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Annex 7

to the Regulations No. 60 

of the Financial and Capital Market Commission 

of 2 May 2007  
Requirements for a Trading Book

Section 1. Trading Intent

1. Positions/portfolios obtained by an institution and held with a trading intent (for the purposes of this Annex, hereinafter, positions) shall comply with the following requirements:

1.1. an institution shall have a clearly documented trading strategy for the positions or financial instruments approved by the senior management of the institution that shall include the expected holding period of the positions or the financial instruments;

1.2. an institution shall have clearly defined policies and procedures for an active management of positions which shall include the following:

1.2.1. conditions under which trading units enter into positions;

1.2.2. procedure for setting position limits and their monitoring for appropriateness;

1.2.3. dealers’ rights to enter into positions independently and manage the positions according to the approved strategy of the institution and within the agreed limits;

1.2.4. procedure whereby reports of trading book positions are drawn up and submitted to the senior management, as an integral part of the institution's risk management process;

1.2.5. requirements for active monitoring of positions with reference to market information sources and an assessment of the marketability or hedgeability of the position or its component risks, including the assessment of the quality and availability of market inputs to the valuation process, level of market turnover, sizes of positions normally traded in the market;

1.3. an institution shall have clearly defined policy and procedures to monitor the compliance of the position with the institution's trading strategy, including the monitoring of turnover and stale positions in the institution's trading book.

Section 2. Internal Control System

2. An institution shall develop and use an internal control system that provides prudent and reliable valuation estimates in respect of positions.

3. An internal control system in respect of the trading book shall include at least the following elements:

3.1. documented policies and procedures for the process of valuation. This includes clearly defined duties and responsibilities of the various staff and structural units involved in the determination of the valuation, sources of market information and reviews of their appropriateness, frequency of the valuation by units or experts that are independent of the dealing room and customer service (front office), the procedure for using the closing prices in the valuation, the procedure for adjusting valuations, month end and ad hoc verification procedures;

3.2. the structure and reporting lines for the structural unit that is accountable for the valuation of positions and independent of the dealing room and customer service (front office) and the list of report recipients to which the chairman of the senior management is included.

Prudent Valuation Methods
4. Marking to market is the valuation of positions at least daily at readily available close out prices that are sourced independently, e. g., exchange prices, screen prices or quotes from several independent reputable brokers.

5. When marking positions to market, the more prudent side of bid/offer shall be used unless the institution is a significant market maker in a particular type of financial instrument or commodity in question and it can close out at mid market price.

6. Where marking to market is not possible, an institution shall be entitled to use marking to model for the valuation of its positions. Marking to model is defined as any valuation which has to be benchmarked, extrapolated or otherwise calculated from a market input.

7. When marking to model, the following requirements shall be complied with:

7.1. an institution’s senior management shall be aware of the elements of the trading book which are subject to marking to model and shall understand the materiality of the uncertainty this creates in the reporting of the risk or the performance of the business;

7.2. the market inputs used for marking to model shall be sourced, where possible, in line with market prices and the appropriateness of the market inputs for the valuation of a particular position and the parameters of the model shall be assessed on a regular basis;

7.3. where possible, valuation methodology accepted in the market practice for particular financial instruments or commodities shall be used;

7.4. where the model is developed by an institution itself, it shall be based on the assumptions, which have been assessed and tested by a suitably qualified party independent of the development process. Such model shall be developed or approved independently of the structural unit that ensures trading in positions or financial instruments and customer servicing (front office). Independently of the said structural unit the model shall be tested, including validation of the mathematic calculations, assumptions and software implementation;
7.5. an institution shall develop and implement the control procedures for model changes and ensure preparation of a copy of the model and its performance, its keeping and using to check valuations of positions;

7.6. the person or the structural unit responsible for risk management shall be aware of the weaknesses of the models used and how best to take them in account when determining the value under the model;

7.7. the model shall be reviewed regularly to determine the accuracy of its performance (e. g., assessing the continued appropriateness of assumptions to market trends, analysing profit and loss versus risk factors, comparing actual close out values to model outputs).

8. Independent price verification should be performed in addition to daily marking to market or marking to model. This is the process by which market prices or model inputs are regularly verified for accuracy and independence. While daily marking to market may be performed by dealers, verification of market prices and model inputs shall be performed by a structural unit independent of the dealing room, at least monthly (or more frequently depending on the nature of the trading activity/market). Where independent pricing sources are not available or pricing sources are excessively subjective, prudent measures such as valuation adjustments may be appropriate.

Valuation Adjustments in Respect of Positions

9. Within its internal control system an institution shall develop and implement valuation adjustment in respect of positions.

General Standards

10. An institution shall assess valuation adjustments at least of the following: unearned credit spreads, position close-out or liquidation costs, operational risks, early termination costs, investing and funding costs, future administrative costs and, where relevant, model risk.

Less Liquid Positions

11. Less liquid positions could arise from both market events and institution-related situations, e. g., positions concentrated in a single market or inability to sell a position in a short time (stale positions).

12. When determining the necessity to adjust the value of less liquid positions, an institution shall consider the following factors: the amount of time it would take to hedge the position or its risks, price volatility and average bid/offer spreads, the availability of market quotes (number and identity of market makers) and the volatility of trading volumes, market concentrations, the ageing of positions, the extent to which valuation relies on marking-to-model, and the impact of other model risks.

13. Where valuations or marking to model of a third party is used, an institution shall consider whether to apply a valuation adjustment for less liquid positions and shall review their continued suitability on an ongoing basis.

14. Where valuation adjustments of less liquid positions are not included in the audited profit or loss of the current year of operation or of the previous year that has already been included in the calculation of own funds:

14.1. valuation adjustments of the exposures included in the position that are reflected in the profit or loss statement and give rise to significant losses in the current year of operation, shall be included in the reduction of Tier I capital as losses of the current year of operation. Other gain/loss from adjusting the value of trading book positions shall be recorded in the profit and loss statement of the current year of operation or in the revaluation reserve without affecting the calculation of own funds;

14.2. valuation adjustments of the exposures included in the position that exceed the revaluation results reflected in the accounting books and constitute a significant reduction of the value in the reporting year shall be deducted from Tier I of own funds by including the adjusted excess in the loss of the current year of operation. The adjusted excess is the excess of the value adjustment of the position over the revaluation result of the position reflected in the accounting books that is reduced for 8% of the risk-weighted amount of the excess. Where the excess does not give rise to a significant loss in the reporting year, it shall not be taken into account when calculating own funds.

15. All adjustments in the calculation of own funds and profit and loss of the current year of operation, as set out in Paragraph 14, shall be made only to determine the amount of own funds without changing the financial accounts of the institution.

Section 3. Internal Hedging

16. An internal hedge is a trading book position (hereinafter, a hedging position) that materially or completely offsets the risk elements of a non–trading book position or a set of positions (hereinafter, a hedged position). A hedged position shall be included in the calculation of capital requirements for market risk in the trading book where the position is held with a trading intent and meets the criteria set out in Sections 1 and 2 of this Annex and in particular:

16.1. internal hedging shall not be primarily intended to avoid or reduce capital requirements;

16.2. internal hedging shall be properly documented and subject to the relevant internal approval and test procedures;

16.3. internal hedging transaction shall comply with market conditions;

16.4. the market risk of the trading book positions arising as a result of internal hedging shall be dynamically managed within the authorised limits;

16.5. internal hedging transactions shall be carefully monitored by means of the procedures developed for that purpose.

17. Notwithstanding the inclusion of the hedged position in the calculation of capital requirements for market risk, as set out in Paragraph 16, capital requirements for credit risk of non–trading book exposures shall be calculated for it.

18. By way of derogation from the requirements of Paragraphs 16 and 17, where an institution hedges a non–trading book credit risk exposure using a credit derivative instrument booked in its trading book, the hedged position shall not be recognised as hedged for the purposes of capital adequacy, except in cases when an institution, for the purposes of protecting the credit risk of the hedged position, purchases from an eligible protection provider a credit derivative instrument to be included in the trading book and it meets the requirements set out in Paragraphs 32 and 38 of Section 2 of Annex 3. Where such protection is purchased from the protection provider and it is recognised as a hedge of a non–trading book exposure for the purposes of calculating capital requirements, neither the hedged nor the hedging position shall be included in the calculation of capital requirements for trading book.

Section 4. Inclusion in the Trading Book

19. An institution shall develop and implement clearly defined policies and procedures for determining the positions for inclusion in the trading book for the purposes of calculating their capital requirements, ensuring compliance with the requirements of Section 1 of Chapter 1 of Title II of the Regulations and taking into account its risk management capabilities and practices. Compliance with these policies and procedures shall be fully documented and subject to periodic internal audit.

20. An institution shall develop and implement clearly defined policies and procedures for overall management of the trading book. At a minimum, these policies and procedures shall address the following:

20.1. the transactions to be considered as trading transactions and to be included in the trading book for the purposes of calculating capital requirements;

20.2. the extent to which a position can be marked to market daily by reference to an active, liquid two–way market;

20.3. for positions that are marked to model, the extent to which the institution can:

20.3.1. identify all material risks of the position;

20.3.2. hedge all material risks of the position with instruments for which an active, liquid two–way market exists;

20.3.3. derive reliable estimates for the key assumptions and parameters used in the model;

20.4. the extent to which the institution can, and is required to, valuate position that can be validated or compared externally;

20.5. the extent to which legal restrictions or other operational requirements would impede the institution's ability to effect a liquidation or hedge of the position in a short term;

20.6. the extent to which the institution can, and is required to, actively manage the position within its trading book;

20.7. the extent to which the institution may transfer risk or positions between the non–trading and trading books and the criteria for such transfers.

21. An institution shall be entitled to include in the trading book positions the shares or the debt instruments whose value, in accordance with Paragraphs 348.1 and 348.2 of the Regulations should be deducted from Tier I and Tier II capital where an institution demonstrates that it is an active market maker in these positions. In this case, the institution shall have an adequate internal control system for the trading of these financial instruments.

22. For the purposes of this Paragraph, trading–related repurchase transactions that comply with the requirements of Paragraph 66 of the Regulations and Section 1 of this Annex and both their legs are either cash or securities to be included in the trading book, but are still included in the non–trading book. These trading–related repurchase transactions included in the non–trading book may be included in the trading book for the purposes of calculating capital requirements provided that all these repurchase transactions are included in the calculation of capital requirements for trading book. Regardless of where they are booked for the calculation of capital requirements, all repurchase transactions shall be subject to the capital requirements for counterparty’s credit risk.
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