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What is capital?

• different contexts – refer Capital 101

• here – a financial buffer against risk taking activities

• regulatory capital 

– what the regulators tell us to hold to protect against our risks

• economic  capital 

– what we think we should hold to protect against our risks

• market risk capital

– covers positions held in the trading book

– capital covering losses from large moves in market rates

– capital covering default events in the trading book



Size of market risk capital?

• Sep 2013

– reg cap - $725m 

• total reg cap (off RWAs)

– = $24,590m (MR = 2.9%)

• total reg cap held 

– = $37,656m (MR = 1.9%)



Current market risk regulatory capital method

• Standard Method

OR

• BII = (10d VaR) × m

• BII.5= (10d VaR + ESR) × m1 + (10d SVaR +ESR) × m2 

• What is 10d VaR?



Motivation - Issues with current method



Regulatory Response



Expected shortfall

• The average beyond VaR



Liquidity horizons

Today

10 day shock

20 day shock

60 day shock

120 day shock

250 day shock



Liquidity horizons



Liquidity horizons - Aggregation

Today

10 day shock $10

20 day shock -$30

60 day shock $75

120 day shock -$120

250 day shock -$300

-$365



Backtesting (courtesy of NAB)

Required on 1 day VAR at 99% and 97.5% thresholds at desk level.

“If any given desk experiences either more than [12] exceptions at the 99th percentile 

or [30] exceptions at the 97.5th percentile in the most recent 12-month period, all of 

its positions must be capitalised using the standardised approach”

Maximum threshold for P&L differences between accounting P&L and risk 
system on a monthly basis:  

“P&L attribution requirements are based on two metrics: 

* mean unexplained daily P&L (ie theoretical P&L minus actual P&L) over the 

standard deviation of actual daily P&L, and

* the ratio of variances of unexplained daily P&L and actual daily P&L.

If the first ratio is outside of the range of [-10% to +10%] or if the second ratio were in 

excess of [20%] then the desk experiences a breach. 

If the desk experiences four or more breaches within the prior 12 months then it must 

be capitalised under the standardised approach.”



Backtesting (courtesy of NAB)

Reconciling Actual PnL to Theoretical PnL is not straightforward
The Actual PnL must be cleaned: new and expired trades must be removed from the analysis, as 
well as things like brokerage fees, & payments.  This relies on systems outside middle office.

The Maximum threshold Requirement is very hard to satisfy!  

Let σ�Actual	, σ�Theo	, and σ�Theo � Actual	 be the respective PnL Vols. Then

σ Theo � Actual � 	 σ� Theo � 2	ρ	σ Theo σ Actual �	σ��Actual	

Assuming σ A����� � 	σ�Theor	, factorising and re-arranging we have:

σ Theo � Actual

σ�Actual	
� 	 2 � 2	ρ	

So to ensure that we have 
� ���� !"#$%&

��!"#$%&	

�

' 20%, we would thus require * + ,-%.



Calculations
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Reporting

• Desk structure

• Instrument types

• Policies for designation as internal model

• Exceptions to the general presumptions

• Re-designations

• Desks on standardised approach

• Standardised capital charges

• Standardised default risk charge

• Credit spread risk and IDR charge

• The RAT score

• Total standardised charge for all positions

• Portfolios covered by internal models

• Discussion of capital adequacy soundness

• Description of all models, stresses, and back-testing protocols

• Scope of regulatory acceptance

• IDR methodology and validation results

• Stress period used and the definition of those stresses

• Numerous statistics on ES calculations and outcomes, down to risk factor level.



Impacts

(10yr ES)

- Harder to achieve accreditation


