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Plan

« Objectives of framework for stress testing UK banks

— Implications of macroprudential and microprudential policy
committee structure

« Current framework
— Concurrent Bank of England stress test of UK banking system
— EBA stress tests
— Supervisory stress tests (private)

* Implementation challenges
— Lessons learned from 2014
— What’s already changed for 2015
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Objectives of the UK stress testing framework

* Provide a quantitative, forward-looking assessment of the
resilience of the banking system as a whole and individual
institutions within it

« Serve needs of both Financial Policy Committee and PRA Board,
contributing to:

— Integrated decision-making process around bank capital adequacy
— An accountability device

— Strengthened supervisory approach

— Improved risk and capital management practices within banks

— Enhanced public confidence in regulators and the banking system

% BANK OF ENGLAND




Concurrent stress testing of the banking system

Financial Policy

Committee
Macroprudential system wide
policy decisions including counter-
cyclical capital buffer

Prudential Regulation
Authority Board

Microprudential policy decisions
including (bank-specific) PRA
buffers

Concurrent stress test

Macroeconomists

scenario design, top-down

and behavioural modelling
of stress test results

Bank supervisors
qualitative input, communication
with banks, lead on supervisory

reaction function

Participating banks
Provide data, submit their own
quantitative projections,
explain assumptions/models

@ BANK OF ENGLAND

Supervisory Risk
specialists

qguantitative and qualitative portfolio
level analysis of bank submissions,
qualitative review of banks capabilities
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The 2014 test

« Coordinated with the European Banking Authority (EBA)
— EBA designed global macroeconomic and traded risk elements
— Bank of England designed UK macroeconomic elements

« Banks were tested quantitatively and qualitatively

— ‘Presumption of action’ below 4.5% CET1 capital ratio, action ‘may
still be required’ above it

— No set hurdle for the qualitative assessment

« Eight banks participated
— Four were also in the EBA test

%) BANK OF ENGLAND



Supervisory stress tests

Also covers banks (firms) outside the concurrent test
PRA Board can use all relevant information to set PRA buffers
Results are private

Stress and scenario testing is an important element in firms’ planning and
risk management processes, helping them to identify, analyse and manage
IisKs.

To support its framework, the PRA sets policy for firms' stress testing
requirements, sets stress scenarios and monitors test results.

Firms should develop, implement and action a robust and effective stress
testing programme that assesses their ability to meet capital and liquidity
requirements in stressed conditions, as a key component of effective risk
management.

All firms should undertake relevant analysis, commensurate with the nature,
scale and complexity of their business.
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2014 qualitative review

- Bank recognised that timelines were challenging and that
alignment with the EU-wide stress test generated added
complexity.

* As the first concurrent stress test, the Bank used the review to
establish range of practices.

* Generally good practices in some areas, room for improvement
in others.

» Expectation of improvements.

éj{ BANK OF ENGLAND
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4  Qualltative review of banks'
stress-testing frameworks
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included in the 16t
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2014 qualitative review - overview of framework

Board understanding
and engagement

Ownership, roles and
responsibilities

Stress scenario

Translation — coverage

Translation - model
management

Management actions
and contingency plans

Internal Audit

Infrastructure

Note: Resulits are randomised across columns

Model validation standards insufficiently robust, some key models not
validated and there were instances of models that had failed validation being
used nonetheless.

Banks significantly constrained by limitations in infrastructure and resources

f>% BANK OF ENGLAND
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2014 qualitative review - effectiveness of framework

Quality and number of data |
re-submissions

Data reconciliation

Net Interest Income

Other income, expenses and
Balance Sheet

Retail Impairments

Wholesale Credit
Impairments

Conduct Risk Losses

Traded Risk
(income, losses and RWAs)
Structured Finance
(losses and RWAS)

Credit RWAs

Capital

Note: Results are randomised across columns

» Wide variation in ability to provide accurate data.
« Methodologies used to model retail credit of higher standard than those for
wholesale credit and NI
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The 2015 test - implementation

« Bank of England designed all variable paths and methodology

— Expanded scenario variable set: 68 macro variables plus yield
curves/asset prices/risk factor shocks.

— More clarity over requirements for lending to the UK real economy
— New approach to traded risk

« Additional month between scenario publication and deadline for
banks to provide projections

 New stressed leverage ratio hurdle
— 3% tier 1
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