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and Tools
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v Prudential oversight
Q% Systematic risk control

@ Avoiding misuse

&?] Confidentiality
== Other objectives

FINANCIALEDGE!

v Prudential oversight )

Reduce the level of risk
to which creditors of
banks are exposed

Impose standards that
require firms to control
risks and hold
adequate capital

. J

FINANCIALEDGE!
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v Prudential oversight )
o Reduce the risk caused
Systematic risk control by interrelationships
between banks
@ Avoiding misuse _
Reduce the risk of
: contagion (one bank’s
&7 Confidentiality bankruptcy causin
other banks’ foilure%
4 Other objectives y
FINANCIALEDGE!
' . )
v Prudential oversight
Reduce the risk of a
bank being used for
criminal purposes
Avoiding misuse
g | | E.g. money laundering
42 Confidentiality or insider trading
== Other objectives y
FINANCIALEDGE!
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v Prudential oversight

Ensure confidentiality of
client information

Confidentiality

J
FINANCIALEDGE!
v Prudential oversight g A
Treating
customers fairly
Appropriate levels of
. corporate and social
&7? Confidentiality responsibility
- Other objectives )
FINANCIALEDGE!
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v Prudential oversight

2 o %)
Oo Systematic risk control

@ Avoiding misuse > Efficient credit allocation

Getting money to the people

g 1 — who will use it most efficiently
&7 Confidentiality
— Other objectives

FINANCIALEDGE!

Q’% Systematic risk control

|I

Prudential oversight “

@ Avoiding misuse
m Confidentiality

Most important regulation
o8

- Other objectives , from nationaland
international regulatory bodies

FINANCIALEDGE!
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5 =1

Licensing &
Supervision

All banks need to be
licensed and
supervised by a
national regulator

@]
Minimum
Requirements

Appropriate buffers
against losses
(bigger risks = bigger
buffers)

=4

Market
Discipline
Requires banks to
disclose information

to allow stakeholders
to better assess risk

FINANCIALEDGE!
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I:El Historical

Regulation

\
.
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Capital Adequacy

Regulates the minimum amount of capital (or shareholders
equity) that a bank should hold as a buffer against losses

— T T T T T T T T I T T T
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FINANCIALEDGE!

Regulation Q

Regulated interest rates banks use as well as setting
minimum capital buffers for U.S. banks

& L [ ] [ ] [ ] [ ] [ | [ ] [ | [ ] [ ] [ ] [ ] [ ]
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Interstate Banking Restriction

Severely restricted U.S. banks from having branch networks
which crossed state boundaries up until 1994

A
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N

FINANCIALEDGE!

on

The Glass-Steagall Act

Separated the perceived risky investment banking from the
everyday deposits and loans business of commercial banking

IIIIIIIIIIIIIIIIIII>
L | | | | | | | | | | | | | | | | | | | | | | | |
=
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© 2024 Financial Edge Training 10



FINANCIALEDGE!

Globalized Financial System Required a
Systematic Regulatory Framework

Allow regulators to understand the capital adequacy of a
counterparty bank operating in another country

Put banks on a level playing field when they were
competing to make loans in the global markets

9)

1900 1910 1920 1930 1940 1950 1960 1970 1980 1990 2000 2010 2020

FINANCIALEDGE!

L

Basel |

Basel | focused on the credit risk that banks faced from their loan portfolio

Penalizing banks who engaged in high Benefitting banks who lent to much weaker
quality lending to corporates credit quality counterparties

Finalized - 1988 Implemented - 1992

1900 1910 1920 1930 1940 1950 1960 1970 1980 1990 2000 2010 2020

FINANCIALEDGE!
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L

Baselll

Made better use of risk weighting for different credit qualities

( Introduced assessments of market and operational risk as well as credit risk )

Developed m) Implemented
-2004 -2008

1900 1910 1920 1930 1940 1950 1960 1970 1980 1990 2000 2010 2020

FINANCIALEDGE!

@ Basel ll

Pillar1 ( Introduced assessments of market and operational risk as well as credit risk )

Pillar 2 ( Required that banks have an ongoing internal regulatory review )
Pillar 3 ( Required an increase in disclosure about the risks faced by banks )
- J

Y

Delegate some of the responsibility for regulation to the stock and credit market

1900 1910 1920 1930 1940 1950 1960 1970 1980 1990 2000 2010 2020

FINANCIALEDGE!
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L

Basel Il
A response to Enhanced capital requirements A charge for being a ‘too big
the 2008 global and more ‘rainy day’ capital for to fail’ bank and funding &
financial crisis economic downturns liquidity regulations
L [ | [ | [ | [ | [ | [ | [ | [ | [ | [ | [ | [ |
| | || || || || || || | | || | | || || ||

1900 1910 1920 1930 1940 1950 1960 1970 1980 1990 2000 2010 2020

FINANCIALEDGE!
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2000 2005 2010 2015 2020 2025
FINANCIALEDGE!
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Markets in Financial
Instruments Directive (MiFID)

Increased transparency and standardized reporting

i 2000 2005 2010 2015 2020 2025

FINANCIALEDGE!

Markets in Financial
Instruments Directive (MiFID)

Increased transparency and standardized reporting

MiIFID Il
i 2000 2005 2010 2015 2020 2025

FINANCIALEDGE!
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Capital Requirements Directive (CRD IV)
and Capital Requirements Regulations (CRR)

Implement the Basel lll capital accords

2000 2005 2010 2015 2020 2025

FINANCIALEDGE!

European Market Infrastructure
Regulation (EMIR)

All standardized over-the-counter (OTC) derivative contracts
should be cleared through central counterparties (CCPs)

2000 2005 2010 2015 2020 2025

FINANCIALEDGE!
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1

1 Regulatory
E Bodies

FINANGT

Eh

G10 Countries

BRE

One bank regulator

Regulated at both federal and state level

FINANCIALEDGE!
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Key U.S. Regulators

Banking (lending

Securities and

Futures and

and borrowing)

Investments

Options

The Federal Reserve System

(“The Fed") U.S. Securities and U.S. Commodity
i Exchange Commission Futures Tradin
The Office of the Comptroller (“The SEC”) Commission ("crgc")
of the Currency (“The occC”)

The Federal Deposit Insurance

i Financial Industry
Corporation (“The FDIC")

Regulatory Authority
(“FINRA")

National Futures
Association (“NFA”)
State Banking Agencies &

Other Regulators

- /. AN J

FINANCIALEDGE!

\ 4
N

Separate regulatory agencies at the Federal and State level

A
r A

Securities

Commodities [% Insurance

FINANCIALEDGE!
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b

Banking Eﬁi Insurance

Securities i
N\ ) y

~
® Eﬁa N A
K11\

Combined into one single financial service agency

-

FINANCIALEDGE!

o
©e@® @@ ® @

Privacy Disclosure Fraud Anti-money Anti- Anti-usury Promoting
prevention laundering terrorism lending low-income
lending
FINANCIALEDGE"
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20

The Bank of England (BOE)

FINANCIALEDGE!

Preventing
Systemic Risk

The risk of a maijor failure of
the financial system

FINANCIALEDGE!
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Settlement Agent

BrE ® EAE

i () m

FINANCIALEDGE!

. . . . Last Resort

Lender Financial Institution
(too big to fail)

FINANCIALEDGE!
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Prudential Regulation  Financial Conduct

Authority (PRA) Authority (FCA)
Maintenance of financial Market conduct and
system stability consumer protection

FINANCIALEDGE!

Creates policies Monitors business activities Ensures safety

!

Prudential Regulation
Authority (PRA)

Maintenance of financial
system stability

A FINANCIALEDGE!
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/ Protect Protect the Promote competition
‘ o ’ consumers from integrity of the UK in the interest of
bad conduct Financial system consumers

Financial Conduct
Authority (FCA)

Market conduct and
consumer protection

FINANCIALEDGE!
Single Supervisory
Mechanism
Regulation (SSM)
FINANCIALEDGE!
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P+
ECB

A
|
European Central Bank
(ECB)
FINANCIALEDGE!
( National

Competent
Authorities (NCAs)

[ @
a® af

R 2P

VN
C

Supervisory tasks to °
protect the stability - F
of the European
financial system \

an

| @
e

FINANCIALEDGE!
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Single Supervisory
Mechanism
Regulation (SSM)

Provide the legal basis for the operational arrangements

European

 © Jo Ry

European
Supervisory =
Authorities

FINANCIALEDGE!
1l
European European Banking European Insurance
Securities and Authority (EBA) and Occupational
Markets Authority Pensions Authority
(ESMA) (EIOPA)

National
Supervisory
Authorities

FINANCIALEDGE!
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European
Supervisory
Authorities
Improve the functioning
v of the internal market Yy,
Y

FINANCIALEDGE!

Germany France

FINANCIALEDGE!
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& -
N iy
Deutsch
. eutscne
BaFin
ADMINISTRATIVE AUTHORITY Bundes ban

Germany

Supervision of
banks and
financial

services
providers

Banking Act Assist BaFin

FINANCIALEDGE!

ACPR AMF France

(Autorité de Controle (Autorité des
Prudentiel et de Résolution) Marchés Financiers)
Regulates the Regulates participants and
banking and products in financial markets

insurance sectors
Approves the rules of financial
markets and infrastructures
Preserves the stability
of the financial system Approves the corporate finance
transactions of listed companies

Protects the customers, Authorizes financial services
insurance policyholders, professionals and the collective
members and beneficiaries investment products

FINANCIALEDGE!
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1

FE' Basel I - RWA

Basel | @ 1988

V N

QQ

Basel Committee on Banking Supervision (BCBS)

Central bankers and regulators from around the world

FINANCIALEDGE!
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Credit Risk

Risk-weighted Assets (RWA)
100%

OO
I

I
0%
FINANCIALEDGE!
Credit Risk
Risk-weighted Assets (RWA)
100%
!
==
ﬁ i
-
0%
FINANCIALEDGE!
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100%

0%

aFa
'ms !

Credit Risk

Risk-weighted Assets (RWA)

Regulatory capital to be held é,

FINANCIALEDGE!

Helped banks to be
better organized
and managed

M 3k P  Issuing risky loans
requires more

” capital to be held

&L

Basel |

Focusing on how
much regulatory
capital should be held

Possibly reducing the
ability to pay dividends
to shareholders

FINANCIALEDGE!

© 2024 Financial Edge Training

29



FINANCIALEDGE!

&L

Basel |
@ X 2
T * ‘ £
rY
Simplicity of its RWA Banks changed their Basel Il (2004) &
and regulatory approach to take Basel Il (2010) were
capital calculations advantage of the released to
weaknesses counter this

FINANCIALEDGE!

&L

Basel |

Required by regulators to hold a minimum amount of capital

Risk profile of the
bank’s lending
activities

Risk-Weighted
Assets (RWA)

Minimum amount of capital that banks must have

FINANCIALEDGE!
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Basel | Risk Weightings
Assets Weighting RWA
Cash 40.0 0.0% 0.0 | =40.0x0.0%
Government Bonds 100.0 0.0% 0.0 | =100.0 x 0.0%
Corporate Bonds 200.0 100.0% 200.0 | =200.0x100.0%
Mortgages 100.0 50.0% 50.0 | =100.0 x 50.0%
Total 440.0 250.0
Shareholders equity 30.0
Goodwill 10.0
Tier 1 Capital 20.0
Tier 2 Capital 30.0
Total Capital 50.0
Tier 1 Capital [ Risk Weighted Assets 8.0% | =20.0/250.0
Total Capital / Risk Weighted Assets 20.0% | =50.0 / 250.0
FINANCIALEDGE!
Assets Weighting RWA
Cash 40.0 0.0% 0.0 | =40.0x 0.0%
Government Bonds 100.0 0.0% 0.0 | =100.0 x 0.0%
Corporate Bonds 200.0 100.0% 200.0 | =200.0x100.0%
Mortgages 100.0 50.0% 50.0 | =100.0 x 50.0%
Total 440 250.0
Shareholders equity 30.0
Goodwill 10.0
Tier 1 Capital 20.0
Tier 2 Capital 30.0
Total Capital 50.0
Tier 1 Capital / Risk Weighted Assets 8.0% | =20.0/250.0
Total Capital / Risk Weighted Assets 20.0% | =50.0 / 250.0
Regulatory Capital
Regulatory - 9 y “ap
. [} —_—
Capital Ratios . .
P Risk Weighted Assets (RWA)
FINANCIALEDGE!
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Assets Weighting RWA
Cash 40.0 0.0% 0.0 | =40.0x0.0%
Government Bonds 100.0 0.0% 0.0 | =100.0 x 0.0%
Corporate Bonds 200.0 100.0% 200.0 | =200.0x100.0%
Mortgages 100.0 50.0% 50.0 | =100.0 x 50.0%
Total 440 250.0
Shareholders equity 30.0
Goodwill 10.0
Tier 1 Capital 20.0
Tier 2 Capital 30.0
Total Capital 50.0
Tier 1 Capital / Risk Weighted Assets 8.0% | =20.0/250.0
Total Capital / Risk Weighted Assets 20.0% | =50.0 / 250.0
r L] L] o L] L]
Shareholders’ equity - Goodwill = Tier1Capital
FINANCIALEDGE!
Assets Weighting RWA
Cash 40.0 0.0% 0.0 | =40.0x0.0%
Government Bonds 100.0 0.0% 0.0 | =100.0 x 0.0%
Corporate Bonds 200.0 100.0% 200.0 | =200.0x100.0%
Mortgages 100.0 50.0% 50.0 | =100.0 x 50.0%
Total 440 250.0
Shareholders equity 30.0
Goodwill 10.0
Tier 1 Capital 20.0
Tier 2 Capital 30.0
Total Capital 50.0
Tier 1 Capital / Risk Weighted Assets 8.0% | =20.0/250.0
Total Capital / Risk Weighted Assets 20.0% | =50.0 / 250.0
Tier1Capital + Tier2Capital = Total Capital
20.0 + 30.0 = 50.0
R — N FINANCIALEDGE!
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Assets Weighting RWA
Cash 40.0 0.0% 0.0 | =40.0x0.0%
Government Bonds 100.0 0.0% 0.0 | =100.0 x 0.0%
Corporate Bonds 200.0 100.0% 200.0 | =200.0x100.0%
Mortgages 100.0 50.0% 50.0 | =100.0 x 50.0%
Total 440 250.0
Shareholders equity 30.0
Goodwill 10.0
Tier 1 Capital 20.0
Tier 2 Capital 30.0
Total Capital 50.0
Tier 1 Capital / Risk Weighted Assets 8.0% | =20.0/250.0
Total Capital / Risk Weighted Assets 20.0% | =50.0 / 250.0
20.0 (T1 Capital)
° ° ° o
Tier 1 Capital Ratio = 8.0
P 250.0 A
(Risk Weighted Assets) FNANCTALEDGEL
Assets Weighting RWA
Cash 40.0 0.0% 0.0 | =40.0x0.0%
Government Bonds 100.0 0.0% 0.0 | =100.0 x 0.0%
Corporate Bonds 200.0 100.0% 200.0 | =200.0x100.0%
Mortgages 100.0 50.0% 50.0 | =100.0 x 50.0%
Total 440 250.0
Shareholders equity 30.0
Goodwill 10.0
Tier 1 Capital 20.0
Tier 2 Capital 30.0
Total Capital 50.0
Tier 1 Capital / Risk Weighted Assets 8.0% | =20.0/250.0
Total Capital / Risk Weighted Assets 20.0% | =50.0 / 250.0
50.0 (Total Capital)
H H — (o)
Total Capital Ratio = = 20.0%
(Risk Weighted Assets) NANCIALEDGE
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1 Basel II - Three
E Pillars

FINANGIAEDGE |,

&L

Basel ll

Developed in 2004 with full implementation required by the BCBS by 2008

[ Basel Committee on Banking Supervision (BSBS) ]

L\
.\}

To be a more sophisticated system than Basel |

* A more sophisticated and Allowing banks to
nuanced approach to determine their own
@ calculating risk-weighted internal calculations

assets (RWAs) for credit risk of credit RWAs

FINANCIALEDGE!
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®

Risks that all Carry out ongoing Required banks
banks face: assessments of to disclose risks
Credit the gdequcgy of and hoyv_they are
capital holdings quantified and
Market for all risks it faces managed
Operational L el

=10

FINANCIALEDGE!
r
/ Required banks
to disclose risks
- and how they are
quantified and
Ratings Agencies managed
Assess the information internally
that is publicly disclosed
by banks

S 1t

ull

Stock Market Credit Market

FINANCIALEDGE!

=0
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1

=1 Basel I1I —
I:E Increasing Capital
Requirements

© 2024 Financial Edge Training

A
consequences

Global Financial Crisis Basel Il

\ 8 Shortcomings of
e Basel Ilin
’ } @ preventing wider
\ : economic

FINANCIALEDGE!
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Basel Il
r s - A\
S ©° &, ub
og° [
a (S
Strengthen banks’ Leverage Liquidity Funding
holding capital requirements requirements requirements
FINANCIALEDGE!
Tier 1 capital CETI

(Common Equity Tier 1)

CET1 (Common Equity Tier 1)
Shareholders’ equity

AT1 (Additional Tier 1) -
Goodwill

(Deduct deferred tax assets or
= ©® Proforred — Contingent Convertible investments in other institutions)
0o |

0 I] stock o (co-cCo) bonds

0

FINANCIALEDGE!
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Total Capital

Tier 1 capital

Tier 2 capital

Revaluation reserves Hybrid instruments Subordinated term debt

2 O

FINANCIALEDGE!
Minimum Capital Requirements
Tier 1 capital
CET1 (Common Equity Tier 1) 2% - 4.5% of RWAs
AT1 (Additional Tier1) - -4% > 6.0% of RWASs
+1.5% of RWASs Risk Weighted Assets (RWA)
FINANCIALEDGE!
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Minimum Capital Requirements

Tier 1 capital Tier 2 capital

Revaluation reserves

CET1 (Common Equity Tier 1)

Hybrid instruments

AT1 (Additional Tier 1)

Subordinated term debt

>8.0%

FINANCIALEDGE!

Capital Conservation Buffer

Common Equity Tier 1 (CET1)

Risk Weighted Assets (RWAs)

Additional CET1>2.5% of RWAs

Bonuses

FINANCIALEDGE!

Dividends

&\
© i
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A

Countercyclical Capital Buffer (CCyB)

Designed to counter procyclicality in the financial system

§ rQ = B

The actions of banks to Reduce lending Lend too willingly
help exacerbate the during tougher during good
economic cycles economic times economic times
FINANCIALEDGE!

Capital Conservation Buffer (CCoB) +
Countercyclical Capital Buffer (CCyB)

@ Economy Upturn

Countercyclical buffer will increase.

2.5% Banks required to hold more capital
0000 Yo000000000000 .
.
. °
% of Risk .
Weighted .
Assets o Economy Downturn
° Countercyclical buffer will decrease.
(RWAS) : Banks required to hold less capital
°
..ll...l.\...0....';..'...'..
. d almia
ooo

FINANCIALEDGE!
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1

Basel III - Liquidity
Requirements

Changes Introduced
Under Basel lll

Address some of
the issues faced by
struggling banks
during the 2008

@ financial crisis

g [ % | @

Adjustments to Capital
Requirements

650
Liquidity
Requirements

Leverage
Requirements

FINANCIALEDGE!
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Short-term Some banks Dried up — Other

commercial paper used as a source banks unwilling

markets of funding to lend to them
FINANCIALEDGE"

Liquidity Coverage Ratio (LCR)

Ensure banks hold enough liquid assets to meet their immediate commitments

Includes cash,

government bonds and HIGH-QUALITY LIQUID ASSETS

some corporate bonds

= 2100%
Expected outfloys NET CASH OUTFLOWS OVER 30 DAYS

minus expected inflows

FINANCIALEDGE!
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Net Stable Funding Ratio (NSFR)

Ensure there is sustainable long-term funding for the long-term assets held by the bank

M

6

Pre-Global Financial Crisis some In 2007 they Also unable to sell
banks financed long term assets were left struggling their assets to
with short term financing to raise financing balance their books

FINANCIALEDGE!

Net Stable Funding Ratio (NSFR)

Ensure banks match the maturity of their assets to the maturity of the asset’s funding

The amount of funding

LT B IE AVAILABLE STABLE FUNDING

for the next 12 months

= 2100%
The amount of assets REQUIRED STABLE FUNDING
which are not monetizable (12 MOnthS)
within 12 months

FINANCIALEDGE!
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Basel III -
Leverage Ratios

1

Risk-based
capital adequacy

2008 Global Financial Crisis

A

4

A\

Doesn’t capture

Potential future
losses

FINANCIALEDGE!
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Minimum Leverage Ratio

Limits the amount of leverage a bank can take

TIER1CAPITAL

National regulators
Total assets on the ) ]
balance sheet TOTAL EXPOSURE have slightly different

exposure measures

FINANCIALEDGE!
Supplementary Leverage Ratio (SLR)
Imposed by the Federal Reserve on U.S. banks
TIER1CAPITAL
TOTAL LEVERAGE EXPOSURE
Includes balance sheet and some off balance sheet items
FINANCIALEDGE!
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U.K Leverage Ratio

TIER1CAPITAL

LEVERAGE EXPOSURE MEASURE

(Excludes cash held at central banks)

FINANCIALEDGE!

Minimum Leverage Ratio

TIER1CAPITAL

TOTAL EXPOSURE

U.K Leverage Ratio

TIER1CAPITAL

LEVERAGE EXPOSURE MEASURE

> 3.0% basic
requirement

> 5.0% for
larger banks

> 3.25% + Buffers

FINANCIALEDGE!
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Other Important
Regulations

FINANGIA

Dodd-Frank Volcker Rule MIFID Il EMIR
Act (U.S.) (us.) (Ev) (ev)
Places the regulation Generally prohibits Assist traders, Governs how derivatives
of the financial industry proprietary trading or investors, and other market, central
in the hands of the investing in hedge funds participants in the counterparties and trade
government or private equity funds financial sector repositories operate
Limits risk by enforcing Reduces a bank’s Keep financial markets Mitigate credit risk and
transparency and ability to take on risk strong, fair, effective, reduce operational risk
accountability and instead focus on and transparent through transparency

managing risk

Markets in Financial

European Market
Instruments Directive Infrastructure Regulation

- MiFID

FINANCIALEDGE!
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E-|

Rules on Capital Measurement and Capital Standards

The objective is to decrease the likelihood that banks go insolvent

Large Disclosures
Exposures (Pillar 3)

Capital Liquidity Leverage

E Internal Ratings Based Approach (IRB) E . .
: H New in Capital
H Standardized ii Requirements Regulation

TEEEEEEEEEEEEEEsEEsEssEsEEsEEEEEEEEsREEEEEEEnnEns

(CRR) 11l (exp. 2025)

AR AR AR AR R AR EEEEEEREEEERREEEERREEEEEREEEEEE,
E Internal Model Method (IMM)

3 Credit Valuation Adjustment (CVA)
:‘ Standardized Approach to CCR (

Basic Alternative

- N standardised

A h A h
g Internal Model Approach (IMA) E p<p:r\t/)§c Approach CVA p?:r\‘/jf?c
3 H
E Standardized H
: 5

e EEEETEEEEEssEEEsssEEEEsEEEEEsEEEEEEEEEEEEEES
Fundamental Review of the Trading Book (FRTB)

sEEEEEEEEsEESEEEEEEEEsEEEEEEEEEEEEEEEE,
Yasmsssssssnsssssnsnnsnannnnnnnnnnnnnns®

b s o
E‘ Standardized or Basic Indicator Approach .E
\IIIIIIIIIIIlIlllllllIlIllllllllllllllllllllllllll ‘esssmsssEssEEEEEEEnEEnnnEnnnnnnnnn? )
FINANCIALEDGE!
C—!
Dodd-Frank Act (U.S.)
Very significant piece of legislation affecting
almost all parts of the U.S. financial sector:
Financial Orderly Financial Sil:;'eun?line
Stabilit Liquidation Advisors ankm.g Lo lies
4 9 Regul
gulation
Transparency Clearing Plr:‘;:z:gn v:‘::; er rr:;h
FINANCIALEDGE!
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1

I:El The Volcker Rule

T — a L 2 FINANCIACEDGE

<3
=
The Volcker Rule

Prohibits certain financial institutions from conducting proprietary trading
activities from their own account

INSTITUTIONS AFFECTED
Insured depository Companies that control insured Bank holdina companies
institutions depository institutions 9 P

Prohibits the ability to

undertake short-term

proprietary trading of
financial assets

T GIITED G

FINANCIALEDGE!
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X3
=
The Volcker Rule

Prohibits certain financial institutions from conducting proprietary trading
activities from their own account

( )
Requirements
- i i
Market making o e Q- l??rzféfe:: conflict
AR AR
Underwritin
9 I =_C$) . ‘‘‘‘‘ The bank is not exposed to high-
=A risk assets or trading strategies
Hedging
‘ The trading does not generate
wmn o @ instability within the bank or within
_— the overall U.S. financial system

FINANCIALEDGE!

EU Regulations
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2018

MIFID I

(Markets in Financial
Instruments Directive)

FINANCIALEDGE"
2004 2014 2018
L] o
MIFID | = MIFID I
= o
Harmonize legislation and .
regulation in the EU Includes fewer exemptions
Increase competition .
Expands the scope of MiFID
Add to consumer protection to cover alarger group of
companies and products
Reduce systemic risk
FINANCIALEDGE"
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5t @

it &
Authorisation, Client Clientorder Pre trade Post trade Best
regulationand categorization handling transparency  transparency execution

passporting
( Harder to see all prices in the market ) ( Harder to ensure transparency and best execution )
FINANCIALEDGE!
° L]
MIFID | MIFID Il
$$
O
Increased compliance costs Affected revenue
FINANCIALEDGE!
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MIFID I

@ Prohibition of Inducements @

n \l/
B pdie
‘w AR MR

To a distributor for Conflict of interest for

selling its products the distributor

"\ — g

Payments made by a
product provider

)

D)

Sell products notin the
best interest of the client

@_

Ensure that investment firms act in the best
interest of their clients and avoid conflicts of interest

FINANCIALEDGE"
MIFID I
-
‘ A
BiME g B
Increased Investor Stricter Stricter Organized Trading
Protection Governance Rules Sanctions Facility (OTF)
Ensuring firms actin How investment firms are Giving regulators the Ensure all dark pools for
the best interests of organized internally power to ban financial non-equity investments
their clients products, activities or are captured
practices
Larger fines to be
meaningful for large firms
FINANCIALEDGE"
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& l_! — €
QV Derivatives =/

Important role Certain risks
in the economy associated

| (sa |

2008 Financial Crisis

FINANCIALEDGE!

Derivatives

Financial contracts between counterparties

A" Entered into off-exchanges [ ) ® Two parties agree
m = to the contract
-

in the Over-the-Counter
(-V (oTC) markets terms bilaterally

Prior to the 2008 Financial Crisis

OTC derivatives No central party
had greater 0 to ensure the trade
A counterpartyrisk is still honoured

FINANCIALEDGE!
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European Market Infrastructure Regulation

/ Encourage less complex
‘ (¢ ’ Over-the-Counter

(oTC) derivatives

A
o o EEg

Increase More easily identify Reduces counterparty
transparency systemic risks and operational risk
FINANCIALEDGE!

European Market Infrastructure Regulation

Enhance Mitigate Reduce
Transparency Credit Risk Operational Risk
Detailed information on each Standardized OTC derivatives Market participants must monitor

position must be reported to trade contracts must be centrally and mitigate operationalrisks
repositories (and on to regulators) cleared through CCPs like fraud and human error

Trade repositories must publish If not cleared by a CCP,

aggregate positions by class of “risk mitigation techniques”

derivative (both OTC and must be applied

listed/on exchange)

Over-the-Counter (OTC) copml Counter{mrt

Clearing House (CCP

FINANCIALEDGE!
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1

I:El Stress Testing

FINANG

ECB Stress Test
( European Central Bank (ECB) )

Every 2 Years

FINANCIALEDGE!
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p

(@)

B
ECB Stress Test

( European Central Bank (ECB) )

\
Identify weaknesses
ﬁ in the banks
balance sheet
Determine any necessary supervisory
actions or capital requirements
$ Ensure there is enough
5 A capital to withstand
l financial shocks
~

FINANCIALEDGE!

Assess whether the largest Operate throughout

Bank Holding Companies times of economic &
(BHC) have sufficient capital financial stress

FINANCIALEDGE!
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Comprehensive Capital Analysis and Review (CCAR)

CFederal Reserve evaluates:)

Internal capital
Capital adequacy adequacy assessment
processes

Plans to make capital
distributions

Dodd-Frank Act Stress Testing (DFAST)

Assess whether institutions have sufficient capital to absorb losses and

support operations during adverse economic conditions
FINANCIALEDGE!

DFAST CCAR
Dodd-Frank Act Comprehensive Capital
Stress Testing Analysis and Review

Not applicable to
banking organizations
with assets <$10 Billion

Not applicable to
banking organizations
with assets <$10 Billion

Federal Reserve coordinates these processes to reduce

duplicative requirements and to minimize regulatory burden =
FINANCIALEDGE
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Assess whether...

Bank Holding Planned capital
Companies (BHCs) The capital distributions are
possess adequate structure is stable viable and

capital acceptable
28 Variables 28 Variables 28 Variables
Y

( E.g. GDP, Unemployment, Stock Market Prices, and Interest Rates )

$ General
economic

conditions FINANCIALEDGE!

1

FINANCIALEDGE!

www.FE.training

Please do not redistribute these materials without the
express permission of Financial Edge Training.
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