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2: Draft amendments to statement of
policy — The PRA’s methodologies for
setting Pillar 2 capital

In this appendix, new text is underlined and deleted text is struck through.

Section I: Pillar 2A methodologies

2 Credit risk

2.1 This chapter sets out the methodology the PRA uses to inform the setting of a firm’s Pillar 2A
capital requirements for credit risk.

Definition and scope of application

2.3 Afirm’s Pillar 1 capital requirements for credit risk are determined in accordance with the PRA
Rulebook and-RPillar1-ef the Capital Requirements Regulation (CRR). However, the PRA believes
considers that there may be cases where the standardised approach (SA) does not sufficiently
capture the idiosyncratic credit risks of a firm. Additionally, there are asset classes for which the
standardised-appreach{SA} may systematically underestimates the risk (egsuch as zererisk-
weighted-sovereighs exposures to certain central governments, as well as unconditionally
cancellable commitments assigned to the retail exposure class). The PRA therefore assesses credit
risk as part of its Pillar 2 review of firms’ capital adequacy.

2.4 The methodologiesy detailed below-is are applied to all firms-using exposures risk-weighted
under the SA, including off-balance sheet exposures. Therefore, these methodologies will also be
applied to firms with permission to use the internal-ratings based (IRB) approach (‘IRB permissions’)
in respect of portfolios which are risk weighted using the SA. Exposures modelled under the IRB

approach are not in scope. ThIS includes exposures risk- we|ghted under the SA when afirm becomes
bound bv the output floor

2.5 Where the underestimation of Pillar 1 capital is due to deficiencies in IRB models, the PRA
addresses the capital shortfall by requiring the firm to remediate the shortcomings of the Pillar 1
models rather than setting Pillar 2A capital requirements.
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Approach to setting Pillar 2A capital for credit risk

2.13B To inform the setting of Pillar 2A capital for credit risk, the PRA considers a firm’s own
assessment of its risk profile in its Internal Capital Adequacy Assessment Process (ICAAP). The PRA
sets out in supervisory statement (SS) 31/15 — The Internal Capital Adequacy Assessment Process
(ICAAP) and the Supervisory Review and Evaluation Process (SREP), the expectation that the ICAAP
should include credit scenario analysis to assess the adequate capitalisation of SA portfolios.

2.13C The PRA also makes use of systematic methodologies to assess two areas where the PRA
considers firms’ capital requirements are under-estimated under the Pillar 1 SA. These areas are: (i)
exposures to central governments, central banks, regional governments or local authorities; and (ii)
retail exposures which are unconditionally cancellable commitments (UCCs).

2.13D The credit risk Pillar 2A add-on set by the PRA is primarily informed by the difference between
Pillar 1 requirements and the higher of:

a) Pillar 1 capital requirements for credit risk plus the additional capital deemed necessary
according to the two systematic methodologies (the ‘systematic components’); and

b) the capital needed for credit risk as identified through the credit scenarios analysis (and/or
other methodologies used to assess the sufficiency of overall capital, accounting for
idiosyncratic risks where appropriate).
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Figure A Illustration of Pillar 2A credit risk add-on calculation

Scenario 2

Scenario 1

Credit risk
l add-on

In scenario 1, a firm’s (a) Pillar 1 capital requirements for credit risk plus the systematic components
are lower than (b) the capital needed for credit risk as identified through the credit scenarios
analysis (and/or other methodologies). Therefore, a firm’s credit risk add-on would be equal to (b)
minus Pillar 1.

In scenario 2, a firm’s (a) Pillar 1 capital requirements for credit risk plus the systematic components
are higher than (b) the capital needed for credit risk as identified through the credit scenarios
analysis (and/or other methodologies). Therefore, a firm’s credit risk add-on would be equal to the
systematic components.

Systematic methodologies for assessing Pillar 2A capital for credit risk
Exposures to central governments, central banks, regional governments or local authorities

2.13E The PRA has set a number of minimum effective risk weights which are applied where the risk
weight assigned to an exposure in accordance with the CRR and the Credit Risk: Standardised
Approach (CRR) Part of the PRA Rulebook (the ‘Pillar 1 RW’) is below the applicable minimum
effective risk weight. The minimum effective risk weights are applicable to ‘exposures to central
governments or central banks” and ‘exposures to regional government or local authorities’
(excluding exposures to the UK government, Bank of England or the UK devolved administrations).
However, they are only expected to be binding for some exposures to central governments or
central banks which are assigned a credit quality step (CQS) lower than CQS 1 (or minimum export
insurance premiums (MEIP) lower than MEIP 1) and some exposures to regional government or local
authorities. The minimum effective risk weights are also applicable to any part of an exposure
subject to the IRB approach where an SA risk weight for a central government, central bank, regional
government or local authority is assigned in accordance with the Credit Risk Mitigation (CRR) Part of
the PRA Rulebook.

Table A Minimum effective risk weights as a percentage of relevant exposures
CcQs 1 / MEIP 0-1* CQs 2-3 / MEIP 2-3* CQS 4-6 / MEIP 4-7* /

unrated
Exposures to central governments or No minimum 5% 20%
central banks (excluding the UK) effective risk weight
Exposures to regional governments or local 5% 20% 100%

authorities (excluding the UK devolved
administrations)
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*Minimum effective RWs for regional government or local authorities apply on the basis of CQS only. For other
requirements on rating, see paragraph 2.13G

2.13F The difference between an exposure’s Pillar 1 risk weight and the minimum effective risk
weight (ie credit risk under-capitalisation) will inform the calculation of the systemic component for
exposures to central governments, central banks, regional governments or local authorities. The
systematic component will be calculated as the sum of the following calculation for each relevant

exposure:

Exposure value x (Pillar 2A minimum effective risk weight — the risk weight assigned to the exposure
in accordance with the CRR and the Credit Risk: Standardised Approach (CRR) Part of the PRA

Rulebook)

2.13G Firms are only required to provide data through submitting FSAQ76 to enable the above
calculation in respect of exposures where the Pillar 2A minimum effective risk weight exceeds the
Pillar 1 risk weight. The PRA requires firms to provide exposure data using the CQS that that would
have been assigned in accordance with the Credit Risk: Standardised Approach (CRR) Part to
determine the risk weight treatment, had CRR Articles 114(7) and 115(4) been disapplied. For
exposures to regional governments or local authorities, the CQS corresponding to the credit
assessment of the regional government or local authority must be used unless none is available (in
which case the credit assessment of the central government must be used, if available), and the
minimum effective risk weight for regional government or local authority exposures will apply
irrespective of whether the exposure is treated as an exposure to a central government in
accordance with CRR Article 115(4).

2.13H The PRA will apply the P2A minimum effective risk weight to the protected part of an
exposure where the Risk Weight Substitution or Financial Collateral Simple method has been used,
and when credit protection is provided by a central government or central bank. The protected part
of the exposure will receive an effective risk weight that is the higher of the risk weight of the
protection provider as calculated under the SA and the P2A minimum effective risk weight for the
protection provider.

Retail exposures which are UCCs

2.131 A Pillar 2A conversion factor (CF) is applied to firms’ retail UCCs exposures to inform the
calculation of the systematic component for retail UCCs. The systematic component will be
calculated as the sum of the following calculation for each relevant exposure:

[Fully adjusted exposure value, ignoring CRM substitution effects] x (Pillar 2A CF — CF applied in
accordance with the Credit Risk: Standardised Approach (CRR) Part of the PRA Rulebook) x the risk
weight assigned to the exposure in accordance with Article 123 of the Credit Risk: Standardised
Approach (CRR) Part of the PRA Rulebook

The Pillar 2A CF will be either:

o 20%; or

e 3 CF derived by the firm based on their portfolio, where the firm chooses to submit data to the
PRA and the PRA considers that the firm has robustly substantiated this CF based on the realised
CF(s) for the portfolio. This CF should be no less than 10%.

2.13J) The PRA will consider the CF provided by the firm to be robustly substantiated if the firm has
provided realised CFs from historical exposures as evidence and this evidence covers a
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representative mix of benign and downturn economic periods. Where firms do not have data over
any downturn period, benign year CFs are expected to be suitably increased, reflecting an estimation
of portfolio behaviour in a downturn event.

Credit scenarios and alternative methodologies for assessing idiosyncratic risk

2.13K The PRA expects firms to make use of credit scenario analysis to assess the adequacy of capital
held for SA portfolios. This assessment should be used to ensure that minimum capital requirements
across Pillar 1 and Pillar 2A provide sufficient capacity to absorb losses incurred in high-severity tail
events over a 12-month horizon. The PRA’s expectations of firms’ credit scenarios are set out in

SS31/15.

2.13L The PRA may also consider firms’ alternative approaches in the ICAAP to inform the
assessment of whether firms are adequately capitalised against credit risk. These may include
assessments using proxy IRB approaches.

2.13M The PRA will not consider proxy IRB approaches to be appropriate where:

e the proxy IRB approach is used for exposures where the IRB approach is not available under

Pillar 1 (eg exposures to central governments or central banks):

e the proxy IRB approach is used for exposures for which a firm with an IRB permission has been
granted permission to permanently use the SA on the grounds that the firm cannot reasonably

model the exposures; and
e the proxy IRB approach is used for a set of exposures in respect of which the proxied approach is
not available under Pillar 1. This includes in particular:

(i) proxy IRB approaches using firm estimates of LGD, where the AIRB approach is not
available under Pillar 1;

(ii) proxy IRB approaches using firm estimates of conversion factors or EAD, where either:

o the AIRB approach is not available under Pillar 1, or

o modelling conversion factors or EAD is not permitted under the AIRB approach;

(iii) proxy IRB approaches that do not proxy the Slotting Approach, where the Slotting
Approach is the only IRB approach available under Pillar 1; or

(iv) proxy IRB approaches that proxy the Slotting Approach, where the Slotting Approach is
not available under Pillar 1.

Reporting
2.14 H

j j As set out in Rules 2.7 and 2.7A 2:8 of the Reporting Pillar 2 Part of the PRA
Rulebook, firms must complete the data item FSAO76 where they have relevant exposures assigned
to a risk weight for which capital requirements are calculated using the SA.+te-completethe-data
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2.16 [Deleted]

3 Market risk

Definition and scope of application

3.3 The Pillar 2A approach to market risk applies to all firms and covers all positions in the trading
and fair value through other comprehensive income (FVOCI) books, including loan underwriting
commitments, securitisation instruments/positions and covered bonds booked in the trading and
FVOCI books.

3.4 The PRA’s review of a firm’s risks and risk management standards applies equally to positions
covered by approved models or standardised approaches and, as such, is relevant to firms both with
and without advanced model approval. In practice, however, the PRA expects the Pillar 2A regime

for market risk to affect mainly firms with material trading books;-which-are-typicaty-these-firms
" I ket ris] ol csion.

Methodology for assessing Pillar 2A capital for market risk

3.6 CRR Part Three, Title IV sets out the methodologies that firms must apply when calculating
capital requirements for market risk under Pillar 1. The PRA may require firms to hold additional
capital under Pillar 2A to cover risks likely to be underestimated or not covered under Pillar 1. The
majority of such risks relate to illiquid, one-way and concentrated positions (referred to collectively
as illiquid risks), which may not be capitalised appropriately. Other risks include gap risk, intraday
risks, market risks on fair-valued positions for which there is no market risk Pillar 1 capital (except
where captured by IRRBB) and more generally, risks that may not be well captured under Pillar 1 risk
measures (including any material risks not adequately captured under standardised approaches).

Illiquid risks
3.7 To inform the setting of Pillar 2A capital, the PRA relies on a firm’s own methodologies for

assessing illiquid and concentrated positions. This is because market risk is specific to firms’
individual positions. The PRA’s focus is on the quality of firms” methodologies, including the
magnitude of market shocks applied to assess illiquidity risks. Fhe-PRA-also-assesses-the-firm’s

abilitiesto-managethe risk:

3.8 When assessing firms’ own calculations, the PRA will:

o review the eempleteness-ofilliquidityrisk-identification-by-thefirm adequacy of the methods

used for the identification of illiquid risks by the firm to evaluate the completeness of risk
capture;

e assess whether the stresses designed and calibrated by the firm are appropriate to measure the

risk given-a-1-in-1;000-yearconfidencelevel-overoneyearto an appropriate level of severity

(and, if not, request the firm to apply alternative stresses);
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e set a Pillar 2A capital add-on such that the sum of the Pillar 1 (and-Rilard-adjustmentsformodel

risks including any relevant adjustments, such as for risks not in models) and the Pillar 2A capital
requirement is sufficient to cover losses in line with the PRA’s target overall capital standard

(99.9% over a 1-year horizon) ata-34-in-1,000-yearconfidence-tevel.

3.8A Firms are expected to have a comprehensive process, with adequate governance, for
identifying illiquid risks. The PRA’s assessment of the completeness of risk capture will in part be
informed by the rigour of this process and its frequency. Examples of good practice include: the
periodic reconciliation of illiquid risks against other relevant internal sources of information (eg level
3 assets, valuation adjustments, positions subject to collateral disputes); the involvement of and
senior representative sign-off from market risk managers, product control and other relevant
business areas; and the integration of the outputs in regular management reports.

3.8B When assessing the methodologies developed by firms to stress illiquid positions, the PRA will
seek to gain assurance that the assumed liquidity horizons are sufficiently prudent, and that the
nature of the scenario and the size of the market risk factor shocks are commensurate with the
PRA’s target overall capital standard. The PRA will assess the extent to which the proposed
calculation methods adequately capture material non-linearity, eg for options positions. Where
possible the PRA will benchmark firms” methods against the realised shocks from relevant stress
periods (eg the global financial crisis). Consideration will be given as to whether an instantaneous
market shock is the most plausible way in which a firm could make losses, or whether more extreme
losses could be sustained over an extended period (eg through periodic re-hedging activities in a
one-way market).

3.8C When considering the suitability of any proposed capital mitigants or reserves, the PRA will
assess: (i) the extent to which the proposed Pillar 1 capital requirements offset can clearly be
attributed to the positions in scope of the Pillar 2A add-on; and (ii) the extent to which valuation
reserves would reasonably be expected to be released as a consequence of the proposed stress
scenario. Given difficulties in attributing capital requirements derived from portfolio risk measures
such as value-at-risk (VaR), the PRA will consider Pillar 2A capitalisation approaches which more
directly quantify the incremental risks. For example, such an approach could involve calculating total
losses over an extended liguidity horizon using a suitably calibrated stress scenario, and then
subtracting losses from the liquidity horizon covered by Pillar 1 calculations.

3.8D For the purpose of directly calculating the incremental Pillar 2A add-on required, the PRA will
benchmark to a method based on a standard ‘square-root-of-time’ scaling approach to convert
overall stress shifts to stress shifts for the Pillar 1 liquidity horizons. For example, if a stress shift of
20% is applied to a position with horizon 60 days (ie 3 months), and the Pillar 1 horizon is 10 days,
then the effective Pillar 1 stress shift would be calculated as 8.2% (equal to ,/10/60 X 20%).

3.8E Where a position is sensitive to risk factors of more than one type for which different Pillar 1
liguidity horizons are defined, firms should provide details of the approach to recognising Pillar 1
offsets. For example, firms could determine a single weighted average Pillar 1 liquidity horizon for
illiquid positions using weights determined from the ratio of the marginal contribution of each risk
factor to the overall stress loss, eg using a 1st-order approximation:

|Sens(RF;) = Shift(RF;)|
Y j|Sens(RF;) = Shift(RF;)|

Weight(RF;) =
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3.8F For the purposes of aggregation, the PRA will generally add the stress results from different
illiquid risks on a gross basis when determining the total Pillar 2A add-on. However, risks which can
be demonstrated to be strongly related may be assessed together. Furthermore, the PRA will not in
general require Pillar 2A add-ons to be applied to less material risks. Therefore, the use of
appropriately sized thresholds to determine which risks need to be included is considered
reasonable (subject to below-threshold risks continuing to be re-assessed on an ongoing basis). In its
review, the PRA will assess both the size of any such thresholds, as well as the extent to which
similar risks have either been sub-divided (eg to keep below threshold) or aggregated.

Other risks

3.9 In addition to the Pillar 2A add-ons for illiquid, concentrated and one-way positions, the PRA
may also request a firm to hold additional capital under Pillar 2A for other market risks which the
PRA has assessed not to be sufficiently captured through Pillar 1. Examples of such risks may include,
but are not limited to, gap risk, intraday risks, non-interest rate market risks on fair-valued positions
in available-for-sale books, and, more generally, risks that may not be well captured under Pillar 1
risk measures (including any material risks not adequately captured under standardised

approaches). wherethe PRA-identifies-deficienciesina-firm’s-marketrisk-systemsand-controls:

3.9A For all such risks identified, the PRA will seek to ensure that, where material, these are included
in Pillar 2A through the use of prudent methodologies designed to measure risk to an appropriate
level of severity, in line with the PRA’s target overall capital standard, over a period commensurate
with the liquidity of the positions/risks. The PRA will aggregate the add-ons on a gross basis across
different risk types in its assessment and allowance will be given for any relevant Pillar 1 mitigants
(following the approach outlined in 3.10).

Syndicated leveraged loan underwriting

3.9B One particularly material type of risk that is not, in general, well captured in Pillar 1 is
syndicated loan underwriting, particularly for leveraged loans. Under normal market conditions, a
firm’s underwriting commitments can be either fully or substantively met through syndication of the
loan to other investors before the loan is drawn. However, should the syndication process fail (eg
due to market stress) then significant fair-valued losses may be realised on the available-for-sale
portion of the loan. For firms with material syndicated loan ‘pipelines’ (ie committed deals in the
process of being syndicated, including signed but not countersigned positions), the PRA will assess
the size of the required Pillar 2A add-on by comparison of the firm’s proposal with the results of a
benchmark model developed by the PRA.

3.9C The PRA’s methodology adopts a stress testing approach, where stressed price shocks are
applied to the syndicated loan pipeline positions. Calibration of the shocks is based on data from the
global financial crisis, and uses the worst 6-month price declines of a set of loan indices, by credit

rating:

A 10%
BBB 20%
BB 27.5%

B 35%
ccc 45%
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3.9D These stresses are applied to the notional values of each individual loan commitment in the
pipeline. Applying the shocks to the notional values implicitly assumes that the loans are trading
close to par prior to the stress.

3.9E The often-drawn-out nature of the underwriting and syndication process means that it may not
always be clear at what stage in the process a commitment needs to be included in the stress. The
PRA expects positions for which firms have signed the loan documentation to be included, even
where these have not yet been countersigned by the client. Further, to the extent that a firm
considers itself ‘on-risk’ at an earlier stage in the process, the PRA would also expect these positions
to be included.

3.9F The calculation generates the gross stress loss, to which various mitigating factors are applied:

e Deal break: Data from the global financial crisis indicates that around 20%-25% of deals did not
proceed. The client may choose not to complete on the loan commitment as the funds are no

longer required; a typical reason being that the underlying M&A deal for which the loan was

originally needed falls through. Given this, the PRA generally applies a deal-break multiplier to

the gross stress losses. However, the PRA expects firms to provide justification for the size of this

in relation to the composition of their loan pipeline (eg M&A versus re-financing).

e Fees & Flex: The loan agreements typically include contractual fees and a degree of pricing flex.

These are both available to reduce losses in the event that the syndication process does not
proceed as expected. The PRA allows these to offset the gross stress loss.

e Hedging: Firms may choose to hedge the risks in their pipeline, for example through buying

index CDS, index CDS options, or equity options. Typically these are macro-hedges and do not

offer protection on the specific loans in the commitment pipeline. Where this is the case, and to

allow for basis risk between the hedges and the specific names, the PRA assumes only a partial

hedging benefit.

e Pillar 1 capital: The Pillar 2A add-on is net of any credit risk Pillar 1 capital held against the
commitments. The PRA does not take account of any market risk capital associated with hedging

activity that the firm may have undertaken.

e Scale to peak: The commitment pipeline is typically very ‘lumpy’ with significant single-name

concentration, and can show large variation over time driven by deal flow. The PRA’s Pillar 2

approach aims to take account of this variation by considering the exposure during the course of

the whole yvear, not only at the ICAAP reporting date. Relevant reference points include the peak

exposure, the average exposure, as well as the period-end exposure. The PRA’s benchmark is

based on the average exposure over the previous year to the ICAAP date. However, the PRA also

gives consideration to whether this should be increased, for example if recent trends or future
expectations of the size of the pipeline indicate an increased risk appetite. The PRA’s broad
principle is to prudently capitalise to a level that roughly captures the long-run, underlying risk of

the business, taking account of any growth in risk appetite.

Reporting

for-assessing-the-adeguacy-ofa-firm’scapitalunderPilar2A-To support the PRA’s assessment of

market risk Pillar 2A capital requirements, firms are requested to provide at a minimum the
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information set out below alongside their ICAAP submission, with data as at their ICAAP reference
date:

e Forilliquid, concentrated and one-way positions:

(i) Details of the process followed to identify all illiquid, concentrated, and one-way
positions or other Pillar 2A risks (including any legacy/non-core positions) and to
evidence that complete and comprehensive coverage is achieved;

(ii) llliguid and concentrated position spreadsheet (FSA080 illiquid risks). The submission
should provide details of the methodologies (eg risk factor shocks by tenor, liquidity
horizons, and historical calibration period) used to quantify risks of illiquid, concentrated
and one-way positions, and any other positions for which Pillar 1 capital charges are
judged to be insufficient;

(iii) Where there is a material difference for a particular stress loss through time (eg versus
previous ICAAP submissions), provide narrative explaining the drivers of the change;

(iv) Detailed breakdown by product type of fair-valued Level 3 assets, including valuations.
Provide a quantification of the risk associated with these Level 3 positions if not provided
in FSA080 and the reason why they have been excluded;

(v) Alist of all concentration risk AVAs and fair value concentration reserves, mapped to the
identified illiguid and concentrated risks used for Pillar 2A;

(vi) Internal market risk reports (including stress test reports) for the legal entities as of
ICAAP date; and

(vii) Detailed rationale of any mitigants being used (eg 10-day stress loss, capital mitigants) to
offset the proposed Pillar 2A stress losses. These should where necessary reflect the
Pillar 1 liquidity horizons (LHs) set out in the IMA section. This should clearly set out the
LHs being used and the way in which a Pillar 1 offset has been calculated (for example,
by offsetting the first n days of the N-day stress loss, where n is the assumed LH).

e For syndicated loans (if relevant):

(i) Detailed breakdown of syndicated loan positions in the non-trading book, covering all
positions where the firm has made a commitment to the client irrespective of whether
or not the client has accepted the commitment (ie signed but not countersigned
positions), and also differentiating between commitments for which the syndication has
not yet started and commitments where the syndication process is underway;

(ii) Information at each individual position level showing (at a minimum):

Notional;

Rating;

Region;

Sector;

CRO1;

Maturity of the underlying loan;
Duration of the underlying loan;
Fees and flex; and

O 0O O O O 0 O O
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o Status (ie stuck, signed and countersigned, signed but not countersigned, other
committed trades). Markdowns taken on ‘stuck’ positions should be included.

(iii) Quantification of the risk arising from the syndication pipeline and the adequacy of Pillar
1 capital requirements or other mitigants relating to these positions to cover this risk.
The quantification may, for example, be based on a stress test; in which case, details of
and justification for the shocks applied should be provided; and

(iv) Information on the extent to which the loan balances and risk levels have varied across
the year and how the capital assessment ensures that the risk is prudently capitalised
over time.

3.11 Although the Pillar 2A capital requirement is mainly based on positions held as at the date
specified above, in cases where positions relate to portfolios that are concentrated in a small
number of underlying names and/or show variability over time (for example, syndicated loans and
deal contingent trades), information on this variation and a description of how the firm’s capital
assessment leads to the risk being prudently capitalised over time should be included. Firms-with

D 4

Definition and scope of application

4.4A Firms’ Pillar 1 capital requirements for operational risk are determined in accordance with the
Operational Risk Part of the PRA Rulebook. The PRA assesses operational risk as part of Pillar 2A to
ensure that idiosyncratic risks that are not well captured in Pillar 1 are considered, including a firm’s
past operational risk losses. This ensures operational risk capital requirements are adequate given

the risks firms face, whilst remaining flexible and risk sensitive.
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Methodology for assessing Pillar 2A capital for operational risk for all firms
4.9A In assessing Pillar 2A operational risk capital, the PRA reviews a firm’s operational risk

assessments in its ICAAP in a proportionate manner depending on the size, complexity and systemic
relevance of the firms. The PRA considers the following factors:

(i) the firm’s business model and exposure to operational risk —including firms’ management of
operational risk, the effectiveness and suitability of mitigating actions in place, any relevant
external factors that might impact the firm's exposure to operational risk;

(ii) the firm’s analysis in its ICAAP, with a focus on historical losses (when available) and scenario
analysis (in line with the expectations set out in 2.18A to 2.18D in S531/15);

(iii) quality of the firm’s own Pillar 2A assessment, including appropriateness and robustness;

(iv) any insights gathered through engagement with the firm; and

(v) peer group comparison.

Further factors the PRA considers for significant firms

4.98B Significant firm means a deposit-taker or PRA-designated investment firm whose size,
interconnectedness, complexity and business type give it the capacity to cause significant disruption
to the UK financial system (and through that to economic activity more widely) by failing or carrying
on its business in an unsafe manner.

4.9C Where a significant firm’s operational risk measurement framework aligns with the good
practices (set out in 2.18E to 2.18N of the SS31/15), the PRA will place greater emphasis on the
firm's ICAAP when determining Pillar 2A capital for operational risk. Otherwise, the PRA will rely
more on the methodology outlined below.

4.9D While the below methodology mainly applies to significant firms, it may be extended by the
PRA to other firms depending on the size, nature and complexity of a firm and the availability of data
inputs (particularly historical losses).

9 CRRArticle 324
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4.10 The approach considers non-conduct risk separately from conduct risk. The Pillar 2A capital
add-on is the sum of the capital adjustment for conduct risk and non-conduct risk.

4.11A For the purpose of the PRA assessment, conduct risk losses are defined as losses in the Basel
loss event category ‘Clients, Products and Business Practices’ (CPBP).92 Currently, conduct and legal
losses make up the bulk of CPBP losses. In the current environment CPBP losses are considered a
proxy of conduct risk losses. All other Basel event types are considered non-conduct risk.

4.12 The PRA recognises that Ssizing capital for operational risk is a significant challenge. The loss
distribution is unusually fat-tailed, with infrequent but very large losses, and there is a paucity of
data. This problem applies to all operational risks but is especially acute for conduct risk. The loss
estimates below do not overcome these fundamental problems but they-deliverbetteroutcomes
thanrelyingoninadequate Pillar L approaches—Fhey provide a simple, transparent and consistent

way for the PRA to assess Pillar 2A operational risk across firms.

Non-conduct risk
4.15 The PRA uses three loss estimates, described below, to inform the setting of a firm’s Pillar 2A
capital requirement for non-conduct risk.

(i) The first estimate (C1) is based on a firm’s forecast of its expected losses due to operational risk
in the next year(s), extrapolated to estimate the loss at the 1-in-1,000 year confidence level
(assuming a given relatlonshlp between expected loss and unexpected loss). Ihe—e*peeteel—less

(ii) The second estimate (C2) is based on the average of the firm’s five largest losses by Basel event
type {exeluding-CPBP} for each year. The event type (excluding CPBP) Fhiscaleuwlationisrepeated
foreach-of the-pastfiveyearsand-the-eventtyperesulting in the largest capital requirement

39:) See Annex 2 of the Operational Risk Part of the PRA Rulebook.
3 - ¥ d Fow :
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(calibrated at a 1-in-1,000 year confidence level) is used. A Pareto distribution is used to
calibrate the operational risk capital for each event type by using a predetermined shape
parameter. Currently, the shape parameters are defined by event types but are constant for all
firms. The PRA will regularly review the callbratlon and the five- year horizon to ensure that they
remain appropriate.
chisinsmerelessdotas

(iii) The third estimate (C3) uses a firm’s scenario-assessments{excluding scenarios-associated-with
CPBPeventtypes). For each scenario, either one frequency and at least two severity impacts, or
at least two annual impact assessments, are used to fit a calibration-free, fat-tailed distribution
to determine the annual impact at a 1-in-1,000 year confidence level. The non-conduct C3
estimate is obtained by summing the five largest annual impacts to which a predefined
diversification benefit (determined by the PRA) is applied. The same diversification benefit is
applied to all types of firms.

4.16 Supervisory judgement is used to determine the operational risk add-on, taking into account
considerations such as: the quality of the firm’s own Pillar 2A assessment; the capital range
generated by C1, C2 and C3 fernen-conductrisk; confidence in the firm’s scenario analysis process
and internal loss data; the quality of the firm’s operational risk management and measurement
framework; and peer group comparisons.

4.17 [Deleted]
non-conductrisk:

Conduct risk

4.17A Pillar 2A capital for conduct risk is driven predominantly by supervisory judgement, which is
informed by: supervisory knowledge of a firm’s exposure to conduct risk; a firm’s largest conduct
losses over the past five years; the level of expected annual loss for conduct risk; and conduct-
related scenarios where potential exposures over a shorter time horizon are considered. Where
deemed appropriate, the PRA may also use the three loss estimates described above based on
conduct risk data inputs.

Reporting

4.18 The PRA already collects information on operational risk historical losses from firms
participating in the Stress Testing Data Framework (STDF) programme. All significant firms and-firms
with-AMA-permission must report the data contained in the operational risk Pillar 2 data items in
accordance with rule 2.3 in the Reporting Pillar 2_Part in the PRA Rulebook, 2:3; unless those data
have already been submitted as part of the STDF programme. Firms are required to submit the data

W|th their ICAAP subm|SS|ons Wm%m%gﬂ%mw

4.19 The PRA may also request some firms that are not significant to report the same data and will

notify the firms accordingly in advance of their submitting an ICAAP document. Expectations for non-
Significant firms in relation to including information in their ICAAP are set out in Chapter 2 of

SS31/15.




This document has been published as part of CP12/25. Please see:
www.bankofengland.co.uk/prudential-regulation/publication/2025/may/pillar-2a-review-phase-1-consultation-paper

Bank of England | Prudential Regulation Authority Page 18

5 Counterparty credit risk

Definition and scope of application

5.3A The Pillar 2A approach to counterparty credit risk applies to all firms and covers all positions
across both trading and banking books.

5.3B The PRA’s review of a firm’s CCR and risk management standards applies equally to positions
covered by advanced models or standardised approaches and, as such, is relevant to firms both with
and without advanced model approval. In practice, however, the PRA expects the Pillar 2A regime
for CCR to affect mainly those firms with material derivatives, margin lending, securities lending,
repurchase and reverse repurchase or long settlement transaction businesses.

5.4 Feorfirmswith-advanced-modelpermission;Where the underestimation of Pillar 1 capital is due

to deficiencies of advanced models,'! the PRA generally aims to address the capital shortfall by
requmng the firm to remedlate the shortcomlngs of the Pillar 1 modeleleﬂereneres—er—rssues—m—the

y A , with any
addltlonal capital requrrements reflected via model multipliers o dd -ons under Pillar 1 in I|ne with

paragraph 4A.3 of 5512/13—Art+ele—}94—ef—ﬂ+e—eap+taLReqeﬁrement&D+reeH¥e+GRD+42, rather than

setting Pillar 2A capital requirements.

5.5 The Pillar 1 SAs for calculating exposures on derivatives and securities financing transactions
(SFTs) are relatively simple and may not be appropriate for all trades (eg more complicated trades or
trades with unusual features). The PRA will review any risks that are not adequately captured by SAs
in its Pillar 2 assessment and may ask firms to maintain addltlonal capital under Pillar 2A to address
identified deficiencies.

|DeIeted|Quahtatwe—requu=ements—fer—GGR
5.7 DeIetedI RF i

11 These include the Internal Model Method in CRR Article 283 and the Internal Models Approach for Master
Netting Agreements in CRR Article 221.
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Relationship with concentration risk

5.8 The PRA captures CCR exposures in the firm’s assessment of credit concentration risk, as set out
in Chapter 5-6. The PRA addresses concentration risk by looking at single name, sectoral and
geographical credit concentration across all exposures, including exposures and facilities across the
trading and banking book.

5.8A However, in line with the PRA’s approach to assessing secured financing risks outlined below,
the PRA expects firms’ assessment of counterparty credit risk capital requirements to take account
of additional risks associated with large, concentrated or otherwise illiquid collateral positions.

H-sufficiency-and-data—quality Methodology for assessing Pillar 2A capital for counterparty
credit risk

5.9 The PRA may require firms to hold additional capital under Pillar 2A to cover risks likely to be
underestimated or not covered under Pillar 1. The majority of such risks are generally expected to
relate to residual risks arising from credit risk mitigation, wrong-way risk, settlement risk, and more
generally, tail risks that may not be well captured under Pillar 1 risk measures. Hard-data-issuescan

Settlement risk

5.10 Settlement risk for transactions arising from a non-PvP (payment versus payment) settlement
protocol may not be adequately capitalised under Pillar 1, and the PRA may challenge the
appropriateness of a zero capital requirement for such risk and require firms to maintain additional
capital under Pillar 2A.-where-thesettlement-ordelivery-dateis-netaterthan-the-marketstandard-o

v | e aftar il o date s liced under Pillar 1.

5.11 As exposure to settlement risk may be ‘lumpy’ with variation over time, firms’ assessments of
settlement risk should also recognise that their exposure to settlement risk varies through time. Eer
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Collateral-management Residual risks, including residual risks relating to credit risk
mitigation
5.14 Firms are expected to assess, and, if material, capitalise any residual risks arising from the use

of credit risk mltlgatlon techmques Ihe+uslem&t+gat+e++eﬁeets—ef—ee“ate¥am#de¢wah¥e—and+epe-

5.15 In particular, the PRA considers that the assumptions of Pillar 1 capital requirements may
underestimate the risk on certain portfolios. This includes strongly over-collateralised portfolios
where Pillar 1 capital requirements may be inadequate, trades where collateral received is
concentrated in a single security or issuer, and large individual trades where the recognition of credit
risk mitigation leads to comparatively low Pillar 1 requirements. The PRA expects firms to identify
specific trades and portfolios where residual risks may be material and conduct their own

assessment of the risk of loss assouated W|th those posmons GeHaJeeFal—managemeans—FeweM&d—as

5.15A The PRA’s review will consider firms’ assessments for measuring the risk against such

positions. The PRA will also consider the appropriateness of the margin periods of risk and
liguidation periods used to calculate volatility adjustments or to estimate the exposure against
collateral assets whose actual price risk may be materially understated as a result of illiquidity or
concentration of collateral.

5.15B The PRA’s review will also consider the risk at an overall portfolio level. This is particularly
relevant for portfolios of strongly over-collateralised trades, where the only residual risks arise from
low-probability events which may not be reflected in the volatility haircuts applied or adequately
captured in IMM models. The PRA’s review will consider risks that might arise in a concentrated
segment of the portfolio under a severe but plausible scenario, combining a sharp decline in
collateral value with a cluster of correlated defaults.

Wrong-way risk

5.16 Other than for specific wrong-way risk that is legally-connected,’4 the CCR capital framework
assumes a generic and relatively low level of dependence-independence between the
creditworthiness of a firm’s counterparty and the level of exposure to that counterparty. Wrong-way
risk, where there is an adverse relationship between the exposure to the counterparty and the
creditworthiness of that counterparty, arises in circumstances in which this assumption does not
hold.

517 W

tha##rtem%%edeHMe%hed—app%aHen—pFeeess— The PRA expects firms mt-heut—adwqeed—medel
permission to identify, monitor, manage, mitigate and capitalise their wrong-way risk appropriately.
Misidentification of wrong-way risk leads to underestimation of risks and undercapitalisation.
Concentrated wrong-way exposures, eg to one or more counterparties in a particular country with
similar risk profiles, are of particular interest. The PRA will review the reviews-thefirm’s

management and capitalisation of any such positions as part of its assessment wreng-way-risk-H-its

14 As defined in CRR Article 291(1)(b).
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Rillar2-assessment-and may ask firms to hold additional capital under Pillar 2A to address identified
deficiencies.

Stress-testing-Other risks

5.18 In addition to the risks associated with secured financing trades, wrong-way risk, or settlement
risk, the PRA may also request a firm to hold additional capital under Pillar 2A for other counterparty
credit risks which the PRA has assessed not to be sufficiently captured through Pillar 1 or otherwise
mitigated. Example of such risk may include, but are not limited to, weaknesses in firms’ stress
testing, weaknesses of firms’ model validation and governance processes, the adequacy of Pillar 1
capital requirements for CVA volatility risk, the accuracy of exposures under non-advanced methods,

and any other tail risks that may not be well captured under Pillar 1 risk measures. Fhe-PRA

5.18A For all such risks identified, the PRA will seek to ensure that, where material, these are
included in Pillar 2A through the use of prudent methodologies designed to measure risk to an
appropriate level of severity, in line with the PRA’s target overall capital standard, over a period
commensurate with the liguidity of the positions/risks. The PRA will aggregate the add-ons on a
gross basis across different risk types in its assessment; allowance will be given for any relevant Pillar

1 mitigants.

Modelvalidati

ds Reporting

5.20A To support the PRA’s assessment of CCR Pillar 2A capital requirements, firms are requested to
provide at a minimum the information set out below alongside their ICAAP submission, with data as-
at their ICAAP reference date.

5.21 Although the Pillar 2A capital requirement is mainly based on positions held as at the date
specified above, in cases where positions relate to portfolios that are concentrated in a small
number of underlying names and/or show variability over time (for example, for settlement risk),
include information on this variation and describe how your capital assessment leads to the risk

being prudently capitalised over time. Fhe-PRAreviews-therisks-thatare-notadequately-captured-by
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requested to provide the following information:

e  Gross notional of all derivative and SFT positions where the country of risk of either the
derivative underlying, or collateral posted to the firm, is the same as the country of risk of the
counterparty, broken down by country; and

° Wrong-way risk stress scenario impact information.

Residual risk due to credit risk mitigation

5.23 In order to better understand the potential risks arising from concentrated collateral, as
described above, the PRA requests detailed transaction-level information on all secured financing
exposures (cash and synthetic) where the exposure (net of any cash margin) is secured against a
single collateral asset or group of materially correlated assets. In collating this information, include
reverse repos, securities borrowing transactions, collateral swaps, prime brokerage agreements,
margin lending and total return swaps. An exposure should not be considered as secured against a
single collateral asset if it is included in a legally enforceable netting agreement alongside other
financing transactions against which different collateral assets have been posted to you. Exposures
secured against US Treasuries and UK gilts should be excluded from the submission.

5.24 For all transactions meeting the criteria set out above, please provide the following
information:

e Counterparty information:

(i) Counterparty name;

(i) Counterparty country of domicile;

(iii) Counterparty sector; and

(iv) Counterparty credit rating

e Collateral information (applicable to all relevant assets):

(i) Issuer name;

(ii) Issuer country of domicile;

(iii) Collateral currency;

(iv) Issuer sector;

(v) Relevant credit rating; and

(vi) Assumed recovery in default (if available or best estimate)

e Transaction information:
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(i) Current market value of cash or assets lent (net of any cash margin);

(i) Current market value of collateral received; and

(iii) Amount of Pillar 1 counterparty credit risk capital held against the transaction.

Settlement risk

5.25 Although there may be Pillar 1 capital requirements for trades that have failed to settle, there
are no ex-ante capital requirements to cover the principal risk that arises when a counterparty fails
to deliver a security or value (eg cash) while the firm has already delivered its side of the trade. This
risk potentially material for products which settle free of payment (FOP) rather than via a recognised

PvP protocol.

5.26 The PRA requests that firms provide a quantification of the risk arising from non-PvP
settlement failures along with details of the methodology used.

6 Credit concentration risk

Definition and scope of application

6.3 For the purposes of the methodology specified below, only wholesale credit portfolios are
considered for single name and sector concentration risk (excluding securitisation, intra-group
exposures’s and non-performing loans). All credit portfolios other than residential mortgage
portfolios on the standardised approach, intragroup exposures and defaulted assets are considered
for geographic concentration risk.

8 Pension obligation risk

Methodology for assessing Pillar 2A capital for pension obligation risk
8.8 The PRA’s framework for Pillar 2A pension obligation risk capital consists of two elements:

e the firm’s own assessment of the appropriate level of Pillar 2A pension obligation risk capital;
and

e the PRA’s review of the firm’s assessment a-set-ofstresses-on-the-accounting-basis-which-will-be

ha DDA _1n

. 7
aVa' m

15 Where the calculation is in respect of a ring-fenced body on a sub-consolidated basis, intragroup
exposures to group entities not included in the sub-consolidation are treated as if they were exposures to
third parties.
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8.10 The PRA’s review uses an approach which corresponds to the value at risk of the accounting
surplus or deficit consistent with a stress event that has no more than a 1 in 200 probability of
occurring in a one-year period. This includes consideration of various factors including equity, credit,

interest, inflation and Iongewtv risks. the—msults—ef—twe—seeaaﬂes—n—pmseﬂb%—te—assess—the

be—the—same—as—ﬂaat—used—feﬁﬂ%—pepeﬁmg— F|rms approaches to settmg the valuatlon assumptlons
should be stable over time and any changes to the approach should be justified in the ICAAP. The

PRA will review the robustness of the valuation assumptions and may adjust the surplus or deficit in
the capital requirements calculations where the assumptions are found to be out of line with other
firms, or where an alternative set of assumptions better satisfies the capital adequacy rules.
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Offsets and management actions

Offsets are reductlons ina f|rm s P|IIar 2A capital reqwrement to reflect factors present at the ICAAP
effective date which would reduce the impact of a stress on the firm. Management actions are steps
the firm could, and would, take when a stress occurs in order to reduce its impact. The PRA will
review the firm’s offsets and management actions and will adjust them, if necessary, when
determining the PRA’s view of the capital required.

8.18 The PRA will decide whether to accept offsets and management actlons bv applylng the
following criteria:

e financial performance — the efficacy of offsets and management actions should not depend on
assumptions as to the future financial performance of the firm, either before or after a stress;

e independence from the decisions and actions of third parties — the efficacy of offsets and
management actions should not depend on assumptions as to the future agreement or
behaviour of third parties, either before or after a stress; and

e immediacy — recognised offsets should reflect a risk mitigation benefit that is already effective
when the offset is taken. Management actions should be capable of taking effect quickly enough
to mitigate the stress to which they are the proposed response.

The PRA WI|| apply the ellglblllty criteria in a strict manner on a case-by-case basis. Offsets and
management actions that do not meet the eligibility criteria will not be accepted.

Section Il: Pillar 2B

9 The PRA buffer

Setting the PRA buffer

9.6 The frequency of assessment of the PRA buffer is aligned to a firm’s SREP cycle; annually for
major UK firms, and every two to four three years for other firms. The PRA may reassess the PRA
buffer more frequently when a firm’s circumstances change. For example a change in business
model or strategy, a material change in a firm’s risk profile, or when RMG weaknesses are either
identified or resolved.
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9.8 For all firms not participating in the Bank Capital Stress Test annual-stresstests{ASH, the hurdle
rate is equal to total capital requirements (TCR). For firms participating in the Bank Capital Stress

Test AST, the hurdle rate is set out in the-annaual guidance published on the Bank’s website.35

9.9 Firms subject to leverage requirements will also be subject to a hurdle rate based on the Tier 1
leverage measure. Refer to the Bank’s website36 for the applicable hurdle rate.

The stress impact

9.13 The PRA carries out an assessment of firms’ ICAAP stress testing as part of the SREP.40 For the
largest major and most systemic UK firms this is supplemented by periodic concurrent stress testing,
in particular the Bank Capital Stress Test-annualstresstest (AST).41

Stress scenario
9.16 The Bank publishes the stress scenario that major UK firms should consider. These are used in
the Bank Capital Stress Test’s ASF exercise.

9.17 For firms that are not part of this Bank Capital Stress Test ASTF, the PRA regularly publishes
scenarios to serve as a guide when designing their own scenarios for ICAAPs.42 These scenarios
provide a benchmark for the severity and nature of stress scenarios, to be considered, to ensure
consistent assessments across firms.43

Table E - Pillar 2A scaling bases44

Risk type Scaling base

Operational risk45 Leverage exposure measure
Pension risk No scaling — remains a fixed add-on
Interest rate risk in the banking book (IRRBB) Leverage exposure measure

Credit concentration risk Pillar 1 credit RWAs

35 The hurdle rate reflects the level of capital firms are expected to maintain in a stress. This is specific to
each stress test. Firms participating in the Bank Capital Stress Test should refer to the guidance for each
test: https://www.bankofengland.co.uk/stress-testing.

36  https://www.bankofengland.co.uk/stress-testing.

40 Stress testing and scenario analysis requirements are set out in Chapter 12 of the Internal Capital
Adequacy Assessment Part of the PRA Rulebook #ules and in Chapter 3 of the SS31/15 ‘The Internal Capital
Adequacy Assessment Process (ICAAP) and the Supervisory Review and Evaluation Process (SREP)’:
https://www.bankofengland.co.uk/prudential-regulation/publication/2013/the-internal-capital-adequacy-
assessment-process-and-supervisory-review-ss.

41 The Bank of England’s approach to stress testing the UK banking system sets out how the PRA will use
stress testing to inform the calibration of capital buffers, including the Bank Capital Stress Test and other
types of concurrent exercises: https://www.bankofengland.co.uk/stress-testing/2024/boes-approach-to-
stress-testing-the-uk-banking-system. : ; -€0- g

42 https://www.bankofengland.co.uk/stress-testing.

43 The PRA may also ask firms to run additional sensitivity analyses, the purpose of which will be to explore
the impact on portfolios and/or regions, which are not covered in the PRA’s published scenarios or the
firms’ idiosyncratic scenarios. The results of these sensitivity tests may be used to adjust the assessment of
the stress impact.

44 Table E covers the material risks captured by Pillar 2A requirements for the firms participating in the
annualBank Capital sStress £Test. For other risks, the PRA will consider the best scaling base to apply while
maintaining the simplicity of the calculation.

45 Including information technology risk.
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Market and counterparty credit risk46 Pillar 1 market risk RWAs
Credit risk Pillar 1 credit RWAs
RFB group risk No scaling — remains a fixed add-on
Other risks As appropriate

Management actions

9.24 The PRA recognises management actions that firms could and would realistically take to
mitigate the impact of the stress scenario. Guidance on management actions is provided in $531/15.
Additional expectations on management actions for the major UK firms participating in the Bank
Capital Stress Test’s Bank’s-AST are published on the Bank’s website.47

9.26 The firms participating in the Bank Capital Stress Test’s Bark's-AST are expected to meet the
projected demand for credit from UK households and businesses in the stress. This may limit the
management actions recognised by the PRA in this context.

Other factors

9.44 The PRA expects firms to hold a larger buffer or strengthen their capital position where
necessary based on other factors. These include, but are not limited to: the firm’s leverage ratio; Tier
1 and total capital ratios; risks associated with double leverage; and the extent to which potentially
significant risks are not captured fully as part of the stress test. Untikthe-end-0f 2023 the PRA-will

Reporting

9.46 The scope and intensity of the PRA’s assessment is proportionate to the nature, scale, size, and
complexity of the firms and is reflected in the granularity of the stress test data firms are required to
submit. The Stress Test Data Framework (STDF) contains the data templates for the larger UK firms
participating in the Bank’s Capital Stress TestAST.

9.47 All firms with total assets equal to or greater than £5 billion, at the relevant level of
consolidation used as the basis of their ICAAP, must report the data in the stress testing Pillar 2 data
item (PRA111) in accordance with Reporting Pillar 2. Firms are required to submit the data with their
ICAAP submissions. Firms with total assets less than £5 billion may be requested by supervisors to
complete PRA111 on a case-by-case basis. The information in PRA111 includes information on firms’
base and stress scenario projections used in the ICAAP. PRA111 is aligned to the STDF used in the
Bank’s annual Capital sStress £Test with reduced granularity.

46 The Pillar 2A requirement for counterparty credit risk typically relates to the market risk aspect of
counterparty credit risk. The credit risk component would typically be captured in credit concentration risk
requirements.

47 https://www.bankofengland.co.uk/stress-testing.
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