attributable to the collateral to be utilised as a risk mitigant.
This process may include, where appropriate and relevant, ageing
reports, control of trade documents, borrowing base certificates, frequent
audits of collateral, confirmation of accounts, control of the proceeds of
accounts paid, analysis of dilution (credits given by the borrower to the
receivables obligors) and regular financial analysis of both the borrower
and the receivables obligors, especially in the case when a small number
of large sized receivables are taken as collateral. Overall concentration
limits should be monitored strictly by banking institutions. Additionally,
any compliance with loan covenants, environmental restrictions and
other legal requirements should be monitored on a regular basis;

iv) Receivables pledged by a borrower should be diversified and not be
unduly correlated with the borrower. Where the correlation is high, e.qg.
where some receivables obligorsar e r el i ant on the borr
where the borrower and the receivables obligors belong to a common
industry, the attendant risks should be taken into account in the setting of
margins for the collateral pool as a whole. Receivables from affiliates of
the borrower (including subsidiaries and employees) will not be
recognised as a risk mitigant; and

V) Banking institutions should document the process relating to collecting
receivable payments in distressed situations. The necessary processes
for collection should be in place, even when banking institutions normally

look to the borrower for collections.
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Specific Requirements for Recognition of Other Eligible Physical Collateral

3.127 The Bank may allow other physical collateral to be recognised as a credit risk

mitigant provided that the banking institution can demonstrate to the Bank that

such physical collateral meets the following standards:

)] Existence of liquid markets for disposal of collateral in an expeditious and

economically efficient manner;

1)) Existence of well established, publicly available market prices for the

collateral; and

i) The amount banking institutions receive when collateral is realised does

not deviate significantly from market prices.

In addition, the requirements in paragraphs 3.124 and 3.125 must be met,

subject to the following modification:

iv) Banking institutions must have priority of claims over all other lenders to

the realised proceeds of the collateral. Only first charges over the

collateral are permissible;

V) The loan agreement must include detailed descriptions of the collateral

plus detailed specifications of the manner and frequency of revaluation;

Vi) The types of physical collateral accepted by banking institutions and

policies and practices in respect of the appropriate amount of each type

of collateral relative to the exposure amount must be clearly documented

in internal credit policies and procedures and available for examination

by the Bank and/or audit review;

vii) Banking i n st i tcrediti polinies dnust contain appropriate collateral

requirements. This includes requirements on the exposure amount, the

ability for timely liquidation of the collateral, determining market value

(including the frequency of revaluation) and volatility of the market value.

The periodic revaluation process must pay particular attention to

collaterals whose values depend on the current trend in the market (i.e.

fashion sensitive collaterals). This is to ensure that valuations are

appropriately adjusted downward for model year, obsolescence or

deterioration; and

Issued on: 3 May 2019




BNM/RH/PD 032-5 Prudential Financial Capital Adequacy Framework Page

Policy Department (Basel 111 Risk-Weighted Assets) 115/506

vii) 1 n cases of i nventories (e. g. r
inventories of autos) and equipment, the periodic revaluation process

must include physical inspection of the collateral.

Guarantees and Credit Derivatives

l.
3.128

3.129

Eligible Guarantors/Credit Protection Providers

The range of eligible guarantors/credit protection providers are the same as
those under the standardised approach. In addition, companies that are
internally rated and associated with a PD equivalent to BBB-1*° rating or better,
may also be recognised under the foundation approach. The requirements
outlined in paragraphs 3.139 to 3.142 must also be met to qualify for this

recognition.

For credit derivatives, only credit default swaps and total return swaps that
provide credit protection which is equivalent to a guarantee are eligible for
recognition. No recognition is given where banking institutions buy credit
protection through a total return swap and record the net payments received on
the swap as net income, but does not record offsetting deterioration in the value
of the asset that is protected (either through reductions in fair value or by an

addition to reserve).

115 This may be done by mapping the internal rating and associated PD of the protection provider to the

banking institutionds PD masterscale toorbeiterbyrt ai n

an eligible ECAI.
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I. Methodology
The Substitution Method
3.130 Under the substitution method, guarantees and credit derivatives will be
recognised as follows:
)] Risk weight for the covered portion of the exposure is derived by using:
A The risk weight function appropriate to the type of guarantor, and
A The PD appropriate to the guarantor
grade between the underlying obligor
grade if the banking institution deems a full substitution treatment is
not warranted.
i) The LGD of the underlying transaction may be replaced with the LGD
applicable to the guarantee taking into account seniority and any

collateralisation of a guaranteed commitment.

3.131 The uncovered portion of the exposure is assigned the risk weight associated

with the borrower.

3.132 CRM from guarantees and credit derivatives must not reflect the effect of
double default!!®. To the extent that the CRM is recognised, the adjusted risk
weight must not be less than a comparable direct exposure to the protection

provider.

3.133 Any amount for which the banking institution will not be compensated for in the
event of loss, shall be recognised as retained first loss positions and risk-

weighted at 1250% by the banking institution purchasing the credit protection.

3.134 Where partial coverage exists, or where there is a currency mismatch between
the underlying obligation and the credit protection, the exposure must be split

into covered and uncovered amount. The treatment is outlined below:

116 Refer to footnote 102.
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Proportional Cover

A Where the amount guaranteed, or against which credit protection is held, is
less than the amount of the exposure, and the secured and unsecured
portions are equal in seniority, i.e. the banking institution and guarantor share
losses on a pro-rata basis, capital relief will be accorded on a proportional

basis with the remainder being treated as unsecured.

Tranched Cover
A Where:

- a banking institution transfers a portion of the risk of an exposure in one
or more tranches to a protection seller(s) and retains some level of risk of
the exposure; and

- the portion of risk transferred and retained are of different seniority, the
banking institution may obtain credit protection for either the senior
tranches (e.g. second loss portion) or the junior tranche (e.g. first loss
portion). In this case, the rules as set out in the securitisation component
of this framework will apply.

Currency Mismatches
A A haircut, Hrx, shall be applied on the exposure protected if its credit
protection is denominated in a different currency, as follows:
GA=G3 (1- H, )
where:
G = Nominal amount of the credit protection
Hex = Haircut appropriate for currency mismatch between the credit
protection and underlying obligation. The supervisory haircut
is 8%. The haircut must be scaled up using the square root
of time formula, depending on the frequency of revaluation of

the credit protection as described in paragraph 2.123.

3.135 For exposures where the borrower is part of a portfolio on the IRB approach

while the guarantor or credit protection provider is part of a portfolio which is not
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under the IRB approach (i.e. standardised approach)!*’, banking institutions
must ensure that these borrowers also fulfill the expectations under the IRB
approach (e.g. annually reviewed etc.) on an ongoing basis. The appropriate
treatment based on the standardised approach shall be applied to the

guaranteed/protected portion of the exposure.

The Double Default Method

3.136

3.137

Banking institutions also can apply the double default method instead of the
substitution method where exposures are hedged by the following eligible
instruments:

)] Single-name, unfunded credit derivatives (e.g. credit default swaps) or
single-name guarantees.

1)) First-to-default basket products & the double default treatment will be
applied to the asset within the basket with the lowest risk-weighted
amount.

iii) Nth-to-default basket products 0 the protection obtained is only eligible
for consideration under the double default framework if eligible (ni 1)®
default protection has also been obtained or where (ni 1) of the assets

within the basket have already defaulted.

The entity providing the above instruments must be a banking institution*® or

an insurance company (but only those that are in the business of providing

credit protection, including mono-lines, professional re-insurers, and non-

sovereign credit export agencies!!®) that:

)] is regulated in a manner broadly equivalent to this framework (where
there is appropriate supervisory oversight and transparency/market
discipline), or externally rated as at least investment grade by an

approved ECAI for purposes of the capital framework;

117 For example, a loan granted to a corporate (under the IRB approach) is guaranteed by a banking
institution (under the standardised approach).

118 This does not include PSEs and MDBs, even though claims on these may be treated as claims on
banks according to Part B.3.2.

119 By non-sovereign it is meant that the credit protection in question does not benefit from any explicit
sovereign counter-guarantee.
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ii)

had an internal rating with a PD equivalent to or lower than that
associated with an external BBB- rating at the time the credit protection
for an exposure was first provided; and

continues to maintain an internal rating with a PD equivalent to or lower

than that associated with an external BBB- rating.

3.138 Banking institutions using the double default method for the hedged exposure

would apply the risk weight formula described under paragraphs 3.170 to 3.171

in determining the capital requirement.

Il Specific Requirements

Specific Requirements Common for Guarantees and Credit Derivatives

3.139 For a guarantee or credit derivative to be eligible for CRM, the following

conditions must be met:

)

ii)

The guarantee or credit derivative must represent a direct claim on the
protection provider and must be explicitly referenced to specific
exposures or a pool of exposures, so that the extent of the cover is
clearly defined and could not be disputed;

The credit protection contract must be irrevocable except where the
credit protection purchaser has not made the payment due to the
protection provider. The protection provider must also not have the right
to unilaterally cancel the credit cover or increase the effective cost of
cover as a result of deteriorating credit quality in the hedged exposure;
The contract must not have any clause or provision outside the direct
control of the banking institution that prevents the protection provider
from being obliged to pay in a timely manner in the event that the original
counterparty fails to make the payment(s) due. However, for advanced
IRB exposures, conditional guarantees may also be recognised as
eligible CRM as per paragraph 3.342; and

Additional operational requirements specific for guarantees and credit

derivatives specified in paragraphs 3.140 to 3.142 must be met.
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Additional Specific Requirements for Guarantees
3.140 In addition to the requirements on legal certainty of the guarantee specified in
paragraph 3.95 and 3.96, all the following conditions must also be satisfied:

)] On the default/non-payment of the counterparty, a banking institution
may in a timely manner pursue the guarantor for any monies outstanding
under the documentation governing the transaction. The guarantor may
pay at once all monies outstanding under such documentation to the
banking institution, or the guarantor may assume the future payment
obligations of the counterparty covered by the guarantee;

1)) The guarantee undertaking is explicitly documented; and

i) Except as noted in the following sentence, the guarantee covers all types
of payments the borrower is expected to make under the documentation
governing the transaction, such as notional amount and margin
payments. Where a guarantee covers payment of principal only, interests
and other uncovered payments should be treated as unsecured amounts
in line with the treatment for proportionally covered exposures under

paragraph 3.134.

3.140(i) Banking institutions shall only recognise trade credit insurance or trade credit
takaful as CRM when the requirements under paragraphs 2.144(i), 2.148(i),
2.148(ii), 3.94, 3.95, 3.96, 3.139 and 3.140 are satisfied.

Additional Specific Requirement for Credit Derivatives

3.141 For a credit derivative contract to be recognised, the following conditions must
be satisfied:
)] Credit events specified by the contracting parties must at least cover:

A Failure to pay the amounts due under terms of the underlying
obligation on the occurrence of a credit event;

A Bankruptcy, insolvency and inability of the borrower to pay its debts,
or its failure or admission in writing of its inability generally to pay its
debts as they become due, and analogous events; and

A Restructuring of the underlying obligation involving forgiveness or

postponement of principal, interest or fees that results in a credit loss
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ii)

Vi)

event (i.e. charge off, provision or other similar debit to the profit and
loss account). However, when restructuring is not specified as a
credit event but the other requirements in this paragraph are met,

partial recognition of the credit derivatives will be allowed as follows:

- If the amount of credit derivatives is less than or equal to the
amount of underlying obligation, 60% of the amount of the hedging

instrument can be recognised as covered.

- If the amount of the credit derivative is larger than that of the
underlying obligation, then the amount of eligible hedge is capped
at 60% of the amount of the underlying obligation.

The credit derivatives shall not be terminated prior to expiration of any
grace period required for a default on the underlying obligation to occur
as a result of a failure to pay, subject to the provision of paragraph 3.156;
Credit derivatives allowing for cash settlement are recognised for capital
purpose as long as a robust valuation process is in place to estimate loss
reliably. There must be a clearly specified period for obtaining post-
credit-event valuation of the underlying obligation;

If the contract requires the protection purchaser to transfer the underlying
obligation to the protection provider at settlement, the terms of the
underlying obligation must provide that consent to such transfer should
not be unreasonably withheld;

The identity of the parties responsible to determine whether a credit
event has occurred must be clearly defined. This determination must not
be the sole responsibility of the protection seller. The protection buyer
must have the right/ability to inform the protection provider of the
occurrence of a credit event;

If the credit derivatives cover obligations that do not include the
underlying obligation, a mismatch between the underlying and the
reference obligation for the credit derivative (i.e. the obligation used for
purposes of determining cash settlement value of the deliverable

obligation) is permissible if:
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A The reference obligation ranks pari passu with or is junior to the
underlying obligation, and

A the underlying obligation and reference obligation share the same
obligor (i.e. the same legal entity) and legally enforceable cross-
default or cross acceleration clauses are in place; and

vi) A mismatch between the underlying obligation and the obligation used

for purposes of determining whether a credit event has occurred is

permissible if:

A the latter obligation ranks pari passu with or is junior to the underlying
obligation, and

A the underlying obligation and reference obligation share the same
obligor (i.e. the same legal entity) and legally enforceable cross-

default or cross-acceleration clauses are in place.

3.142 Banking institutions also have to demonstrate to the Bank that any additional

requirements outlined in the?*Bankos

Additional Requirements for Recognition of Double Default
3.143 For each eligible exposure, banking institutions need to determine whether the

double default or the substitution method is to be applied.

3.144 In addition to the conditions specified in paragraphs 3.136 and 3.137, the
double default method is only applicable if the following conditions have also
been met.

)] The risk weight that is associated with the exposure prior to the
application of the double default treatment does not already factor in any
aspect of the credit protection.

i) The underlying obligation is:

A a corporate exposure as defined in paragraphs 3.24 to 3.27
(excluding SL exposures for which the SSC approach described in

paragraphs 3.166 to 3.169 is being used); or

120 [Deleted]
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ii)

Vi)

vii)

viii)

A a claim on a PSE that is not a sovereign exposure as defined in
paragraph 3.28; or

A a loan extended to a small business and classified as a retail
exposure as defined in paragraph 3.30.

The borrower is not:

A afinancial firm as defined in paragraph 3.137; or

A a member of the same group as the protection provider.

Credit protection meets the minimum operational requirements for such

instruments as outlined in paragraphs 3.129 and 3.139 to 3.142.

Consistent with paragraph 3.140 for any recognition of double default

that affects both guarantees and credit derivatives, banking institutions

must have the right and expectation to receive payment from the credit

protection provider without having to take legal action to pursue the

counterparty for payment. If a credit event should occur, steps should be

taken to ensure that the protection provider is willing to pay promptly.

The purchased credit protection absorbs all credit losses incurred on the

hedged portion of an exposure that arises due to credit events outlined in

the contract.

If the payout structure provides for physical settlement, then there must

be legal certainty with respect to the deliverability of a loan, bond, or

contingent liability. If a banking institution intends to deliver an obligation

other than the underlying exposure, it must ensure that the deliverable

obligation is sufficiently liquid so that the banking institution would have

the ability to purchase it for delivery in accordance with the contract.

The terms and conditions of credit protection arrangements must be

legally confirmed in writing by both the credit protection provider and the

banking institution.

In the case of protection against dilution risk, the seller of purchased

receivables must not be a member of the same group as the protection

provider.

There is no excessive correlation between the creditworthiness of a

protection provider and the borrower of the underlying exposure due to

performance being dependent on common factors beyond the systematic
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risk factor. Banking institutions should establish a mechanism to detect
the existence of such excessive correlation. An example of excessive
correlation is where a protection provider guarantees the debt of a
supplier of goods or services and the supplier derives a high proportion

of its income or revenue from the protection provider.

On-Balance Sheet Netting!?!

l.
3.145

3.146

Specific Requirements for On-Balance Sheet Netting

Banking institutions are allowed to compute credit exposures on a net basis for

capital requirements where banking institutions have legally enforceable netting

arrangements for loans and deposits'??. In addition, banking institutions can
only apply on-balance sheet netting on any exposure if the following conditions
have been met:

)] Strong legal basis that the netting or off-setting agreement is enforceable
in each relevant jurisdiction regardless of whether the counterparty is in
default, insolvent or bankrupt;

1)) Able to determine at any time the assets and liabilities of the
counterparty that are subject to the netting agreement;

iii) Monitors and controls roll-off risks123; and

iv) Monitors and controls the relevant exposure on a net basis.

Methodology

The computation of the net exposure to a counterparty for capital adequacy
computation purposes is similar to that specified for collateralised transactions
under paragraph 3.108, where assets (loans) are treated as exposures and
liabilities (deposits) as collateral. For on-balance sheet netting, the haircut will
be zero except where there is a currency mismatch. A 10-business day holding

period will apply when daily mark-to-market is conducted and all the

121 As opposed to other CRM techniques that mostly affect the LGD component, the effects of on-
balance sheet netting are incorporated in the EAD component.

122 Structured deposits and Restricted Investment Account would not be recognised for on-balance
sheet netting.

123 Roll-off risks relate to the sudden increases in exposure which can happen when short dated
obligations used to net long dated claims mature.
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requirements contained in paragraphs 3.155 to 3.158 and paragraphs 2.119 to
2.124 will apply.

3.147 For the purpose of calculating RWA for the exposure following the on-balance
sheet netting, the relevant PD and LGD or risk weight for the counterparty and

transaction shall be applied to the net exposure amount. .

Other Aspects of Credit Risk Mitigation

Treatment of Pools of Credit Risk Mitigation Techniques

3.148 When multiple credit risk mitigation techniques are used to cover a single
exposure, the exposure should be divided into portions which are covered by
each type of credit risk mitigation technique. The risk-weighted assets of each
portion must be calculated separately. Where credit protection provided by a
single guarantor has different maturities, these must also be divided into

separate portions.

3.149 In addition, where a single transaction is attached to multiple forms of credit risk
mitigants, banking institutions are able to obtain the largest capital relief

possible from the risk mitigants.

First to Default Credit Derivatives
3.150 There are cases where a banking institution obtains protection for a basket of
reference names and where the first default among the reference names

triggers the credit protection and the credit event also terminates the contract.

3.151 In this case, a banking institution may recognise regulatory capital relief for the
asset within the basket with the lowest risk-weighted amount, but only if the
notional amount is less than or equal to the notional amount of the credit

derivative.

3.152 With regard to a banking institution providing credit protection through such an
instrument, the risk-weighted asset as specified under the securitisation

component of the Revised Capital Framework will be applied.
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Second to Default Credit Derivatives

3.153 In the case where the second default among the assets within the basket
triggers the credit protection, the banking institution obtaining credit protection
through such a product will only be able to recognise any capital relief if first
default protection has also been obtained or when one of the assets within the

basket has already defaulted.

3.154 For banking institutions providing credit protection through such a product, the
capital treatment is the same as paragraph 3.151 with the exception that, in
aggregating the risk-weighted assets amount, the asset with the lowest risk-

weighted amount can be excluded from the calculation.

Maturity Mismatches
3.155 For calculating RWA, a maturity mismatch occurs when the residual maturity of

a hedge is less than that of the underlying exposure.

Definition of Maturity

3.156 The maturity of the underlying exposure and the maturity of the hedge should
both be defined conservatively. The M of the underlying should be gauged as
the longest possible remaining time before the counterparty is scheduled to fulfil
its obligation, taking into account any applicable grace period. For a hedge,
embedded options which may reduce the term of the hedge should be taken
into account so that the shortest possible M is used. Where a call is at the
discretion of the protection seller, the maturity will always be at the first call
date. If the call is at the discretion of the protection-buying banking institution
but the terms of the arrangement at origination of the hedge contain a positive
incentive for the banking institution to call the transaction before contractual
maturity, the remaining time to the first call date will be deemed to be the M. For
example, where there is a step-up in cost in conjunction with a call feature or
where the effective cost of cover increases over time even if credit quality

remains the same or increases, the M will be the remaining time to the first call.
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Risk Weights for Maturity Mismatches

3.157 Hedges with maturity mismatches are only recognised when the original
maturities are greater than or equal to one year. As a result, the maturity of
hedges for exposures with original maturities of less than one year must be
matched to be recognised. In all cases, hedges with maturity mismatches will
no longer be recognised when the residual maturity of the hedge is three

months or less.

3.158 When there is a maturity mismatch with recognised credit risk mitigant
(collateral, on-balance sheet netting, guarantees and credit derivatives) the

following adjustment will be applied.

P =p3 M
@ (T - 0.25)
where:
Pa = Value of the credit protection adjusted for maturity mismatch
P = Credit protection (e.g. collateral amount, guarantee amount)
adjusted for any haircuts
t = Min (T, residual maturity of the credit protection
arrangement) expressed in years
T = Min (5, residual maturity of the exposure) expressed in years
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B.3.5 RISK-WEIGHTED ASSETS

Risk-Weighted Assets for Corporate, Sovereign and Bank Exposures

Formula for Derivation of Risk-Weighted Assets

3.159 The derivation of RWA is dependent on estimates of the PD, LGD, EAD and, M

for a given exposure.

3.160 The computation of RWA for exposures not in default, is?4:

Capital requirement!?> (K) =

e e 1 R ... 2 w P+(M- 25)bg
d.GD O\ g N H(PD)+ —CN10.999‘-PDG)_GDU(§1 ‘
5 §/1-R (PD)+ |1~ O (0999 58 1-15b f

g g
RWA =K x 12.5 x EAD

where:

Maturity adjustment, b _ [0.11852- 0.054780n(PD)J

0.1 EXP(- 50%D)e, 0_2421_ 1- EXP(- 504°D)g

€ 1-exp(-50) Y € " 1-eExP(-50) Y

Correlation, R =

lllustrative IRB risk weights are shown in Appendix XXVII.

3.161 The formula above and the requirement for foundation IRB banking institutions

to establish its own PD estimates'?® for all borrowers within their corporate
portfolio shall also apply to corporate exposures guaranteed by the Credit
Guarantee Corporation (CGC). However, the effective risk weight for corporate
exposures guaranteed by the CGC which are not in default, shall be capped at
20%1%7,

124

125

126
127

Ln denotes the natural logarithm. N(x) denotes the cumulative distribution function for a standard
normal random variable (i.e. the probability that a normal random variable with mean zero and
variance of one is less than or equal to x). N-%(z) denotes the inverse cumulative distribution function
for a standard normal random variable (i.e. the value of x such that N(x) = z). The normal
cumulative distribution function and the inverse of the normal cumulative distribution function are,
for example, available in Excel as the functions NORMSDIST and NORMSINV. EXP denotes the
exponential function.

If this calculation results in a negative capital charge for any individual sovereign exposure, banking
institutions should apply a zero capital charge for that exposure.

Advanced IRB banking institutions would also have to estimate LGD and EAD.

Only applicable on the guaranteed portion of the exposures.
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3.162 The capital requirement (K) for a defaulted exposure is the greater of:
)] zero, and
1)) the difference between its LGD (described in paragraph 3.322) and the
banking i nstitutionos best esti mat e
paragraph 3.326).
The RWA amount for the defaulted exposure is the product of K, 12.5, and
EAD.

3.163 Banking institutions that meet the requirements for the estimation of PD for SL
exposures may use the formula in paragraph 3.160 to derive the risk-weighted

assets, except for HVCRE where the following asset correlation formula will

apply:

: &l- EXP(- 504rD)g e &l1- EXP(- 504°D) @
| R) = 0. 2, 0.304.- 2
Correlation (R) = 0 128 1- EXP(- 50) H+O 3021 ? 1- EXP(- 50) %

Banking institutions that do not meet the requirements for the estimation of PD
for SL exposures are required to use the SSC approach from paragraphs 3.166
to 3.169.

Il. Firm-size Adjustment for Small and Medium-sized Corporates

3.164 Banking institutions may separately distinguish exposures to small and medium-
sized corporates??® from those to large corporates. A firm-size adjustment (S) is
made to the asset correlation formula. S is expressed as total annual sales in
RM millions with values of S falling between RM25 million to RM250 million.
Reported sales of less than RM25 million will be treated as equal to RM25

million for the purpose of this paragraph.

Correlation (R) =

1221- EXP(- 50@D)g+0_2421_ 1- EXP(- 50@D);3_ 0.04%. S-258
g 1- ExP(-50) & 1-ExP(-50) g c =

128 Defined as corporate exposures where the reported sales for the consolidated group of which the
firm is a part is less than RM250 million.
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3.165When tot al sales iIs not a meaningful [
allow banking institutions to use total assets of the consolidated group as a
basis to calculate the small and medium-sized corporate threshold and the firm-

size adjustment.

[l Risk Weights for Sub-classes of SL - PF, OF, CF, IPRE and HVCRE
3.166 For banking institutions adopting the SSC approach'?® for their SL portfolio,
banking institutions should map the internal grades to five supervisory

categories based on the slotting criteria provided in Appendix VIli(a).

3.167 The risk weights associated with each supervisory category for PF, OF, CF and
IPRE are:

Strong Good Satisfactory Weak Default
70% 90% 115% 250% 0%

nd

3168 Banking institutions may apply preferent

exposures, and 70% to Agoodo exposures
meeting either of the following conditions:
A Remaining maturity of the current SL exposure is less than 2.5 years; or

A Project construction is completed.

Strong Good Satisfactory Weak Default
50% 70% 115% 250% 0%

3.169 The risk weights for HVCRE exposures associated with each supervisory

category are:

Strong Good Satisfactory Weak Default
95% 120% 140% 250% 0%

129 Banking institutions that meet the requirements for the estimation of PD will be able to use the
general foundation approach for the corporate asset class to derive risk weights for SL sub-classes.
Banking institutions that meet the requirements for the estimation of PD and LGD and/or EAD wiill
be able to use the general advanced approach for the corporate asset class to derive risk weights
for SL sub-classes.
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3.170

Risk-Weighted Assets for Exposures subject to the Double Default
Framework
The capital requirement for a hedged exposure subject to the double default
treatment (Kop) is calculated by multiplying Ko as defined below by a multiplier
depending on the PD of the protection provider (PDg):

Koo =K, 40.15+1608°D, )

Ko is calculated in the same way as a capital requirement for an unhedged
corporate exposure (as defined in paragraph 3.160 to 3.162 and 3.164), but
using different parameters for LGD and the maturity adjustment.

K, =

LoD C.g\lg;\rl(PDo)+ I, c"N'l(o.999)8_ oD ﬂ.o:L+(|v| - 2.5)C
g2 1- r Q

0s

PDo and PDg are the probabilities of default of the obligor and guarantor,
respectively, both subject to the PD floor set out in paragraph 3.47. The
correlation ros is calculated according to the formula for correlation (R) in
paragraph 3.160 or 3.164, with PD being equal to PDo, and LGDyg is the LGD of
a comparable direct exposure to the guarantor'3C, There shall be no
consideration of double recovery in the LGD estimate!®l. The maturity
adjustment coefficient, b, is calculated according to the formula for maturity
adjustment in paragraph 3.160, with PD being the lower of PDo and PDg. M is
the effective maturity of the credit protection, which must not be below the one-

year floor if the double default framework is to be applied.

130 Consistent with paragraph 3.132, the LGD associated with an unhedged facility to the guarantor or
the unhedged facility to the obligor, depending upon whether, in the event both the guarantor and
the obligor default during the life of the hedged transaction, available evidence and the structure of
the guarantee indicate that the amount recovered would depend on the financial condition of the
guarantor or obligor, respectively; in estimating either of these LGDs, a banking institution may
recognise collateral posted exclusively against the exposure or credit protection, respectively, in a
manner consistent with paragraph 3.130, 3.166, 3.322 to 3.326, 3.330 and 3.331, as applicable.

131 Only recoveries from the guarantor are taken into consideration and no recognition is given for
recoveries from obligor.
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3.171 The RWA amount is calculated in the same way as for unhedged exposures, as
follows:
RWA,, =K., Q2.5 dEADg

Risk-Weighted Assets for Retail Exposures

3.172 There are three separate risk weight functions for retail exposures as defined
below. Risk weights for retail exposures are based on separate assessments of
PD and LGD as inputs to the risk weight functions. None of the three retail risk
weight functions contain an explicit maturity adjustment. lllustrative risk weights

are shown in Appendix XXVII.

l. Exposures Secured by Residential Properties
3.173 For exposures defined in paragraph 3.34 that are not in default and are secured
or partly secured!®? by residential mortgages, risk weights will be assigned

based on the following formula:

Correlation (R) = 0.15
Capital requirement (K) =
. € " , 2 "
LGD g~ N-i(PD) + /l N-%(0.999)y- PDGD
gvl- R 1- R g
RWA =K x 12.5 x EAD

132 This means that risk weights for residential mortgages also apply to the unsecured portion of such
residential mortgages.
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I. Qualifying Revolving Retail Exposures
3.174 For QRRE as defined in paragraph 3.35 that are not in default, risk weights are

defined based on the following formula:

Correlation (R) = 0.04

Capital requirement (K) =

LGD CNELGNJ(PDM IR c"N-l(o.999)g- PDAGD
&/1- R 1- R 0

RWA =K x 12.5 x EAD

Il Other Retail Exposures
3.175 For all other retail exposures that are not in default, risk weights are defined

based on the following formula, which allows correlation to vary with PD:

0,03 EXP(- 350rD)g

% 1- EXP(- 35(PD)g
& 1- EXP(- 35)

1- EXP(- 35) 4

N

+0.16-
Correlation (R) = e
Capital requirement (K) =
. € , " a )
LGD GNéLCN'l(PDF 1/1 N-%(0.999)y- PDAGD
gvl- R 1-R 0
RWA =K x 12.5 x EAD

3.176 The formulas above and the requirement to establish PD, LGD and EAD
estimates shall also apply to priority sector residential mortgages and any retail
exposures guaranteed by CGC. However, the effective risk weight for:

)] Priority sector residential mortgages, which are not in default, shall be
capped at 50%. However, the effective risk weight cap for any loans with
a loan-to-value ratio of more than 90% approved and disbursed by

banking institutions on or after 1 February 2011 is 75%; and

1)) Any retail exposures guaranteed by CGC, which are not in default, shall
be capped at 20%*33,

133 Only applicable on guaranteed portion of the exposures.
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3.177 The capital requirement (K) for a defaulted exposure (for all three types of retail

exposures) is equal to the greater of :
)] zero; and

1)) t he di fference bet ween i ts LGD and
estimate of expected loss.

The RWA amount for the defaulted exposure is the product of K, 12.5, and

EAD.

Risk-Weighted Assets for Equity Exposures
3.178 There are two approaches to calculate RWA for equity exposures held in the
banking book:
)] Market-based approach (which is subdivided into the simple risk weight
method and the internal models method); and
1)) PD/LGD approach.
Certain equity holdings as defined in paragraphs 3.194 to 3.196 are excluded

from these approaches.

3179 Banking institutions®é choices must be ap
by regulatory arbitrage considerations. The method used should be consistent
with the amount and complexityof t he banking institution

commensurate with the overall size and sophistication of the institution.

3.180 Notwithstanding the above, the Bank may require a banking institution to
employ the PD/LGD or the internal models approach instead of the simple risk

weight approach if equity exposures constitute a significant part of its business.
l. Market-Based Approach

3.181 Under the market-based approach, banking institutions are permitted to use one

or both of the methods below.
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Simple Risk Weight Method

3.182

3.183

Under the simple risk weight method, a 300% risk weight is applied to equity
holdings that are publicly traded and a 400% risk weight to all other equity
holdings. A publicly traded holding is defined as any equity security traded on a
recognised securities exchange (please refer to Appendix X).

Short cash positions and derivative instruments held in the banking book are
permitted to offset long positions in the same individual stocks provided that
these instruments have been explicitly designated as hedges of specific equity
holdings with remaining maturities of at least one year. Other short positions
should be treated as if they are long positions with the relevant risk weight
applied to the absolute value of each position. In the context of maturity
mismatched positions, the methodology is similar to that for corporate

exposures.

Internal Models Method

3.184

3.185

Banking institutions may use, or may be required by the Bank to use, internal
risk measurement models to calculate the capital requirement, subject to the
minimum requirements set out in Part B.3.7 of this framework. Under this
method, banking institutions must hold capital equal to the potential loss on
equity holdings as derived using internal value-at-risk (VaR) models subject to
the 99th percentile, one-tailed confidence interval of the difference between
quarterly returns and an appropriate risk-free rate computed over a long-term*34
sample period. The capital charge would be incorporated into banking

i nst i tcapitali adequady computation.

The risk weight used to convert holdings into risk-weighted equivalent assets
would be calculated by multiplying the derived capital charge by 12.5 (i.e. the

inverse of the minimum 8% risk-based capital requirement).

134 The Bank would expect banking institutions to have data covering at least five years or 20 data
points of quarterly returns.
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3.186

3.187

3.188

3.189

Capital charges calculated under the internal models method should not be less
than the capital charges that would be calculated under the simple risk weight
method using a 200% risk weight for publicly traded equity holdings and a 300%
risk weight for all other equity holdings. Further, these minimum risk weights are
to apply at the individual exposure level rather than at the portfolio level.

Subject to approval by the Bank, banking institutions may be allowed to use
different market-based approaches to different portfolios if they are already

adopting these approaches internally, subject to proper justifications.

Banking institutions adopting the market-based approach for equity exposures
are permitted to recognise guarantees but not the collateral obtained on that

equity exposure.

PD/LGD Approach

Banking institutions wishing to adopt the PD/LGD approach to calculate the

equivalent credit risk-weighted assets of equity exposures (including equity of

companies that are included in the retail asset class) are required to fulfil the
minimum requirements and methodology for the IRB foundation approach?'3® for
corporate exposures, subject to the following specifications:

)] Thebanki ng i estmatebfuhe PDbohacerporate entity in which
it holds an equity position must satisfy the same requirements as its
estimate of the PD of a corporate entity where it holds debt!3®, except in
the following instances:

A Where a banking institution does not hold a debt in the company in
which it holds equity, and does not have sufficient information on the
position of that company to be able to use the applicable definition of
default in practice but meets the other minimum requirements, a 1.5

scaling factor will be applied to the risk weights derived from the

135 There is no advanced approach for equity exposures, given the 90% LGD assumption.

136 |n practice, if there is both an equity exposure and an IRB credit exposure to the same counterparty,
a default on the credit exposure would thus trigger a simultaneous default for regulatory purposes
on the equity exposure.
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corporate risk weight function, given the PD set by the banking
institution.

AT, however, the banking institutior
and it is permitted to use the PD/LGD approach for regulatory
purposes but the banking institution has not yet met the relevant
standards, the simple risk weight method under the market-based
approach will apply.

1)) An LGD of 90% would be assumed in deriving the risk weight for equity
exposures.

i) The risk weight is subject to a five-year maturity adjustment whether or
not the banking institution is using the explicit approach to maturity

elsewhere in its IRB portfolio.

3.190 Under the PD/LGD approach, minimum risk weights as set out in paragraphs
3.191 and 3.192 apply. When the sum of UL and EL associated with the equity
exposure results in less capital than would be required from application of one
of the minimum risk weights, the minimum risk weights must be used. In other
words, the minimum risk weights must be applied, if the risk weights calculated
according to paragraph 3.189 plus the EL associated with the equity exposure

multiplied by 12.5 are smaller than the applicable minimum risk weights.

3.191 A minimum risk weight of 100% applies for the following types of equities for as
long as the portfolio is managed in the manner outlined below:

A Public equities where the investment is part of a long-term customer-banker
relationship and no capital gains are expected to be realised in the short term
and where there is no anticipation of (above trend) capital gains in the long
term. It is expected that in almost all cases, the banking institution will have
lending and/or general banking relationships with the portfolio company so
that the estimated PD is readily available. In general, the banking institution

is expected to hold the equity over a long term period (at least five years).

137 Materiality threshold is defined similar to materiality threshold used to determine equity holdings that
are exempted from the IRB scope.
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3.192

3.193

3.194

3.195

3.196

A Private equities, where the returns on the investment are based on regular
and periodic cash flows not derived from capital gains and there is no

expectation of future (above trend) capital gain or of realising existing gain.

For all other equity positions, including net short positions (as defined in
paragraph 3.183), capital charges calculated under the PD/LGD approach may
be no less than the capital charges that would be calculated under a simple risk
weight method using a 200% risk weight for publicly traded equity holdings and
a 300% risk weight for all other equity holdings.

The maximum risk weight for the PD/LGD approach for equity exposures is
1250%. This maximum risk weight can be applied, if risk weights calculated
according to paragraph 3.189 plus the EL associated with the equity exposure
multiplied by 12.5 exceed the 1250% risk weight.

Exclusions to the Market-Based and PD/LGD Approaches
Equity holdings in entities whose debt obligations qualify for a 0% risk weight
under the standardised approach can be excluded from the IRB approaches for

equities. These equity exposures will attract a risk weight of 20%.

Equity investments called for by the Federal Government of Malaysia, Bank
Negara Malaysia, Association of Banks in Malaysia, Association of Islamic
Banking Institutions in Malaysia, or Malaysian Investment Banking Association
shall receive a risk weight of 100% (subject to a cap of 10% of the banking
i nst i tTotal Capitald s

Investments in the ABF Malaysia Bond Index Fund and investments in equity of
non-financial commercial subsidiaries will apply the same treatment as per

paragraph 2.44.
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Risk-Weighted Assets for Purchased Receivables

Default Risk

3.197 For receivables categorised under one asset class, the IRB risk weight for
default risk is based on the risk weight function applicable to that particular
exposure type, as long as a banking institution can meet the qualification
standards for this particular risk weight function. For example, if a banking
institution cannot comply with the standards for QRRE, it should use the risk

weight function for other retail exposures.

3.198 For hybrid pools containing mixtures of exposure types, if the purchasing
banking institution cannot separate the exposures by type, the risk weight
function producing the highest capital requirements for the exposure types in

the receivable pool applies.

l. Purchased Retail Receivables

3.199 For purchased retail receivables, banking institutions must meet the risk
quantification standards for retail exposures but can utilise external and internal
reference data to estimate the PDs and LGDs. The estimates for PD and LGD
(or EL) must be calculated for the receivables on a stand-alone basis; that is,
without regard to any assumption of recourse or guarantees from the seller or

other parties.

Il. Purchased Corporate Receivables
3.200 For purchased corporate receivables, the purchasing banking institution is
expected to apply the existing IRB risk quantification standards for the bottom-
up approach. However, for eligible purchased corporate receivables, and
subject to the Bankdés approval, banking
top-down procedure to calculate the IRB risk weights for default risk:
A The purchasing banking institution wi | | esti mat eyedar Bleforpool 6
default risk, expressed in percentage of the exposure amount (i.e. the total
EAD amount to the banking institution by all receivables obligors in the
receivables pool). The estimated EL on the receivables should be calculated

on a stand-alone basis without any assumption of recourse or guarantees
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from the seller or other parties. The treatment of recourse or guarantees
covering default risk (and/or dilution risk) is elaborated separately below.

AGiven the EL estimate for the pool ds def
risk is determined by the risk weight function for corporate exposures!3®. As
described below, the precise calculation of risk weights for default risk
depends on the banking institutionbs abi
LGD components in a reliable manner. Banking institutions can utilise
external and internal data to estimate PDs and LGDs. However, the
advanced approach cannot be adopted by banking institutions that use the

foundation approach for corporate exposures.

Foundation IRB treatment
3.201 If the purchasing banking institution is unable to decompose EL into its PD and

LGD components in a reliable manner, the risk weight is determined from the

corporate risk weight function using the following specifications:

A If banking institution can demonstrate that the exposures are exclusively
senior claims to corporate borrowers, an LGD of 45% can be used. PD will
be calculated by dividing the EL using this LGD. EAD will be calculated as
the outstanding amount minus the capital charge for dilution prior to credit
risk mitigation (Kpilution).

A Ot her wi s e, PD is the banking i1bed00%;t ut i o1
and EAD is the amount outstanding minus Kopilution.

A EAD for a revolving purchase facility is the sum of the current amount of
receivables purchased plus 75% of any undrawn purchase commitments
minus Kobilution.

A If the purchasing banking institution is able to estimate PD in a reliable
manner, the risk weight is determined from the corporate risk weight
functions according to the specifications for LGD and M under the foundation

approach as given in paragraphs 3.49 to 3.55 and 3.66.

138 The firm-size adjustment for small and medium-sized corporates will be the weighted average by
individual exposure of the pool of purchased corporate receivables. If the banking institution does
not have the information to calculate the average size of the pool, the firm-size adjustment will not

apply.

Issued on: 3 May 2019



BNM/RH/PD 032-5 Prudential Financial Capital Adequacy Framework Page

Policy Department (Basel 111 Risk-Weighted Assets) 141 /506

Advanced IRB treatment

3.202

3.203

| f the purchasing banking institutton c:é

weighted average loss rates given default (as defined in paragraph 3.322) or
average PD in a reliable manner, banking institution may estimate the other
parameter based on an estimate of the expected long-run loss rate as follows:
)] using an appropriate PD estimate to infer the long-run default-weighted
average loss rate given default, or
1)) using a long-run default-weighted average loss rate given default to infer
the appropriate PD.
In either case, it is important to recognise that the LGD used for the IRB capital
calculation for purchased receivables cannot be less than the long-run default-
weighted average loss rate given default and must be consistent with the
concepts defined in paragraph 3.322. The risk weight for the purchased
receivabl es wild/ be determined using
LGD as inputs to the corporate risk weight function. Similar to the foundation
IRB treatment, EAD will be the amount outstanding minus Kopiuton. EAD for a
revolving purchase facility will be the sum of the current amount of receivables
purchased plus 75% of any undrawn purchase commitments minus Kbpilution
(thus, banking institutions using the advanced IRB approach will not be

permitted to use internal EAD estimates for undrawn purchase commitments).

For drawn amount s, M wi | dweighteduaeetage tMh(as
defined in paragraphs 3.75 to 3.80). This same value of M will also be used for
undrawn amounts under a committed purchase facility provided the facility
contains effective covenants, early amortisation triggers, or other features that

protect the purchasing banking institution against a significant deterioration in

t he

pool

the quality of the future receivablesitis r equired to purchase

term. In the absence of such effective protections, the M for undrawn amounts

will be calculated as the sum of:

)] the longest-dated potential receivable under the purchase agreement;
and

1)) the remaining maturity of the purchase facility.
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For purchased receivables, such as factoring and similar transactions, which
are deemed short term self liquidating trade transactions, M could be accounted

for using the actual remaining maturity. However, M must be at least 90 days.

Dilution Risk

3.204 Dilution refers to the possibility that the receivable amount is reduced through
cashornoncash credits to t A% Forboth eorpuraerdnce 6 s ok
retail receivables, unless the banking institution can demonstrate to the Bank

that the dilution risk for the purchasing banking institution is immaterial, the

treatment of dilution risk must be the following:

)] At the level of either the pool as a whole (top-down approach) or the
individual receivables making up the pool (bottom-up approach), the
purchasing banking institution will estimate the one-year EL for dilution
risk, also expressed in percentage of the receivables amount. Banking
institutions can utilise external and internal data to estimate EL. As with
the treatment of default risk, this estimate must be computed on a stand-
alone basis; that is, under the assumption of no recourse or other
support from the seller or third-party guarantors.

i) For the purpose of calculating risk weights for dilution risk, the corporate
risk weight function must be used with the PD set equal to the estimated
EL, and the LGD set at 100%. An appropriate maturity treatment applies
when determining the capital requirement for dilution risk. If a banking
institution can demonstrate that the dilution risk is appropriately
monitored and managed to be resolved within one year, the Bank may

allow the banking institution to apply a one-year maturity.

3.205 This treatment will be applied regardless of whether the underlying receivables
are corporate or retail exposures, and regardless of whether the risk weights for
default risk are computed using the standard IRB treatments or, for corporate

receivables, the top-down treatment described above.

139 Examples include offsets or allowances arising from returns of goods sold, disputes regarding
product quality, possible debts of the borrower to a receivables obligor, and any payment or
promotional discounts offered by the borrower (e.g. a credit for cash payments within 30 days).
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Recognition of credit risk mitigants
3.206 Credit risk mitigants will be recognised generally using the same framework as
set forth in paragraphs 3.128 to 3.135.14° In particular, a guarantee provided by
the seller or a third party will be treated using the existing IRB rules for
guarantees, regardless of whether the guarantee covers default risk, dilution
risk, or both.
Al'f the guarantee covers both the pool 6s
total risk weight for default and dilution risk is substituted with the risk weight
for an exposure to the guarantor.
A If the guarantee covers only default risk or dilution risk, but not both, the
pool 6s risk weight for the corres)ysondi nc¢
substituted with the risk weight for an exposure to the guarantor. The capital
requirement for the other component will then be added.
A If a guarantee covers only a portion of the default and/or dilution risk, the
uncovered portion of the default and/or dilution risk will be treated as per the
existing credit risk mitigation rules for proportional or tranched coverage (i.e.
the risk weights of the uncovered risk components will be added to the risk

weights of the covered risk components).

3.207 If protection against dilution risk has been purchased, and the conditions of
paragraphs 3.136, 3.137 and 3.144 are met, the double default framework may
be used for the calculation of the RWA amount for dilution risk. In this case,
paragraphs 3.170 and 3.171 apply with PDo being equal to the estimated EL,
LGDg being equal to 100%, and M being set according to paragraph 3.204.

Risk-Weighted Assets for Leasing
3.208 Leases other than those that expose banking institutions to residual value risk
(refer below) will be accorded the same treatment as if the exposures were

collateralised by the underlying leased asset. Banking institutions must ensure

140 Banking institutions may recognise guarantors that are internally rated and associated with a PD
equivalent to BBB- or better under the foundation IRB approach for purposes of determining the
capital requirements for dilution risk.
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that the minimum requirements for the collateral type must be met (CRE/RRE or
other collateral). In addition, the following standards should be met:
A Robust risk management on the part of the lessor with respect to the location
of the asset, the use to which it is put, its age and planned obsolescence;
AA robust | egal framework establishing t
asset and its ability to exercise its rights as owner in a timely fashion; and
A The difference between the rate of depreciation of the physical asset and the
rate of amortisation of the lease payments must not be so large as to
overstate the CRM attributed to the leased assets.

3.209 Leases that expose banking institutions to residual value risk*4* will be treated
in the following manner:
A The discounted lease payment stream will receive a risk weight appropriate
for the | esseebs financi al s t-estenatgg of h  ( P D
LGD, whichever is appropriate.

A The residual value will be risk-weighted at 100%.

B.3.6 CALCULATION OF MINIMUM CAPITAL REQUIREMENT

Regulatory Capital
3.210 [Deleted].

3.211 However, banking institutions using the IRB approach (other than for equity
under PD/LGD approach) are required to compare:
)] the total EL amount as calculated within the IRB approach, with
1)) the amount of total eligible provisions,

defined in this section.

3.212 Where the total EL amount exceeds total eligible provisions, banking institutions
must deduct the difference in the calculation of CET1 Capital.

1“1 Resi dual value risk is the bankosedueioihs fair vaugaf onds e
equipment declining below its residual estimate at lease inception.
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3.213 Where the total EL amount is less than total eligible provisions, banking
institutions may recognise the difference in Tier 2 Capital up to a maximum of
0.6% of credit RWA.

3.214 Banking institutions using the PD/LGD approach for equity exposures must
calculate the EL for equity exposures separately from the EL for other
exposures. The EL amount for equity exposures under the PD/LGD approach
shall be risk-weighted at 1250%.

3.215 For residual exposures that will remain under the standardised approach to
credit risk, general provisions'#? as explained in paragraphs 3.228 and 3.229

can be included in the calculation of Tier 2 Capital.

Calculation of Expected Losses
3.216 This section outlines the method by which the difference between provisions
and EL may be included in or must be deducted in the calculation of CET1

Capital.

3.217 In general, a banking institution must add up the EL amount (defined as EL
multiplied by EAD) associated with its exposures (excluding the EL amount
associated with equity exposures under the PD/LGD approach) to obtain a total

EL amount.

3.218 Banking institutions must calculate an EL as PD x LGD for corporate, sovereign,
bank, and retail exposures, both not in default and not treated as hedged
exposures under the double default treatment.

142 General provisions refer toi
() loss allowance measured at an amount equal to 12-month and lifetime expected credit losses
as defined under the Malaysian Financial Reporting Standards 9 (these provisions are
commonly known as Stage 1 and Stage 2 provisions); and
(iiy regulatory reserves,
to the extent they are ascribed to non-credit-impaired exposures.
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3.219 For corporate, sovereign, bank and retail exposures that are in default, banking
institutions must use the best estimate of EL as defined in paragraph 3.326.

Those under the foundation approach must use the supervisory LGD.

3.220 For equity exposures subject to the PD/LGD approach, the EL is calculated as
PD x LGD, except where the minimum and maximum risk weights in
paragraphs 3.191 to 3.193 apply. In these cases, the minimum and maximum
risk weights are already regarded as UL, thereby rendering any EL-provision

calculation unnecessary.

3.221 Banking institutions will not be required to calculate EL for the portion of
exposures which have been applied a risk weight cap (i.e. exposures
guaranteed by CGC and priority sector housing loans) and exposures subject to

a 100% risk weight as per paragraph 3.22.

3.222 For all other exposures, including hedged exposures under the double default

treatment, the EL is zero.

3.223 For SL exposures subject to the SSC, the EL amount is determined by
multiplying 8% by the RWA produced from the appropriate risk weights, as
specified below, multiplied by EAD.

Supervisory Categories and EL Risk Weights for Other SL Exposures

3.224 The EL risk weights for SL, other than HVCRE, are as follows:

Strong Good Satisfactory Weak Default
5% 10% 35% 100% 625%

3.225 Banking institutions meeting the requirements under paragraph 3.168 are
all owed to assign preferential EL risk we

supervisory categories as follows:

Strong Good Satisfactory Weak Default
0% 5% 35% 100% 625%
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Supervisory Categories and EL Risk Weights for HVCRE

3.226 The EL risk weights for HVCRE are as follows:

Strong Good Satisfactory Weak Default
5% 5% 35% 100% 625%

Calculation of Provisions

Exposures Subject to IRB Approach

3.227 Total eligible provisions are defined as the sum of all provisions!4® that are
attributed to exposures treated under the IRB approach. In addition, total
eligible provisions may include any discounts on defaulted assets.

Portion of Exposures Subject to the Standardised Approach to Credit Risk

3.228 Banking institutions applying the standardised approach for the portion of credit
risk exposures exempted from the IRB approach (including exposures which
have been applied a risk weight cap), either on a permanent or temporary basis
as per paragraph 3.4 to 3.6 and 3.14, must determine the portion of general
provisions attributed to the standardised or IRB treatment of provisions (see

paragraph 3.215), according to the methods outlined in paragraph 3.229.

3.229 Banking institutions should generally attribute total general provisions on a pro
rata basis according to the proportion of credit RWA subject to the standardised
and IRB approaches. However, when one approach is used to determine credit
RWA (i.e. standardised or IRB approach) exclusively within an entity, general
provisions booked within the entity using the standardised approach may be
attributed to the standardised treatment. Similarly, general provisions booked
within entities using the IRB approach may be attributed to the total eligible

provisions as defined in paragraph 3.227.

Risk-Weighted Assets
3.230 The Bank reserves the right to require banking institutions to apply a scaling

factor!4 to the credit RWA with a view for banking institutions to maintain the

143 Provisions include all loss allowance as defined under the Malaysian Financial Reporting Standards
9 (and regulatory reserves, if any), partial write-offs and any discounts on defaulted assets.

144 At this juncture, the Bank proposes to adopt a scaling factor of 1.06 as adopted by the BCBS. This
factor was designed to offset the expected decrease in the capital requirement resulting from the
change in the capital formula from a EL plus UL orientation, to a UL-only orientation. The size of the
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aggregate level of minimum capital requirements, while also providing
incentives for banking institutions to adopt the more advanced risk-sensitive

approaches of the framework.

Parallel Calculation

3.231 Banking institutions migrating to the IRB approaches for credit risk will be
subjected to a one-year parallel calculation prior to actual implementation,
whereby banking institutions are required to calculate the credit RWA using the
approach under this framework concurrently with the approach the banking
institution is currently using (i.e. either the current accord or the standardised
approach). During the parallel run period, banking institutions are required to
submit to the Bank the computation of their capital adequacy ratio based on the
templates provided by the Bank on a quarterly basis. Please refer to the

reporting manual for further details on the reporting requirements.

Prudential Capital Floor

3.232 For banking institutions using the IRB approach, there will be a capital floor
following implementation of this framework. Banking institutions must calculate
the difference between:

i) The capital floor, which is based on application of the current accord4®,
or standardised approach. The capital floor is derived by applying an
adjustment factor to the following amount:

A 8% of the RWA under the current requirement, plus
A Tier 1 and Tier 2 Capital deductions, less
A General provisions that are recognised in Tier 2 Capital; and

i) The capital derived from:

A 8% of total RWA calculated under the IRB framework, plus (or less)
A Negative (or positive) regulatory adjustments, as specified in Part E

of the Capital Adequacy Framework (Capital Components).

scaling factor was derived based on the results of the third Quantitative Impact Study conducted by
the BCBS.
145 Refers to the Risk-Weighted Capital Adequacy Framework (Basel ).

Issued on: 3 May 2019



BNM/RH/PD 032-5 Prudential Financial Capital Adequacy Framework Page
Policy Department (Basel 111 Risk-Weighted Assets) 149 /506

Where a banking institution uses the standardised approach for credit
risk for any portion of its exposures, it also needs to exclude general
provisions that may be recognised in Tier 2 Capital for that portion from
the amount calculated under item (ii) above.
If the floor amount is larger than the capital derived under this framework,
banking institutions are required to add 12.5 times the difference between the

floor and the capital derived under this framework to the RWA.

3.233 The following table sets out the application of the adjustment factors:

One year From first year From second | From third year
before of year of of
implementation | implementation | implementation | implementation
Foundation
and
advanced Paralle_:l 95% 90% 80%
IRB calculation
approaches

for credit risk

3.234 The Bank may continue to impose the prudential floors beyond the transitional
period to provi de ti me t o ensur e t hat
implementation of the IRB approaches are sound. Such floors may be based on
the approach the institution was using before adoption of the IRB approach,
subject to full disclosure of the floors adopted (in terms of adjustment factors

and the duration).
B.3.7 MINIMUM REQUIREMENTS FOR THE IRB APPROACH

Overview of Minimum Requirements
3.235 To adopt the IRB approach, banking institutions must demonstrate to the Bank
that it has in place a comprehensive framework#® for model implementation

that meets all minimum requirements in this section at the outset and on an

146 The framework shall cover the entire policies, process and procedures required for the effective
implementation of rating systems within the banking institution. Minimum requirements outlined in
this section specify the Banko6és expectation on var.
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ongoing basis. These requirements focus on the ability to rank order and
quantify risk in a consistent, reliable and valid manner. Credit risk management
standards and practices must also meet the expectations set by the Bank in its

risk management guidelines.

3.236 The rationale behind these requirements is that rating and risk estimation
systems and processes in place should provide for a meaningful assessment of
borrower and transaction characteristics; a meaningful differentiation of risks;
and reasonably accurate and consistent quantitative estimates of risks.
Furthermore, the systems and processes established must be consistent with
internal use of these estimates. The Bank does not intend to prescribe the form
or operational details of banking institutons 6 r i sk management p
practices, but will exercise its right to perform detailed review procedures to
ensure that systems and controls are adequate to serve as the basis for the IRB

approach.

3.237 The minimum requirements set out in this document shall apply to all asset
classes unless noted otherwise. The standards related to the process of
assigning exposures to borrower or facility grades (and the related oversight,
validation, etc.) apply equally to the process of assigning retail exposures to

pools of homogenous exposures, unless noted otherwise.

3.238 The minimum requirements set out in this document shall apply to both
foundation and advanced approaches unless noted otherwise. Generally, all
IRB institutions must produce internal estimates of PD and must adhere to the
overall requirements for rating system design, operations, governance and the
requisite requirements for estimation and validation of PD measures. Banking
institutions wishing to use internal estimates of LGD and EAD must also meet
the incremental minimum requirements for these risk factors included in
paragraphs 3.322 to 3.326 and 3.330 to 3.347.
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3.239 In circumstances where a banking institution is not in full compliance with all the
minimum requirements, the institution shall explain the reason for the non-

compliance and:

)] Produce a plan for the timely return to full compliance, and seek the
Bankdés approval thereof; or
1)) Demonstrate to the Bank that the effect of such non-compliance is

temporary and immaterial in terms of the risk posed to the banking

institution.
Failure to perform either of the above may af f ect the banking
eligibility for the IRB approach. For the duration of any non-compliance, the
Bank may require additional capital under Pillar 2 or take other appropriate

supervisory action.

Rating System Design

3.240 A rating system comprises all of the methods, processes, controls, and data
collection and IT systems that support the assessment of credit risk, the
assignment of internal risk ratings, and the quantification of default and loss

estimates.

3.241 Within each asset class, a banking institution may utilise multiple rating
methodologies/systems. For example, it may have customised rating systems
for specific industries or market segments (e.g. middle market, and large
corporate). However, banking institutions must not allocate borrowers across
rating systems inappropriately to minimise regulatory capital requirements (i.e.
cherry-picking by choice of rating system). If multiple rating systems are used,
the policies to assign a borrower to a particular rating system must be clear and

applied in a consistent manner that best reflects the level of risk of the borrower.

l. Rating System Dimension

Standards for Corporate, Sovereign, and Bank Exposures

3.242 A qualifying IRB system must have two separate and distinct dimensions:
)] the risk of borrower default, and

1)) transaction-specific factors.
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3.243

3.244

3.245

The first dimension must be oriented to the risk of borrower default. Separate
exposures to the same borrower must be assigned to the same borrower grade,
irrespective of any differences in the nature of each specific transaction. There
are two exceptions to this:

)] Firstly, in the case of country transfer risk, where a banking institution
may assign different borrower grades depending on whether the facility is
denominated in a local or foreign currency.

1)) Secondly, when the treatment of associated guarantees to a facility may
be reflected in an adjusted borrower grade.

In either case, separate exposures may result in multiple grades for the same

borrower. A banking institution must articulate in its credit policy the various

borrower grades and the associated risks of borrowers in a particular credit
grade. Perceived and measured risk must increase as credit quality declines
from one grade to the next. The policy must also articulate the risk of each
grade in terms of both the description of the probability of default risk typical for
borrowers with an assigned grade and the criteria used to distinguish that level

of credit risk.

The second dimension must reflect transaction-specific factors, such as
collateral, seniority, product type, etc. and is applicable for banking institutions
adopting both the foundation and advanced IRB approaches. Under the
foundation IRB approach, this requirement can be fulfilled by the existence of a
facility dimension, which reflects both borrower and transaction-specific factors.
For example, a rating dimension that reflects EL by incorporating both borrower
strength (PD) and loss severity (LGD) considerations would qualify. Likewise a
rating system that exclusively reflects LGD would also qualify. Where a rating
dimension reflects EL and does not separately quantify LGD, the supervisory

estimates of LGD must be used in the capital computation.

For banking institutions using the advanced approach, facility ratings must
reflect exclusively LGD. These ratings can reflect any and all factors that can
influence LGD including, but not limited to, the type of collateral, product,

industry, and purpose. Borrower characteristics may be included as LGD rating
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3.246

criteria only to the extent that the characteristics are predictive of LGD. Banking
institutions may alter the factors that influence facility grades across segments
of the portfolio as long as the factors satisfy the Bank that it further improves the

relevance and precision of estimates.

Banking institutions using the SSC for exposures under the SL sub-class are
exempted from this two-dimensional requirement for such exposures. Given the
interdependence between borrower/transaction characteristics in SL, banking
institutions may satisfy the requirements under this heading through a single
rating dimension that reflects EL by incorporating both borrower strength (PD)
and loss severity (LGD) considerations. This exemption does not apply to
banking institutions using either the corporate foundation or advanced approach
for the SL subclass.

Standards for Retail Exposures

3.247

3.248

Rating systems for retail exposures must be oriented to both borrower and
transaction risk, and must capture all relevant borrower and transaction
characteristics. Banking institutions must assign each exposure that falls within
the definition of retail into a particular pool. Banking institutions must
demonstrate that this process provides for a meaningful differentiation of risk,
provides for a grouping of sufficiently homogenous exposures, and allows for
accurate and consistent estimations of loss characteristics at the pool level.

For each pool, banking institutions must estimate PD, LGD, and EAD. Multiple

pools may share identical PD, LGD and EAD estimates, even though these are

influenced by different risk drivers. At a minimum, the following risk drivers

should be considered when assigning exposures to a pool:

)] Borrower risk characteristics (e.g. borrower type, demographics such as
age/occupation);

1)) Transaction risk characteristics, including product and/or collateral types

(e.g. loan-to-value measures, seasoning, guarantees, and seniority such
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3.249

as first vs. second charge). Banking institutions must explicitly address
cross-collateral provisions where present4’.
iii) Delinquency of exposure: Banking institutions are expected to separately

identify exposures that are delinquent and those that are not.
Banking institutions may also allocate or segment exposures to pools based on
scores or PD, LGD and EAD, provided requirements under paragraph 3.247 are

met.

Rating Structure

Standards for Corporate, Sovereign, and Bank Exposures

3.250

3.251

3.252

Banking institutions must have a meaningful distribution of exposures across
grades with no excessive concentrations, on both its borrower-rating and its

facility-rating scales.

A borrower grade is defined as an assessment of borrower risk on the basis of a
specified and distinct set of rating criteria, from which estimates of PD are
derived. The grade definition must include both a description of the degree of

default risk typical for borrowers assigned the grade and the criteria used to

di stingui sh t hat l evel of c-0 edriotdi f1 8Kks

alphabetical or numerical grades will only qualify as distinct grades if the
banking institution has developed complete rating descriptions and criteria for

assignment, and separately quantifies PDs for these modified grades.

Banking institutions must have a minimum of seven borrower grades for non-
defaulted borrowers and one for those that have defaulted. However, the Bank
may require banking institutions to have a greater number of borrower grades if
the following characteristics apply:

)] Lending activities are spread over borrowers of diverse credit quality or

concentrated in a particular segment; or

147 In cases where single or multiple collateral(s) is used to secure multiple exposures, banking
institution must have a methodology of apportioning the collateral to the appropriate exposures
according to seniority and other factors. This should be reflected in assigning exposures to the
proper pools.
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1)) Undue concentrations of borrowers in specific grades which are not

supported by sufficient empirical evidence that the grades cover
reasonably narrow PD bands and that the default risk posed by all

borrowers in a grade fall within that band*.

3.253 There is no specific minimum number of facility grades for banking institutions
using the advanced approach for estimating LGD. Banking institutions must
have a sufficient number of facility grades to avoid grouping facilities with widely
varying LGDs into a single grade. The criteria used to define facility grades

must be grounded in empirical evidence.

3.254 Banking institutions using the SSC for the SL asset classes must have at least
four internal grades for non-defaulted borrowers, and one for defaulted
borrowers. The requirements for SL exposures that qualify for the corporate
foundation and advanced approaches are the same as those for corporate

exposures.

Standards for Retail Exposures

3.255 For each pool identified, the banking institution must be able to provide
guantitative measures of loss characteristics (PD, LGD, and EAD) for that pool.
The level of differentiation must ensure that the number of exposures in a given
pool is sufficient to allow for meaningful quantification and validation of the loss
characteristics at the pool level. There must be a meaningful distribution of
borrowers and exposures across pools. Undue concentration of total retalil

exposure within a single pool must also be avoided.

[I. Rating Criteria
3.256 Banking institutions must have specific rating definitions, processes and criteria

for assigning exposures to grades within a rating system. Rating definitions and

148 Undue concentration also includes cases where bunching is evident in the lower grades from the
application of policy grades (e.g. in instances where exposures are moved to a certain borrower
gradeasaresult of the banking inst i toudowngradés®vertimet er n a | pol i
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criteria must be both plausible and intuitive and must result in a meaningful

differentiation of risks.

)

ii)

The grade descriptions and criteria must be sufficiently detailed to allow
those responsible for assigning ratings to consistently assign the same
grade to borrowers or facilities with similar risk. This consistency should
exist across lines of business, departments and geographic locations. If
rating criteria and procedures differ for different types of borrowers or
facilities, banking institutions must monitor for possible inconsistency4?,
and shall alter rating criteria to improve consistency, when appropriate.
Rating definitions should be written clearly and with sufficient detail to
allow third parties (such as internal audit or other independent functions)
to understand and replicate rating assignments and evaluate the
appropriateness of the grade/pool assignments.

The criteria must also be consistent withtheban ki ng i mterhal
lending standards and policies for handling troubled borrowers and

facilities.

3.257 To ensure relevance, banking institutions are required to consistently take into

3.258

account available information that is material and current when assigning

ratings to borrowers and facilities. As a general rule, the less information a

banking institution has, the more conservative the rating assigned to a borrower

and facility grades or pools (for retail exposures). While an external rating can

be used as primary factor in determining an internal rating assignment, a

banking institution must ensure that it takes into consideration other relevant

information.

Rating criteria and procedures must be periodically reviewed to ensure

relevance and resulting ratings are reflective of the current portfolio and reflect

external conditions.

149 This can be achieved through back-testing or by having a controlled, independent group to rate a
sample of the borrowers.
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SL Product Lines Within the Corporate Asset Class

3.259 Banking institutions using the SSC for SL exposures must assign exposures to
internal rating grades based on internal criteria, systems and processes and in
compliance with minimum requirements outlined in the framework. The internal
rating grades must then be mapped into five supervisory rating categories using
the SSC provided in Appendix Vlla. The mapping must be conducted for each

sub-class of SL exposures.

3.260 The Bank recognises that the criteria banking institutions use to assign
exposures to internal grades will not perfectly align with the criteria that define
supervisory categories. However, banking institutions must demonstrate that
the mapping process has resulted in an alignment of grades which is consistent
with the preponderance of the characteristics in the respective supervisory
category. Special care must be taken to ensure that any overrides other than

internal criteria do not render the mapping process ineffective.

3.261 In cases where the internal grade definition results in an asset being slotted into
two possible supervisory categories, the exposures should be assigned to the
riskier category. For example, if the internal rating system had one rating that
described bot h t he supervisory Astrongo

exposures should be slotted into the fisat

V. Rating Philosophy and Assignment Horizon

3.262 Banking institutions whose ratings are used primarily for underwriting purposes
are |ikely to-thedyppte@a @ATHhCougating phil o:
usually assign ratings based on trhae | i k:¢
specific macroeconomic stress scenario. Hence, TTC ratings will tend to remain
relatively constant as current macroeconomic conditions change over time. On
the other hand, banking institutions whose ratings are used for pricing purposes
ortotrackthecurrent portfolio risk ar*riretinmoeroe |
(PIT) rating philosophy. PIT ratings will tend to adjust quickly to changes in the
economic environment. In practice, banking institutonsusual | 'y adopt a

rating approach that embodies characteristics of both the PIT and TTC rating
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3.263

3.264

3.265

philosophies. For capital computation purposes, banking institutions are free to

adopt the rating philosophy suitable to its own business processes and strategy.

In any case, banking institutions must document and articulate to the Bank the
philosophy of the rating assignment for each of their rating systems. In addition,
banking institutions must document how the movements in the economic cycle

affect the migration of borrowers across rating grades, and conduct adequate

stress tests on banking institutionsoé poc

3.354 to 3.359. Banking institutions must understand the effects of ratings
migration on capital requirements and ensure that sufficient capital is

maintained during all phases of the economic cycle.

Although the time horizon used in PD estimation is one year (as described in
paragraph 3.297), banking institutions must use a longer time horizon in
assigning ratings. A borrower credit rating must represent the banking
institutionbdés assessment of the borr
perform despite adverse economic conditions or the occurrence of unexpected
events. For example, banking institutions may base rating assignments on

specific, appropriate stress scenarios. Alternatively, banking institutions may

ower O

t ake i nto account borrower characteristi

vulnerability to adverse economic conditions or unexpected events, without
explicitly specifying a stress scenario. The range of economic conditions that
are considered when making assessments must be consistent with current
conditions that are most likely to occur over a business cycle within the

respective industry/geographic region.

Given the difficulties in forecasting future events and the influence the events

may have on borroweré6s financmasttakeandi t i

conservative view of projected information. Furthermore, where limited data are

available, banking institutions must adopt a conservative bias in its analysis.
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3.266

3.267

3.268

3.269

3.270

Use of Models in Rating Assignment

Credit scoring models and other mechanical procedures are permissible as the
primary or partial basis of rating assignments. However, these models and
procedures are generally developed based on a subset of available information.
Although mechanical rating procedures may sometimes avoid some of the
idiosyncratic errors made by rating systems in which human judgement plays a
large role, the mechanical use of limited information can also be a source of
rating errors. Appropriate and experienced judgment and oversight is necessary
to ensure that all relevant and material information, including those outside the

scope of the model, is taken into consideration.

The burden is on the banking institution to satisfy the Bank that a model or
procedure has good predictive power and that regulatory capital requirements
will not be distorted as a result of its use. The variables representing inputs to
the model must form a reasonable set of predictors. The model must be
accurate on average across the range of borrowers or facilities to which the

banking institution is exposed and there must be no known material biases.

Banking institutions must have in place a process for vetting data inputs into a
statistical default or loss prediction model which includes an assessment of the
accuracy, completeness and appropriateness of the data specific to the
assignment of an approved rating. In addition, banking institutions must
demonstrate that the data used to build the model are representative of the

popul ation of the banking institutio

When combining model results with experienced judgment, the banking
institution must take into account all relevant and material information not
considered by the model. There must be written guidance describing how

judgment and model results are to be combined.

Banking institutions must establish procedures for the review of model-based
rating assignments. Such procedures should focus on identifying and limiting
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errors associated with known model weaknesses and must also include credible

ongoing efforts to Iimprove the model

3.271 Banking institutions must have a regular cycle of model validation that includes

monitoring of model performance and stability, review of model relationships

and testing of model outputs against outcomes.

VI. Documentation of Rating System Design

Standards for All Asset Classes

3.272 Banking institutions mu s t document in writing i

operational details, including, at a minimum, the following:

)

Vi)

a detailed outline of the theory, assumptions and/or mathematical and
empirical basis for the assignment of estimates to grades, individual
obligors, exposures, pools, parameters, variables and source of data
used in estimation;

an explanation on the treatment of historical data used, including any
limitations, during development to ensure depth, scope, reliability,
accuracy and completeness;

an articulation of any circumstances under which the rating system does
not work effectively;

evidence of compliance with the minimum standards, including
appropriate elaborations on portfolio differentiation, rating criteria,
responsibilities of parties that rate borrowers and facilities, policies on
rating exceptions, parties that have authority to approve exceptions,
frequency of rating reviews, and management oversight of the rating
process;

rationale for choice of specific definitions of default and loss used
internally and the assessment of consistency with the reference
definitions set out in paragraphs 3.303 to 3.314;

rationale for choice of internal rating criteria and the analyses
demonstrating that rating criteria and procedures are likely to result in
ratings that meaningfully differentiate risk;

Issued on: 3 May 2019

fal)



BNM/RH/PD 032-5 Prudential Financial Capital Adequacy Framework Page

Policy Department (Basel 111 Risk-Weighted Assets) 161 /506

vii)

viii)

history of major changes in the risk rating process that identifies changes
made to the risk rating process subsequent to the last review by the
Bank;

the organisation of rating assignments, including the internal control

structure.

Additional Standards for Internal Models Approach for Equity

3.273 The documentation should address the following points:

)

The rationale for the choice of internal modelling methodology and the
analysis that the model and modelling procedures adopted are likely to
result in meaningful estimates of the risk of equity holdings;
Where proxies and mapping are used, these are supported by rigorous
analysis performed by the banking institution that demonstrates that all
chosen proxies and mappings are sufficiently representative of the risks
of the equity holding to which they correspond. The documentation
should show, for instance, relevant and material factors (e.g. business
lines, balance sheet characteristics, geographic location, company age,
industry sector and sub-sector, operating characteristics) used in
mapping individual investments to proxies. In summary, banking
institutions should be able to prove that the proxies and mappings
employed are :

A adequately comparable to the underlying holding or portfolio;

A derived based on relevant and material historical economic and
market conditions that are consistent to the underlying holdings or,
where inconsistent, the necessary adjustments have been made;
and,

A robust estimates of the potential risk of the underlying holding.

VIl.  Use of External (Vendor) Models
3.274 As a general rule, there should not be a separate set of rules for the use of

models obtained from a third-party vendor (hereinafter referred to as external

models) nor should the external models be exempted from any of the

requirements under this framework. The use of an external model obtained from
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3.275

3.276

3.277

a third-party vendor that claims proprietary technology is not sufficient

justification for exemption from documentation or any other requirements for

adoption of internal rating systems.

the banking institution to satisfy the Bank that the model and its use comply with
the requirements set out under this framework. For example, the banking
institution needs to ensure that models and calibrations are tested at least
annually, and that necessary changes to the model are made promptly if

necessary. Over reliance on external models might be a threat to the banking

i nstitutionds ability to fulfil these

Banking institutions must also document and be able to explain to the Bank the
role of external models and the extent to which they are used within the
i nstitutionos processes and how r i

Banking institutions must be able to explain the underlying rationale for
choosing external models over internally developed models and data. The Bank
also expects banking institutions to explain alternative solutions that were

considered and how the results compare with the output of the external models.

Banking institutions must retain in-house expertise on the external models for
as long as the models are used for IRB purposes in order to be able to
demonstrate a thorough understanding of external models. This includes:

)] Methodological underpinnings and the basic construction of the external

model s, i ncluding an under standi

limitations and appropriateness for use in developing IRB risk estimates
for the banking institutionds own
1)) Effect and significance of the proprietary elements in the external

models; and

s k

The

req

e s

ng

port

i) Rationale behind any adjustment made to the externalmodeld6 s i nput da

sets as well as output.

Banking institutions must be able to demonstrate the appropriateness of the
external models used under the IRB approach. There must be clear linkages

and a reasonable degree of consistency and comparability between the external
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mo d e | Il nput s, data sets and estimates

characteristics and risk rating methodologies. Banking institutions must also
ensure that external models are consistent with the requirements for IRB,

particularly in relation to data history, definitions of default and validation.

Rating System Operation

l.
3.278

3.279

3.280

Rating Coverage

Banking institutions must ensure that each exposure is assigned to the right
rating system, particularly where multiple rating systems are being used. In
addition, banking institutions must demonstrate to the Bank that the
methodology for assigning exposures to different classes within the corporate
asset class is appropriate and consistent over time. In this regard,
comprehensive policies and procedures to facilitate differentiation between

each asset sub-class within the corporate asset class must be put in place.

For exposures in the corporate, sovereign and bank asset classes, each obligor
and eligible guarantor must be assigned a borrower rating and each exposure
must be associated with a facility rating as part of the loan approval process.
Similarly, for the retail IRB asset class, each exposure must be assigned to a

pool as part of the loan approval process.

For borrowers belonging to a group, group support may be allowed in assigning

ratings subject to:

A Banking institutions having in place policies regarding the treatment of
individual entities in a connected group, including the circumstances under
which the same rating may or may not be assigned to some or all connected
entities; and

A Established governance and control procedures surrounding the adjustments

made to the ratings as a result of group support.
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3.281 Where group support is taken into account in the assignment of ratings, banking
institutions should at a minimum consider the following factors!®°;
A The borrower must be an integral part of the group; and
A The support provider is able to demonstrate the willingness and capacity to
support the borrower. For example, a parent company may have a past
history of providing material support to the borrower in the form of lending

facilities or cash placements.

Il. Integrity of the Rating Process

Standards for Corporate, Sovereign, and Bank Exposures

3.282 Rating assignments and periodic rating reviews must be completed or approved
by a party that does not directly stand to benefit from the extension of credit.
Independence of the rating assignment process can be achieved through a
range of practices. These operational practices must be documented in banking
institutionsd policies and procedure man

procedures must contain and reinforce the independence of the rating process.

3.283 Borrower ratings and facility ratings must be reviewed at least on an annual
basis and not | ater than six months aft
financial statement. Certain exposures, especially higher risk obligors or
problem exposures must be subject to more frequent rating reviews. More
frequent reviews of high risk borrowers or problem exposures may be satisfied
not only through a more frequent, full re-rating, but also through analysis of
interim financial statements, analysis of account behaviour and other measures.

In addition, a new rating review must be initiated when material information on

the obligor or facility comes to light.

3.284 Banking institutions must have an established process to obtain and update
rel evant and materi al i nformation on the
characteristics that affect assigned estimates of PD, LGD, and EAD. Upon

receipt of such information, banking institutions must have a mechanism to

150 Group support that has been provided via verbal communication or letters of comfort will not be
recognised by the Bank.
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3.285

update the bor r o waimgé sn a timely manner. In addition, banking

institutions must also establish policies to address stale or outdated ratings.

The requirement to conduct an annual rating review may be exempted in the

following circumstances:

A Where the exposures are fully collateralised by cash or fixed deposits; and

A Where the exposures are part of a portfolio which the banking institution is
downsizing due to the withdrawal from a business line or a discontinued

business relationship'®!, subject to these exposures being immaterial.

Standards for Retail Exposures

3.286

II.
3.287

Banking institutions must review the loss characteristics and delinquency status
of each identified pool at least on an annual basis. There should also be an
ongoing review of the status of individual obligors within each pool as a means
of ensuring that exposures continue to be assigned to the correct pool. This
requirement may be satisfied by review of a representative sample of exposures

in the pool.

Overrides

For rating systems based on expert judgment, the circumstances in which
officers may override the outputs of the rating process, including how and to
what extent such overrides can be made and by whom, should be clearly
documented. For model-based ratings, banking institutions must have
guidelines and processes in place for monitoring cases where model ratings
have been overridden, including the review of variables that were excluded or
inputs that were altered. These guidelines must include identifying personnel
that are responsible for approving these overrides. The nature of the overrides
must be identified and tracked for performance. It should be demonstrated in
back-testing that overrides improve the overall predictive power of the rating
system. Banking institutions should clearly specify a threshold expressed in

151 Exposures arising from a discontinued business relationship shall be considered on a collective
basis to determine materiality.
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3.288

3.289

3.290

terms of a percentage of ratings overridden, above which an automatic review

of the rating model and process would be triggered.

Integrity of Data Input
In the process of assigning ratings, banking institutions must have in place a
process for vetting data inputs which includes an assessment of the accuracy,

completeness and appropriateness of the data.

Data Maintenance

Banking institutions must collect and store data on key obligor and facility
characteristics to provide effective support to its internal credit risk
measurement and management processes, to enable banking institutions to
meet the requirements set out under this framework, and to serve as a basis for
regulatory reporting. These data should be sufficiently detailed to allow
retrospective reallocation of obligors and facilities to grades, for example if the
increasing sophistication of the internal rating system suggests that finer
segregation of portfolios can be achieved. The data collected on various
aspects of the internal ratings should also facilitate Pillar 3 reporting

requirements.

For Islamic banking assets, the data captured should allow banking institutions
to assess the performance of the model on the Islamic portfolio. For example,
data on the type of underlying Shariah contract is necessary to enable an
assessment of the loss characteristics of exposures under a particular Shariah
contract and establish if the exposures exhibit risk profiles that are comparable

to the portfolio as a whole.

Standards for Corporate, Sovereign, and Bank Exposures

3.291

Banking institutions must maintain at least the following information:

)] Rating histories on borrowers and eligible guarantors, including the rating
since the borrower or guarantor was assigned an internal rating;

i) Dates the ratings were assigned,;

i) Methodology and key data used to derive the rating;
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3.292

3.293

3.294

Iv) Officer responsible for the most recent rating;

V) Identity of obligors and facilities that default and the timing and
circumstances of such defaults;

Vi) Data used to derive PD estimates;

vii)  Ratings migration; and

viii)  Realised default rates associated with borrower grades in order to track

the predictive power of the borrower rating system.

Banking institutions using the advanced IRB approach must also maintain the

following information:

)] Complete history of data on the LGD and EAD estimates associated with
each facility;

1)) Methodology and key data used to derive the estimate;

i) Officer responsible for the most recent rating;

iv) Data used to derive LGD and EAD estimates; and

V) The realised rates associated with each defaulted facility.

Banking institutions that reflect the credit risk mitigating effects of guarantees or
credit derivatives through its LGD estimates must retain the following
information:
)] Data on the LGD of the facility before and after evaluation of the effects
of the guarantee or credit derivative;
i) Information about the components of loss and recovery for each
defaulted exposure including:
A amounts and source of recoveries (e.g. collateral, liquidation
proceeds and guarantees); and
A timing of cash flows and administrative costs including date and

circumstances of default and exposures in arrears.

Banking institutions using supervisory estimates (including SSC under the
foundation IRB approach) must also collect and retain the relevant data as
specified in paragraphs 3.292 and 3.293 to enable the institution to make a

comparison between the actual loss experience and the supervisory estimates
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prescribed by the Bank. Examples of relevant data include data on loss and

recovery experience for corporate exposures under the foundation approach

and data on realised losses for banking institutions using the SSC for SL.

Standards for Retail Exposures

3.295 Banking institutions must retain the following information:

)] Data used in the process of allocating retail exposures to pools. This

includes the following:

A

A

Data on obligor and transaction risk characteristics used either
directly or through the use of a model,

Data on delinquency;

1)) Data on PD, LGD and EAD estimates associated with pools of retail

exposures;

i) For defaulted exposures:

Risk Estimation

Data on the pools to which the retail exposure was assigned over the
year prior to default;

Identity of obligors and facilities that default;

Information about the components of loss and recovery for each
defaulted exposure, including information relating to amounts and
source of recoveries (e.g. collateral, liquidation process and
guarantees), timing of cash flows and administrative costs; and

Data on realised EAD.

l. Overall Requirements for Estimation

3.296 This section addresses the broad standards for internal estimates of PD, LGD,

and EAD. Generally, all banking institutions using the IRB approaches must

estimate a PD for each internal borrower grade for corporate, sovereign and

bank exposures or for each pool in the case of retail exposures.

3.297 PD estimates must be a long-run average of one-year default rates for

borrowers in a particular grade, or retail pool. Requirements specific to PD

estimation are provided in paragraphs 3.315 to 3.321. Banking institutions
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3.298

3.299

3.300

3.301

adopting the advanced approach must estimate an appropriate downturn LGD
(as defined in paragraphs 3.322 to 3.331) for each of its facilities or retail pools.
Banking institutions on this approach must also estimate an appropriate long-
run default-weighted average EAD for each of its facilities. Requirements
specific to EAD estimation are outlined in paragraphs 3.332 to 3.337.

For corporate, sovereign and bank exposures, banking institutions that do not
meet the requirements for own estimates of EAD or LGD above must use the
estimates of these parameters determined by the Bank. Standards for use of

such estimates are set out in Part B.3.4.

Internal estimates of PD, LGD, and EAD must incorporate all relevant, material
and available data, information and methods. Banking institutions may utilise
internal data and data from external sources (including pooled data). Where
internal or external data is used, banking institutions must demonstrate that the

estimates are representative of its long run experience.

Estimates must be based on empirical evidence, including own historical
experience, and not based purely on subjective or judgmental considerations.
Any changes in lending practice or the process for pursuing recoveries over the
observation period must be taken into account. Estimates must promptly reflect
the implications of technical advances and new data and other information, as it
becomes available. Banking institutions must review these estimates on a

yearly basis or more frequently.

The population of exposures represented in the data used for estimation, and
lending standards in use when the data were generated, and other relevant
characteristics should be closely matched to or at least comparable with those
of the banki exgosures ant standatds. Bamking institutions must
also demonstrate that economic or market conditions that underlie the data are
relevant to current and foreseeable conditions. The number of exposures in the
sample and the data period used for quantification must be sufficient to provide

the banking institution with confidence in the accuracy and robustness of its
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estimates. The estimation technique must also perform well in out-of-sample

tests.

3.302 In general, estimates of PDs, LGDs, and EADs are likely to involve
unpredictable errors. In order to avoid over-optimism, banking institutions must
add to its estimates a margin of conservatism related to the likely range of
errors. Where methods and data reliability are less satisfactory and the likely
range of errors is wide, the margin of conservatism must be larger. The Bank
may allow some flexibility in application of the required standards for data that
are collected prior to the date of implementation of this framework. However, in
such cases, banking institutions must demonstrate to the Bank that appropriate
adjustments have been made to achieve broad equivalence to the required
standards. Data collected after the date of implementation must conform to the

minimum standards.

Il. Definition of Default
3.303 A default is considered to have occurred when:

)] The banking institution considers that
full its credit obligations to the banking group, without recourse by the
banking institution to actions such as realising security; or

1)) The obligor has breached its contractual repayment schedule and is past
due for more than 90 days on any material credit obligation to the
banking group, or as provided below:

A Under national discretion, the Bank has elected to apply the
following:
- for loans governed under the Hire-Purchase Act 1967, a default
occurs when the borrower is past due for more than 120 days; and
- for residential mortgages, a default occurs when the borrower is
past due for more than 180 days.
A For securities, a default occurs immediately upon breach of
contractual repayment schedule.
A For overdrafts, a default occurs when the obligor has breached the

approved limits (consecutively) for more than 90 days.
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