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	TRM derivative instruments – derivative instruments that are admitted to trading on the regulated market
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Title I 

Scope and Definitions
Section 1. Framework

1. The Regulations establish the procedure whereby the regulatory requirements for banks set out in Articles 35 and 49 of the Credit Institution Law and for investment brokerage firms set out in Article 121 of the Law on the Financial Instruments Market are calculated.

2. The Regulations shall be binding on banks registered in the Republic of Latvia and on the investment brokerage firms which are registered in the Republic of Latvia and to which the regulatory requirements governing capital adequacy apply in accordance with Article 121 of the Law on the Financial Instruments Market, in view of the conditions set out in Article 1191 thereof. These institutions shall comply with the requirements set out therein on an solo basis, except in cases when a bank has received the consent referred to in Clauses 4 and 5 of Section 508 of the Credit Institution Law or an investment brokerage firm has the agreement referred to in Paragraphs 4 and 5 of Article 1233 of the Law on the Financial Instruments Market to comply with this provision only at the level of a consolidation group.

Section 2. Terms Used in the Regulations
3. Institution ( a credit institution which complies with the definition in Clause 1 of Section 1 of the Credit Institution Law or an investment (brokerage) firm which complies with the definition in Paragraph 3 of Article 1 of the Law on the Financial Instruments Market, to which the regulatory requirements for capital adequacy apply in accordance with Article 121 of the Law on the Financial Instruments Market, in view of the conditions set out in Article 1191 thereof. 

4. Derivative instruments – financial derivatives and commodity derivatives.
5. Financial instruments are the following:

5.1. debt securities;

5.2. equity securities;

5.3. units of collective investment undertakings and other securities that certify a holding in collective investment undertakings or similar entities (hereinafter,CIU);

5.4. money market instruments;

5.5. financial futures;

5.6. forward rate agreements;

5.7. interest rate, foreign exchange, debt securities and equity securities swaps;

5.8. options for buying or selling the instruments referred to in Paragraphs 5.1(5.7;

5.9. other financial instruments that in essence are similar to the financial instruments referred to in Paragraphs 5.1(5.8 and that include both financial instruments and financial derivatives whose value depends on the changes in the price, exchange rate, price or rate index, credit rating or other similar variable of the primary financial instrument or other underlying asset. Other derivative instruments shall include at least all derivatives listed in Subparagraph 4 of Paragraph 2 of Article 3 of the Law on the Financial Instruments Market, if they are not listed herein. 

6. Debt securities ( securities that certify issuer’s liabilities to the holder of these securities. Debt securities are the following:

6.1. debentures and bonds;

6.2. certificates of deposit;

6.3. mortgage bonds;

6.4. bills of exchange and acceptances;

6.5. convertible securities that may be exchanged for any of the securities referred to in Paragraphs 6.1(6.3;

6.6. other securities which are in essence similar to such securities and whose price depends on interest rate changes.

7. Equity securities ( securities that certify a holding in the capital of an entity and entitle to receive dividends or gains. Equity securities are the following:

7.1. shares;

7.2. depositary receipts (Global Depositary Receipts (GDR), American Depositary Receipts (ADR));

7.3. convertible securities that may be exchanged for any of the securities referred to in Paragraphs 7.1 or 7.2;

7.4. other securities which are in essence similar to such securities and whose price depends on the changes in share prices.

8. Future contracts ( derivative instruments establishing a commitment to buy or to sell an amount of the underlying asset or financial instrument determined in the contract (hereinafter, the underlying asset) at a stipulated price on a predetermined date. There are futures and forwards.

9. Forward rate agreements ( financial derivatives establishing a compensation payment to a party to the contract where the market interest rate of the underlying asset on the predetermined date is different from the interest rate established in the agreement.

10. Swaps ( OTC derivative instruments establishing a payment flow whose volume depends on the notional principal amount of the derivative instrument and which is exchanged between both parties during a predetermined period. 

11. Options ( derivative instruments that give rise to a commitment for the seller of the option and grant rights to the buyer of the option (but does not give rise to a commitment) to buy (exercise a call option) or sell (exercise a put option) an amount of the underlying asset of the contract at a stipulated price on any date that is between the signing date of the contract until the execution date of the contract (an American option) or on the execution date of the contract (a European option).

12. Delta ratio ( a ratio that shows the change in an option price caused by a change in the price of the underlying asset.
13. Delta equivalent – the market price of an amount of the asset underlying the option that is multiplied with the delta ratio.

14. Warrant ( a security entitling the holder to purchase the underlying asset at a stipulated price until or at the expiry date of the warrant. The warrant may be settled by either the delivery of the asset itself or by cash settlement. 

15. Cash assimilated instrument ( a depository receipt or a similar instrument issued by the lending institution.

16. Margin – a guarantee deposit that is placed in a special account indicated by a regulated market organiser or a central counterparty by making deals on the financial markets; it is supplemented where the market price of the underlying asset changes and becomes unfavourable to a counterparty between the signing date of the deal until the execution date of the deal.

17. Repurchase agreements ( agreements whereby an institution sells securities, commodities or title to securities or commodities provided that such title is certified by a regulated market organiser who is a holder of the respective securities or commodities and whereby an institution is prohibited from transferring or pledging securities or commodities to more than one counterparty at one time, subject to a commitment to repurchase these securities or commodities or equivalent securities or commodities at a specified price on a specified future date or on the date specified by the institution.

18. Reverse repurchase agreements – agreements whereby an institution buys securities, commodities or title to securities or commodities provided that such title is certified by a regulated market organiser who is a holder of the respective securities or commodities, subject to a commitment to repurchase these securities or commodities or equivalent securities or commodities at a specified price on a specified future date or on the date specified by the counterparty selling the securities or commodities.

19. Repurchase transaction – a transaction made in accordance with the agreements referred to in Paragraphs 17 or 18. 

20. Securities or commodities lending – transactions whereby an institution lends securities or commodities against eligible collateral subject to a commitment that the borrower will return equivalent securities or commodities on a predetermined future date or when requested to do so by the institution.

21. Securities or commodities borrowing – transactions whereby an institution borrows securities or commodities against eligible collateral subject to a commitment that it will return the same or equivalent securities or commodities on a predetermined future date or when requested to do so by the lender.

22. Securities or commodities lending or borrowing transaction – a transaction that meets the requirements of Paragraphs 20 or 21.

23. Long settlement transaction − a transaction whereby a counterparty undertakes to deliver securities, commodities or foreign currency in return for either an amount of money or other financial instruments or commodities, or vice versa, on a settlement or a delivery day that is after the earliest of the usual market standard settlement day for this type of transactions or five business days after the day when an institution becomes a counterparty of the transaction.

24. Margin lending transaction − a transaction whereby an institution grants a credit for buying, selling, holding or trading securities and the amount of the credit is specified in the contract or represents the value of the financial instruments and such transaction provides for a transfer of the margin. Margin lending transactions shall not include other types of loans (that do not provide for the transfer of the margin to the counterparty) that are secured with securities.

25. Secured lending transaction – a covered exposure where the documents of the transaction do not provide for a frequent revision of the margin.

26. Capital market–driven transaction – a covered exposure where the documents of the transaction provide for a frequent revision of the margin, such as an OTC derivative instrument transaction and a margin lending.
27. Position ( the volume of claims or liabilities in any security, commodity or currency.

28. Long position ( a position that grants the right or gives rise to a liability to receive payments, securities or other assets.

29. Short position ( a position that grants the right or gives rise to a liability to make payments or deliver securities or other assets.

30. Credit risk – possibility to suffer loss where the debtor of an institution fails to fulfil the liabilities to the institution as set out in the contract.

31. Counterparty credit risk (hereinafter, CCR) − possibility to suffer loss where a counterparty will stop fulfilling the liabilities before the final payment of the settlement cash flow.

32. Market risk – possibility to suffer loss as a result of revaluation of balance sheet and off–balance–sheet items related to the changes in the market price of financial instruments, commodities and commodities derivatives caused by the changes in exchange rates, interest rates and other factors. Market risks shall be foreign exchange risk, position risk, commodities risk, settlement risk and counterparty risk.

33. Position risk – possibility to suffer loss as a result of revaluation of a position in a debt security or an equity security when the price of the respective security changes. Position risk may be either specific or general risk.

34. Specific risk – possibility to suffer loss where the price of a debt security or of an equity security will change because of the factors related to the securities’ issuer or – in case of financial derivatives – to the person issuing the security that is the underlying asset of the financial derivative.

35. General risk – possibility to suffer loss where the price of a security will change because of the factors related to the changes in interest rates (in case of debt securities) or extensive changes in the capital market (in case of equity securities) that are not related to a particular securities’ issuer.

36. Operational risk ( possibility to suffer loss because of internal procedures that fail to comply with the requirements or are incomplete, staff or systems operation or external conditions, including legal risk..
37. Preferential shares with the accumulation of dividends – the shares with fixed dividends that guarantee the right to their owners to receive the dividends that have not been paid in previous years because of lacking or insufficient profit before the dividends for ordinary shares during the period when an institution performs with profit.

38. Gold – golden bars traded on international financial markets.

39. Fixed overheads of an investment brokerage firm ( expenses that remain relatively unchanged irrespective of the volume of the commercial activity of an investment brokerage firm, e. g., depreciation of buildings, constructions, equipment and machinery and their maintenance expenses, remuneration of the management and of the administration. 

40. Probability of default (hereinafter, PD) – the probability of default of a counterparty over a one year period.

41. Loss – for the purposes of Chapter 2 of Title II of the Regulations, economic loss, including significant discount effects and significant direct or indirect expenses incurred as a result of regaining an instrument.

42. Loss given default (hereinafter, LGD) – the ratio of the loss on an exposure, expressed as percentage, to the amount outstanding at default.

43. Conversion factor of contingent liabilities, expressed as percentage (hereinafter, conversion factor) – the ratio of the currently undrawn amount of a commitment that will be drawn and outstanding at default to the currently undrawn amount of the commitment. The extent of the undrawn commitment shall be determined by the advised limit, unless the unadvised limit is higher.

44. Expected loss (hereinafter, EL) – the ratio of the amount expected to be lost on an exposure or a dilution of the recoverable amount to outstanding debt at default, where the counterparty will default within a one year period.

45. Credit risk mitigation – different techniques used by an institution to reduce the credit risk associated with an exposure or exposures which the institution continues to hold.

46. Funded credit protection – a technique of credit risk mitigation where the reduction of the credit risk on an exposure of an institution derives from the right of the institution — in the event of the default of the counterparty or on the occurrence of other specified credit events relating to the counterparty — to liquidate, to obtain or to retain certain assets or to reduce the amount of the exposure, or to replace it with, the amount of the difference between the amount of the exposure and the amount of a claim against the institution.
47. Unfunded credit protection – a technique of credit risk mitigation where the reduction of the credit risk on an exposure of an institution derives from an undertaking of the third party to repay the debt in case of the lender’s default or in other specified cases. 

48. Public sector entities – non–commercial administrative bodies responsible to the central government or regional governments or local authorities or bodies that exercise similar tasks with regional governments or local authorities, or non–commercial companies that belong to the central government and that have explicit guarantees issued by the central government, or self administered bodies whose activities are governed by laws and which are subject to the state supervision.

49. Central counterparty – an entity which undertakes legally enforced commitment to act as an intermediary between parties to a transaction, whose financial instruments are admitted to trading on one or several financial markets and which becomes a buyer for each seller and a seller for each buyer.

50. Central bank – a national central bank, including the European Central Bank.

51. Recognised exchange – an exchange that functions regularly and in accordance with the laws that are adopted or approved by the supervisory authority of the home (registration) country and that govern the conditions for its operation, the conditions of access to the exchange and conditions that shall be satisfied by a contract before it can be dealt on the exchange and that has a clearing mechanism whereby futures and options traded therein are subject to daily margin requirements that provide appropriate protection against risk.

52. Recognised foreign investment brokerage firms – firms which, if they were established in the European Community (hereinafter, the EC), would be covered by the definition of an investment firm, whose licence has been issued in a foreign country whose supervisory practice and laws are at least equivalent to the requirements of EC Directives 2006/48/EC and 2006/49/EC (see the list in Annex 5).
53. Convertible security – a security that, upon a holder’s wish, may be exchanged for another security.

54. Stock financing – an asset position where physical stock has been sold forward and the cost of funding has been locked in until the date of the forward sale.

55. Clearing member – a member of the exchange or the clearing house which has a direct contractual relationship with the central counterparty (market guarantor).

56. Securitisation – a transaction or a scheme whereby a credit risk associated with an exposure or a pool of exposures is tranched and that has the following characteristics:

56.1. payments in the transaction or the scheme depend upon the performance of the exposure or the pool of exposures;

56.2. the subordination of tranches determines the distribution of losses during the life or the transaction or the scheme.

57. Securitisation special purpose entity (hereinafter, SSPE) – a corporation trust or another legal person other than an institution that is organised for carrying out a securitisation or securitisations. Its activity is limited to those activities that are necessary for accomplishing that objective, its structure is intended to isolate the obligations of SSPE from those of the originator institution and the holders of beneficial interests in the SSPE have the right to pledge or exchange those interests without restrictions.

58. Traditional securitisation – securitisation involving the economic transfer of the exposures being securitised, i.e., transfer of economic benefits and risks, to an entity established for the purpose of securitisation and issues securities. This shall be accomplished by the transfer of ownership of the securitised exposures from the originator institution or through sub–participation. The issued securities do not represent payment obligations of the originator institution.

59. Synthetic securitisation – securitisation where the tranching is achieved by the use of credit derivatives or guarantees and the pool of exposures is not removed from the balance sheet of the originator institution.

60. Tranche – a contractually established segment of the credit risk associated with an exposure or a number of exposures. A position in the segment entails a risk of credit loss that is greater than or less than a position of the same amount in other segments, without taking account of credit protection provided by third parties directly to the holders of positions in the segment or in other segments.

61. Securitisation position – an exposure deriving from an institution’s involvement in a securitisation.

62. Originator – a legal entity which either itself or through a related legal entity is directly or indirectly involved in the original agreement which created obligations or potential obligations of the debtor or the potential debtor and gives rise to an exposure being securitised, or a legal entity which purchases a third party’s exposures onto its balance sheet and then securitises them.

63. Sponsor – an institution other than the originator institution that establishes and manages an asset–backed commercial paper programme (hereinafter, ABCP) or other securitisation scheme under which exposures are purchased from third legal entities.

64. Credit enhancement – contractual arrangement whereby a credit quality of a position in a securitisation is improved in relation to what it would have been if the enhancement had not been provided, including the enhancement provided by more junior tranches or other types of credit protection.

Title II

Capital Adequacy

Chapter 1. General Provisions 

Section 1. Trading Book and Non–trading Book

65. For the purposes of calculating the minimum capital requirements, an institution shall distribute all on–balance–sheet and off–balance–sheet items into a trading and a non–trading book depending on the essence of the transaction they represent and the acquisition purpose of financial instruments or commodities.

66. A trading book shall consist of all positions in financial instruments and commodities that are held with trading intent or to hedge other items of the trading book. These positions shall be free of any restrictions on their tradability or ability to be hedged.

67. Positions held with trading intent are the positions held on an institution’s behalf or for its benefit and positions arising from customer servicing and market making that have been acquired intentionally and are held with the intention of benefiting from actual or expected short–term differences between their buying and selling prices or from other price or interest rate variations.

68. Trading intent shall be supported by an institution on the basis of the strategies, policies and procedures set up by it to manage the positions or portfolios in accordance with Section 1 of Annex 7.

69. An institution shall mark–to–market all trading book items at least daily by using the prudential evaluation methods set out in Section 2 of Annex 7. 

70. An institution shall establish and maintain a system for managing its trading book and an internal control system in accordance with the requirements of Sections 2 and 4 of Annex 7.
71. The positions established for internal hedges may be included in the trading book provided that this complies with the requirements of Section 3 of Annex 7.

72. A non–trading book shall be the set of positions and exposures not included in the trading book.

Section 2. Minimum Own Funds

73. An institution shall provide own funds which shall at all times exceed or equal the sum of the following capital requirements:

73.1. capital requirements for credit risk and dilution risk for all exposures except those that constitute own funds reduction and except trading book exposures where the institution does not make use of the waiver set out in Article 74 for calculating its position risk;

73.2. capital requirements for market risk: 

73.2.1. capital requirements for position risk of debt securities and equity securities of the trading book that shall be established in accordance with the provisions of Section 1 of Chapter 3 of Title II or by using value–at–risk internal models of (hereinafter, VaR) that comply with the requirements of Section 6 of Chapter 3 of Title II;

73.2.2. capital requirements for trading book settlement risk that shall be established in accordance with the provisions of Section 2 of Chapter 3 of Title II;
73.2.3. capital requirements for trading book counterparty risk that shall be established in accordance with the provisions of Section 3 of Chapter 3 of Title II and, where the approval of the Financial and Capital Market Commission (hereinafter, the Commission) has been received to exceed the restrictions on large exposures in trading book business, capital requirements for the excess that shall be calculated in accordance with the Commission’s Regulations No. 62 “Regulations for the Compliance with Restrictions on Exposures” of 2 May 2007;

73.2.4. capital requirements for non–trading book and trading book foreign exchange risk that shall be established in accordance with the provisions of Section 4 of Chapter 3 of Title II or by using value–at–risk internal models that comply with the requirements of Section 6 of Chapter 3 of Title II;

73.2.5. capital requirements for non–trading book and trading book commodities risk that shall be established in accordance with the provisions of Section 5 of Chapter 3 of Title II or by using value–at–risk internal models that comply with the requirements of Section 6 of Chapter 3 of Title II;

73.3. capital requirements for operational risk that shall be established in accordance with the provisions of Chapter 4 of Title II.

74. An institution shall be entitled to submit to the Commission an application whereby it requests the approval for not calculating the capital requirements for position risk, as set out in Paragraph 73.2.1, in respect of trading book exposures, but to apply to them the approaches set out in Chapter 2 and in Section 3 of Chapter 3 of Title II to calculate capital requirements, where the trading book volume complies at the same time with the following criteria:

74.1. the volume of the institution’s trading book and the volume of the trading book at the level of the consolidation group usually (for more than five consecutive business days) does not exceed 5% and does not at any time exceed 6% of the sum of on–balance–sheet and off–balance–sheet items; 

74.2. the volume of the institution’s trading book and the volume of the trading book at the level of the consolidation group usually (for more than five consecutive business days) does not exceed 15 million euros and does not at any time exceed 20 million euros.

75. When assessing the sum of on–balance–sheet and off–balance–sheet items for the calculation of the relation of the volume of the trading book, referred to in Paragraph 74.1, to the sum of on–balance–sheet and off–balance–sheet items, the equity securities and the debt securities in the non–trading book and in the trading book shall be marked to market and the derivatives shall be valued at the nominal value or the market value of the underlying asset. Where information about the market price of the debt securities or the equity securities in an institution’s portfolio is not easily available, the book value of the debt securities in the institution’s portfolio may be used. Long and short positions shall be aggregated by adding up their absolute values.

76. Where an institution has the approval not to calculate capital requirements for position risk of debt securities and equity securities of the trading book, it shall ensure that the volume of the trading book is controlled on a continuous basis and shall notify the Commission without delay where the volume of the trading portfolio exceeds the criteria set out in Paragraph 74. Where there are reasonable grounds to consider that the excess is not of a temporary nature, the institution shall start calculating capital requirements for all market risks in accordance with Paragraph 73.2.1 and notify the Commission to this effect.

77. By way of derogation from the requirements of Paragraph 73, an investment brokerage firm that does not provide the investment services referred to in Subparagraphs 5 and 6 of Paragraph 4 of Article 3 of the Law on the Financial Instruments Market shall ensure that its own funds at all times exceed or equal at least the largest of the following amounts:


77.1. the sum of the capital requirements calculated in accordance with Paragraphs 73.1 and 73.2 of this Section;


77.2. 25% of the sum of the preceding year’s fixed overheads.

78. By way of derogation from the requirements of Paragraph 73, an investment brokerage firm whose initial capital complies with the requirements of Subparagraph 3 of Paragraph 1 of Article 120 of the Law on the Financial Instruments Market and which itself simultaneously complies with the requirements of Paragraphs 78.1 or 78.2 of the Regulations shall ensure that its own funds at all times exceed or equal an amount that is comprised of the sum of the capital requirements calculated in accordance with Paragraphs 73.1 and 73.2 of this Section and of 25% of the sum of the preceding year’s fixed overheads. This approach shall be used by the investment brokerage firms which:

78.1. make transactions for their own account with the sole aim of executing a customer’s instruction or which, by performing in the status of an agent or executing a customer’s instruction, ensure access to clearing or settlement system or a recognised exchange;

78.2. do not hold financial instruments and cash resources of customers or do not make transactions on a customer’s behalf, but make transactions only for their own account, where the transactions of those investment brokerage firms are executed and payments are settled through a settlement system that has guaranteed them.

79. An investment brokerage firm that, in accordance with Paragraphs 77 and 78 of this Section, is exempted from calculating capital requirements for operation risk shall ensure that this risk is managed in accordance with the requirements of Paragraph 291 of Chapter 4 of Title II.
80. By 31 December 2011 the Commission shall be entitled to allow that also other investment brokerage firms not referred to in Paragraphs 77 and 78 do not calculate capital requirements for operational risk in accordance with the requirements of Paragraph 73.3 where the sum of trading book positions of such investment brokerage firms never exceeded 50 million euros and the average number of their employees during the financial year did not exceed 100. Instead, such investment brokerage firms shall calculate capital requirements for operational risk as the smallest of the following amounts:

80.1. capital requirements for operational risk that shall be calculated in accordance with the requirements of Paragraph 73.3;

80.2. 12/88 of the largest of the following amounts:

80.2.1. the sum of the capital requirements that shall be calculated in accordance with the requirements of Paragraphs 73.1 and 73.2;

80.2.2. 25% of the sum of the preceding year’s fixed overheads.

Where Paragraph 80.2 is applied, the multiplier referred to in this Paragraph shall be gradually increased at least once a year by 31 December 2011 until it reaches 100%.

81. When an investment brokerage firm receives the approval referred to in Paragraph 80, its minimum own funds shall not be reduced in comparison with the minimum own funds it ensured on 31 December 2006, unless the reduction is reasonably justified by a reduction in the size of the investment brokerage firm’s business.

82. An investment brokerage firm that, in accordance with Paragraphs 77 and 78, is exempt from calculating capital requirements for operational risk or has received the approval referred to in Paragraph 80 to reduce capital requirements for operational risk, shall establish the sum of fixed overheads on the basis of its latest audited annual accounts. Those investment brokerage firms that have started commercial operations in the reporting year shall establish the sum of fixed overheads on the basis of the budget planned for the reporting year that has been agreed with the Commission. Where the profit and loss statement for the preceding year has been drawn up for less than 12 months, the amount of overheads shall be calculated in proportion to it. Where significant changes have occurred in the commercial operations of an investment brokerage firm as of the preceding year, it shall receive the Commission’s approval to change the calculated sum of overheads in accordance with these changes.

83. Unless the provisions establish otherwise, capital requirements for the exposures disclosed in assets and off–balance–sheet items shall be valued in accordance with the Commission’s Regulations No. 46 "Regulations on the Preparation of Annual Reports and Annual Consolidated Accounts for Banks, Investment Brokerage Firms and Investment Management Companies" of 24 February 2006.

84. An institution shall calculate the sum of capital requirements referred to in Paragraph 73 and its own funds adequacy on a daily basis.
Chapter 2. Minimum Capital Requirement for Credit Risk

Section 1. General Principles

85. Minimum capital requirements for credit risk shall be calculated as 8% of the sum of the risk–weighted exposure amounts.

86. For the purposes of this Chapter, exposures are the transactions and the derivative instruments disclosed in an institution’s assets and off–balance–sheet items. 

87. The risk–weighted exposure amount shall be calculated under either the Standardised Approach (hereinafter, SA) or, subject to the Commission’s approval, the Internal Ratings Based (hereinafter, IRB) Approach. Upon receiving an approval to apply the IRB Approach to calculating capital requirements for credit risk, an institution shall calculate capital requirements for dilution risk in accordance with the requirements of Section 3 of this Chapter. 

Section 2. Standardised Approach
88. The risk–weighted exposure amount shall be calculated as follows:

88.1. the exposure value is established in accordance with the requirements of Paragraphs 89–96;

88.2. all exposures shall be distributed into 16 exposure classes referred to in Paragraph 97 and, on the basis of the distribution, the risk weight attributable to each exposure shall be established in view of the requirements of Paragraphs 98–101;

88.3. the risk–weighted exposure amount shall be calculated in accordance with the requirements of Paragraphs 102─110.

Exposure Value

89. For the exposures disclosed in the assets on the balance sheet, excluding the derivative instruments referred to in Paragraph 92 that are disclosed in financial assets, the value shall be their carrying amount.

90. For exposures disclosed in off–balance–sheet items, the value shall be their credit equivalent. Credit equivalent of the exposures in off–balance–sheet items shall be calculated by multiplying the exposure value in the off–balance–sheet item with the conversion factor whose amount depends on the type of the off–balance–sheet item:

90.1. exposures in off–balance–sheet items carrying a 100% conversion factor (full risk):

90.1.1. guarantees having the character of credit substitutes;

90.1.2. credit derivatives;

90.1.3. acceptances;

90.1.4. endorsements on bills not bearing the name of another credit institution;

90.1.5. transactions with recourse, i. e., contracts for selling a bank’s assets provided that the bank assumes credit risk in respect of those assets and undertakes to cover the losses to a customer where the value of the purchased assets decreases;  

90.1.6. irrevocable standby letters of credit having the character of credit substitutes;

90.1.7. assets purchased under outright forward purchase agreements where an agreement for their repurchase has not been concluded at the same time; 

90.1.8. forward forward deposits;
90.1.9. the outstanding portion of partly paid shares and securities provided that it shall be paid upon request;

90.1.10. agreements for asset sale with a repurchase option whereby an institution has an obligation to repurchase the assets on the specified date and at the specified price upon a counterparty’s request;

90.1.11. other off–balance–sheet items carrying full risk;

90.2. exposures in off–balance–sheet items carrying a 50% conversion factor (medium risk):

90.2.1. documentary letters of credit  issued and confirmed, excluding the documentary letters of credit referred to in Paragraph 90.3.1;

90.2.2. agreements with a supplier for an indemnity to a buyer where the supplier defaults in full amount or for covering the loss suffered by a buyer during the execution of the agreement (contractual guarantees), guarantees admitted to trading on the regulated market and guarantees not having the character of credit substitutes;
90.2.3. irrevocable standby letters of credit not having the character of credit substitutes;

90.2.4. agreements to lend, open a credit line, purchase securities, provide guarantees or acceptance facilities with an original maturity of more than one year that a bank shall not be entitled to terminate or refuse to honour unilaterally, without fulfilling additional conditions or such conditions taking effect, without a notice to the counterparty and that do not effectively provide for automatic cancellation due to deterioration in a borrower's creditworthiness;

(As amended by the Regulations No. 173 of the Board of the Financial and Capital Market Commission of 14.12.2007 taking effect on 20.12.2007)

90.2.5. note issuance facilities (NIFs) and revolving underwriting facilities (RUFs);

90.2.6. other off–balance–sheet items carrying medium risk;

90.3. exposures in off–balance–sheet items carrying a 20% conversion factor (risk below medium risk): 

90.3.1. documentary letters of credit in which underlying shipment or loading documents act as collateral and similar transactions;

90.3.2. agreements to lend, open a credit line, purchase securities, provide guarantees or acceptance facilities with an original maturity of up to and including one year that a bank shall not be entitled to cancel or refuse to honour unilaterally, without fulfilling additional conditions or such conditions taking effect, without a notice to the counterparty and that do not effectively provide for automatic cancellation due to deterioration in a borrower's creditworthiness,

(As amended by the Regulations No. 173 of the Board of the Financial and Capital Market Commission of 14.12.2007 taking effect on 20.12.2007)

 
90.3.3. other off–balance–sheet items carrying risk that is below medium;

90.4. exposures in off–balance–sheet items carrying 0% conversion factor (low risk):
90.4.1. agreements to lend, open a credit line, purchase securities, provide guarantees or acceptance facilities that an institution shall be entitled to cancel or refuse to honour unilaterally, without fulfilling additional conditions or such conditions taking effect, without a notice to the counterparty and that effectively provide for automatic cancellation due to deterioration in a borrower's creditworthiness. Credit lines included in the pools of retail exposures (see Paragraph 98) may be considered as such that an institution shall be entitled to cancel or refuse to honour unilaterally, without fulfilling additional conditions or such conditions taking effect, without a notice to the counterparty and that effectively provide for automatic cancellation due to deterioration in a borrower's creditworthiness provided that the requirements of consumer protection and other similar regulatory acts are not breached.

(As amended by the Regulations No. 173 of the Board of the Financial and Capital Market Commission of 14.12.2007 taking effect on 20.12.2007). 
90.4.2. other off–balance–sheet items carrying low risk.

91. Where an institutions applies the Financial Collateral Comprehensive Method described in Section 3 of Annex 3 for mitigating credit risk, an exposure that is securities or commodities maintained in the balance sheet or off–balance–sheet items, but that are sold, transferred (booked) to another account or lent under a repurchase transaction, a securities or commodities lending or borrowing transaction, a long settlement transaction or also a margin lending transaction, their value shall be increased for the price volatility adjustment of the respective securities or commodities as established in Paragraphs 53–79 of Section 3 of Annex 3.

92. For establishing the exposure value, derivative instruments shall be divided into interest rate, foreign exchange and gold and other derivative instruments.

92.1. Interest rate derivative instruments shall be the following:

92.1.1. single–currency interest rate swaps;
92.1.2. basis swaps; 

92.1.3. interest rate futures;

92.1.4. forward rate agreements;

92.1.5. interest rate options purchased;

92.1.6. other interest rate derivative instruments which are in essence similar to the derivative instruments referred to in Paragraphs 92.1.1(92.1.5.

92.2. Foreign exchange and gold derivative instruments shall be the following:

92.2.1. cross–currency interest rate swaps;

92.2.2. currency futures;

92.2.3. forward foreign exchange contracts;

92.2.4. currency options purchased;

92.2.5. other foreign exchange derivative instruments which are in essence similar to the derivative instruments referred to in Paragraphs 92.2.1(92.2.4; 

92.2.6. derivative instruments which are in essence similar to the derivative instruments referred to in Paragraphs 92.2.1(92.2.5 and whose underlying asset is gold.

92.3. Other derivative instruments are the derivative instruments which are in essence similar to the derivative instruments referred to in Paragraphs 92.1.1(92.1.5 and 92.2.1(92.2.4, but whose underlying asset is equity securities, share indices, precious metals (excluding gold) and other underlying assets. Other derivative instruments shall comprise at least all derivative instruments referred to in items a), b), c), d), f), g) and h) of Subparagraph 4 of Paragraph 2 of Article 3 of the Law on the Financial Instruments Market, unless they are included in this Paragraph. 

93. For TRM derivative instruments and foreign exchange derivative instruments whose original maturity is 14 days or less, the exposure value shall be zero. For other derivative instruments referred to in Paragraph 92 the exposure value shall be established under one of the methods referred to in Annex 1 in view of the effect of contracts for novation or netting agreements.
94. The value of repurchase transactions, securities or commodities lending or borrowing transactions, margin lending transactions or long settlement transactions shall be established either under the methods set out in Annex 1 for such transactions or in view of the credit risk mitigation methods set out in Section 3 of Annex 3.

95. Where transactions with derivative instruments or the transactions referred to in Paragraph 94 give rise to claims against the central counterparty and according to an agreement these transactions shall be fully secured to the central counterparty by all other parties of the transaction on a daily basis, the value of an exposure to the central counterparty shall be established in accordance with Paragraph 33 of Section 2 of Annex 1.

96. Where an exposure has a funded credit protection, the value of such exposure shall be adjusted in accordance with the provisions of Section 4 and Annex 3.

Exposure Classes 

97. For establishing the risk–weighted value, an institution’s exposures shall be assigned to one of the following exposure classes:

97.1. claims or contingent claims against central governments or central banks;

97.2. claims or contingent claims against regional governments or local authorities;

97.3. claims or contingent claims against public sector entities;

97.4. claims or contingent claims against multilateral development banks;

97.5. claims or contingent claims against international organisations;

97.6. claims or contingent claims against institutions, except the claims referred to in Paragraph 97.14;

97.7. claims or contingent claims against entities, except the claims referred to in Paragraphs 97.8 and 97.14;

97.8. pool of retail exposure claims or contingent claims that is comprised of exposures to individual persons and small or medium–sized entities (hereinafter, SME);

97.9. claims or contingent claims with real estate collateral;

97.10. past due exposures, i. e., exposures whose repayment is more than 90 days overdue;

97.11. exposures of high–risk classes, i. e., investments in venture capital firms and private equity investments and hedge funds; 

(As amended by the Regulations No. 173 of the Board of the Financial and Capital Market Commission of 14.12.2007 taking effect on 20.12.2007). 
97.12. claims in the form of covered bonds;

97.13. securitisation positions;

97.14. short–term claims against institutions and entities to which short–term ratings of eligible nominated ECAI are available;

97.15.CIU;

97.16. other claims.

98. Exposures in a pool of retail exposures shall comply with the following criteria:

98.1. an exposure is with a counterparty that is an individual person or a SME;

98.2. an exposure is one of the statistically important homogeneous exposures that form a pool (a set of exposures to at least 500 customers or groups of connected customers). The risk of such exposure in the pool is significantly less than where this exposure was managed as a separate exposure. A pool may be formed by the following homogeneous products: credit lines (e. g., overdrafts or credit lines of credit cards), lending and leasing to private persons (the present value of the future leasing payments included in the balance sheet), revolving credits and other liabilities of individual persons, loans to SME and other SME liabilities to an institution;

98.3. total claims against each such customer or a group of connected customers of an institution, its parent undertaking and other subsidiary undertakings of that parent undertaking, including all past due exposures, but not taking into account the exposures secured with a residential real estate collateral that, to the knowledge of the institution, does not exceed 1 million euros. An institution shall take reasonable steps to obtain that information;

98.4. claims that arise from the securities issued by customers shall not be included in the pool of retail exposures.

99. The present value of the minimum future leasing payments may be included in the pool of retail exposures where the leasing transaction is in line with the criteria for retail exposures in the pool. 

100. Exposures to private persons that are not included in the pool of retail exposures and are not past due shall carry a 100% risk unless other paragraphs of these Regulations provide otherwise.

101. Exposures to SME that are not included in the pool of retail exposures shall be included in the corresponding class for claims against entities.

Calculation of the Risk–weighted Value

102. The risk–weighted value of all exposures, except those that form a reduction of own funds, shall be calculated by multiplying the exposure value with the risk weight assigned to the liabilities of the counterparty.

103. When calculating the risk–weighted value, risk weights shall be applied to exposures in accordance with the provisions of Section 1 of Annex 2. The risk weight shall be established in view of the exposure class and the credit quality step assigned to the liabilities of the counterparty in each class of exposures. The credit quality step shall be established either on the basis of ECAI ratings or a credit assessment of an export credit agency (hereinafter, ECA) in accordance with the requirements of Section 1 of Annex 2.

104. The list of the ECAI recognised as eligible by the Commission, asset classes to which they assign ratings and mapping of their ratings are set out in Annex 13.

105. For the calculation of the risk–weighted value ECAI ratings shall be applied in accordance with the provisions of Section 2 of Annex 2.

106. An institution shall use solicited ECAI ratings. Subject to the Commission’s approval, it shall also be entitled to use unsolicited ratings.

107. Where an exposure has unfunded credit protection, the risk weight applied to that exposure may be modified in accordance with the provisions of Section 4 of this Chapter and Annex 3.

108. The risk–weighted value of the exposures that constitute securitisation position shall be calculated in accordance with the provisions of Section 5 of Chapter 2 of Title II.

109. Notwithstanding the requirements of Paragraph 102, upon receipt of the Commission’s approval an institution shall be entitled to apply 0% risk weight to exposures to the subsidiary undertakings of an institution, the parent undertaking of an institution and other subsidiary undertakings of that parent undertaking, excluding exposures that comprise the elements of Tier I own funds of the above mentioned entities, provided that the following provisions are observed:

109.1. a counterparty is an institution or a financial holding company, a financial institution, an investment management company or an auxiliary undertaking, to which regulatory requirements that are equivalent to the regulatory requirements governing the institution’s activities at least at the level of the consolidation group apply;

109.2. a counterparty’s financial statements are consolidated with the financial statements of the institution by using the full consolidation method;

109.3. the risk assessment, measurement and control procedures of a counterparty are similar with the risk assessment, measurement and control procedures of the institution;

109.4. a counterparty is registered in the Republic of Latvia;

109.5. there are no current or foreseeable material or legal impediments for an immediate supplementation of own funds or settlement of a counterparty’s liabilities to the institution.

110. The risk–weighted value of other exposures whose risk weight cannot be determined under the methods referred to in Paragraphs 102–109 shall be calculated by applying 100% risk weight.

Section 3. Internal Ratings Based Approach

Provisions for Receiving an Approval for the IRB Approach 

111. To receive the Commission’s approval for using the IRB Approach to calculate the risk–weighted exposure amount, an institution shall ensure that its credit risk management and internal rating systems are sound, are introduced and implemented with integrity that complies with the principles of good corporate management and the said systems comply with the following standards as described in Section 4 of Annex 6:

111.1. an institution’s rating system ensures a meaningful assessment of an obligor and the transaction characteristics, risk differentiation and accurate and consistent quantitative risk estimates;

111.2. internal ratings and default and loss estimates used in the calculation of capital requirements and associated systems and processes play an essential role in the risk management and decision–making process, and in the credit approval, internal capital allocation and corporate governance functions of the institution;

111.3. an institution has a unit that exercises a credit risk control function and is responsible for its internal rating systems. The unit shall be sufficiently independent on granting credits and making transactions and free from undue influence;

111.4. an institution collects and stores all relevant data to provide effective credit risk measurement and management process;

111.5. an institution documents its rating systems and the rationale for their design and validates and approves its rating systems.

112. An institution shall be entitled to submit an application for the approval for the use of the IRB Approach where it has used internal rating systems for the exposure classes referred to in Paragraph 120 for at least three years and the used rating systems are broadly in line with the minimum requirements for establishing the risk amount and for the risk management goals referred to in Section 4 of Annex 6. Where an institution wishes to use the IRB Approach before 2010, it shall be entitled to reduce the period of three years to one year by 31 December 2009, upon the Commission’s approval. 

113. An institution shall be entitled to apply for the approval for the use of own estimates of LGD or conversion factors where it has estimated and employed own estimates for at least three years and the manner for their determining and using is broadly consistent with the minimum requirements set out in Section 4 of Annex 6. The application to this effect may be submitted within the framework of the application referred to in Paragraph 112 or later, using at the beginning LGD or conversion factors established by the Commission as referred to in Section 2 of Annex 6. Where an institution wishes to use own estimates of LGD or conversion factors, it shall be entitled to reduce the period of three years to two years, set out in this Paragraph, by 31 December 2008.
114. Where an institution ceases to comply with the requirements set out in this Section, it shall submit to the Commission a plan for a timely return to compliance or demonstrate that the effect of non–compliance is immaterial.

Roll–out of the IRB Approach for Different Exposure Classes and Possible Exemptions
115. An institution, its subsidiary undertaking, its parent undertaking and other subsidiary undertakings of the parent undertaking shall implement the IRB Approach in respect of all exposures, except those referred to in Paragraph 148. Upon receipt of the Commission’s approval, the IRB Approach may be rolled out in respect of the following:

115.1. across various exposure classes referred to in Paragraph 120 in a structural unit of the institution or an entity of the consolidation group;

115.2. in various structural units of the institution or in the entities of the consolidation group that is supervised by the Commission on a consolidated basis;

115.3. those exposures to entities, institutions, central governments and central banks to which the institution itself is entitled to established LGD or conversion factors;

115.4. in the pool of retail exposure class, in respect of the exposures to which different correlations used for the calculation of risk weights shall be applied in accordance with Paragraphs 10–13 of Section 1 of Annex 6.

116. Roll out of the IRB Approach as set out in Paragraph 115 shall be carried out within a reasonable period of time that shall be agreed with the Commission. Possibility to roll out the IRB Approach shall not be used for the reduction of capital requirements for credit risk. 

117. Where an institution uses the IRB Approach to any exposure class, it shall use the IRB Approach also to equity securities.
118. In line with Paragraphs 115–117 and 148, where an institution has received an approval in accordance with Paragraphs 111–114 for using the IRB Approach, it shall not revert to the SA for the calculation of the risk–weighted exposure amount, except in cases when it can demonstrate a good cause and upon receipt of the Commission’s approval for reverting to the SA.

119. In line with Paragraphs 115, 116 and 148, where an institution has received an approval in accordance with Paragraph 113 for using own estimates of LGD and conversion factors, it shall not revert to the LGD and the conversion factors referred to in Paragraph 136, except in cases when it can demonstrate a good cause and upon receipt of the Commission’s approval for these changes.

Exposure Classes

120. An institution shall assign each exposure to one of the following classes:

120.1. claims or contingent claims against central governments or central banks;

120.2. claims or contingent claims against institutions;

120.3. claims or contingent claims against entities, except the claims included under Paragraph 120.4;

120.4. the pool of retail exposures claims or contingent claims;

120.5. equity securities;

120.6. securitisation positions;
120.7. other non–credit obligation assets.
121. The following exposures shall be treated as exposures to central governments and central banks:

121.1. exposures to regional governments and local authorities or public sector entities which, in accordance with the SA rules, shall be treated as exposures to central governments.

(As amended by the Regulations No. 173 of the Board of the Financial and Capital Market Commission of 14.12.2007 taking effect on 20.12.2007). 
121.2. exposures to multilateral development banks and international organisations which, in accordance with the SA rules, shall be assigned a risk weight of 0%.

122. The following exposures shall be treated as exposures to institutions:

 122.1. exposures to regional governments and local authorities which are not treated as exposures to central governments in accordance with the SA rules;

122.2. exposures to public sector entities which are treated as exposures to institutions in accordance with SA rules;

122.3. exposures to multilateral development banks to which a 0% risk weight is not assigned in accordance with the SA rules.

123. To be eligible for a pool of retail exposure, an exposure shall meet the following conditions:
123.1. a counterparty of the exposure shall be either a private person or a SME, provided that in the case of the SME the total amount owed by the obligor client or a group of connected clients to the institution, its parent undertaking, its subsidiary undertakings and subsidiary undertakings of the parent undertaking, including any past due exposures but excluding exposures secured with a residential real estate collateral, shall not exceed EUR 1 million euros, to the knowledge of the institution which shall have taken reasonable steps to obtain information on such exposures;
123.2. the institution’s risk management treats consistently and in a similar manner for all pools of exposures, and treats the pool as a single set;

123.3. they are not managed individually as exposures to entities;

123.4. they each represent one of a significant number of similarly managed exposures;

123.5. the present value of the future leasing payments of the counterparties that comply with the requirements of Paragraph 123.1 shall be eligible for inclusion in the pool of retail exposures.

124. The following exposures shall be classed as equity exposures:

124.1. non–debt exposures conveying a subordinated, residual claim against the assets or income of the issuer;

124.2. debt instruments whose economic substance is similar to the exposures specified in Paragraph 124.1.

125. Within the class of exposures to entities, specialised lending exposures shall be singled out, i. e., exposures which possess the following characteristics: 

125.1. the exposure is to a legal entity which was created specifically to finance or operate physical assets;

125.2. the contractual arrangements give the lender a substantial degree of control over the financed assets and the income that they generate;

125.3. the primary source of repayment of the obligation is the income generated by the financed assets rather than the entity’s capacity to meet the liabilities that is independent on the financed assets.

126. Any claims or contingent claims that are not included in the exposure classes referred to in Paragraphs 120.1, 120.2 and 120.4–120.6 shall be included in the exposure class referred to in Paragraph 120.3.

127. The residual value of leased properties shall be assigned to the exposure class referred to in Paragraph 120.7 unless it is included in the lease exposures in accordance with the provisions of Paragraph 68 of Section 3 of Annex 6.

128. The methodology used by an institution for assigning exposures to different exposure classes shall be appropriate and consistent.

Calculation of the Risk–weighted Value

129. To establish capital requirements for credit risk, the risk–weighted value of the exposures belonging to one of the exposure classes referred to in Paragraphs 120.1–120.5 or 120.7, except those exposures that are a reduction of own funds, shall be calculated in accordance with Paragraphs 1–27 of Section 1 of Annex 6.

130. To establish capital requirements for dilution risk, the risk–weighted value of the purchased receivables shall be calculated in accordance with Paragraph 28 of Section 1 of Annex 6. Where an institution has concluded a contract for purchasing receivables and has full recourse in respect of the purchased receivables for default risk and for dilution risk, i. e., the seller of the receivables undertakes to cover all losses associated with the recovering of debts, the requirements of Paragraphs 135–153 in relation to the purchased receivables shall not apply and the exposure shall be treated as a collateralised exposure to the seller of the receivables.
131. The calculation of the risk–weighted value for credit risk and dilution risk shall be based on the relevant parameters associated with the respective exposure. They shall include PD, LGD, M and the exposure value. An institution shall be entitled to establish PD and LGD itself in accordance with Section 2 of Annex 6.

132. Notwithstanding the requirements of Paragraph 131, the calculation of the risk– weighted value for the exposures belonging to the exposure class referred to in Paragraph 120.5 shall be calculated in accordance with Paragraphs 17–26 of Section 1 of Annex 6 subject to approval of the Commission. The Commission shall only allow use the approach set out in Paragraphs 25 and 26 of Section 1 of Annex 6 provided that the institution meets the minimum requirements set out in Paragraphs 193–201 of Section 4 of Annex 6.

133. Notwithstanding the requirements of Paragraph 131, the calculation of the risk– weighted exposure amount for a specialised lending exposure may be calculated in accordance with the provisions of Paragraph 6 of Section 1 of Annex 6.

134. In respect of exposures belonging to the exposure classes referred to in Paragraphs 120.1–120.4 an institution shall apply its own estimate of PD in accordance with Paragraphs 111–114 and of Section 4 of Annex 6.

135. In respect of exposures belonging to the exposure class referred to in Paragraph 120.4 an institution shall provide its own estimates of LGD and conversion factors in accordance with Paragraphs 111–114 and of Section 4 of Annex 6.

136. In respect of exposures belonging to the exposure classes referred to in Paragraphs 120.1–120.3 an institutions shall apply the LGD as set out in Paragraph 44 of Section 2 of Annex 6 and the conversion factors as set out in Paragraphs 72.1–72.4 of Section 3 of Annex 6.

137. Notwithstanding the requirements of Paragraph 136 in respect of all exposures belonging to the exposure classes referred to in Paragraphs 120.1–120.3 the Commission may allow an institution use its own estimates of LGD and conversion factors provided that it meets the requirements of Paragraphs 111–114 and of Section 4 of Annex 6.

138. The risk–weighted exposure amount for exposures to securitisation positions shall be calculated in accordance with the provisions of Section 5 of this Chapter.

139. Where requirements that arise by obtaining CIU that meet the criteria set out in Paragraph 15.2 of Section 1 of Annex 2 and an institution is aware of the structure of the actual investments of the CIU, the risk–weighted value and the EL amount shall be calculated for each actual investment under the methods set out in Paragraphs 111–147 of this Section. Where a CIU does not meet the criteria set out in Paragraph 15.2 of Section 1 of Annex 2, but the institution is aware of all of the structure of the actual investments of the CIU, it shall calculate the risk–weighted value of CIU as follows: 
139.1. for actual investments in equity exposures that comply with the exposure class referred to in Paragraph 120.5, the risk–weighted value and the EL amount shall be calculated under the approach set out in Paragraphs 19–21 of Section 1 of Annex 6. Where for this purpose an institution is unable to differentiate between ETE equity exposures, PE equity exposures whose portfolio is diversified and other equity exposures, it shall treat all actual investments concerned as other equity exposures;

139.2. in respect of all other actual investments of the CIU the risk–weighted value shall be established under the SA subject to the following modifications:

139.2.1. actual investments are assigned to the appropriate SA exposure classes and assigned the risk weight that matches the credit quality step immediately above the credit quality step that would normally be assigned to the exposure under the SA,

139.2.2. actual investments that are assigned to a higher credit quality steps to which a risk weight of 150 % would normally be attributed, are assigned a risk weight of 200%.

140. Where CIU do not meet the criteria set out in Paragraph 15.2 of Section 1 of Annex 2 or an institution is not aware of the actual investments of the CIU, the institution shall calculate the risk–weighted value and the EL amount for each known actual investment under the approach set out in Paragraphs 19–21 of Section 1 of Annex 6. Where for those purposes, an institution is unable to differentiate between equity exposures, ETE equity exposures and PE equity exposures whose portfolio is diversified, it shall treat the exposures concerned as other equity exposures but investments other than investments in equity securities shall be assigned to one of the classes (of ETE equity exposures, PE equity exposures whose portfolio is diversified, and of other equity exposures) referred to in Paragraph 19 of Section 1 of Annex 6 in view of investment risk. Where CIU or part of the actual investment is not known, it shall be assigned to the class of other equity exposures. 

141. As an alternative to the method described in Paragraph 140, an institution shall be entitled to calculate the average risk–weighted value of CIU similar with the methods described in Paragraphs 15.3 or 15.4 of Annex 2 by adjusting risk weights in accordance with the provisions of Paragraphs 139.1 and 139.2 and by assigning CIU or part of the actual investment that is not known to the class of other equity exposures. An institution shall be entitled to calculate the average risk–weighted value of CIU itself or rely on the calculations and reports of third parties provided that the accuracy of calculations and reports is ensured.

Establishing the Expected Loss (EL) Amount 

142. The EL amount for the exposures belonging to one of the exposure classes referred to in Paragraphs 120.1–120.5 of the Regulations shall be calculated under the methods set out in Paragraphs 29–35 of Section 1 of Annex 6.

143. The calculation of EL amounts in accordance with Paragraphs 29–35 of Section 1 of Annex 6 shall be based on PD, LGD and the exposure value used for the calculation of the risk–weighted value in accordance with Paragraphs 129–141. Where an institution uses its own estimate of LGD for defaulted exposures, the EL amount shall be the institution's estimate of the loss expected on default whose amount shall be established in accordance with Paragraph 157 of Section 4 of Annex 6 (hereinafter, EL best estimate)

144. The EL amount for a securitisation position shall be calculated in accordance with Section 5 of this Chapter.

145. The EL amount for exposures belonging to the exposure class referred to in Paragraph 120.7 shall be zero.

146. The EL amount for dilution risk of the purchased receivables shall be calculated in accordance with Paragraph 35 of Section 1 of Annex 6.

147. The EL amount for the exposures referred to in Paragraphs 139–141 shall be calculated under the methods referred to in Paragraphs 29–35 of Section 1 of Annex 6.

Exposures to which the SA may be Used upon the Approval for Using the IRB Approach

148. Subject to the approval of the Commission, an institution permitted to use the IRB Approach to calculating the risk–weighted value and the expected loss amount for one or more exposure classes shall be entitled to apply the SA in the following cases:

148.1. the exposure class referred to in Paragraph 120.1 where the number of material counterparties is limited and it would be unduly burdensome for the institution to implement a rating system for these counterparties;

148.2. the exposure class referred to in Paragraph 120.2 where the number of material counterparties is limited and it would be unduly burdensome for the institution to implement a rating system for these counterparties;

148.3. the exposures in non–significant structural units as well as exposure classes whose size and risk profile are immaterial;

148.4. the exposures to the central government of the Republic of Latvia and state agencies of the Republic of Latvia;

148.5. the exposures to a counterparty which is a parent undertaking of the institution, a subsidiary undertaking or a subsidiary undertaking of the parent undertaking provided that the counterparty is an institution or a financial holding company, a financial institution or an ancillary services undertaking subject to consolidated supervisions;

148.6. the holding in the equity of entities or institutions claims against which qualify for a 0% risk weight (including in those publicly sponsored entities or institutions claims against which may be assigned a 0% risk weight);

(As amended by the Regulations No. 173 of the Board of the Financial and Capital Market Commission of 14.12.2007 taking effect on 20.12.2007) 
 
148.7. the holding in the equity of entities or institutions that are engaged in state programmes for promoting specified sectors of the economy that provide significant subsidies for the investment. This equity investment involves some form of government oversight and restrictions and total investment value shall not exceed 10% of the sum of Tier I own funds and Tier II own funds;

(As amended by the Regulations No. 173 of the Board of the Financial and Capital Market Commission of 14.12.2007 taking effect on 20.12.2007) 
 
148.8. state and state–reinsured guarantees that meet the requirements of Paragraph 37 of Section 2 of Annex 3;

148.9. an institution shall be entitled to use the SA to the equity exposures of entities of other member states provided that the application is permitted by the regulatory requirements of the respective member state.

149. For the purposes of Paragraph 148 the class of equity exposures is considered material if their average value during the previous year, excluding holding of the equity arising under the state programmes referred to in Paragraph 148.7, exceeds 10% of the institution's own funds. Where the number of those investments is less than 10, that threshold shall be 5% of the institution's own funds.

(As amended by the Regulations No. 173 of the Board of the Financial and Capital Market Commission of 14.12.2007 taking effect on 20.12.2007).
Section 4. Credit Risk Mitigation

150. For the purposes of this Section, a lending institution is the institution which has the exposure in question, whether or not deriving from a loan.

151. An institution that uses the SA under Paragraphs 88–100 uses the IRB Approach under Paragraphs 111–149, but does not use own estimates of LGD and conversion factors, shall be entitled to recognise credit risk mitigation in accordance with the requirements of this Section when calculating the risk–weighted exposure amount for the purposes of determining capital requirements for credit risk or for establishing the EL amount to calculate the amounts to be included in own funds calculation in accordance with Paragraph 36 of Section 1 of Annex 6.

152. The methods used by the lending institution to provide credit protection and the policies and procedures developed by it shall ensure that credit protection arrangements are legally effective and enforceable in all relevant jurisdictions.

153. The lending institution shall take measures to ensure effectiveness of the credit protection arrangement and to address related risks.

154. In the case of funded credit protection, assets that are recognised as eligible shall be sufficiently liquid and their value over time shall be sufficiently stable to provide appropriate credit protection achieved having regard to the method whereby the risk–weighted value is calculated and the degree of recognition is allowed. Eligibility shall be limited to the assets set out in Section 1 of Annex 3.

155. In the case of funded credit protection, the lending institution shall have the right to sell or retain, in a timely manner, the assets that ensure protection in the event of default, insolvency or bankruptcy or other credit event set out in the transaction documentation. These rights shall apply to the assets in the custodian holding. The degree of correlation between the value of the assets relied upon for protection and the obligor’s creditworthiness shall not be unduly high.

156. In the case of unfunded credit protection, the protection provider shall be reliable and the protection agreement shall be legally effective and enforceable in all relevant jurisdictions, in view of the methods whereby the risk–weighted exposure amount is calculated and the degree to which recognition is allowed. Eligibility shall be limited to the protection providers and types of protection agreement set out in Section 1 of Annex 3.

157. The lending institution that applies credit risk mitigation methods to establishing capital requirements for credit risk shall ensure that the minimum requirements set out in Section 2 of Annex 3 are met.

158. Where the requirements of Paragraphs 150–157 are met, the calculation of the risk–weighted exposure amount, and, as relevant, of the EL amount, may be modified in accordance with Section 3 of Annex 3.

159. No exposure in respect of which credit risk mitigation is obtained shall produce a higher risk–weighted exposure amount or EL amount than of an identical exposure in respect of which there is no credit risk mitigation.

160. Where the calculation of the risk–weighted exposure amount already takes account of the credit protection under Paragraphs 88–110 (under the SA) or the IRB Approach, that credit protection shall not be additionally recognised when establishing credit risk mitigation effect in accordance with the provisions of this Section.

Section 5. Securitisation

161. Where an institution uses the SA set out in Paragraphs 88–110 for the calculation of the risk–weighted value for the exposure in the class to which the securitised exposures would be assigned under Paragraph 97.13, it shall calculate the risk–weighted value for a securitisation position in accordance with Paragraphs 16–50 of Section 4 of Annex 4. In all other cases it shall calculate the risk–weighted value in accordance with Paragraphs 16–20 and 51–92 of Section 4 of Annex 4.

162. Where an institution takes over from the originator institution a significant credit risk associated with securitised exposures in accordance with Section 2 of Annex 4, it shall be entitled to the following:

162.1. in the case of a traditional securitisation, exclude the exposures subject to securitisation from its calculation of the risk–weighted value and, as relevant, of the EL amount;

162.2. in the case of a synthetic securitisation, calculate the risk–weighted value and, as relevant, the EL amount in respect of the securitised exposures in accordance with Section 2 of Annex 4.

163. Where the provisions of Paragraph 162 of the Regulations apply, the originator institution shall calculate the risk–weighted value, as prescribed in Annex 4 of the Regulations, for the positions that it may hold in the securitisation. Where the originator institution fails to transfer significant credit risk in accordance with Paragraph 162, it need not calculate the risk–weighted value for the positions it may have in the securitisation.

164. To calculate the risk–weighted value of a securitisation position, the risk weights shall be assigned to the exposures that form the position in accordance with Annex 4, based on their credit quality steps which may be determined by reference to an ECAI ratings or otherwise, as set out in Annex 4.

165. An exposure in each tranche shall be treated as a separate securitisation position and the providers of credit protection shall be considered to hold positions in the securitisation. Securitisation positions shall include exposures to a securitisation arising from interest rate or foreign exchange derivative instruments.

166. Where a securitisation position is subject to funded or unfunded credit protection, the risk weight to be applied to that position may be changed based on Paragraphs 150–160 of the Regulations in conjunction with Annex 4.

167. The risk–weighted value of the securitisation position, except those that constitute a reduction of own funds in accordance with Paragraph 348.7 of the Regulations, shall be included in the institution's total risk–weighted value that is calculated in accordance with Paragraph 73.1.

168. An ECAI rating may be used to determine the risk weight of a securitisation position in accordance with Paragraphs 164–167 only where the ECAI has been recognised as eligible by the Commission for this purpose in accordance with Article 35.1 of the Credit Institution Law.

169. The use of ECAI ratings for the calculation of an institution's risk–weighted value under Paragraphs 164–167 shall be consistent and in line with the requirements of Section 3 of Annex 4. Ratings shall not be used selectively.

170. Where there is a securitisation of revolving exposures subject to an early amortisation provision, the originator institution shall calculate, in accordance with Annex 4, an additional risk–weighted value as credit risk may increase as a result of the early amortisation.

171. For those purposes of Paragraph 170, a revolving exposure is an exposure whereby the borrower’s outstanding balances are permitted to fluctuate within certain credit limits depending on the decisions to borrow and repay a loan, and an early amortisation provision shall be a contractual clause which requires, on the occurrence of defined events, investors' positions to be repaid/closed before the original maturity of the securities issued.

172. An originator institution which has made use of Paragraph 162 in the calculation of the risk–weighted exposure amount or a sponsor institution shall not provide support to the securitisation beyond its contractual obligations in order to reduce the potential or actual losses to investors.

173. Where an originator institution or a sponsor institution fails to comply with the provisions of Paragraph 172 in respect of a securitisation, the Commission shall require it, at a minimum, to hold capital against all of the securitised exposures as if they had not been securitised. The institution shall disclose publicly that it has provided non–contractual support and the regulatory capital impact of having done so.

Chapter 3. Minimum Capital Requirements for Market Risks

Section 1. Calculation of Capital Requirement for Position Risk

1. Calculation of Positions 

174. The net position in a debt security or an equity security is the excess of the long position over the short position in the respective security.

175. The derivative instrument whose underlying asset is a debt security or an equity security shall be included in the calculation of capital requirements for position risk as the position in the underlying asset that may be offset with the position in the respective security or obligation.

176. Interest rate futures and forward rate agreements and forward agreements to sell or buy debt securities shall be included in the calculation of the net position in the respective debt security as a combination of long and of short positions. For example:

176.1. the purchased interest rate future shall be included in the calculation as a borrowing (short position) maturing on the delivery date of the futures and as an asset (long position) with residual maturity until the redemption date of the underlying asset of the future. When calculating capital requirements for specific risk and general risk of an interest rate future, both positions shall be reflected as the first class positions in debt securities as in Table 2;

176.2. the sold forward rate agreements shall be included in the calculation as a long position with residual maturity on the settlement date plus the contract period and as a short position with residual maturity on the settlement date. For the purpose of calculating capital requirement for specific risk and general risk of a forward rate agreement, both positions shall be reflected as the first class positions in securities as in Table 2;

176.3. a forward commitment to buy a debt security shall be included in the calculation as a borrowing (short position) maturing on the delivery date and as a long position in the respective debt security with residual maturity until the redemption date of that debt security. For the purpose of calculating capital requirement for specific risk and general risk of the forward commitment to buy a debt security, the short position shall be reflected as the first class position in debt securities as in Table 2 and the long position shall be reflected as a position in a debt security with a class appropriate to its issuer, as in Table 2.

177. An interest rate swap whereby an institution receives a floating interest rate and pays a fixed interest rate shall be treated as a long position in a security with a floating interest rate and redemption date on the next revision date of the interest rate and as a short position in a security with a fixed interest rate and with residual maturity until the maturity of the contract. Both positions shall be reflected as the first class positions in securities as in Table 2.

178. Options shall be included in the calculation of the net position as delta equivalent of the underlying asset provided that the delta equivalent is established in the stock exchange or the Commission has issued its approval for using the assessment model of options. 

179. Where an institution does not have the Commission’s approval for using the assessment model of options, it shall not include options for which delta equivalent established in the stock exchange is not available, when calculating the net position in the underlying asset.

180. A position in warrants shall be included in the calculation of the net position as options.

181. Securities or title to such securities that are included in the trading book that are sold pursuant to a contract for the repurchase of assets or lent pursuant to a securities lending contract shall be included in the position in the respective security.

182. Credit derivative instruments shall be included in the calculation of the position in reference obligation or in debt securities as follows:

182.1. where a counterparty (seller of the protection against credit risk, hereinafter, the protection seller) assumes credit risk, the notional amount of the credit derivative instrument shall be used to calculate capital requirements for market risk unless otherwise indicated further. When calculating capital requirements for specific risk, the maturity of the credit derivative instrument shall be used instead of the maturity of the obligation, except in respect of total return swaps. Positions shall be determined as follows:

182.1.1. a total return swap creates a long position in the reference obligation subject to general risk and a short position subject to general risk that is reflected as the first class position of central government debt securities with a 0% risk weight, as in Table 2, and whose maturity is equal to the period until the next interest rate revising. This instrument generates a long position in reference obligation subject to specific risk;

182.1.2. a credit default swap does not create a position subject to general risk. The position subject to specific risk shall be reflected in the calculation as a synthetic long position in an obligationof the reference entity, i. e., a position made of the total obligation of an entity, except when the credit derivative instrument has an external assessment (rating) and it meets the conditions for a qualifying debt security. In that case, a long position in the credit derivative instrument subject to specific risk shall be included in the calculation. Where the contract establishes payment of a premium or interest, these cash flows shall be reflected as respective central government debt securities positions;

182.1.3. a single name credit linked note creates a long position in this note itself subject to general risk, like in the case of an interest rate financial instrument. A synthetic long position subject to specific risk is created in the obligation of the reference entity. In addition, a long position in the issuer of the note subject to specific risk is created. Where a note related to credit risk has an external assessment (rating) and it meets the conditions for a qualifying debt security, that note shall create a long position that is subject only to the specific risk of the note;

182.1.4. a multiple name credit linked note that provides proportional protection of obligations of reference entities creates a long position in the issuer of the note subject to specific risk and a long position in the obligation of each reference entity subject to specific risk whose amount shall be established in proportion of the obligation of each reference entity in total obligations by applying that proportion to the notional value of the credit derivative instrument. Where a position in one reference entity is made of several obligations to which different risk weightings apply, the highest weighting shall be applied to that position. Where a multiple name credit linked note has an external assessment (rating) and it meets the conditions for a qualifying debt security, the long position in the issuer of that note subject to specific risk shall be included in the calculation;

182.1.5. a first–asset–to–default credit derivative instrument creates a long position in the obligation of each reference entity subject to specific risk. Where the maximum credit event payment is lower than the capital requirement under the method set out in the first sentence of this Paragraph, the maximum payment amount may be considered as the capital requirement for specific risk;

182.1.6. a second–asset–to–default credit derivative instrument creates a long position in the obligation of each entity, less one with the lowest capital requirement for specific risk, subject to specific risk. Where the maximum credit event payment is lower than the capital requirement under the method referred to in the first sentence of this Paragraph, this amount may be considered as the capital requirement for specific risk;

182.1.7. where the first or the second asset to default credit derivative instrument has external assessment and it meets the conditions for a qualifying exposure, only the long position in the issuer of the instrument subject to specific risk shall be included in the calculation;

182.2. where a counterparty (the buyer of the protection against credit risk, hereinafter, the protection buyer) transfers (sells) credit risk, positions shall be determined as a mirror image of the protection seller, except in respect of credit linked notes that do not entail a short position in the issuer. Where the provisions of the credit derivative instrument establish that at a specified time a seller is allowed a call option and it is maintained throughout the rest of the protection time, that time shall be considered as the maturity of the protection. In respect of n–th to default credit derivative instrument the protection buyer shall be allowed to offset capital requirements for specific risk of the n–1 obligation of reference entity (i. e., n–1 with the lowest capital requirement for specific risk).

183. Upon receipt of the Commission’s approval, an institution that daily marks to market the derivative instruments referred to in Paragraphs 176(179 and manages their interest rate risk on the basis of the discounted cash flow of these instruments shall be entitled to use sensitivity models to determine the positions in these instruments and shall be entitled to use such models for all debt securities that are repaid gradually over their residual life (amortised value) instead of one repayment of the principal. That model generates positions that have the same sensitivity to interest rate changes as the cash flows of the modelled derivative instruments. This sensitivity shall be assessed on the basis of independent movements of sample rates across the yield curve that ensure a change of one point in interest rates in each maturity band set out in Table 3. The positions determined by means of the model shall be included in the calculation of capital requirements under one of the methods referred to in Paragraphs 198(204.
184. When calculating the net position in debt securities or equity securities, the opposite positions in the same type of securities may be netted. Securities of the same type are debt securities or equity securities that simultaneously comply with all of the following requirements:

184.1. they are issued by the same issuer; 

184.2. the same provisions for recovering funds have been established for them in the case of bankruptcy, liquidation or self–liquidation of the issuer;

184.3. they are denominated in the same currency; 

184.4. they are debt securities with the same residual maturity to redemption and interest payment schedule;

184.5. they are debt securities that, in the case of a fixed interest rate, have the same coupon interest rate (the difference of not more than 0,15 percentage points) or, in the case of a floating interest rate, have the same basis for establishing interest rates (e. g., LIBOR).

185. Before offsetting positions in a security in accordance with the provisions of Paragraph 184, an institution, upon receipt of the Commission’s approval, shall be entitled to fully offset positions in the same type of derivative instruments where these derivative instruments have the same underlying asset, the positions are of the same nominal value and they are denominated in the same currency and meet the following conditions:

185.1. the difference between the closing dates of derivative instrument positions does not exceed seven days;

185.2. the underlying assets of swaps and OTC forward rate agreements:

185.2.1. in the case of a fixed interest rate, have the same coupon interest rate (the difference of not more than 0,15 percentage points) or, in the case of a floating interest rate, the same basis for establishing interest rates (e. g., LIBOR);

185.2.2. the term between the residual maturity until closing of the fixed interest rate position and the residual maturity of the current revision of the floating interest rate does not exceed the permissible difference as set out in Table 1.  

Table 1. Permissible difference between maturities

	No.
	Residual maturity
	Permissible difference between maturities

	1.
	<1 month
	0

	2.
	(1 month (1 year
	7 days

	3.
	(1 year
	30 days


186. Where an institution does not include delta equivalent of the option of the respective securities in the calculation of the net position in the securities, it shall not be entitled to apply the offsetting procedure referred to in Paragraph 184 to the positions in these options. 

187. All net positions denominated in foreign currencies shall be calculated in lats at the exchange rate set by the Bank of Latvia. 

2. Procedure for Calculating Capital Requirements

2.1. Debt Security Positions 

188. An institution shall calculate and observe capital requirements for specific risk and for general risk of the positions in debt securities and assets which are in its trading book and whose value depends on interest rate changes, and for general risk of interest rate, interest rate index, foreign exchange and commodity derivative instruments and of the debt securities issued by the institution itself. (See Annex 10 for the provisions for calculating capital requirements for specific risk and for general risk depending on the underlying asset of the derivative instrument.)

189. The net positions in debt securities shall be classified depending on the currency in which they are denominated and capital requirements for specific risk and for general risk shall be calculated separately for each currency position. 

2.1.1. Specific Risk

190. Capital requirements for specific risk of debt securities shall be calculated as follows:

190.1. every net position that is calculated in accordance with the provisions of Paragraphs 174(187 shall be assigned to one of the categories set out in Table 2 and multiplied with the appropriate weighting;

190.2. the sum of the absolute values of the weighted long and weighted short positions shall be calculated.

Table 2. Weightings applied for the calculation of capital requirements for specific risk of debt securities 

	No.


	Category
	Capital charge

(%)

	1.
	Debt securities guaranteed by the central government or issued by central governments, central banks, multilateral development banks or Member States' regional governments or local authorities which would qualify for credit quality step 1 or which would receive a 0% risk weight under the SA rules for calculating capital requirements for credit risk.
	0,00

	2.
	Debt securities issued or guaranteed by central governments, issued by central banks, international organisations, multilateral development banks or Member States' regional governments or local authorities which would qualify for credit quality step 2 or 3 under the SA rules for calculating capital requirements for credit risk, and debt securities issued or guaranteed by institutions which would qualify for credit quality step 1 or 2 under the SA rules for calculating capital requirements for credit risk, and debt securities issued or guaranteed by institutions which would qualify for credit quality step 3 under the SA rules for calculating capital requirements for credit risk, and debt securities issued or guaranteed by entities which would qualify for credit quality step 1 or 2 under the SA rules for calculating capital requirements for credit risk, and other qualifying debt securities that comply with the requirements of Paragraph 194.
	0,25 % (residual term is six months or less)

1,00 % (residual term is greater than six months and up to and including 24 months)

1,60 % (residual term  exceeds 24 months)

	3.
	Debt securities issued or guaranteed by central governments, issued by central banks, international organisations, multilateral development banks or Member States' regional governments or local authorities or institutions which would qualify for credit quality step 4 or 5 under the SA rules for calculating capital requirements for credit risk, and debt securities issued or guaranteed by institutions which would qualify for credit quality step 3 under the SA rules for calculating capital requirements for credit risk when using CGR Method, and debt securities issued or guaranteed by entities which would qualify for credit quality step 3 or 4 under the SA rules for calculating capital requirements for credit risk.

Exposures for which a credit assessment by an eligible ECAI is not available.
	8,00

	4.
	Debt securities issued or guaranteed by central governments, issued by central banks, international organisations, multilateral development banks or Member States' regional governments or local authorities which would qualify for credit quality step 6 under the SA rules for calculating capital requirements for credit risk, and debt securities issued or guaranteed by entities which would qualify for credit quality step 5 or 6 under the SA rules for calculating capital requirements for credit risk.
	12,00


191. Where an institution is allowed to apply the IRB Approach to calculating capital requirements for credit risk, it shall apply the risk weighting to the exposures of the obligor that matches the quality step to which PD under the IRB Approach applies and shall be equivalent to the appropriate SA quality step.

192. Debt securities other than qualified debt securities under Paragraph 194 shall be subject to 8% or 12% capital requirement for specific risk in accordance with Table 2.

193. In respect of exposures in the securitisation position that are a reduction of own funds or to which a risk weighting of 1 250% as set out in Section 4 of Annex 4 applies, the calculated capital requirement shall not be less than the one established in that Annex. Also in respect of credit lines as liquidity facilities for which ECAI rating is not available, capital requirements shall not be less than the ones set out in Section 4 of Annex 4.

194. Qualifying debt securities are the debt securities making the following positions:

194.1.long and short positions in debt securities to which, under the SA, a quality step corresponding to at least the ECAI investment grade applies (see Annex 11);

194.2. long and short positions in debt securities which, under the IRB Approach, have a PD which is not higher than that of the debt securities referred to in Paragraph 194.1;

194.3. long and short positions in debt securities for which an ECAI rating is not available and which meet the following conditions:

194.3.1. the positions are sufficiently liquid;

194.3.2. the quality of the debt securities, according to the institution's own discretion, is at least equivalent to that of the debt securities referred to in Paragraph 194.1;

194.3.3. debt securities are listed on at least one regulated market in a Member State or on a recognised stock exchange of a country listed in Annex 5;

194.4. long and short positions in the debt securities issued by institutions subject to the capital adequacy requirements set out in Directive 2006/48/EC provided that these debt securities are sufficiently liquid and their quality is at least equivalent to that of the debt securities referred to in Paragraph 194.1;

194.5. debt securities of an institutions whose quality is equivalent or higher than quality step 2 under the SA where the issuing institution complies with the capital adequacy requirements set out in Directive 2006/48/EC;

194.6. the Commission shall verify the procedure whereby debt securities are treated as qualifying securities and shall overturn the judgment of the institution where it considers that the specific risk of the debt securities concerned is too high or does not meet other specified criteria.

195. The institution shall apply the maximum weighting shown in Table 2 of Paragraph 190 where there are signs of the issuer’s insolvency.

2.1.2. General Risk

196. Capital requirements for general risk of debt securities shall be determined by using the Maturity Based Method or, upon the Commission’s approval, the Duration Based Method.

197. The chosen method for calculating capital requirements for general risk of debt securities (either the Maturity Based or the Duration Based) shall be applied consistently and it may be changed only in exceptional cases upon the Commission’s approval.

The Maturity Based Method  

198. Under the Maturity Based Method, capital requirements for general risk of debt securities shall be calculated as follows: 
198.1. all net positions in debt securities shall be assigned to appropriate maturity bands (see Table 3) taking into account the following conditions:

198.1.1. whether the coupon interest rate of a debt security is less, equal to or more than 3%. Discounted securities shall be disclosed in the column “Coupon interest rate less than 3%”;

198.1.2. what is the residual maturity. For debt securities with a fixed interest rate it shall be the residual maturity to redemption. For debt securities with a floating interest rate it shall be the residual maturity until the periodic interest rate revision;

198.2. all net positions in debt securities shall be multiplied with the weighting corresponding to the maturity band in which the respective net position has been assigned; 

198.3. for each maturity band the sum of weighted long positions and the sum of weighted short positions shall be calculated;

198.4. in each maturity band the matched weighted position of the sum of the weighted long positions and of the sum of the weighted short positions shall be established as the smaller absolute value of the sums of the weighted long positions and of the weighted short positions. The excess of the sum of weighted long (short) positions in the maturity band over the matched weighted position in the maturity band is the unmatched weighted long (short) position in the maturity band;

198.5. in each zone unmatched weighted long positions and weighted short positions in each maturity band shall be summed separately and for each zone the matched weighted position of the zone shall be calculated as the smaller absolute value of the sum of unmatched weighted long positions and unmatched weighted short positions in the maturity band. The excess of the unmatched weighted long (short) position of the zone over the matched weighted position of the zone shall be the unmatched weighted long (short) position of the zone;

198.6. the matched weighted position between zones I and II shall be calculated as the smaller absolute value of the unmatched long (short) positions of zone I and unmatched weighted long (short) positions of zone II; 

198.7. where, after the matched weighted position between zones I and II has been determined, the unmatched weighted long (short) position stays in zone II, the matched weighted position between zones I and II shall be calculated as the smaller absolute value of unmatched weighted long (short) position of zone II and unmatched weighted short (long) position of zone III; 

198.8. where, after the matched weighted position between zones I and II has been determined, the unmatched weighted long (short) position stays in zone I and, after matched weighted position between zones II and III, the unmatched weighted short (long) position stays in zone III, the matched weighted position between zones I and III as the smaller absolute value of the unmatched weighted long (short) position of zone I and unmatched short (long) position of zone III shall be calculated as the smaller absolute vale; 

198.9. the remaining unmatched weighted positions in all zones shall be summed;

198.10. capital requirements for general risk of debt securities shall be summed from the following components:

198.10.1. 10% of the matched weighted position of each maturity band;

198.10.2. 40% of the matched weighted position of zone I;

198.10.3. 30% of the matched weighted position of zone II;

198.10.4. 30% of the matched weighted position of zone III;

198.10.5. 40% of the matched weighted position between zones I and II;

198.10.6. 40% of the matched weighted position between zones II and III;

198.10.7. 150% of the matched weighted position between zones I and III;

198.10.8. the sum of remaining unmatched weighted positions.

Table 3. Zones, maturity bands and weights for the calculation of capital requirements for general risk of debt securities under the Maturity Based Method

	Zone
	Maturity band
	Weighting

(%)
	Assumed interest rate change (%)

	
	coupon interest rate 3% and more
	coupon interest rate less than 3%
	
	

	I
	0≤  1 month

>1≤  3 months

>3≤  6 months

>6≤  12 months
	0≤  1 month

>1≤  3 months

>3≤  6 months

>6≤  12 months
	0,00

0,20

0,40

0,70
	(
1,00

1,00

1,00

	II
	>1≤  2 years

>2≤  3 years

>3≤  4 years
	>1≤  1,9 years

>1,9≤  2,8 years

>2,8≤  3,6 years
	1,25

1,75

2,25
	0,90

0,80

0,75

	III
	>4≤  5 years

>5≤  7 years

>7≤  10 years

>10≤  15 years

>15≤  20 years

>20 years

(
(
	>3,6≤  4,3 years

>4,3≤  5,7 years

>5,7≤  7,3 years

>7,3≤  9,3 years

>9,3≤  10,6 years

>10,6≤  12 years

>12≤  20 years

>20 years
	2,75

3,25

3,75

4,50

5,25

6,00

8,00

12,50
	0,75

0,70

0,65

0,60

0,60

0,60

0,60

0,60


199. Under the Maturity Based Method, capital requirements for general risk of interest rate, interest rate index, foreign exchange and commodity derivative instruments shall be calculated as for debt securities.

The Duration Based Method

200. Under the Duration Based Method, capital requirements for general risk of debt securities shall be calculated as follows:

200.1. for each debt security the modified duration shall be calculated in accordance with the following formula:

	Dm  =
	D
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	1 + r
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where:

D – duration

Dm – modified duration,

r – yield to maturity calculated on the basis of the market value of debt securities and, where this debt security has a floating interest rate, on the assumption that the principal is due when the interest rate is periodically revised,

Ct – cash flow in t period,

m – number of periods to maturity for debt securities with a fixed interest rate or until the next periodic revision of interest rates for debt securities with a floating interest rate;   

200.2. each separate position in debt securities shall be included in one of the zones set out in Table 4 depending on the modified duration and the weighted position of the modified duration shall be calculated as the market value of the position that is multiplied with its modified duration and projected changes in interest rates; 

200.3. the sum of modified duration weighted long positions and the sum of modified duration weighted short positions shall be calculated in each zone. The smaller absolute value of the sums of the modified duration weighted long positions and of the sum of the modified duration weighted short positions of the zone shall be the matched modified duration weighted position of the zone;

200.4. the excess of the sum of the modified duration weighted long (short) positions of the zone over the matched modified duration weighted long (short) position of the zone shall be the unmatched modified duration weighted long (short) position of the zone;

200.5. the matched modified duration weighted position between zones I and II shall be calculated as the smaller absolute value of the unmatched modified duration weighted long (short) position of zone I and un the unmatched modified duration weighted short (long) position of zone II;

200.6. where, after the matched modified duration weighted position between zones I and II is determined, the unmatched modified duration weighted long (short) position remains in zone II, the matched modified duration weighted position between zones I and II shall be calculated as the smaller absolute value of the unmatched modified duration weighted long (short) position and the unmatched modified duration weighted short (long) position of zone III;

200.7. where, after the matched modified duration weighted position between zones I and II is determined, the unmatched modified duration weighted long (short) position remains in zone I and after the matched modified duration weighted positions between zones II and III is determined, the unmatched modified duration weighted short (long) position remains in zone III, the matched modified duration weighted position between zones I and III shall be calculated as the smaller absolute value of the unmatched modified duration weighted long (short) position of zone I and of the unmatched modified duration weighted short (long) position of zone III;

200.8. the sum of all remaining unmatched modified duration weighted positions across all zones shall be calculated;

200.9. capital requirements for general risk of debt securities shall be calculated as the sum of the following:

200.9.1. 2% of the matched modified duration weighted positions in each zone;

200.9.2. 40% of the matched modified duration weighted positions between zones I and II; 

200.9.3. 40% of the matched modified duration weighted positions between zones II and III;

200.9.4. 150% of the matched modified duration weighted positions between zones I and III;

200.9.5. the sum of the remaining unmatched modified duration weighted positions.

Table 4. Zones, modified duration and projected interest rate changes for the calculation of capital requirements for general risk of debt securities under the Duration Based Method

	Zone


	Modified duration (years)


	Projected interest rate changes (%)



	I
	>0≤ 1
	1,0

	II
	>1≤ 3,6
	0,85

	III
	> 3,6
	0,7


201. Under the Duration Based Method, capital requirements for general risk of interest rate, interest rate index, foreign exchange and commodities derivative instruments shall be calculated as for debt securities.

202. Capital requirements for debt securities and for interest rate, interest rate index, foreign exchange and commodities derivative instruments shall be calculated as the sum of the capital requirements calculated in accordance with the provisions of Paragraphs 190, 198 and 199 or of 200 and 201.

203. Where an institution includes delta equivalent of options in the calculation of the net positions in debt securities, it shall increase capital requirements for specific risk and for general risk, that have been calculated in accordance with the provisions of Paragraph 202, with capital requirements for gamma risk and vega risk of options that have been calculated in accordance with the Delta–plus Method (see Annex 8).

204. Where an institution does not include delta equivalent of options in the calculation of the net positions in debt securities, it shall increase capital requirements for specific risk and for general risk, that have been calculated in accordance with the provisions of Paragraph 203, with capital requirements for options in debt securities that have been calculated in accordance with the Simple Method for calculating capital requirements for options (see Annex 9). 

2.2. Positions in Equity Securities

205. An institution shall calculate and comply with the capital requirements for specific risk and for general risk of equity securities, except equity securities that are a reduction of own funds, and capital requirements for specific risk and for general risk of other financial instruments whose price depends on the changes in share prices (share index derivative instruments and other.).

206. The positions in equity securities shall be grouped depending on the country in whose register of entities or other similar register the issuer of securities has been registered (hereinafter, the national market). Capital requirements for specific risk and for general risk of equity securities shall be calculated separately for each national market.


2.2.1. Specific Risk

207. Capital requirements for specific risk of equity securities shall be calculated as follows:

207.1. the net long position or the net short position of each equity security shall be calculated in accordance with the provisions of Paragraphs 174(186;

207.2. the gross position for each national market shall be calculated as the sum of the absolute values of the net long positions and of the net short positions in equity securities of the respective national market;

207.3. capital requirements for specific risk of equity securities in the respective national market shall be calculated as representing 4% of the gross position in equity securities of the national market;

207.4. notwithstanding the provisions of Paragraph 207.3, capital requirements for specific risk of equity securities shall be calculated as representing 2% of the gross position in equity securities for the portfolio that meets the following conditions:

207.4.1. it does not contain equity securities whose issuer has issued only debt securities that are currently included in the category for 8% or 12% risk weightings in Table 2 or that in a better category with a lower risk weighting only because they are guaranteed or secured;
207.4.2. it contains highly liquid shares of a diversified portfolio. A share portfolio shall be considered as diversified where the net position of one share in the portfolio does not exceed 5% of the gross position in equity securities that is a sum of gross position in equity securities of all national markets. The shares listed in share indices in Annex 12 shall be considered as highly liquid shares.

2.2.2. General Risk

208. Capital requirements for general risk of equity securities shall be calculated as 8% of the total net position of the respective national market that is the absolute value of the difference between the sum of the net long position in equity securities and the sum of the net short positions. 

209. Capital requirements for general risk of share index derivative instruments shall be calculated as for debt securities. Share index derivative instruments shall be included in the overall calculation of capital requirements for general risk as a single position of the respective index. Capital requirements for specific risk of share index derivative instruments shall not be calculated. 

210. Capital requirements for specific risk and for general risk of equity securities shall be established as the sum of capital requirements for equity securities of all national markets that are calculated in accordance with the provisions of Paragraphs 207(209.

211. Where an institution includes delta equivalent of options in the calculation of the net positions of equity securities, it shall increase capital requirements for specific risk and for general risk, that have been calculated in accordance with the provisions of Paragraph 210, with capital requirements for gamma risk and vega risk of options that have been calculated in accordance with the Delta–plus Method (see Annex 8).

212. Where an institution does not include delta equivalent of options in the calculation of net positions of equity securities, it shall increase capital requirements for specific risk and for general risk, that have been calculated in accordance with the provisions of Paragraph 210, with capital requirements for options in equity securities that have been calculated in accordance with the Simple Method for calculating capital requirements for options (see Annex 9). 

2.3. Calculation of Capital Requirements for Specific Risk for Trading Book Positions Hedged by Credit Derivative Instruments

213. Allowance for capital requirements for specific risk shall be determined for trading book transactions hedged by using credit protection provided by credit derivative instruments in accordance with the principles set out in Paragraphs 214–217. Allowance shall be applied to a combination of two legs: the protected position of an institution exposed to specific risk and the protecting position exposed to specific risk of a credit derivative instrument.

214. The protected position and the protecting position shall be given full allowance from the calculation of capital requirements for specific risk whose values always move in the opposite direction and broadly to the same extent. This refers to the following cases:

214.1. both legs consist of completely identical instruments;

214.2. a long cash position is hedged by a total rate of return swap (or vice versa) and there is an exact match between the reference obligation and the underlying exposure (i. e., the cash position). The maturity of the swap itself may be different from that of the underlying asset.

215. An 80% offset may be applied where the value of the two legs always moves in the opposite direction and there is an exact match between the maturity of the protected position and of the protecting position of the credit derivative instrument, and their underlying assets are denominated in the same currency. In addition, the key features of the credit derivative instrument should not cause the price movement of the credit derivative instrument to materially deviate from the price movements of the cash position. To the extent that the transaction transfers risk, an 80% specific risk offset will be applied, i. e., capital requirements shall be calculated for the remaining 20% to the side of the transaction with the higher capital requirement, while the capital requirement for specific risk on the other side shall be zero.

216. Partial allowance shall be given when the value of the two legs usually moves in the opposite direction. This would happen in the following situations:

216.1. the position falls under Paragraph 214.2 but there is a mismatch between the reference obligation and the underlying obligation. However, the positions meet the following requirements:

216.1.1. the reference obligation ranks pari passu with or is junior to the underlying obligation;

216.1.2. the underlying obligation and the reference obligation share the same obligor and have legally enforceable cross default or cross acceleration clauses;

216.2. the position falls under Paragraphs 214.1 or 215 but there is a currency or maturity mismatch between the credit protection and the underlying asset;

216.3. the position falls under Paragraph 215 but there is an asset mismatch between the cash position and the credit derivative instrument position. However, the assets underlying the cash position are included in the deliverable obligations in the credit derivative instrument;

216.4. in each situation referred to in Paragraphs 216.1–216.3 rather than adding capital requirements for specific risk of the reference obligation and of the underlying obligation, only the higher of the two capital requirements shall calculated.

217. In all other cases not falling under Paragraphs 213–216 capital requirements for specific risk shall be calculated for both positions.

2.4. Capital Requirements for CIU in the Trading Book
218. Capital requirements for CIU in the trading book shall be calculated as follows:

218.1. capital requirements of 32% for position risk (specific and general risk) of CIU positions shall be applied;
218.2. the sum of the capital requirements for CIU positions and for foreign exchange or commodities risk for the open position of the respective CIU, that has been calculated in accordance with Sections 4 or 6 of this Chapter, where the calculation of capital requirements for gold are set out, shall not exceed 40%. Where the sum of said capital requirements exceeds 40%, it shall be reduced for capital requirements for specific risk and for general risk of CIU positions in accordance with Paragraph 218.1 without prejudice to capital requirements for foreign exchange risk and for commodities risk of the CIU. 
219. Unless noted otherwise, no netting is permitted between the investments of a CIU whose units are in a trading book and other trading book positions held by the institution.

Criteria for Applying Specific Methods

220. By way of derogation from the requirements of Paragraph 218, an institution shall be entitled to apply the specific methods set out in Paragraphs 222(225 for establishing capital requirements for CIU positions, where a CIU that has been registered and supervised by the EC meets the following general criteria:


220.1. the prospectus or an equivalent document of the CIU includes:

220.1.1. the classes of assets in which the CIU is authorised to invest;

220.1.2. where investment limits apply, the relative limits and the methodology for their calculation;

220.1.3. where the ratio of various level liabilities to the net assets of the CIU (hereinafter, leverage) is allowed, the maximum level of leverage;

220.1.4. where an investment in OTC derivative instruments or repurchase transactions are allowed, the policy to limit the counterparty’s credit risk;

220.2. the business of the CIU shall be reported in half–yearly and annual reports that enable to assess the assets and liabilities, income and operations over the reporting period;

220.3. CIU are redeemable in cash on a daily basis upon the request of the unit holder;

220.4. investments of the CIU shall be segregated from the assets of its management company;

220.5. there shall be adequate risk assessment of the CIU by the investment management company

221. In respect of investments in foreign CIU the specific methods for calculating capital requirements may be applied where the general criteria set out in Paragraph 220 are met and the Commission has issued its approval.

Specific Methods

222. Where an institution is aware of the actual investment structure of a CIU on a daily basis, the institution shall be entitled to assign each CIU to proportional actual investments of the CIU to calculate capital requirements for position risk (general and specific) under the methods set out in Annex 2 or, where an approval has been granted, in accordance with the VaR internal models that comply with the requirements of Section 6 of this Chapter. Under this approach, positions in CIU shall be treated as the set of positions of the actual investments of the CIU. Netting is permitted between the positions in the actual investment positions of the fund and other positions owned by the institution, as long as the institution holds a sufficient quantity of CIU to allow for redemption/creation of new CIU in exchange for the actual investments of the CIU.

223. Where the structure of the actual investments of a CIU corresponds with an externally generated index or a fixed basket of equity securities or debt securities referred to in Paragraph 228.1, an institution shall be entitled to equal CIU to that index or basket when calculating capital requirements for position risk (general and specific risk) that shall be made under the methods set out in Annex 2 or, where there is an approval, by using the VaR model in accordance with the requirements of Section 6 of this Chapter. This method may be used provided that the following conditions are met:

223.1. the purpose of the CIU’s operations is to replicate the investment structure composition of an external index or of a fixed basket of equity securities or debt securities;

223.2. a minimum correlation of 0,9 between the daily price movements of the CIU and the index or the fixed basket of equity securities or debt securities can be ensured over a minimum period of six months. Correlation in this context is the correlation coefficient between daily returns on the CIU and the index or the basket of equity securities or debt securities, replicated by the actual investment structure of the CIU.

224. Where an institution is not aware of the actual investment structure of a CIU on a daily basis, it shall be entitled to calculate capital requirements for position risk (general and specific risk) under the methods set out in this Section, subject to the following conditions:

224.1. it is assumed that the first investment is made in the maximum extent allowed under the prospectus of the CIU in the asset that makes the highest capital requirement for position risk (general and specific risk), and then continues making investments in a descending order to the extent allowable for each asset class until the maximum total investment limit is reached. The position in CIU shall be considered as a set of position in the assets referred to in the CIU’s prospectus that has been established in accordance with the first sentence of this Paragraph;

224.2. when calculating capital requirements for position risk, an institution shall take account of the maximum indirect risk that a CIU shall be entitled to assume by using the leverage by proportionally increasing the investments of the CIU in each class of the assets, in the permissible amount indicated in the prospectus, until the maximum total limit for investments is reached;

224.3. where capital requirements for general risk and for specific risk, calculated in accordance with this Paragraph, exceeds those set out in Paragraph 218, capital requirements shall be determined at the level set out in Paragraph 218.

225. An institution may rely on a third party to calculate and report capital requirements for position risk (general and specific risk) for positions in CIU to which the methods referred to in Paragraphs 222 and 224 may be applied, provided that the correctness of the calculations and the reports is ensured.

Section 2. Calculation of Capital Requirements for Settlement Risk

226. Settlement risk is the risk to which an institution is exposed in unsettled transactions, excluding repurchase transactions, securities or commodities borrowing or lending, with trading book securities, foreign exchange or commodities. Settlement risk shall be comprised of settlement/delivery risk and free deliveries risk, and capital requirements for settlement risk is the total capital requirements for these risks.

Settlement/DeliveryRisk

227. Settlement/delivery risk is the risk to which an institution is exposed in transactions with trading book debt securities, equity securities, foreign exchange and commodities, where an institution receives or pays cash for the debt securities, equity securities, foreign exchange or delivery or receipt of commodities, but both parties to the transaction have not made the settlement and the delivery five days after the due date and an institution may suffer loss whose amount shall be determined by reference to the difference between the settlement price of the respective debt security, equity security, foreign exchange or commodity and their current market price (on the day of calculating capital requirements). To establish capital requirements, an institution shall calculate the difference between the settlement price of the debt security, equity security, foreign exchange or commodity as agreed by the parties and the market price of the respective debt security, equity security, foreign exchange or commodity on the day of calculating capital requirements. Where the difference evidences possible loss, an institution shall calculate capital requirements for settlement/delivery risk by multiplying the absolute value of the potential loss with the coefficient set out in Table 5 appropriate for the overdue settlement
Table 5. Coefficients for overdue settlement of a transaction

	No.
	Settlement overdue (days)
	Coefficient

(%)

	1.
	5(15
	8

	2.
	16(30
	50

	3.
	31(45
	75

	4.
	46 and more
	100


Free Deliveries Risk

228. Free deliveries risk is generated where an institution has paid for securities, foreign exchange or commodities before it receives them or has transferred to the counterparty securities, foreign exchange or commodities before receiving payment for them or where several business days have elapsed after the transaction with a counterparty of a foreign country or of another member state and after an institution has made a payment or a delivery.

229. Capital requirements for free deliveries risk shall be calculated in accordance with Table 6. The necessary reduction of own funds is also set out therein.

Table 6. Capital requirements for free deliveries risk, the exposure value and the reduction of own funds

	Transaction type
	Up to first contractual

payment or delivery leg


	From first contractual payment or delivery leg up to four days after the second contractual

payment or delivery leg


	From fifth business days post

the second contractual payment or delivery leg until

extinction of the contractual obligations 

	1
	2
	3
	4

	Free delivery
	No capital requirement 
	Established requirement is included in the exposure set
	The payment made or the value of the delivered securities, foreign exchange or commodities  and the current positive value of the transaction are deducted from own funds


230. Where an institution calculates capital requirements for credit risk under the IRB Approach and the exposure disclosed in Column 3 of Table 6 that is included in the trading book is to a counterparty that does not have exposures that are included in the non–trading book, the institution shall be entitled to determine PD on the basis of the ECAI rating of the counterparty and LGD in accordance with Paragraph 44 of Section 2 of Annex 6 and ensure that it is applied to all transactions of the same type.
231. Where an institution calculates capital requirements for credit risk under the IRB Approach, it shall be entitled to choose the following alternatives for the approach referred to in Paragraph 230 when calculating the risk–weighted value and apply them to all exposures set out in Column 3 of Table 6:

231.1. apply the SA;

231.2. apply a 100% weighting to all such transactions.

232. Notwithstanding the requirements of Paragraphs 230 and 231, where the amount of positive exposure value resulting from free delivery transactions is not material, an institution may apply a risk weight of 100% to these exposures.
233. In cases of a system–wide failure of a settlement or clearing system, the Commission may waive the calculation of capital requirements for settlement risk until the situation is rectified. 

Section 3. Calculation of Capital Requirements for Counterparty Credit Risk

234. A counterparty credit risk (hereinafter, CCR) is the possibility to suffer loss where an obligor (debtor) of the institution defaults on the liabilities to the institution deriving from trading book exposures.

235. Capital requirements for CCR shall be calculated for the following trading book items:

235.1. OTC derivative instruments and credit derivative instruments;

235.2. repurchase agreements and securities or commodities lending transactions based on securities or commodities included in the trading book;

235.3. reverse repurchase agreements and securities or commodities borrowing transactions based on securities or commodities included in the trading book;

235.4. margin lending transactions based on securities or commodities;


235.5. long settlement transactions.

236. The values of the exposures subject to CCR, as referred to in Paragraph 235, and the risk–weighted exposure amounts shall be calculated in accordance with the provisions of Chapter 2 of Title II, taking into account the following amendments:

236.1. the list of derivative instruments in Paragraph 92 shall be supplemented with the credit derivative instruments referred to in Subparagraph 4e) of Paragraph 2 of Article 3 of the Law on the Financial Instruments Market;

236.2. when calculating the risk–weighted exposure amount, an institution shall not be allowed to use the Financial Collateral Simple Method referred to in Paragraphs 42–49 of Section 3 of Annex 3 for the recognition of the effect of the financial collateral. This restriction shall apply only to the exposures that are included in the trading book and referred to in Paragraph 235. In respect of exposures that are included in the non–trading book and referred to in Paragraph 235 the Financial Collateral Simple Method may be applied and the Comprehensive Method for credit risk mitigation depending on the method used for other exposures in the non–trading book;

(As amended by the Regulations No. 173 of the Board of the Financial and Capital Market Commission of 14.12.2007 taking effect on 20.12.2007)
 
236.3. in respect of repurchase transactions and securities or commodities lending or borrowing included in the trading book, the underlying financial instruments and commodities that are eligible for inclusion in the trading book may be considered eligible collateral. The commodities that are eligible for inclusion in the trading book shall be considered eligible collateral also in respect of the OTC derivative instruments included in the trading book. In respect of financial instruments or commodities that in accordance with Annex 3 shall not be regarded eligible collateral and that have been lent, sold or used as collateral or borrowed, purchased or received as collateral, or otherwise used in the said transactions and an institution applies to them the Supervisory Volatility Adjustment Approach set out in Section 3 of Annex 3 and they shall have the same volatility adjustment as the shares that are admitted to trading on the regulated market but are not included in the main index. Where for such financial instruments and commodities an institution applies own estimates of volatility adjustments in accordance with Section 3 of Annex 3, their volatility adjustments shall be determined separately. Where for such exposures that are included in the non–trading book an institution applies the Internal Models Approach in accordance with Section 3 of Annex 3, it shall be entitled to use the same approach also to trading book;

236.4. a master netting arrangement that relates to repurchase transactions, securities or commodities lending or borrowing or other capital market–driven transactions, netting across positions in the trading book and the non–trading book will only be recognised when the netted transactions fulfil the following conditions:

236.4.1. all transactions are marked to market daily;

236.4.2. any financial instrument or commodity that is borrowed, purchased or received under the transactions may be recognised as eligible financial collateral for the calculation of capital requirements for credit risk under the SA or the IRB Approach, without the application of the provisions of Paragraph 236.3;

236.5. where a credit derivative instrument included in the trading book forms part of an internal hedging transaction and the credit protection is recognised, it shall be deemed that credit derivative instrument is not exposed to counterparty risk.


236.1 When calculating capital requirements for counterparty credit risk and for credit risk, exposures to recognised stock exchanges and recognised foreign investment brokerage firms shall be equal to exposures to institutions.

(As amended by the Regulations No. 173 of the Board of the Financial and Capital Market Commission of 14.12.2007 taking effect on 20.12.2007)
237. Capital requirements for CCR shall be calculated as 8% of the sum of the risk– weighted values that has been calculated by multiplying each exposure value with a risk weighting assigned to the liabilities of a particular counterparty in accordance with Chapter 2 of Title II. 

Section 4. Calculation of Capital Requirements for Foreign Exchange Risk

238. Foreign exchange risk is the possibility to suffer loss from revaluation of balance sheet and off–balance sheet items denominated in foreign currencies when the exchange rate changes. Gold shall be treated as foreign exchange. 

239. The size of an institution’s foreign exchange risk is characterised by the sum of the institution’s total net foreign exchange position and its net gold position.

240. The total net foreign exchange position of an institution shall be calculated in two stages. First, the net open position in each foreign currency shall be calculated. Second, the total net position in foreign exchange shall be calculated.

241. The net open position in each foreign currency shall be calculated as the sum of the following elements (positive or negative):

241.1. the net balance sheet position, i. e., the difference between the institution’s balance sheet assets and balance sheet liabilities. Where for the accounting of the spot contracts for buying and selling foreign exchange the settlement date accounting is used, the amounts receivable under such contracts shall be included in the total balance sheet assets and the amounts payable – in the total balance sheet liabilities;

241.2. the net forward position, i. e., the difference between all amounts to be received less all amounts to be paid under forward foreign exchange contracts and currency futures, including exchange–traded futures for foreign exchange and the principal of foreign currency swaps not included in the balance sheet position;

241.3. liabilities for irrevocable guarantees and other liabilities where an institution has a reason to assume that the counterparty will demand their execution and there is a possibility that the funds paid will not be recoverable;

241.4. net future income/expenses not yet entered in the balance sheet but already fully hedged with forward foreign exchange transactions and currency futures;

241.5. the net delta equivalent of foreign currency options where the Commission has approved of the use of the assessment model of options.

242. Where the Commission has not approved of the use of the assessment model of options or the delta equivalent of foreign currency options is not available on the regulated market, the institution shall not include foreign currency options in the calculation of the net open position in foreign exchange.

243. The net gold position shall be calculated as the net open position in foreign exchange.

244. When establishing the net future position in foreign exchange, an institution shall be entitled to include in the calculation only those foreign exchange derivative instruments that have been obtained for hedging the foreign exchange position where the counterparty is a member state or a credit institution of a foreign country listed in Annex 5 or that are admitted to trading on the regulated market of a member state or of a foreign country listed in Annex 5.

245. CIU shall be included in the calculation of the open foreign exchange position, taking into account the actual foreign exchange positions of a CIU. An institution may rely on third party calculation of the foreign exchange positions of a CIU, where the correctness of this calculation is adequately ensured. Where an institution is not aware of the foreign exchange positions of a CIU, it shall be assumed that the foreign exchange position is the maximum extent allowed for in an investment under the prospectus in the respective foreign currency and when calculating capital requirements for foreign exchange risk an institution shall take account of the maximum indirect risk that it could assume by means of a leverage. This shall be achieved by proportionally increasing the position of a CIU up to the maximum limit in the underlying investment items resulting from the CIU prospectus. A CIU’s foreign exchange position shall be treated as a position in a separate foreign currency according to the treatment of investments in gold, and where the actual investment structure of a CIU is available, the total long position may be added to the total long foreign exchange position and the total short position may be added to the total short foreign exchange position. Netting shall not be allowed between such positions prior to the calculation.

246. Composite currencies, e. g., XDR, may be broken down into their component currencies in accordance with the effective quotas and included in the calculation of the net open position in the respective foreign currency or it may be possible to calculate the net open position in the composite currency, treating it as a separate currency. The chosen approach shall be used consistently to all items of composite currencies.

247. When calculating the net open foreign exchange position, an institution shall not include the investments in the share capital and in the subordinated capital of foreign entities that have been deducted from own funds when calculating the capital adequacy ratio, provided that the Commission has issued its approval to this effect.

248. The net open position in each foreign currency, including the net position in gold, shall be revalued in lats at the exchange rate set by the Bank of Latvia for the respective foreign currency and for gold on that date. 

249. The total net foreign exchange position of an institution is the larger absolute value of the sum of the net long positions in separate foreign currencies or the sum of the net short positions. 

250. Capital requirements for foreign exchange risk shall be calculated as 8% of the total absolute value of the total net foreign exchange position and the net gold position. 

251. Where the Commission has issued its approval, capital requirements for foreign exchange risk may be calculated as 4% of the matched positions of closely correlated currencies that is the smaller absolute value of the opposite positions in these currencies that are calculated in lats.

252. Two foreign currencies shall be considered closely correlated currencies where during any 10 consecutive business days the losses of the matched position in these currencies, calculated in lats, do not exceed 4% of its value with a probability of 99%, where a three year observation period is used or with a probability of 95% where a five year observation period is used. The calculation shall be based on the daily exchange rate data for the preceding three or five years.
253. Where an institution’s sum of total net foreign exchange position and of net gold position does not exceed 2% of the sum of the institution’s Tier I and Tier II capital, from which the reduction in own funds calculated in accordance with Paragraph 348 has been deducted, capital requirements for foreign exchange risk may not be calculated. 

254. Where an institution includes the net delta equivalent of options in the respective foreign currency in the calculation of the net open foreign exchange position, capital requirements for foreign exchange risk that have been calculated in accordance with the provisions of Paragraph 250 shall be increased for capital requirements for gamma risk and for vega risk of foreign exchange options that have been calculated in accordance with the Delta–plus Method (see Annex 8).

255. Where an institution does not include the net delta equivalent of options in the respective foreign currency in the calculation of the net open foreign exchange position, capital requirements for foreign exchange risk that have been calculated in accordance with the provisions of Paragraph 250 shall be increased for capital requirements for foreign exchange options that have been calculated in accordance with the Simple Method for calculating capital requirements (see Annex 9).

256. The net open foreign exchange position of banks, including the net gold position, shall not exceed 10% of the sum of Tier I and Tier II capital from which the reduction from own funds, calculated in accordance with Paragraphs 348, has been deducted. The sum of the total net foreign exchange position and of the net gold position shall not exceed 20% of the sum of Tier I and Tier II capital from which the reduction of own funds, calculated in accordance with the provisions of Paragraph 348, has been deducted.

Section 5. Calculation of Capital Requirements for Commodities Risk

257. Commodities risk is the possibility to suffer loss due to revaluation of a position in commodities when the price of the respective commodity changes. For the purposes of these Regulations, a commodity is a tangible thing that is traded or may be traded on the secondary market, e. g., agricultural goods, oil and precious metals (excluding gold).

258. Commodities derivative instruments shall be included in the calculation of capital requirements for commodities risk as a position in respective commodity as follows:

258.1. commodities futures and commodities forward contracts ( in accordance with the notional value of the derivative instrument expressed in standard units of measurement (barels, grams, tons and other). A commodity that, according to the provisions of the derivative instrument, an institution will receive on a future date shall be reported as a long position with residual maturity until the execution of the commodities derivative instrument. A commodity that an institution will deliver on a future date shall be reported as a short position with residual maturity until the execution of the commodities derivative instrument;

258.2. commodities swaps whereby fixed prices are determined for the payment by one counterparty, but market prices for the other ( in accordance with the chosen method for the calculation of capital requirements for commodities risk. When the Simplified Method is used (see Paragraph 264), the notional values of the commodities swap shall be multiplied with the number of payments under the swap and included in the calculation. When the Maturity Method is used (see Paragraph 265), commodities swaps shall be included in the calculation as a series of positions in the respective commodity where each position equals the notional value of the contract and each position is included in the maturity band that complies with the residual maturity until the due date of each payment under the contract. Where an institution pays a fixed price but receives a floating price, these positions are long. Where an institution receives a fixed price but pays a floating price, these positions are short;

258.3. commodities swaps that have been made on the basis of different commodities shall be included in the calculation of the position in each commodity;

258.4. commodities options or commodities derivative instruments options ( as delta equivalent of the respective commodities option where the Commission has given its approval for the use of the assessment model of options. Where an institution does not have the Commission’s approval for the use of the assessment model of options, it shall be entitled to agree with the Commission this approach to including the said options in the calculation of capital requirements:

258.4.1. written TRM options shall be included in the calculation of the net position in the respective commodity as a margin demanded by the regulated market maker;

258.4.2. a written OTC option shall be included in the calculation of the net position in the respective commodity as its underlying asset (quantity of goods);

258.4.3. the purchased TRM and OTC options shall be included in the calculation of the net position in the respective commodity as the value of the underlying asset that shall not exceed the market value of the option;

258.5. exchange–traded guarantees whose underlying asset is a commodity ( like commodities options (see Paragraph 258.4);

258.6. other derivative instruments whose underlying asset is a commodity ( as a long position with residual maturity until the execution date of the commodities derivative instrument, where such instruments provide that an institution will receive the commodity on a future date and as a short position with residual maturity until the execution of the commodities derivative instrument where an institution has an obligation to deliver the commodity on a future date.

259. An institution shall include the commodities or title to the commodities it sells under a repurchase agreement or lends under a commodities lending agreement when it calculates the position in the respective commodity. 

260. Positions in commodities that are made only as stock financing may be excluded form the calculation of capital requirements for commodities risk.

261. Before establishing positions in commodities, an institution may net the positions in the same derivative instruments provided that these instruments have the same underlying asset (commodity), the same amount of the underlying asset, the same maturity and they are denominated in the same currency.

262. An institution shall be entitled to choose one of the two methods whereby capital requirements for commodities risk is calculated, i. e., the Simplified Method or the Maturity Method. The chosen method shall be applied consistently. Where an institution wishes to change the calculation method, it shall receive the Commission’s approval.

263. The position in each commodity shall be determined in standard units of measurement (barrels, grams, tons etc.). Where the market price of a commodity that is used to calculate capital requirements for commodities risk is in a foreign currency, it shall be calculated in lats.

264. Under the Simplified Method, capital requirements for commodities risk shall be calculated as follows:

264.1. the net position in each commodity shall be calculated as the difference between the absolute values of the long position in the respective commodity and the short position. Where the difference is positive, it is the net long position in the respective commodity, but a negative difference is the net short position;

264.2. the gross position in the respective commodity shall be calculated as the sum of the absolute values of long and short positions;

264.3. capital requirements for commodities risk of the respective commodity shall be calculated as a total of the following:

264.3.1. 15% of the absolute value of the net position in the respective commodity that is multiplied with the market price of the commodity at the reporting date;

264.3.2. 3% of the gross position in the respective commodity that is multiplied with the market price of the commodity on the reporting date;

264.4. total capital requirements for commodities risk shall be calculated as a sum of the capital requirements for commodities risk of each commodity calculated in accordance with the provisions of Paragraphs 264.1(264.3.

265. Under the Maturity Method, capital requirements for commodities risk shall be calculated as follows:

265.1. the positions in each commodity shall be allocated to the respective maturity bands in accordance with the residual maturity until the set execution date of the contract or of the transaction or until the payment date in the case of commodities swaps using the maturity bands set out in Table 7;

265.2. within each maturity band the matched positions of the long and the short positions shall be determined and capital requirements for the matching positions calculated by multiplying the sums of the matching long and the matching short position, the spread rate of the respective maturity band and the market price of the commodity on the reporting date;

265.3. in each maturity band the unmatched position (long or short) shall be assessed as the excess of the sum of the long positions of the respective maturity band or of the short positions over the matching long position or of the matching short position of the respective maturity band and shall be moved to the next maturity band where is an opposite (short or long) unmatched position. In each maturity band capital requirements for the moved unmatched position shall be calculated by multiplying 0,6% of the volume of the moved unmatched position, the number of bands it was moved to and the market price of the commodity on the reporting date; 

265.4. after moving the unmatched position of the maturity band, positions shall be re–matched in the maturity band to which the unmatched position was moved and capital requirement for the matched position between the bands shall be calculated in accordance with the provisions of Paragraph 265.2;

265.5. after matching positions in all maturity bands (including moving of positions to another maturity band) the remaining unmatched position shall be established that is the net position in the respective commodity. Capital requirements for the net position shall be calculated by multiplying 15% of the net position in the respective commodity with the market price of the commodity at the reporting date; 

265.6. capital requirements for commodities risk of each commodity shall be calculated as the sum of the capital requirements calculated in accordance with the provisions of Paragraphs 265.2(265.5;

265.7. total capital requirements for commodities risk shall be calculated as the sum of the capital requirements for commodities risk of each commodity calculated in accordance with the provisions of Paragraph 265.6.

Table 7. Maturity bands and spread rates used to calculate capital requirements for commodities risk 

	No.


	Maturity bands
	Spread rate (%)

	1.
	0(1 month*
	1,5

	2.
	(1(3 months
	1,5

	3.
	(3(6 months
	1,5

	4.
	(6(12 months
	1,5

	5.
	(1(2 years
	1,5

	6.
	(2(3 years
	1,5

	7.
	>3 years
	1,5


* Physical stock shall be included in this maturity band.

266. Where an institution includes delta equivalent of options in the calculation of the position in the commodity, it shall increase capital requirements for commodities risk, that are calculated in accordance with the provisions of Paragraphs 264 or 265, with capital requirements for gamma risk and for vega risk of the option that have been calculated using the Delta–plus Method (see Annex 8).

267. Where an institution does not include delta equivalent of the commodities option when calculation the position in the commodity, it shall increase capital requirements for commodities risk, that are calculated in accordance with the provisions of Paragraphs 264 or 265, with capital requirements for commodities options that have been calculated using the Simple Method for capital requirements for options (see Annex 9).

268. An institution shall note that positions in commodities may be subject to other market risks and shall calculate capital requirements also for those risks.

269. Where the maturity of the short position in a commodity is before the maturity of the long position in that commodity, an institution shall protect against insufficient liquidity that may be characteristic of some markets.

270. The calculation of capital requirements referred to in this Section may not include positions in commodities that are made for financing the stock of the institution itself.

Section 6. Use of Value–at–Risk Internal Models to Calculate Capital Requirements 

271. An institution shall be entitled to use VaR internal models to determine capital requirements for foreign exchange, position and commodities risk. VaR internal models may be applied to some of these risks in part or in full. For market risks (risk portion) to which VaR internal models are not applied, capital requirements shall be calculated under the different methods referred to in Sections 1, 4 and 5 of this Chapter in respect of the calculation of capital requirements for market risk.

272. An institution shall be entitled to apply VaR internal models for calculating capital requirements for market risks only upon the Commission’s approval provided that the risk management system of an institution and VaR internal models used by the institution comply with the requirements set out in this Section.

273. An institution’s risk management system shall meet the following minimum requirements:

273.1. VaR internal model is closely integrated into the daily risk management process of the institution and serves as the basis for reporting risk effect to the management of the institution;

273.2. the institution has established an independent risk control unit that reports directly to the management of the institution. That unit shall be responsible for designing and implementing the institution’s VaR internal models, producing and analysing daily reports that are obtained from using VaR internal model outputs and developing proposals on appropriate measures to be taken to comply with internally established limits. The risk control unit shall also conduct initial and on–going testing and validation of VaR internal models;

273.3. the management of the institution shall be involved in the risk control process and shall review the daily reports prepared by the risk control unit at the level of managers with sufficient authority to enforce both reductions of positions taken by individual traders as well as the institution’s overall risk exposure;

273.4. the institution shall have a sufficient number of staff experienced in the work with sophisticated models not only in trading in financial instruments, but also in risk  control, audit and transaction accounting;

273.5. the institution has developed procedures for managing market risks and for controlling the compliance with all requirements governing the functioning of VaR internal model;

273.6. the performance of VaR internal model has a track record and a reasonably accurate risk measurement;

273.7. the institution shall conduct stress testing on a regular basis. Test results shall be reviewed by the management and reflected in the policies and limits set by the institution. Stress testing scenarios address illiquidity of the markets in stressed market conditions, concentration risk, one–way markets, event and jump–to–default risks, non–linearity of product price changes, deep out–of–the–money positions, positions subject to gapping of prices and other risks that are not captured appropriately by the VaR internal model. The stress tests applied reflect the nature of the portfolio and the time it could take to hedge or manage risks under severe market conditions;

273.8. as part of regular audit, the institution shall conduct an independent test of VaR internal models. The test shall capture the activities of both the units that trade in financial instruments, and of the independent risk control unit; 

273.9. at least once a year the institution shall inspect the overall market risk management process, including the following aspects:

273.9.1. the adequacy of the documentation of the risk management system and of the process and the activity of the risk control unit;

273.9.2. using of VaR internal models in daily risk management and integrity of the management information system;

273.9.3. the approval process of risk–pricing models and risk assessment systems that are used by front office and back office personnel;

273.9.4. the market risks and their scope as captured by VaR internal models;

273.9.5. validation of any significant changes in the VaR internal model;

273.9.6. accuracy and completeness of position data, accuracy and appropriateness of correlation and volatility assumptions, accuracy of valuation and risk sensitivity calculation;

273.9.7. the verification process used by the institution to obtain assurance of the consistency, timeliness and reliability of the data used in VaR internal models, including a verification of the independence of the data sources;

273.9.8. the verification process used by the institution to assess backtesting for the purposes of assessing accuracy of VaR internal models.

274. An institution shall have a procedure to ensure that its VaR internal models are adequately validated by specialists that are independent from the development process of VaR internal models and suitably qualified and ensure that the models are conceptually sound and adequately capture all relevant risks. The validation shall be conducted after the initial development of the VaR internal model, on a regular basis and after making any significant changes in the model and also in the cases of significant structural changes in the market or changes to the portfolio composition which might have not been captured by the initial VaR internal model. As techniques and best practice evolve, the institution shall adjust the methods used to validate VaR internal models. The validation of VaR internal models shall not be limited to backtesting but shall include at least the following:

274.1. tests to demonstrate that the assumptions used in VaR internal models are appropriate to risk and neither underestimate nor overestimate it;

274.2. validation tests developed by the institution for its VaR internal models in respect of portfolio structure and risks;

274.3. the use of hypothetical portfolios to ensure that VaR internal models are able to disclose particular structural features that may arise, e. g., material basic risks and concentration risk.

275. The VaR internal model used to calculate capital requirements for market risk shall comply with the following minimum quality requirements:

275.1. VaR internal models captures precisely all options that are important to the institution or risks for establishing position price that are equivalent to options. Any risks not captured by the VaR internal model shall be adequately covered with own funds. When measuring risks associated with options, non–linear price changes for option positions shall be taken into account and also if the risk measurement system captures the risk factor or vega risk of the fluctuations of option position prices;

275.2. depending on the volume of the institution’s transactions and frequency in the relevant markets the VaR internal model shall capture a sufficient number of risk factors:

275.2.1. to establish the size of interest rate risk, the VaR internal model shall capture risk factors that correspond to interest rates in each currency in which the institution has interest–sensitive on–balance or off–balance sheet items. Yield curves shall be modelled under one of the generally recognised methods. Significant interest–sensitive positions shall be distributed according to important currencies and markets. Corresponding yield curves shall be divided into at least six maturity bands to take account of the variations in the interest rate volatility. The VaR internal model shall capture risk of less than perfectly correlated movements among different yield curves;

275.2.2. to establish the size of foreign exchange risk, the VaR internal model shall capture risk factors that correspond to gold and to the foreign currencies in which the institution’s positions have been denominated. In respect of positions of CIUs where a holding is certified by units the actual foreign exchange position of the respective CIU shall be taken into account. The institution shall be entitled to use reports by third parties of the foreign exchange position of CIU provided that the correctness of the report is adequately ensured. Where the institution does not possess credible information on the foreign exchange positions of the CIU, the respective position shall be excluded from the portfolio to which the VaR internal model is applied and capital requirements for this position shall be calculated in accordance with the requirements of Section 4 of this Chapter;

275.2.3. to establish the size of equity securities risk, the VaR internal model shall capture a separate risk factor for each capital market in which the institution holds a significant position;

275.2.4. to establish the size of commodities risk, the VaR internal model shall capture a separate risk factor for each commodity in which the institution holds a significant position. The VaR internal model shall capture the risk associated with less than perfectly correlated movements among similar but not identical commodities, and changes in future and forward prices arising due to maturity mismatches. Also, the market characteristics, delivery dates and the scope provided to counterparties to close out positions shall be taken into account;

275.3. the system whereby correlation is established is adequate and has been implemented in away that the institution may use empiric correlations among risk factors.

276. VaR calculation shall correspond to the following minimum quantity requirements:

276.1. VaR has been calculated at least once in a business day;

276.2. a one–tailed confidence interval of 99–th percentile shall be applied;

276.3. the position holding time shall be equal to 10 business days;

276.4. there is a historical observation period of at least one year, except when a shorter observation period is justified by a significant price fluctuations;

276.5. the data set shall be updated at least once in a quarter.

277. An institution shall assess accuracy and performance of the VaR internal model by conducting backtesting. Backtesting shall be performed on both the actual and the hypothetical changes in the portfolio value.

278. Backtesting on actual changes shall provide that every business day a comparison of one day VaR measure generated by the institution’s model for the portfolio’s end of day positions to the one day actual change of the portfolio value at the end of the business day.

279. Backtesting on hypothetical changes on the portfolio value shall be based on a comparison between the portfolio value at the end of the business day and its value at the end of the subsequent business day, assuming unchanged positions. Calculated changes in the portfolio value shall be compared with the portfolio VaR as calculated by the VaR internal model used by the institution for the subsequent business day.

280. The institution shall calculate the number of overshootings consistently on the basis of backtesting either on the actual or the hypothetical changes in the portfolio value. An overshooting is a one day change in the portfolio value that exceeds the VaR of the respective day calculated by means of the VaR internal model. 

281. An institution shall be entitled to use the VaR internal model to calculate capital requirements for the specific risk of debt securities and equity securities in the trading book where, in addition to the requirements set out in this Section, the VaR internal model:

281.1. explains the historical price variations of the financial instruments in the portfolio;

281.2. takes into account concentration of the financial instruments owned by the institution and changes of the composition of the portfolio;

281.3. provides reliable outcome despite adverse conditions and factors;

281.4. accurately captures the specific risk validated through the backtesting. Where backtesting is performed on the basis of the relevant sub–portfolio, these sub–portfolios shall be chosen consistently;

281.5. captures name–related basic risk that means that the model is sensitive to material idiosyncratic differences between similar but not identical positions;

281.6. captures event risk.

282. In addition to the requirements of Paragraph 281, the following conditions shall be taken into account:

282.1. where the institution’s portfolio is subject to event risk that does not correspond to the minimum quantity requirements for the calculation of VaR as set out in Paragraph 276, i. e., the 10 business day holding period and 99–th percentile one–way confidence interval (high severity events with low probability) cannot be applied to it, the assessment of the impact of such events shall be included in the institution’s internal assessment of capital adequacy;

282.2. the institution’s VaR internal model conservatively assesses the risk associated with the existence of lower liquidity positions and of positions with limited price transparency under realistic market scenarios. Moreover, the VaR internal model shall comply with the minimum requirements set out in Paragraph 276. Where data are not sufficient or do not reflect the true volatility of the position or of the portfolio, the institution shall be entitled to use conservative assumptions in respect of replacing these data;

282.3. as techniques and best practice evolve, the institution shall adjust the methods used to validate VaR internal models.

283. An institution shall have a method to include default risk of its trading book positions in the calculation of capital requirements that is incremental to the default risk captured by the VaR calculation on the basis of the requirements set out in Paragraphs 280 and 281: 

283.1. to avoid double accounting, when calculating the incremental default risk, an institution shall take into account the extent to which default risk is already captured in the VaR calculation. This refers in particular to the positions subject to default risk that could be closed out within 10 business days of the occurrence of adverse market conditions or other indications of deteriorating credit environment. Where an institution captures its incremental default risk in the calculation of capital requirements and calculates also a surcharge, it shall have an appropriate methodology for validating the obtained results;

283.2. an institution shall demonstrate that the chosen method meets the standards that are comparable to those referred to in Section 3 of Chapter 2 of Title II, assuming a constant level of risk. Where appropriate, the method shall be adjusted to reflect the impact of liquidity, concentration, hedging and method optionality on incremental default risk;

283.3. where an institution does not use an internally developed method to establish the incremental default risk size, it shall calculate the surcharge either under the approach set out in Section 2 of Chapter 2 of Title II or in Section 3 of Chapter 2 of Title II.

284. In respect of an exposure that makes cash or synthetic securitisation positions and whose value is deducted from own funds in accordance with Paragraph 348.6 or to which a risk weight of 1 250% referred to in Annex 4 is applicable, capital requirements that are calculated under the internally developed method shall be at least equal to those calculated under the method referred to in Paragraph 348.6 or by applying the risk weight of 1 250% referred to in Annex 4. Where an institution is a dealer in these transactions, it shall be entitled to use another method where, in addition to trading intent, there is a liquid two–way market for securitisation exposures or in the case of synthetic securitisation it relies only on credit derivative instruments, for the securitisation exposures or all constituent risk components. A two–way market is deemed to exist where there are independent good faith buying and selling offers so that the price is logically related with the last sales price or current good faith competitive bid and offer quotations can be determined within one business day and the transaction may be settled at that price conforming to trade custom within a relatively short time. In order that an institution shall be entitled to use a different approach, it shall have a sufficient market data to ensure that the method it uses to determine incremental default risk in accordance with the approach set out herein fully captures the concentration default risk.

285. Where an institution uses VaR internal models that do not comply with the requirements of Paragraphs 281–284, it shall calculate capital requirements for specific risk in accordance with the requirements of Section 1 of this Chapter.

286. Capital requirements for market risk calculated by using VaR internal models shall be the largest of the following indicators:

286.1. the sum of the VaR on the previous business day calculated in view of the requirements of Paragraphs 273–284 and of the additional capital requirements set out in Paragraphs 283 and 284 (where applicable) for the incremental default risk;

286.2. the sum of the average VaR within previous 60 business days that is multiplied with a multiplication factor that is equivalent to at least 3 and the additional capital requirements set out in Paragraphs 283 and 284 (where applicable) for the incremental default risk.

287. The multiplication factor referred to in Paragraph 286.2 shall be increased by 0 to 1 in accordance with Table 8 depending on the number of overshootings uncovered in the backtesting for the most recent 250 business days. The multiplication factor shall be revised at least once a month and the established factor shall be valid until the next revision.

Table 8. Determining the increase in the multiplication factor depending on the number of overshootings

	Number of overshootings
	Plus-factor

	<5
	0,00

	5
	0,40

	6
	0,50

	7
	0,65

	8
	0,75

	9
	0,85

	10 and more
	1,00


288. Without delay but not later than within five business days an institution shall notify the Commission of the overshootings events evidenced by the backtesting and that, according to Table 8, increase the factor it applies and of the activities to improve the performance of the VaR internal model (where they are planned).

289. Where the number of overshootings is great (≥ 10), i. e., the VaR internal model is not sufficiently accurate, the Commission shall prohibit the institution from using the VaR internal model for the calculation of capital requirements for market risk or shall demand that the institution takes the necessary measures to immediately improve the performance of the VaR internal model.

Chapter 4. Minimum Capital Requirement for Operational Risk

Section 1. General Requirements

290. Capital requirement for operational risk shall be calculated:

290.1. under the following approaches that are listed in an ascending order of complexity: 

290.1.1. under the Basic Indicator Approach (in accordance with the requirements of Section 2 of Chapter 4);

290.1.2. under the Standardised Approach (in accordance with the requirements of Section 3 of Chapter 4); 

290.1.3. under the Alternative Standardised Approach (in accordance with the requirements of Section 4 of Chapter 4);

290.1.4. under the Advanced Operational Risk Measurement Approach (in accordance with the requirements of Section 5 of Chapter 4);

290.2. under the following combinations of approaches:

290.2.1. the Basic Indicator Approach and the Standardised Approach;

290.2.2. the Basic Indicator Approach and the Alternative Standardised Approach;

290.2.3. the Basic Indicator Approach and the Advanced Operational Risk Measurement Approach;

290.2.4. the Standardised Approach and the Advanced Operational Risk Measurement Approach;

290.2.5. the Alternative Standardised Approach and the Advanced Operational Risk Measurement Approach.

291. Irrespective of the chosen method for calculating capital requirement for operational risk, an institution and an investment brokerage firm that is exempt from calculating capital requirement for operational risk in accordance with the requirements of Paragraphs 77 or 78 shall ensure an operational risk management system that is appropriate to the volume, types and complexity of its activities and is efficient and whose operation covers the following elements:

291.1. developing policy and procedures and their recording to identify, assess, monitor, control and mitigate operational risk inherent to it, on the basis of the definition of operational risk that has been developed for internal use at the institution and corresponds to the activity and experience of the institution and takes account of operational risk events with low probability of occurrence and significant effect;

291.2. developing a business continuity plan and its recording to ensure an ongoing performance and reduce the losses in case of extraordinary circumstances. 
292. Before starting to use the approach to calculating capital requirement for operational risk set out in Paragraph 290.1.2, an institution shall notify the Commission in due course of Paragraph 374.

293. Before starting to use the approaches to calculating capital requirement for operational risk as set out in Paragraphs 290.1.3 or 290.1.4 or any of the combinations referred to in Paragraph 290.2, an institution shall receive the Commission’s approval in accordance with Paragraphs 365–368.

294. The chosen approach to calculating capital requirement for operational risk shall be used consistently. Where an institution uses a more complicated approach, it shall be entitled to start using a simpler approach only after receiving the Commission’s approval in accordance with Paragraph 369.

295. Where the Commission detects that an institution that calculates capital requirement for operational risk under one of the complicated approaches does not meet the requirements for using that approach, it shall be entitled to request that the institution calculate capital requirements for operational risk for separate or all areas of its activities by using a simpler method until the institution meets the requirements for using a more complicated approach. In that case, prior to starting calculating capital requirement for operational risk under a more complicated approach than used before, the institution shall notify the Commission or receive its approval for using a more complicated approach in accordance with the requirements of Paragraphs 292–294 of this Section.

296. Under the approaches referred to in Paragraphs 290.1.1–290.1.3, capital requirement for operational risk shall be calculated on the basis of audited financial statements that have been drawn up for the last three years of operation.

297. Where any of the audited financial statements for the last three years include a financial report for the period that may be longer or shorter than 12 months, the data necessary to calculate capital requirement for operational risk shall be calculated in proportion to the 12 months period.

298. Upon starting its activity, an institution shall calculate capital requirement for operational risk on the basis of the financial statements data included in the financial forecast for the next three years. As soon as audited financial statements are prepared for any of the three years, the underlying data that were calculated basing on the financial statements for this year included in the financial forecast shall be replaced with the data that are calculated basing on the data in the audited financial statements in compliance with the requirements of Paragraph 297. 

299. In accordance with the requirements of Paragraphs 296–298 the calculated capital requirement for operational risk shall be included in the summary calculation of the institution’s minimum capital requirements not later than as at the last date of the first reporting quarter of the current year and it shall remain unchanged until a new calculation of capital requirement for operational risk is performed. 

300. Under the approach referred to in Paragraph 290.1.4, capital requirement for operational risk shall be calculated basing on the quarterly data of the institution’s inherent operational risk measurement internal model where the Commission has issued its approval for using such internal model for the purposes of calculating capital requirement for operational risk. 

301. In accordance with the requirements of Paragraph 300 the calculated capital requirement for operational risk shall be included in the summary calculation of the institution’s minimum capital requirements as at the last date of each reporting quarter. 

Section 2. Basic Indicator Approach

Calculation Procedure

302. Under the Basic Indicator Approach, capital requirement for operation risk shall be calculated as follows:

302.1. the sum of net interest income and net non–interest income for each of the last three years shall be calculated (hereinafter, the sum of net income) in accordance with the requirements of Paragraph 303;

302.2. the basic indicator shall be calculated as the arithmetic mean value of the sum of net income for the last three years. 

Where the calculated sum of net income in any of the three years is negative or is zero, it shall not be included in the calculation of the basic indicator. When calculating the basic indicator, the positive total of the sums of net income shall be divided with the respective number of years for which the sums of net income have been positive;

302.3. capital requirement for operational risk shall be calculated by multiplying the calculated basic indicator with the ratio of 0,15.
Calculation of the Sum of Net Income

303. 303. In accordance with the Commission’s Regulations No. 46 "Regulations on the Preparation of Annual Reports and Annual Consolidated Accounts for Banks, Investment Brokerage Firms and Investment Management Companies" of 24 February 2006 regarding the layout of items of financial statements and notes thereof, the calculation of the sum of net income shall include the income and the expenses disclosed under the following items of the profit or loss statement with a corresponding positive or negative sign in line with the requirements of Paragraphs 304–305: 

303.1. interest income;

303.2. interest expenses;


303.3. dividend income;


303.4. commissions received;

303.5. commissions paid;

303.6. (Deleted in accordance with the amendments made by the Regulations No. 173 of the Board of the Financial and Capital Market Commission of 14.12.2007 taking effect on 20.12.2007)
303.7. net realised profit/loss from the financial assets available for sale;

303.8. net profit/loss from financial assets and financial liabilities held for trading;

303.9. net profit/loss from financial assets and financial liabilities classified at fair value through profit and loss;

303.10. fair value changes in hedge accounting;

303.11. foreign currency trade and revaluation profit/loss;

303.12. other income.
304. The sum of net income shall not be reduced for the expenses that do not meet the requirements of Paragraph 303, e. g., for any charges for making provisions, administrative and other expenses, outsourcing of services except in cases when the provider of outsourced services is a parent undertaking, a subsidiary undertaking, a subsidiary undertaking of a parent undertaking that is also a parent undertaking of the institution or another company to which supervisory requirements of the Directive 2006/48/EC of the European Parliament and of the Council of 14 June 2006 relating to the taking up and pursuit of the business of credit institutions or other equivalent requirements apply.

305. The following amounts shall not be included in the calculation of the sum of net income: 

305.1. net realised profit/loss from selling the financial assets or fulfilling the financial liabilities included in the non–trading book;

305.2. dividends received and to be received and other similar income from investment in the share capital of related and associated entities; 

305.3. income arising from events or transactions that are explicitly different from the usual activities of the institution and that are not expected to recur frequently or periodically, including insurance premium income.

(As amended by the Regulations No. 173 of the Board of the Financial and Capital Market Commission of 14.12.2007 taking effect on 20.12.2007)
Section 3. Standardised Approach

Requirements for Using the Standardised Approach

306. In order to use the Standardised Approach, an institution, in view of the volume, types and complexity of its operations, shall ensure compliance with the following requirements:

306.1. an institution has developed and recorded policy whose development is the responsibility of the senior management and the criteria for mapping the income and the expenses included in the calculation of the sum of net income into business lines in accordance with the requirements of Paragraph 307. An institution shall ensure a regular revision of the established criteria in view of new types of activities it implements and occurrence of risks or changes in the existing types of activities and risks;

306.2. an institution has recorded the operational risk management system and the responsibilities for managing operational risk;

306.3. an institution identifies and assesses operational risk inherent to its activities. Assessment of operational risk is integrated into the daily operational risk management processes and the results obtained thereby on the operational risks inherent to the activities of the institution is an indivisible part of the operational risk monitoring and controlling process of the institution;

306.4. an institution collects relevant information on the operational risk, incl., on operational losses;

306.5. an institution shall ensure that the reports of the management of the operational risk are drawn up regularly and submitted to the responsible employees, heads of structural units, the senior management or the board of directors of the institution;

306.6. an institution has developed and recorded the procedures for carrying out corrective measures in accordance with the information included in the reports on the management of the operational risk; 
306.7. an institution’s operational risk management system and the allocation of the income and of the expenses, included in the calculation of the sum of net income, across business lines is inspected on a regular basis and assessed by a third party.
307. When developing the policy and the criteria for mapping the income and of the expenses included in the calculation of the sum of net income across business lines, an institution shall take into account the following:

307.1. for the purposes of calculating capital requirement for operational risk, all activities of the institution shall be mapped across business lines in a mutually exclusive and jointly exhaustive manner as set out in Table 9 and the criteria shall be the same as used for the allocation of asset and off–balance sheet items into exposure classes for calculating capital requirements for credit risk and for market risk;

307.2. any activity which cannot be readily mapped into a business line set out in Table 9, but which represents an ancillary function to an activity included in the framework, shall be mapped to the business line it supports. 
Where the ancillary activity is related with more activities mapped to different business lines, these ancillary activities shall be imputed to each business line using a proportionate allocation or other substantiated (appropriate) criteria;

307.3. where an activity and an ancillary activity related thereto cannot be mapped into a particular business line set out in Table 9, that activity and the ancillary activity related thereto shall be mapped into an additionally established business line whose capital requirement for operational risk shall be calculated using the ratio of 0,18;

307.4. for the mapping of the sum of net income into business lines, an institution shall be entitled to use internal pricing methods. 

Costs generated in one business line which are imputable to a different business line may be reallocated to the business line to which they pertain, e. g., by using a treatment based on internal transfer costs between the two business lines.

Calculation Procedure
308. Under the Standardised Approach, capital requirement for operational risk shall be calculated as follows:

308.1. the income and the expenses included in the calculation of the sum of net income shall be mapped into business lines in accordance with the requirements of Paragraph 307;

308.2. the sum of net income shall be calculated for each business line in accordance with the requirements of Paragraph 309;

308.3. the standardised indicator for each business line shall be calculated separately for each of the last three years by multiplying the ratio set out in Table 9 for the given business line with the sum of the net income calculated for that business line;

308.4. the sum of standardised indicators shall be calculated for each business line separately for each of the last three years. 

Where in any business line the standardised indicator is negative in any of the three years, it shall be included in the sum of standardised indicators for the respective year at the calculated value. A negative standardised indicator in any business line arises where the sum of net income calculated for that business line is negative;

308.5. capital requirements for operational risk shall be calculated as the arithmetic mean value of the sum of standardised indicators for the last three years. Where the sum of standardised indicators in any of the three years is negative or is zero, it shall be included in the calculation with a zero value.
Calculation of the Sum of Net Income

309. The sum of net income for a business line shall be calculated for each of the last three years in line with the requirements of Paragraph 303. 

Table 9. Mapping of the income and of the expenses, included in the calculation of the sum of net income, across business lines and the ratios corresponding to business lines for the calculation of capital requirement for operational risk

	Business line
	Mapping of the income and of the expenses, included in the calculation of the sum of net income, across business lines in line with the activities mapped into business lines
	Percentages

	1
	2
	3

	Corporate finance 
	Underwriting of financial instruments for initial placement or placing of financial instruments for underwriting on a firm commitment basis

Services related to underwriting of financial instruments

Advice on investment in financial instruments

Advice to undertakings on capital structure, financing

strategy and related matters and advice and services

relating to the mergers and the purchase of undertakings

Investment research, financial analysis, investment advice and other general recommendations relating to transactions

in financial instruments
	0,18

	Trading and sales
	Trading on own account

Money broking

Reception and transmission for execution of orders in relation to one or more financial instruments

Execution of orders on behalf of customers

Placing of financial instruments without a firm

commitment basis

Operation of Multilateral Trading Facilities
	0,18

	Retail brokerage 
(Transactions with private persons or SME that comply with the requirements of Paragraphs 98–99)
	Reception and transmission for execution of orders in relation to one or more financial instruments

Execution of orders on behalf of customers

Placing of financial instruments without a firm

commitment basis
	0,12

	Commercial banking
	Acceptance of deposits and other repayable funds

Lending

Financial leasing

Securities held in non–trading book

Guarantees and other off–balance sheet liabilities, e. g., commitments 
	0,15

	Retail banking
(Transactions with private persons or SME that comply with the requirements of Paragraphs 98–99) 
	Acceptance of deposits and other repayable funds

Lending

Financial leasing

Guarantees and other off–balance sheet liabilities, e. g., commitments 
	0,12

	Payments and settlements 
	Money transmission services

Issuing and administering means of payment
	0,18

	Agency services
	Safekeeping and administration of financial instruments

for the account of clients, including custodianship of securities and related services such as cash/collateral

management
	0,15

	Asset management
	Individual portfolio management

Managing of UCITS and investment in funds equivalent to UCITS

Other asset management services
	0,12


(As amended by the Regulations No. 173 of the Board of the Financial and Capital Market Commission of 14.12.2007 taking effect on 20.12.2007)

Section 4. Alternative Standardised Approach

Requirements for Using the Alternative Standardised Approach

310. In order to use the Alternative Standardised Approach, an institution, in view of the volume, types and complexity of its activities, shall ensure compliance with the requirements of Paragraphs 306.1–306.7, 311 and 312.

311. An institution’s income from the activities included in the business lines of commercial banking or retail banking (hereinafter, service business lines) shall be at least 90% of its total income.

312. A significant part of an institution’s service business lines shall be comprised of loans with a high probability of default (( 3.5%) and under the Alternative Standardised Approach for service business lines allows a more accurate evaluation of operational risk.

Calculation Procedure
313. Under the Alternative Standardised Approach, capital requirement for operational risk shall be calculated as follows:

313.1. mapping of the income and of the expenses, included in the calculation of the sum of net income, across business lines in accordance with the requirements of Paragraph 307;

313.2. the sum of net income for each business line shall be calculated in accordance with the requirements of Paragraph 309 except for service business lines. In respect of retail banking business line the book value of loans and of accounts receivable as at the end of the respective reporting year shall be calculated separately for each of the last three years, but for commercial banking business line the book value of loans and of accounts receivables, and of the securities held in non–trading book as at the end of the respective reporting year shall be calculated separately for each of the last three years;

313.3. the standardised indicator for each business line shall be calculated separately for each of the last three years in accordance with the requirements of Paragraph 308.3, except in respect of service business lines for which alternative standardised indicator shall be calculated. The alternative standardised indicator shall be calculated for each service business line separately for each of the last three years by multiplying the calculated book value of loans and of accounts receivable and of the securities held in the non–trading book for the respective business line with the ratio of 0,035 and the respective ratios set out for business lines in Table 9;

313.4. the sum of the standardised indicator and alternative standardised indicator, calculated for each business line, shall be calculated separately for each of the last three years in view of the requirements set out in the second sentence of Paragraph 308.4;

313.5. capital requirements for operational risk shall be calculated as the arithmetic mean value of the calculated sum of the standardised indicator and the alternative standardised indicator for the last three years.

(As amended by the Regulations No. 173 of the Board of the Financial and Capital Market Commission of 14.12.2007 taking effect on 20.12.2007)
Section 5. Advanced Operational Risk Measurement Approach 

Requirements for Using the Advanced Operational Risk Measurement Approach
314. To qualify for the Advanced Operational Risk Measurement Approach, an institution shall ensure the following:

314.1. compliance with the qualitative criteria in accordance with the requirements of Paragraphs 318–322;

314.2. compliance with the quantitative criteria in accordance with the requirements of Paragraphs 323–340.
Calculation Procedure
315. Under the Advanced Operational Risk Measurement Approach, capital requirement for operational risk shall be calculated in view of the expected loss, except in cases when an institution demonstrates that expected losses are adequately captured, and unexpected losses. 
316. When calculating capital requirement for operational risk, the following may be recognised:

316.1. the effect of the insurance used to mitigate operational risk, in view of the requirements of Paragraph 317. Reduction in capital requirements for operational risk due to insurance recognition shall not exceed 20% of the calculated capital requirements for operational risk before the recognition of the methods whereby operational risk is mitigated;

316.2. the effect of other methods used to mitigate operational risk where a noticeable operational risk mitigation effect is reached.
317. Requirements for the recognition of the insurance effect for mitigating operational risk are as follows:

317.1. the insurer has a licence to provide insurance or re–insurance and an eligible ECAI has assigned a rating to its ability to meet the long–term or short–term liabilities that qualifies for the credit quality step 3 or above, in accordance with the requirements set out in Section 2 of Chapter 2 for establishing the risk–weighted exposure amount of the institution;

317.2. the initial term of the insurance contract shall be at least one year. In respect of insurance contracts whose residual term is less than one year an institution shall make appropriate adjustments to reflect a declining residual term of the insurance contract. For those insurance contracts whose residual term is 90 days or less, the adjustment shall be 100%;

317.3. an insurance contract shall establish that any of the parties involved shall be entitled to terminate the contract by submitting a written notification to this effect at least 90 days in advance;

317.4. an insurance contract does not contain any exemptions or limitations in respect of the decisions taken by supervisory authorities or provisions that, in case of insolvency or liquidation of an institution, would prohibit the institution, its administrator or liquidator from receiving insurance compensation for losses or expenses incurred on the institution except where the losses or expenses have arisen as a result of events after initiating insolvency or bankruptcy procedures of the institution. An insurance contract may contain provisions whereby losses or expenses related to fine, penalty, or punitive damages resulting from the decisions taken by the supervisory authorities are not covered;

317.5. the calculation of the operational risk mitigation shall reflect the insured risk and the insurance coverage in a manner that is transparent in its relationship to, and consistent with, the event type of the operational risk and the actual likelihood and impact of loss that may arise as a result of such event used by the institution in the overall determination of operational risk capital;


317.6. the insurance is provided by an insurer that is not affiliated with the institution. In the case of insurance through captives or affiliates, the insured risk shall be transferred to an independent insurer that complies with the requirements of Paragraph 317.1, e. g., through re–insurance;


317.7. an institution’s framework for recognising insurance is documented and well reasoned.

317.8. when recognising the impact of the insurance, an institution shall calculate the recognition amount that shall be adjusted in accordance with the developed and documented methodology for insurance recognition. Insurance recognition methodology shall establish the necessary adjustments in view of the following:


317.8.1. the residual term of an insurance contract in accordance with the requirements of Paragraph 317.2; 


317.8.2. cancellation terms of the contract, where the residual term is less than one year;

317.8.3. the uncertainty of payment of insurance premium;

317.8.4. mismatches in coverage of insured risk and insurance amount and the event type of the operational risk, likelihood and losses that may arise as a result of the operational risk event.

Qualitative Criteria

318. An institution shall have an independent operational risk control function.

319. An institution's inherent operational risk measurement internal model shall be integrated into its day‑to–day operational risk management processes and its performance shall be inspected regularly and adequately. An institution shall ensure that data flows and processes related to the operational risk measurement internal model are comprehensible and traceable.

320. Reports on operational risk management that include information on the operational risk and operational losses inherent in the institution’s activities shall be drawn up regularly and submitted to the responsible staff, heads of structural units, the senior management and the board of directors of the institution and the institution shall have developed procedures whereby corrective measures are taken.

321. An institution shall have documented operational risk management system that is adequate to the volume, type and complexity of its activities and efficient, and developed and documented procedures for the compliance of its activities with the documented policies and procedures, and a developed and documented procedure whereby detected irregularities are corrected.

322. An internal audit service or an external audit shall regularly inspect the operational risk management processes of the institution and its use of the internal operational risk measurement model.
Quantitative Criteria
Internal Model 

323. The calculation of operational risk shall include operational risk events that have a low probability of occurrence and that may give rise to material loss, by using a soundness standard that is comparable with a 99,9% confidence interval over a one year period.

324. To achieve the soundness standard referred to in Paragraph 323, an institution shall use a combination of four elements in its internal operational risk measurement model, namely, internal data, external data, scenario analysis and factors reflecting the business environment and internal control systems.  

325. An institution shall develop and document the appropriate method for using the elements referred to in Paragraph 324 in its internal model by establishing the share of each element and avoiding the use of the effect of multiple qualitative assessments and methods whereby operational risk is mitigated that have already been recognised when calculating capital requirements for credit risk and for dilution risk or for market risk.

326. The internal operational risk measurement model of an institution shall capture the major causes (drivers) of operational risk affecting the shape of the tail of the loss estimates.

327. In its internal operational risk measurement model an institution shall be entitled to recognise mutual correlations in operational losses across individual operational risk estimates where the institution can demonstrate that its systems for measuring correlations are sound, used with integrity, and take into account the uncertainty surrounding any such correlation estimates, particularly in periods of stress. The institution shall validate its correlation assumptions using appropriate quantitative and qualitative techniques. 

Internal Data
328. Under the Advanced Operational Risk Measurement Approach, an institution shall calculate capital requirement for operational risk based on a minimum historical observation period of five years regarding its operational losses. An institution shall be entitled to start calculating capital requirement for operational risk under the Advanced Measurement Approach where there is a three–year historical observation period regarding its previous operational losses and gradually increase the historical observation period up to at least five years.

329. An institution’s internal data about its operational losses shall meet the following requirements:

329.1. they are classified across business lines in accordance with Table 9 and operational risk event types in accordance with Table 10;

329.2. they capture all material business lines and exposures in all relevant subsystems, e. g., structural units or subsidiary undertakings, and geographic locations. Internal data about operational losses may not include those business lines or exposures that individually or in combination would not have a material impact on the overall operational risk estimates;

329.3. they contain information not only about the gross operational loss amounts, but also the dates of operational risk events, any recoveries of gross operational loss amounts, and also other descriptive information about the drivers of operational risk events giving rise to operational losses.
330. To ensure that internal data about operational loss comply with the requirements set out in Paragraph 329, an institution shall establish and document the following:

330.1. for each business line or event type, an appropriate minimum gross operational loss amount or threshold above which it starts collecting internal data about its operational losses;

330.2. criteria for classifying its operational losses into business lines and event types in view of the following:

330.2.1. that operational losses that are related to credit risk and have been initially included in the institution’s internal data bases in which it registers credit risk–related information, shall be included in the institution’s internal data bases in which it registers operational risk–related information. These losses shall be identified separately and shall not be captured when calculating capital requirement for operational risk as long as they are captured when calculating capital requirement for credit risk;

330.2.2. that operational losses related to market risks shall be captured when calculating capital requirement for operational risk;

330.3. specific criteria for classifying into business lines and event types the operational losses arising in a structural unit as a result of an event that is involved in ensuring the performance of another structural unit, e. g., of an information technology structural unit, or an activity that comprises more than one business line or arises from several related events in a certain period of time;

330.4. procedures for assessing the conformity of its historical internal data about operational losses to existing conditions, e. g., business lines, technological processes, operational risk management procedures. These procedures shall include descriptions of the situations when the assessment of the historical internal data on an institution’s operational losses may not be taken into account, mapping or other adaptations and shall detail the possible amount of these adaptations and the person who is entitled to take a decision on non–observance of the assessment.

External Data

331. In its internal operational risk measurement model an institution shall include external data that are appropriate to its activities (public data or the data of other (similar) institutions processed in an overall system), especially where there is a possibility of infrequent yet material operational loss.


332. An institution shall establish, document and review regularly the cases when external data are used and the methods whereby external data are included in the internal operational risk measurement model, e. g., when making mapping or qualitative corrections. 

333. An institution shall ensure that its established and documented cases for using external data and the methods whereby they are included in the internal operational risk measurement model are regularly reviewed by a third party.

Scenario Analysis  


334. 334. An institution shall assess the possibility of operational losses that are material to its activities on the basis of the opinion of experts, e. g., risk management experts of the institution, about the probability of such operational losses and the likely amount (scenario analysis) and corresponding external data.  


335. An institution shall be entitled to express the opinions of experts as parameters for the assumed statistical distribution of operational losses. An institution shall use the scenario analysis to assess the effect of the possible deviations of the correlations incorporated in the internal operational risk measurement model, especially in order to assess the operational losses that may arise as a result of a simultaneous occurrence of several operational risk events.   

336. An institution shall re–assess regularly the possibility of the operational losses that are material to its activities using the scenario analysis that takes into account the actual operational losses. 

Business Environment and Internal Control Factors


337. In its operational risk assessment methodology an institution shall capture key business environment and internal control factors that can change its operational risk profile, e. g., increased volume of activity, changing staff, introduction of new business lines or products (hereinafter, factors).


338. An institution shall develop and document the procedure whereby the factors are used in the internal operational risk measurement model and shall justify the following:


338.1. the choice of each factor as a significant cause (driver) of operational risk, basing on experience and taking into account the expert judgement in the respective business lines;


338.2. the sensitivity of operational risk estimates to changes in factors;


338.3. the weighting of various factors;

338.4. capturing changes in operational risk in the internal operational risk measurement model due to improvements in operational risk controls and potential increases in operational risk due to increased business volume or greater complexity of operations (transactions).

339. An institution shall assess regularly and confirm the use of factors in the internal operational risk measurement model and the data obtained as a result of its using by making a comparison with the internal data on its actual operational losses and corresponding external data.

340. An institution shall ensure that the procedure referred to in Paragraph 338 is reviewed by a third party.

Table 10. Operational risk event types 
	Operational risk event type
	Characteristic of operational loss 

	1
	2

	Internal fraud


	Losses related to the activities aimed at defraud, misappropriate property or circumvent regulatory requirements or internal policies of procedures which involve at least one internal party

	External fraud


	Losses related to the activities aimed at defraud, misappropriate property or circumvent the law, by a third party

	Inappropriate employment practices and workplace safety


	Losses arising from legal acts or agreements inconsistent with employment, health or job safety, inappropriate activities, payment of personal injury claims, or from diversity/ discrimination events

	Inappropriate attitude to customers, inappropriate products & business practices

 
	Losses arising from an unintentional or negligent failure to meet a professional obligation to specific customers, or from the nature or design of a product

	Damage to physical assets

 
	Losses arising from loss or damage to physical assets from natural disaster or other events

	Business disruption and system failures

 
	Losses arising from disruption of business or system failures

	Drawbacks in execution, delivery & process management


	Losses from failed transaction processing or process management, from relations with counterparties or suppliers


Title III 

Own Funds
341. An institution’s own funds shall be comprised of the total of Tier I and Tier II capital from which the reduction of own funds, calculated in accordance with Paragraph 348, is deducted and that, upon the Commission’s approval, may be supplemented with Tier III capital.

342. Tier I capital shall be comprised of the following elements:

342.1. paid–up share capital (share capital) that is reduced by the value of cumulative preferential shares; 

342.2. share premium; 

342.3. reserve capital and other reserves that are made from the profit of the reporting year and of the previous years;

342.4. undistributed profit or losses of previous years; 
342.5. profit of the current year of operation, where there is a report by certified auditors or an entity of certified auditors on the existence of profit, it has been calculated taking into account all necessary provisions for the reduction of asset value, expected tax and dividend payments and the Commission has issued its approval. The necessary provisions for expected dividends shall be made taking into account the approved policy for dividend payment or on the basis of the decisions by the shareholders meeting in each case. Where the unaudited profit of the current year of operation in the subsequent months exceeds the approved interim profit, the approved interim profit shall be included in the calculation. Where the profit of the current year of operation decreases in the subsequent months, the volume falling below the approved interim profit, the current profit of the current year of operation shall be included in the calculation. An increase in unaudited profit of the current year of operation after a decrease shall not be taken into account;

342.6. a reduction for the following amounts:

342.6.1. own shares owned by the institution;

342.6.2. intangible assets;

342.6.3. losses of the current year of operation;

342.6.4. revaluation reserve for the available–for–sale financial assets or fixed assets that is disclosed in the on–balance–sheet item "Revaluation Reserve”, where it is negative;

342.6.5. gains from revaluation of investment property;

342.6.6. losses calculated in accordance with the requirements of Paragraph 14 of Section 2 of Annex 7;

342.6.7. profit calculated by capitalisation of future gains from securitised assets and ensuring credit quality improvement in securitisation items in case an institution has initiated securitisation.
343. Tier II capital shall be comprised of the following elements whose total shall not exceed Tier I capital:

343.1. subordinated capital made from the cash resources that an institution borrows for a time that is not shorter than five years and the borrowing contract contains a provision that the lender is entitled to demand repayment before maturity only where the institution is liquidated and the lender’s claim is satisfied after the claims of all other creditors but before the claims of shareholders. 
An institution shall be entitled to repay that borrowing upon its own initiative before maturity where after the repayment its own funds comply with the requirements of these Regulations and the Commission does not have objections. In such case not later than 14 days before taking the decision to that effect an institution shall notify the Commission in writing of its intention to repay a borrowing before maturity. Where during seven days of the receipt of the notification the Commission does not announce a motivated objection against the repayment of the borrowing, the Commission shall be deemed to have issued its approval to repay the borrowing before maturity;

343.2. fixed term cumulative preferential shares;

343.3. cumulative preferential shares of unlimited duration;

343.4. revaluation reserve made as a result of revaluation of fixed assets provided that there is the Commission’s approval. The revaluation reserve shall be included in the calculation in the amount of 70% of the increase in the value of fixed assets as approved by the opinion of at least two independent mutually unrelated and appropriately professionally qualified experts (valuators);

343.5. gains recognised as a result of revaluation of investment property provided that there is the Commission’s approval. These gains shall be included in the calculation in the amount of 45% of the increased value of the investment property as approved by the opinion of at least two independent mutually unrelated and appropriately professionally qualified experts (valuators);

343.6. revaluation reserve made as a result of revaluation of available–for–sale financial assets, where it is positive and there is a report by certified auditors or an entity of certified auditors on the financial accounts and the Commission’s approval. The volume of such revaluation reserve shall not exceed the amount disclosed in the latest audited report that has served as the basis for the approval. Where during the current months unaudited revaluation reserve of the available–for–sale financial assets exceeds the respective revaluation reserve disclosed in the audited report, the amount from the audited report shall be included in the calculation, but where during the current month unaudited revaluation reserve of the available–for–sale financial assets is below the respective revaluation reserve disclosed in the audited report, the revaluation reserve of the current month shall be included in the calculation and the increase in the reserve after the reduction shall not be taken into account. That revaluation reserve shall be included in the calculation in the amount of 45% of the increase in the value of the available–for–sale financial assets;

343.7. where the risk–weighted exposure amount is calculated under the IRB Approach (Section 3 of Chapter 2 of Title II), the specific provisions for impaired loans in accordance with the international accounting standards and value adjustment excess over expected losses (a positive result) that has been calculated in accordance with the requirements of Paragraph 36 of Annex 6, but amounting to no more than 0,6% of the total risk–weighted exposure amounts, excluding securitisation items to which a 1 250% risk weight is applied.

(As amended by the Regulations No. 173 of the Board of the Financial and Capital Market Commission of 14.12.2007 taking effect on 20.12.2007)
344. Tier I and Tier II capital shall not include revaluation reserve of hedging instruments that is related with gains or losses from hedging cash flows from the financial instruments assessed at the amortised purchase price and gains or losses from financial liabilities assessed at the fair value due to the changes in the institution’s credit quality assessment.

345. Tier II capital shall include only fully paid–up subordinated capital and fully paid preferential shares.

346. When calculating Tier II capital, the total of the subordinated capital and of the preferential shares referred to in Paragraph 343.2 shall not exceed 50% of the Tier I capital. 

347. When calculating Tier II capital, the value of the subordinated capital during the last five years before the repayment of the borrowing shall be reduced by 20% every year. This reduction of the subordinated capital shall not be included in Tier III capital.
348. The reduction of own funds that is a deduction of 50% from Tier I capital and of 50% from Tier II capital after applying the restrictions set out in Paragraphs 343 and 346, shall be made of the following:

348.1. investments in the share capital and the subordinated capital of credit institutions and of financial institutions in which an institution has a qualifying holding, except such investments in the share capital and the subordinated capital of the subsidiary undertakings that are credit institutions and financial institutions and subject to the consolidated supervision by the Commission; 

348.2. the portion of the total investment that exceeds 10% of the total of Tier I and Tier II capital of an institution in the share capital and in the subordinated capital of those credit institutions and financial institutions in which an institution does not have a qualifying holding, except such holdings in the share capital and the subordinated capital of the credit institutions and financial institutions that are subject to the consolidated supervision by the Commission or a supervisory authority of another member state or to additional supervision carried out by the coordinator as defined in the Financial Conglomerates Law; 

348.3. investments in the share capital or the subordinated capital of insurance undertakings, re–insurers and insurance holding companies in which an institution owns, directly or indirectly, 20% and more of the share capital or of the number of shares with voting rights, except such investments in the share capital or the subordinated capital of insurance undertakings, re–insurers and insurance holding companies that are subject to additional supervision carried out by the coordinator as defined in the Financial Conglomerates Law;

348.4. where an institution calculates the risk–weighted exposure amount under the Standardised Approach (Section 2 of Chapter 2 of Title II) in accordance with the Commission’s Regulations No. 24/9 "Regulations for Assessing Assets and Off–balance–sheet Liabilities" of 21 December 2001 the excess of the special provisions calculated for the assets and the off–balance–sheet liabilities over the provisions made in accordance with the International Financial Reporting Standards that have been reduced for the excess of the calculated special provisions multiplied with the risk weight of an exposure for which special provisions have been made and with 8%;

(As amended by the Regulations No. 173 of the Board of the Financial and Capital Market Commission of 14.12.2007 taking effect on 20.12.2007)
348.5. amount of the payment for the exposure subject to free deliveries risk or the current positive value of delivered securities, foreign exchange or commodities and of the transaction in accordance with column 4 of Table 6;

348.6. where an institution calculates the risk–weighted exposure amount under the IRB Approach (Section 3 of Chapter 2 of Title II ), the excess of the expected losses over the specific provisions for impaired loans made under the International Accounting Standards and value adjustments (a negative result) calculated in accordance with the requirements of Paragraph 36 of Section 1 of Annex 6 and the expected losses for equity securities calculated in accordance with Paragraphs 32 and 33 of Section 1 of Annex 6;

(As amended by the Regulations No. 173 of the Board of the Financial and Capital Market Commission of 14.12.2007 taking effect on 20.12.2007)
348.7. the sum of securitisation position exposures to which 1 250% risk weight is applied and which is calculated in accordance with the requirements of Section 4 of Annex 4, except in cases when it is included in the calculation of the risk–weighted exposure amount in accordance with the requirements set out in Section 4 of Annex 4 for the purposes of meeting the requirements of Paragraph 73.1 of Section 2 of Chapter 1 of Title II.

(As amended by the Regulations No. 173 of the Board of the Financial and Capital Market Commission of 14.12.2007 taking effect on 20.12.2007)
349. Where 50% of the own funds reduction referred to in Paragraph 348 exceed Tier II capital, this excess shall be deducted from Tier I capital. 

350. A reduction of own funds shall not be made from the investments referred to in Paragraphs 348.1–348.3 where an institution acquires the shares of another credit institution, financial institution, insurance undertaking, re–insurer or insurance holding company for a short–term holding in relation to a financial assistance transaction whose aim is to reorganise and recover the solvency of that company and the Commission has issued an approval to this effect.

351. Tier III capital shall be made of the fully paid subordinated claims, i. e., liabilities arising from a borrowing, depositing and other contract that, in case of an institution’s bankruptcy or liquidation, shall be met after the claims of all other creditors but before claims of shareholders and that meet all of the following requirements:

351.1. the original maturity of the subordinated liabilities is not shorter than three years or, where maturity is not determined, the contract contains a provision that the creditor shall request repayment of the loan not later than three years before the repayment; 

351.2. according to the contract, the subordinated liabilities cannot be settled before maturity without the Commission’s approval, except in the case of liquidation of the institution;

351.3. according to the contract, neither the interest not the principal of the subordinated liabilities will be paid at maturity where the requirements in respect of an institution’s own funds, set out in Paragraph 73, is not complied with and will not be complied as a result of the payment. 

352. An institution shall notify the Commission on the payment of the subordinated liabilities forming Tier III capital where as a result of that the institution’s own funds will fall below 120% of the total capital requirements calculated in due course of Paragraph 73. 

353. Eligible Tier III capital shall be the subordinated liabilities which meet the conditions of Paragraph 351 and whose amount shall not exceed 200% of the portion of Tier I capital that was not used to cover capital requirements for credit risk, operational risk, settlement and counterparty risk of the institution’s portfolio and may be used to cover capital requirements for market risks, except settlement risk and counterparty credit risk. 

354. Eligible used Tier III capital is the used portion of eligible Tier III capital that does not exceed 66,7% of the total capital requirements for market risks, except settlement risk and counterparty credit risk, calculated in due course of Paragraph 73.2.

355. Eligible unused Tier III capital is the difference between the eligible usable Tier III capital and eligible used Tier III capital. Eligible unused Tier III capital shows the possibilities for extending trading activities.
Title IV 

The Procedure whereby the Commission Issues its Approval and the Commission is Notified

Section 1. Receiving Approvals


356. To obtain the approval referred to in Paragraph 73.2.3 to exceed the limitation in respect of large exposures in trading book exposures, an institution shall submit to the Commission a document drawn up in accordance with the Commission’s Regulations No. 62 "Regulations on the Compliance with Restrictions on Exposures" of 2 May 2007.

357. To obtain the Commission’s approval referred to in Paragraph 74 to calculate capital requirements for credit risk of exposures and not to calculate capital requirements for debt securities and for equity securities in respect of trading book positions that meet the criteria of Paragraph 74, an institution shall submit to the Commission an application to which it shall attach documents, financial statements and calculations certifying compliance to the criteria.

358. To receive the Commission’s approval for the use of the IRB Approach referred to in Paragraph 87 of Section 1 of Chapter 2 of Title II to calculating capital requirements for credit risk, an institution or the supervisory authority of the parent undertaking of another member state shall submit to the Commission the documents specified in the Commission’s Regulations No. 64 "Regulations on Obtaining Permits for Using Internal Ratings Based Approach (IRB), Advanced Measurement Approach (AMA), Internal Model Approach and Internal Value–at–Risk Model" of 2 May 2007. By that approval, both the approval to gradually introduce the IRB Approach and other approvals needed under the IRB Appoach in accordance with the requirements of Paragraphs 112, 113, 115, 118, 119, 132 and 137 of Section 1 of Chapter 2 of Title II are granted.

359. In order to grant the approval referred to in Paragraph 106 of Section 2 of Chapter 2 of Title II, the Commission shall review an institution’s application and assess the ECAI rating in accordance with the Commission’s Regulations No. 65 "Regulations on the Recognition of External Credit Assessment Institutions" of 2 May 2007.

360. To receive the Commission’s approval referred to in Paragraph 200 for the use of the Duration Method to calculate capital requirement for general risk of debt securities, an institution shall submit to the Commission an application to which it shall attach the documents to the effect that the institution has appropriate information systems and qualified staff, the institution’s management understands the method and can interpret properly the calculation results.

361. To receive the Commission’s approval referred to in Paragraphs 178, 241.5 and 258.4 for the use of the assessment model of options, an institution shall submit to the Commission an application to which it shall attach the following:

361.1. description of the assessment model of options;

361.2. information about using of the model for managing market risks;

361.3. collected data on using the assessment model of options during the last three years, including the sources of information for prices and price fluctuations used for the calculations, calculations for the model compared with the actual daily profit/loss (an institution shall have a full documented information at all times);

361.4. collected data on tests of the assessment model for options in stress testing and its use for managing market risks to establish policy and transaction limits;

361.5. an opinion of a certified auditor or an entity of certified auditors to the effect that the model’s concept is appropriate, it shall be included in the policy for managing the institution’s market risks and the positive experience about the use of the assessment models for options in establishing market risks;

361.6. other additional information that an institution may deem necessary to be submitted to the Commission.

362. To receive the Commission’s approval referred to in Paragraph 251 for reducing capital requirement to 4% of the matching positions of closely related foreign currencies, an institution shall submit to the Commission an application and the following documents:

362.1. collected data on the amount of losses of matching positions of the above mentioned foreign currencies for the last three or five years according to the set probability level;

362.2. description of the information system whereby it is possible to calculate the loss amount of the matching positions of closely related foreign currencies;

362.3. other additional information that an institution may deem necessary to be submitted to the Commission.

363. To receive the Commission’s approval referred to in Paragraph 185 for netting the positions in derivative financial instruments, an institution shall submit to the Commission an application and the following documents:

363.1. a description of the derivative financial instruments included in the netting, including the description of the underlying asset of the instruments, a list of counterparties or their selection criteria;

363.2. other additional information that an institution may deem necessary to be submitted to the Commission.

364. To obtain the Commission’s approval referred to in Paragraph 272 for the use of the VaR internal models to calculate capital requirements for market risks, an institution shall submit to the Commission the documents in accordance with the Commission’s Regulations No. 64 "Regulations on Obtaining Permits for Using Internal Ratings Based Approach (IRB), Advanced Measurement Approach (AMA), Internal Model Approach and Internal Value–at–Risk Model" of 2 May 2007. 

365. To receive the Commission’s approval for the use the approach referred to in Paragraph 290.1.3, an institution shall submit to the Commission an application about its intention to start calculating capital requirement for operational risk under the Alternative Standardised Approach and shall attach to it the documents (internally developed procedures, policies, reports by the internal audit service and others) evidencing its compliance with the requirements of Paragraph 310.  

366. To receive the Commission’s approval for the use of the approach referred to in Paragraph 290.1.4, an institution shall submit to the Commission the documents in accordance with the Commission’s Regulations No. 64 "Regulations on Obtaining Permits for Using Internal Ratings Based Approach (IRB), Advanced Measurement Approach (AMA), Internal Model Approach and Internal Value–at–Risk Model " of 2 May 2007. 

367. The Commission shall approve the use of the combination of approaches referred to in Paragraphs 290.2.1 or 290.2.2 only in exceptional cases, e. g., where an institution has acquired or taken over another institution or a financial institution or the assets or the off–balance sheet liabilities of another institution or of a financial institution and it needs a transition period for the introduction of the Standardised Approach or of the Alternative Standardised Approach.
To receive the Commission’s approval for the use of the combination of approaches referred to in Paragraphs 290.2.1 or 290.2.2, at least 30 days before the acquisition or take–over an institution shall submit to the Commission an application and the documents that support the necessity to use the combination of approaches referred to in Paragraphs 290.2.1 or 290.2.2 and develop a plan for the introduction of the Standardised Approach or of the Alternative Standardised Approach.

368. The Commission shall approve the use of the combinations of approaches referred to in Paragraphs 290.2.3, 290.2.4 or 290.2.5 where an institution meets the following requirements:

368.1. the institution uses methodology that captures all operational risk inherent in its activities across various business lines, geographic locations, legal structures or other respective divisions established by the institution itself;

368.2. the institution ensures compliance with the requirements set out in Paragraph 306 for those business lines where capital requirement for operational risk are calculated under the Standardised Approach or those set out in Paragraph 310 for those business lines where capital requirement for operational risk are calculated under the Alternative Standardised Approach, and those set out in Paragraph 314 for those business lines where capital requirement for operational risk are calculated under the Advanced Operational Risk Measurement Approach;

368.3. when the institution starts using the Advanced Operational Risk Measurement Approach to calculate capital requirement for operational risk, a significant part of the institution’s operational risk is included in the calculation of capital requirement for operational risk under the Advanced Operational Risk Measurement Approach;

368.4. the institution undertakes to start calculating capital requirement for operational risk for a significant part of its operations (transactions) under the plan for the gradual implementation of the Advanced Operational Risk Measurement Approach and it shall observe that the other part of operations (transactions) for which capital requirement for operational risk are calculated under the approach referred to in Paragraphs 290.1.1, 290.1.2 or 290.1.3 is not comprised of a single operation (transaction).
369. In order to receive the Commission’s approval referred to in Paragraph 294 to start using a simpler approach to calculating capital requirement for operational risk instead of a complex approach, an institution shall submit to the Commission an application whereby it motivates the necessity to change the complex approach to a simpler approach.

370. To receive the Commission’s approval referred to in Paragraph 341 to supplement own funds with Tier III capital, an institution shall submit to the Commission an application and the following documents:

370.1. copies of the contracts for the subordinated liabilities forming Tier III capital;

370.2. documents certifying the payment;

370.3. other additional information that the institution may deem necessary to be submitted to the Commission.

371. To receive the Commission’s approval referred to in Paragraphs 342.5 and 343.6 to include the profit of the current year of operation in Tier I capital and to include the revaluation reserve of the available–for–sale financial assets in Tier II capital, an institution shall submit to the Commission an application to which the following documents are attached:

371.1. the institution’s interim financial statements that comply with the regulatory requirements for drawing up annual reports/accounts or with International Accounting Standard No. 34;

371.2. where the institution’s interim financial statements do not contain information about the amount of the revaluation reserve of the available–for–sale financial assets as disclosed in the interim balance sheet, information about the amount of the revaluation reserve;

371.3. a report by a certified auditor or an entity of certified auditors on the institution’s interim financial statements;

371.4. other additional information that the institution may deem necessary to be submitted to the Commission.
372. The approval for the use of the Internal Model Method referred to in Paragraph 28 of Annex 1 and in Paragraph 89 of Annex 3 for establishing the exposure value shall be received in due course of the Commission’s Regulations No. 64 "Regulations on Obtaining Permits for Using Internal Ratings Based Approach (IRB), Advanced Measurement Approach (AMA), Internal Model Approach and Internal Value–at–Risk Model" of 2 May 2007.
373. To receive the Commission’s approval referred to in Paragraphs 80, 82, 109, 183, 185, 197, 221, 233, 247, 262, 343.4, 343.5, 350 and 351.2 of the Regulations, in Paragraphs 59, 65 and 74.3 of Annex 1, in Paragraphs 62 and 95 of Annex 3, in Paragraphs 54, 57 and 69 of Annex 4, in Paragraphs 46, 49.6, 58 and 177 of Annex 6, an institution shall submit to the Commission a motivated application to which it shall attach supporting documents.

Section 2. Reporting to the Commission

374. Before an institution starts using the approach referred to in Paragraph 290.1.2, at least one month in advance it shall notify the Commission about its intention and shall submit to it documents (internally developed procedures, policies, internal audit service reports and others) that evidence compliance with the requirements of Paragraph 306. 

374.1 An institution shall notify the Commission without delay of each case where its counterparty fails to meet its obligations set out in the repurchase contract of assets or reverse repurchase contract of assets, or in the securities or commodities lending or borrowing contract.

(As amended by the Regulations No. 173 of the Board of the Financial and Capital Market Commission of 14.12.2007 taking effect on 20.12.2007)
Title V 

Closing Issues

375. An institution that has decided to continue calculating capital requirements for credit risk, debt securities and equity securities position risk, settlement risk and CCR until 31 December 2007 in accordance with the Commission’s Regulations No. 255 "Regulations on the Capital Adequacy Calculation" of 17 November 2004, shall prepare and submit a report on the capital adequacy calculation also in accordance with the procedure of those Regulations in respect of all listed risks. 

376. (Deleted by the Regulations No. 173 of the Board of the Financial and Capital Market Commission of 14.12.2007 taking effect on 20.12.2007)
377. When calculating the risk–weighted amount of exposures to central governments or central banks of member states under Paragraph 1.3 of Section 1 of Annex 2, an institution shall be entitled to apply, by 31 December 2012, a 0% risk weight for exposures to central governments or central banks of member states that are denominated and funded in the national currency of any member state.

378. Until 31 December 2011, an institution that establishes the set of past due transactions set out in Paragraph 97.10 shall be entitled to apply a delay period of 90 days to the counterparties registered in other member states, but no more than 180 days provided that this is allowed in the regulatory requirements of that member state.

(As amended by the Regulations No. 173 of the Board of the Financial and Capital Market Commission of 14.12.2007 taking effect on 20.12.2007)

379. Until 31 December 2010, in respect of the exposures that are secured with a residential real estate collateral that are included in the portfolio of retail exposures and do not have the guarantee of the central government, the average weighted LGD shall not be below 10%.

380. Until 31 December 2017, an institution that has received an approval to apply the IRB Approach to calculating capital requirement for credit risk shall be entitled not to apply it to the equity securities owned by it and its subsidiary undertakings registered in the Republic of Latvia as at 31 December 2007, but it shall be entitled to calculate capital requirement for those equity securities under the SA. A set of equity securities exempt from the application of the IRB Approach shall be calculated as a number of equity securities on 31 December 2007 that is supplemented with any additional equity securities deriving directly from that holding unless it increases the proportion of the holding. Where the proportion of the holding increases, the equity securities forming the increase shall be subject to the IRB Approach. The SA shall not be applied to the equity securities that are sold and subsequently repurchased after 31 December 2007.

381. As of 1 October 2007, a 0% risk weight shall be applied to the multilateral development banks listed in Paragraphs 4.1.13 and 4.1.14 of Annex 2.

Informative Reference to the European Union Directives

The Regulation contains provisions deriving from:

1) Directive 2006/48/EC of the European Parliament and of the Council of 14 June 2006 relating to the taking up and pursuit of the business of credit institutions (recast);

2) Directive 2006/49/EC of the European Parliament and of Council of 14 June 2006

on the capital adequacy of investment firms and credit institutions (recast);
3) Commission Directive 2007/18/EC of 27 March 2007 amending Directive 2006/48/EC of the European Parliament and of the Council as regards the exclusion or inclusion of certain institutions from its scope of application and the treatment of exposures to multilateral development banks. 
Chairman 








U. Cērps 

of the Financial and Capital Market Commission







THIS DOCUMENT IS SIGNED ELECTRONICALLY WITH A SAFE ELECTRONIC SIGNATURE AND CONTAINS A TIME SEAL

___________________________________________________________________________

KUNGU IELĀ 1 ( LV-1050 RĪGĀ ( PHONE +371 777 4800 ( FAX +371 722 5755
PAGE  
6

[image: image1.jpg]