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GUIDANCE NOTE ON:

THE MEASUREMENT OF EXPOSURE TO MARKET RISK
FOR RESERVE BANK CAPITAL ADEQUACY AND DISCLOSURE PURPOSES

The purpose of this guidance note is to explain the methodology to be used by all registered
banks for disclosing exposure to interest rate, currency, and equity risk, which also determines
the capital that New Zealand-incor porated registered banks must hold against those risks.

I ntroduction

1 The market risk measurement approach contained in the Reserve Bank's capita
adequacy framework determines the capitd that a registered bank must hold to cover
economic |losses arising from adverse movementsin market prices.

Coverage

2. The framework captures changes in the economic value of recognised and unrecognised
financial assets and financia liabilities of a banking group arising from movements in
interest rates, exchange rates, and equity prices. Not included in the framework are fixed
assets (land and buildings), commodity instruments, and those equity instruments which
condtitute the “ shareholders funds’ of the banking group.

3. The values of fixed assets are influenced by movements in interest rates, exchange rates
and equity prices, but are not included in the framework, because of a desire to reduce
complexity, and because fixed assets are generally not an important component of banks
asset holdings. Similarly, commodity risk — economic losses arising from adverse
movements in the price of commodity instruments — is not included in the market risk
measurement framework, because registered banks in New Zedland generaly do not
have significant exposures to commodity risk.

4, Equity instruments representing the shareholders funds of the banking group are not
encompassed within the market risk framework since, from an economic point of view,
the potentia for change in the value of these instruments due to market risk mirrors the
potential for losses captured by the capital requirements for market risk (because equity
represents the difference between assets and liabilities). Equity instruments represent
banks capacity to absorb losses arising from market risk exposures.

5. The framework captures end-of-day exposures only. Market risk exposures which arise
in the course of abusiness day (intra-day exposures) are not covered.
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Capital Requirement

6.

The calculation of the total capital that a New Zealand-incorporated registered bank must
hold against market risk exposuresis set out in Part 10 of “Capital adequacy framework
(standardised approach)” (BS2A) for banks subject to that approach, and is duplicated in
Part 7 of “Capital adequacy framework (internal models based approach)” (BS2B) for
banks subject to that approach. Tota capital for market risk is the sum of the aggregate
capital charge for interest rate risk, the aggregate capital charge for foreign currency risk,
and the aggregate capital charge for equity risk.

Main Disclosure Requirements

7.

The disclosure Orders in Council (the “Orders’) require New Zeaand-incorporated
banks to disclose their aggregate capital charge for each type of market risk - both as an
amount and as a percentage of the banking group’s equity. This forms part of the
disclosure of al the components of the bank’s total capita requirement. Overseas-
incorporated banks are required to disclose notional capital charges for market risk,
calculated in the same way, but described as notional charges to reflect the fact that they
are not subject to actual Reserve Bank capita requirements in relation to their New
Zedland business. All banks are aso required to disclose the implied risk-weighted
exposure for each category of market risk, calculated as 12.5 x capital charge. Thisisa
measure of gross exposure to each risk, and is intended to be on a comparable basis with
actua or implied risk-weighted exposures for other risks.

The disclosures are required in respect of banks end-of-period exposures, and peak
exposures over the most recent quarter of the reporting period. The disclosure of peak
market risk exposures is important because significant exposures can be (dis)established
in a short period of time. Accordingly, if the market risk disclosure regime is to be
effective and meaningful, disclosure of peak exposures is an essentia element of the
framework.

For New Zea and-incorporated banks, the denominator of the ratio disclosures—* equity”
— is as defined in the “New Zedland Equivaent to the IASB Framework for the
Preparation and Presentation of Financia Statements’ approved by the Accounting
Standards Review Board. For New Zealand branches of overseas-incorporated banks,
the equity used for disclosure purposes can be either the latest publicly disclosed equity
of the overseas-incorporated bank, or its equity at the reporting date.

Derivation Of Aggregate Market Risk Capital Charges

10.

11.

For the purposes of the end-period capital requirement and disclosure, aggregate market
risk capital charges must be derived using the prescribed standard models set out in
BS2A and BS2B.

To calculate the peak intra-period capital charge against each category of market risk, a
registered bank can either calculate its end-of-day capital charge against that risk for
each day over the period using the prescribed standard model, or can use any other
method, such as an approach based on its own internal models, provided that that method
does not yield amounts which are materialy lower than the amounts which would have
been derived under the standard models.
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Audit Requirements

12.

13.

The market risk and capital adequacy disclosures made at the end of afinancial year are
subject to afull external audit, and those at the half year period to alimited scope review
by an external auditor. For the full year, an audit opinion is required to be given as to
whether the information disclosed in accordance with the Orders gives a true and fair
view of the matters to which it relates, and for the half year, whether anything has come
to the auditor’s attention which would cause the auditor to believe that the information
disclosed does not present atrue and fair view of the mattersto which it relates.

The full audit requirements in respect of market risk information are set out in clause 19
and Schedule 1 of the full and half year Orders. No audit requirement applies in the off-
quarters, dthough as for other disclosures, banks may voluntarily subject that
information to audit or review.

I nter national Compar ability

14.

15.

The Basel market risk framework provides for the use of either a standard model, or
banks internal models, subject to the latter being approved by the relevant supervisory
authority.

The standard models set out in BS2A and BS2B are based on the standard models within
the Basal capital adequacy framework, and similarly to Basdl, fixed assets and equity
instruments  representing shareholders funds are not included. There are some
significant differences, though, between the two frameworks:

- The Basdl framework permits banks to use their own interna models to

determine their capita requirement for market risk. The Reserve Bank has not
implemented this element of the Basdl framework to date, but intends to do so in
due course. However, the Reserve Bank does allow banks to use dternative
methods to calculate their intra-period peak capital chargesfor market risk.

- The Basel model captures interest rate risk in the trading book only, and it is a

matter of national supervisory discretion as to whether interest rate risk is
additionally monitored from a broader viewpoint, that is, with respect to the bank
as awhole. The framework contained in BS2A and BS2B captures banks' total
exposure to interest rate risk to recognise that it isimportant to measure exposure
to interest rate risk irrespective of whether that risk arises in the trading book or
the banking book. If banks wish to separately disclose interest rate risk in the
trading or banking books, they are permitted, but not required, to do so.

- Unlike the Basdal framework, the New Zealand framework does not capture

commodity risk. Thisis because, as noted above, commodity risk is generally not
significant for registered banks. However, the Reserve Bank will continue to
monitor whether the disclosure of exposure to such risks, or a capital charge
against them, should be required.
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16. The standard model of interest rate risk in the Reserve Bank’s capita adequacy
framework directly produces a figure for the amount at risk from interest rate exposure,
and thisisthe capita charge. By contrast, the capital charges for currency and equity risk
are derived by first calculating the gross exposure and then multiplying that amount by
8%. Thisis designed to ensure that the different forms of market risk exposure are placed
on acomparable scale, that is, the required capita charge, which isintended to cover the
vaueat risk.

Interest Rate Exposure

Standard Modd

17. The standard model for calculating the capital charge for interest rate risk is set out in
Part 10 of “Capital adequacy framework (standardised approach)” (BS2A) and aso in
Part 7 of “Capital adequacy framework (internal models based approach)” (BS2B).
Under the standard model, banks exposure to interest rate risk is measured using interest
rate repricing schedules.  Banks should refer to relevant financia reporting standards for
additional guidance, particularly concerning the meaning of financial terms. Appendix 1
contains an example which illustrates the use of interest rate repricing schedules to
measure interest rate risk using the standard methodology set out in BS2A and BS2B.

Interest Rate Repricing Schedules

18. Banks must allocate financia instruments to specified time bands in a manner which
reasonably reflects thelr assessment of the interest rate repricing date of those
instruments. In allocating financial instruments across time bands, banks should use the
New Zealand dollar carrying values of recognised financia instruments and the New
Zedand dollar contract (or face) values of unrecognised financial instruments.

19. The time bands and time zones used in the repricing schedule are broadly consistent with
the Basdl model, but in some zones there are fewer time bands than under the Basdl
model. The specified time bands and zones are as follows:

Time bands Time zones

up to 1 month
1-6 months Zonel
6-12 months

1-2 years
2-4 years Zone?2

4-6 years
6-10 years Zone 3
over 10 years

Ref #3089763 BS6
March 2008



Treatment of Financia Instruments

20.

21.

22.

23.

24.

Banks are generdly free to place instruments in the time bands according to their
assessments of the interest rate repricing dates of those instruments.

But, in alocating instruments to the relevant time bands, banks are expected to comply
with the following guidelines:

- securities in the banking book should receive the same treatment as securities in
the trading book;

- impaired assets can be treated as non-interest bearing, with banks making their
own judgements as to the duration of the asset;

- the duration of other assets should generaly be determined by their contractua
repricing date or residua maturity whichever isthe earlier. Where banks have an
element of discretion in applying interest rate changes they can make their own
judgements about the effect of any lag on the duration of the asset;

- embedded options should not generally be taken into account. However, if a
bank has hedged an embedded option then the overall position can be treated as
the contractual one;

- wholesale term liagbilities and retail term deposits (excluding those identified
below) should be treated according to their contractua term.

Banks which have systems that allocate financia instruments according to different time
bands may use those systems and re-allocate instruments to the time bands identified
above on a pro-rata basis. If banks have a near-hedge arrangement, whereby the asset
and liability straddles a time band boundary by no more than a few days, they may
allocate the asset and liability to the same time band.

Financid instruments can be alocated to the above time bands after adjustment for the
actua duration of the instrument. However, in caculating the "actua” risk-weighted
position in each time band, banks must use the assumed change in interest rates outlined
in Table 1 (below).

Banks must alocate financial instruments across time bands on a gross basis, unless a
financial asset and an offsetting financial liability meet the netting criteria outlined
below. Specifically assets, "pogitive ligbilities’, and long securities, derivatives or off-
balance sheet positions should be separated from liabilities, "negative assets' and short
securities, derivatives or off-balance sheet podtions in the interest rate repricing
schedules.
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Interest Rate Insensitive Retail Products

25.

26.

217.

28.

29.

30.

Interest rate insengtive retail products (RIRPS) are any financial asset or financia
liability, or part thereof, for which the bank considers the interest rate earned/paid is
insengitive to changesin the general leve of interest rates.

RIRP's comprise mainly zero and low interest retail savings and transaction accounts, eg
cheque account balances, saving accounts earning say 3 per cent interest or less. RIRP'S
can aso include zero or low interest lending, eg credit card balances.

RIRP's can be allocated to one of two categories. core or seasona RIRP's. Seasonal
RIRPs are that proportion of RIRP's which are sensitive to intra-year seasonal patterns,
ie - tax or Christmas flows. Observed variations in RIRP's over more than one year, or
expected variations in RIRP's arising from future marketing strategies or technological
change, are not seasona variations. No more than 20 per cent of the end-of-period
RIRP balances should be allocated to the seasona category.

Seasonal RIRP's can be allocated across time bands based on banks observations of the
interest rate repricing behaviour of these funds. The 20 per cent "cap" on the amount of
RIRP's that can be alocated to the seasonal category is designed to facilitate interbank
comparisons of interest rate exposures. The 20 per cent threshold is based on a survey of
banks alocation of RIRP'sinto seasonal and core categories.

Core or non-seasonal RIRP's must be alocated across time bands in the following
manner:

Time bands Per centage of core RIRP’'s

0-1 month 5%
1-6 months 5%
6-12 months 10%
1-2 years 20%
2-4 years 40%
4-6 years 20%

This alocation of core RIRP balances represents an industry average treatment. While
individual banks may have different assumptions about the repricing behaviour of these
instruments, it is important that all banks alocate their core RIRP's across time bands in
the manner outlined above so that a bank's exposure to interest rate risk can be compared
with the exposures of other banks.

Derivatives

31

The following provides guidance on the treatment of foreign exchange contracts and
derivative products:

- An interest rate swap in which the bank agrees to swap fixed rate interest

payments (or receipts) for floating rate payments (or receipts) should be treated as
a financial asset (or liability) with a maturity equivaent to the term of the
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underlying fixed rate agreement and a financia liability (or asset) with a maturity
equivalent to the term of the underlying floating rate agreement. The value of the
notiona financial asset and financia liability for an interest rate swap agreement
Isthe notional value of the swap contract.

- A forward rate agreement under which a bank agrees to invest (or borrow) funds
for a “fixed term”, a an agreed interest rate, after a "specified elapsed time"
(spanning today and the agreed future start date) should be treated as an interest
bearing financial asset (or liability) with a maturity equal to the "fixed term” plus
the "specified eapsed time" and an interest bearing financial liability (or asset)
with maturity equa to the "specified elapsed time*. The value of the notional
financial asset and liability underlying a forward rate agreement should be the
contract amount.

- Banks may determine separately the interest rate risk in a single currency arising
from options using their own methodology and add this risk to the tota interest
rate risk in that currency. Alternatively banks can use the methods for measuring
risk on options contained in the Basel market risk papers. Note that banks which
trade significantly in options should use the delta-plus methods to capture gamma
and vegarisks.

- Compound or hybrid financia instruments comprising more than one notional
underlying financial instrument of the type specified above, should be
decomposed into separate financia instruments and treated in the manner
outlined above.

Netting
32. Banks may exclude perfect hedges or near-perfect hedges from the measure of interest

rate risk, provided they meet the netting criteria set out in Part 10 of BS2A and in Part 7
of BS2B. These criteriaare drawn from the Basel standard models.

Calculation of aggregate capital charge for interest rate risk

33. Banks aggregate capital charge for interest rate risk is derived by measuring interest risk
exposure in a single currency, then aggregating the interest rate exposures across all
currencies.

Interest rate exposure in asingle currency

34. Interest rate risk in a single currency is the sum of the directiona interest rate risk, yield
curverisk, and basisrisk in that currency.

Directional interest rate risk

35. After the financial instruments have been alocated to the appropriate time bands in the
manner described above, the net open position in each time band can be calculated. The
net open position in a time band is calculated by subtracting the amount of financial
ligbilitiesin the time band from the financial assetsin that band.
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36.

37.

9

The net open position in each time band is then risk weighted based on the duration of
financial instruments in that time band and the assumed change in interest rates. Thus,
the risk-weighted net open position measures the change in banks net financial assets for
an assumed change in interest rates. Banks which have the capacity to caculate the
actual modified duration of their financial assets and liabilities, can derive their exposure
to directional risk using their own systems, provided the assumed changes in interest
rates are no less conservative than those contained in Table 1.

Alternatively banks can apply the standard risk weights contained in Table 1. These are
broadly consistent with the Basel standard model. Specifically the modified durations
are derived using the Basdl assumption of an eight per cent coupon on al financial
instruments. The assumed changesin interest rates are also consistent with Basel. Small
differences in the risk weights arise because Table 1 contains fewer time bands than the
Basel modd.

Table 1: Standard Duration Weights, Interest Rate Changes, and Risk Weights

up to| 1-6 6-12 1-2 2-4 4-6 6-10 10+
1mth | mths | mths yrs yrs yrs yrs yrs
Duration 0 0.3 0.7 14 2.5 4.3 5.8 7.3
Weights
Interest Rate 1.0 1.0 1.0 0.9 0.8 0.7 0.6 0.6
Changes (%)
Risk Weights (%) | O 0.3 0.7 13 2.0 3.0 35 4.4
38. The sum of the risk-weighted open positions in each time band is the exposure to

directional interest raterisk. Thisrisk may be either positive or negative.

Yidd curverisk

39.

The implied assumption in the measure of directiona interest rate risk isthat interest rate
movements in each of the time bands are perfectly correlated. Accordingly, the measure
of interest rate risk in a single currency needs to be adjusted to account for yield curve
risk or imperfect correlation in interest rates across the yield curve.

The approach taken to adjust for yield curve risk is the same as the Basal "standard
model”. The methodology involves making a set of "horizontal disallowances' where
positions in one time band are used to offset positions in another time band, ie - a
proportion of the offset is added back to the risk figure. The proportion of the offset
which is added back varies according to the proximity of the time bands to one another.
The further apart the time bands, the greater the add-on arising from imperfect
correlation aong the yield curve. The horizontal methodology is as follows. (The
examplein Appendix 1 illustrates this methodology.)
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42.

10

The yield curve is split into three time zones as identified below. There are two
categories of horizontal disallowances (or add-ons):- intra-zone horizontal disallowances
for divergent yield curve movements within a time zone, and inter-zone horizontal
disalowances for divergent curve movements between time zones.

Intra-zone disallowances

The aggregate risk-weighted long and short positions in each time zone are calculated.
The risk-weighted matched position in a particular time zone is the lesser of the absolute
value of the risk-weighted long open positions and the absolute value of the risk-
weighted short open positions in that time zone. The residua position in each time zone
is the difference between the sum of the risk-weighted long and short positions in that
time zone. The residua position is used to calculate inter-zone disallowances (refer
below).

The matched position in atime zone is multiplied by a disallowance factor to determine
the value of the intra-zone horizontal disalowance for that zone. The intra-zone
disalowance factors are the same as those used in the Basdl standard modd and are as
follows:

TimeZones Disallowancefactors

Zonel 40%
Zone?2 30%
Zone3 30%

The higher intra-zone disallowance factor for zone 1 reflects the lower correlation
between interest rates in neighbouring time bands on short dated securities vis-a-vislong
dated securities.

I nter-zone disallowances

Inter-zone disallowances are derived by matching the residual positions in a particular
time zone (as derived above) with the residual positions in the corresponding time zone.
This method is outlined in Part 10 of BS2A and Part 7 of BS2B and isillustrated in the
examplein Appendix 1. The disalowance factors are the same as those contained in the
Basel standard model and are asfollows:

Time Zones Disallowancefactors

Zone1l&2 40%
Zone2&3 40%
Zone 1&3 100%

Banks should calculate the inter-zone (horizontal) disallowances in the following order
to avoid overstating the measure of risk: Zones 1& 2, Zones 2& 3, and then Zones 1& 3.
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Horizontal disallowances (both intra-zone and inter-zone) should aways increase a
bank's risk in a particular currency. Thus, if a bank's directiona risk in a particular
currency is negative (positive), the horizontal disallowances should be negative
(pogitive).

Basisrisk

48.

49,

Basis risk has been accounted for by applying the Basal vertica disallowance
methodology. When there are matched positions (ie where gross financia assets have
been offset or netted against gross financia liabilities) in a time band, the amount of the
matched position (ie the lesser of the absolute value of the risk-weighted financial assets
and the absolute value of the risk-weighted liabilities in the band), is multiplied by a
vertica disallowance factor to derive the amount of bass risk. (The example in
Appendix 1 illustrates this methodol ogy.)

Financial assets and financial liabilities are classfied into two categories for the purposes
of applying vertical disalowances: RIRP's and "securities’ (financial instruments other
than RIRP's). The vertica disallowance factors for these categories are asfollows:

When at least one of the instrument
types in the matched position isa RIRP 20%

When the matched position comprises 5%
only securities.

The procedure for determining the vertica disallowance amount in a time band is as
follows:

@ Derive the risk-weighted matched position in the time band (sum of the risk-
weighted long or short position in that time band, whichever isthe smaller).

(b) Derive the absolute risk-weighted value of the RIRP's in that time band (sum the
RIRP assets and liabilities, irrespective of sign).

(© If the absolute risk-weighted matched position isless than or equal to the absolute
risk-weighted value of the RIRP's, then the vertical disallowance amount is the
risk-weighted matched position times 20%.

(d) If the risk-weighted matched position is more than the absolute risk-weighted
value of the RIRP's, then the vertical disallowance amount is:

0] the absolute risk-weighted va ue of RIRP'stimes 20%; plus
(i) the remainder of the risk-weighted matched position (ie, the difference

between the risk-weighted matched position and the absolute risk-
weighted RIRP'S) times 5%.

Ref #3089763 BS6

March 2008



51

12

Vertica disallowances should aways increase a bank's risk in a particular currency.
Thus, if a bank's directional risk in a particular currency is negative (positive), the
amount of vertical disallowance should be negative (positive).

Aqaregate capital charge for interest raterisk

52.

A bank's aggregate capital charge for interest rate risk across al currencies is the greater
of the absolute value of the sum of long individual currency positions and the absolute
vaue of the sum of the short individua currency positions. This aggregation rule
accounts, at least in part, for correations in interest rate movements across currencies.
This approach is less conservative than the standard Basel model which requires the
aggregation of the absolute positions across currencies. Banks disclose the aggregate
capital charge for interest rate risk, which is a positive number — they do not have to
disclose whether they are exposed to an increase in interest rates (ie have an aggregate
long position) or adecreasein interest rates (ie have an aggregate short position).

Peak Capital Charge

53.

55.

One option for banks to comply with the requirement to disclose the intra-period peak
capital charge (actua or notional) isto derive their capital charge at the end of each day
using the standard methodol ogy.

The alternative, as noted previoudy, is for banks to use their own interna models to
derive the peak interest rate risk capital charge. They may do this provided they are
satisfied that the peak capital charge is not materialy lower than that which would have
been derived using the standard model. Banks can use this option if they do not have the
capacity, or would not find it efficient, to recalculate their capital charge, using the
standard methodology, every time there is a significant change in the end-of-day interest
rate repricing profile of traded or variant instruments.

A common "own vaue-at-risk method" used for peak reporting is a scalar approach.
Under this method, the end-of-period capital charge, as derived using the standard
model, is scaled by the ratio of peak capital charge (using the bank’s internal value-at-
risk method) to end-of-period capital charge (using the internal value-at-risk method).
Under this approach, bank directors would have to be satisfied of a number of factors
including that the correlation between the internal method and the Reserve Bank's
method is high and stable over time or, if it is not, that the bank’s own internal model
resultsin an upward error.

Ref #3089763 BS6

March 2008



13

Foreign Currency Exposure

Standard M od€

56.

The standard model for deriving the capital charge for foreign currency risk is set out in
Part 10 of “Capital adequacy framework (standardised approach)” (BS2A) and also in
Part 7 of “Capital adequacy framework (internal models based approach)” (BS2B).

Coverage

57.

Structural positions denominated in foreign currencies that are of a fixed long-term
nature such as capital instruments issued by the banking group, financia instruments
Issued by associates of the registered bank, or investments in premises, are not included
in the measure of foreign currency exposure. All other financia instruments involving
an identifiable and definite foreign currency risk should be included in the measure of
exposure.

Single Foreign Currency Exposure

58.

59.

A bank’s exposure in a single foreign currency is the aggregate amount of its financia
assets (both recognised and unrecognised) less the aggregate amount of its financial
ligbilities (both recognised and unrecognised) denominated in that foreign currency. A
foreign currency is a currency other than New Zealand dollars.

Recognised financial instruments should be valued at the New Zealand dollar carrying
amount. Unrecognised financial instruments should be valued at the New Zeadand dollar
contract or face value. However, where banks have the capacity to value financia
instruments on a present value basis, they may do so for the purposes of deriving their
exposurein asingle currency.

The New Zealand dollar value of a financial instrument is the foreign currency value of
that instrument converted to New Zeadland dollars at the mid-point of market bid and
offer rates applying at the close of business on the relevant day.

Treatment of Financia Instruments

61.

The following financial instruments should be included in the measure of foreign
CUrrency exposures.

- Recognised financial instruments. This covers foreign currency assets and
liabilities recorded in the bank's financial statements, including al foreign
currency borrowings, deposits, loans, bills and investments, and liquid assets
(including funds lodged with overseas banks and in money market securities).

- Unrecognised financial instruments. This covers foreign currency transactions not
recorded or disclosed under conventional double-entry accounting procedures,
but which entail an identifiable foreign currency commitment. Gross amounts of
outstanding sale and purchase contracts are to be reported.  Unrecognised
financial instruments include:
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- undelivered spot purchases/sales. for the purpose of this methodology, a
spot transaction is defined as one contracted for receipt or delivery within
two business days from report date. Undelivered spot transactions refer to
all outstanding spot contracts written but not delivered. This also includes
forwards due to be ddlivered 'within spot’, al undelivered legs of 'less than
spot' swaps and the undelivered 'spot’ legs of spot/forward swaps,

- forward purchases/sales: aforward transaction is defined as one contacted
for receipt or delivery beyond two business days from report date.
Forward purchases/sdles refer to the gross amount of outstanding
forwards, other than those to be delivered 'within spot’. These instruments
also include both legs of forward/forward swaps and outstanding forward
legs of spot/forward swaps,

- futures/options contracts: this refersto the equivalent net open position of
al foreign currency futures/options contracts outstanding at report date.

Adggregate Foreign Currency Exposure and Capital Charge

62.

63.

A bank's aggregate foreign currency exposure is the greater of the absolute value of the
sum of long individual foreign currency positions and the absolute value of the sum of
the short individua foreign currency positions. This aggregation rule accounts, at least in
part, for correlations in exchange rate movements, and is consistent with the standard
Basel modd.

The aggregate capital charge for foreign currency risk is the aggregate foreign currency
exposure multiplied by 0.08. The capita charge is a positive number - banks do not have
to disclose whether they have an aggregate long position or an aggregate short position
in foreign currencies. The 8 per cent scalar is the amount of capital the Basel standard
model appliesto the aggregate foreign currency exposure.

Equity Exposure

Standard M od€

64.

The standard model for deriving the capital charge for equity risk is set out in Part 10 of
“Capital adequacy framework (standardised approach)” (BS2A) and aso in Part 7 of
“Capital adequacy framework (internal models based approach)” (BS2B).

Coverage

65.

Structural positions, such as equity investments in associates of the banking group, are
not included in the measure of equity exposure. (Equity investments in subsidiaries of
the registered bank are excluded in consolidation and would not be captured in the equity
exposure of the banking group.) Non-convertible preferred shares which are reported in
the interest rate exposure methodology are not captured in the measure of equity
exposure.
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Equity Exposurein a Single Currency

66.

67.

A bank’s equity exposure in a single currency is the aggregate amount of its equity
instrument claims or assets (both recognised and unrecognised) less the aggregate
amount of its equity instrument obligations or liabilities (both recognised and
unrecognised) in that currency. This methodology includes equity exposures in all
currencies including New Zealand dollars.

Recognised financia instruments should be valued at the New Zealand dollar carrying
amount. Unrecognised financial instruments should be valued at the New Zeadland dollar
contract or face value. However, where banks have the capacity to value financia
Instruments on a present value basis, they may do so for the purposes of deriving their
exposure in asingle currency.

Treatment of Equity Instruments

68.

69.

70.

71.

12.

Equity instruments which should be included in the measure of equity exposure include:

- voting and non-voting ordinary shares;
- warrants that give the holder the right to acquire equity instruments,
- convertible securities under the terms of which the holder has the right to convert

the security into an equity instrument at afixed conversion price;

- commitments and other rights or obligations to buy or sell equity instruments;
- equity futures,;
- equity swaps (treated as two notional positions in the same manner as currency

swaps); and

- equity options.

Recognised equity instruments should be valued at the New Zeadland dollar carrying
amount. Unrecognised equity instruments should be valued at the New Zealand dollar
contract or face value.

The New Zealand dollar value of an equity financial instrument denominated in aforeign
currency is the foreign currency vaue of that instrument converted to New Zealand
dollar equivalents at the mid-point of market bid and offer rates applying at the close of
business on the relevant day.

Adggregate Equity Exposure and Capital Charge

A bank's aggregate equity exposure is the sum of the absolute value of the individua
long equity positions and the absolute value of the short individua equity positions.
This aggregation rule does not account for correlations in equity price movements in
different countries. This aggregation approach is consistent with the standard Basel
model.

The aggregate capital charge for equity risk is the aggregate equity exposure multiplied
by 0.08. The capital charge is a positive number - banks do not have to disclose whether
they have an aggregate long position or an aggregate short position in equities. The 8 per
cent scalar is the amount of capital the Basel standard model applies to the aggregate
equity exposure.
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APPENDIX 1 Interest Rate Risk
XYZ Bank - End of Period Vertical | | Zone1 Zone 2 i Zone 3
Residual Maturities Disallowance. 01 | 16 | 612 12 | 24 | 46 | 610 | overt0
| Months
(S Milions) T
|Assets B 1 B ; i
Cash I 5| Securities| Securities s, B T '
coers it s |5 soowen | o] I —
Trading Securities (Gross) | 10,000| Variant | securities | 500 1,000 of | 1 200 5,000/ 1,500
Corecreditcardlending | 1000 invariant | RIRP's || 50 s0| 100 200 400 200 ] 0
Mortgages & Loans D ~12,000] Invariant | Securiies 10000 2000 6,000 ‘ T | 1.000
Debt (InvestmentHedge) Securities (Gross 2,000, Invariant | Securities | | 100 2,000/ |
Other Recognised Financial Assets 100 Invariant | Securities | | | | |
TOTAL . 25200 1750 3050 6100  200] 2400 2,200 7000 2500
! - i - .
Liabilities I 1 N i I
Balances from ptherﬁ_néngia]_i;lé-t}t&iqqs _ _ -200] Va:iant__j_Seguﬁﬁas_r -200 { B T - d ) _"{ |
Call deposits from customers o 1 | | i i |
- core. B - -8,000| Invariant | RIRP'S 400 400l  -800] -1600  -3200/ -1.600
- seasonal '1'0(.’“,' invariant RIRP'S | -500 ) -_50('.'_‘__ '  E—— A— e
Terrn deposits -3.000_ Invariant | Securities | | -3,000 —_+ o ‘
Trading Liabilties (Gross) -3,000 Variant | Securtes| | | -3,000 | ' T
Subordinated Debt ~ -2,000[ Invariant | Securiies i 1 T 2000
Other Recognised Financial Liabilities i of Invariant | RIRP'S 1 T I [
Total Liability or Short Positions. -17,200 [ 100 900 6,800]  -1600 3,200 -2,000
| | 1]
S R E—— oz o e —
UIII '-.__ a.—l___l .. Instry - _: o 1 - .! i -
oreced cial Instrument ; B} _ : J e
_ o ! B . I | S I . B
- swap 1 5,000 Variant Securities 20,200 | | -20,200
Lewap2 | 2000 Variant | securies| 2000 | | | | 2000 |
Fulures (gross) 1 ____§00_: V_a_lri:_ant | Securities . -500 500 |
FRA (gross) i 200/ Variant | Securities 200 500 ' T T
|Foreign Exchange B 1,000 Variant | Securities o 1,000]] [
R | I S b
Net Position - Tota 1 1 [| 18650] 26s0]  -700]| -1800 700 7.000] 500
1 1
= !
I ] i | ] 1 —
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Interest Rate Risk

XYZ Bank - End of Period Vertical || Zone 1 | Zone2 Zone 3
Res ~|Disallowance|  0-1 16 | 612 12 | 24 46 | 610 | overt0 |
 |categoy Months Yeas  |RiskAmount
(NZD Milions) - T i - T R
"IRIRD" Assets or long positions - Seasonal |RIRP'S | o K 0 0 of o o
"IRIRD" Assets o long positions - Core  |RIRP'S 50 50 100 200 400/ 200 I
Securities (variant) / Limits 20700 ] _‘_ s BN | - B
Securities (invariant) 1200 3500 6000 o} 3500 4000, 7000,  =2s00] |
Total Assets or Long Positions 21950 3550 6100 200 3900 4200 7000 2500
Securities (variant) /Limits ]  (2:400) - (3,000) (500) - (20.200) - B
Securities (invariant) I -l - (3,000) - - ) N 2o .
D o5 T — - § I— . -
"IRIRD" Liabilties - Core RIRP'S (400) (400) 800) 1000) (3200) (1:600) B I
Total Liability or Short Positions (3:300) (900) (6.800) (2.100) (3200)|  (21.800)
NetPostion 18,650 265  (700) (1,900) 700 (17,600)
Risk Weights % - 0| 0 1 1] 2 3
Directional Risk L 0 8 5 25 14 528
Verical Disallowances 1
IRIRDs ] 0 3 6 3 64 54
- 20% 0 1 1 1] 13 11
Securities o ) 0 0 36 0 0 72
S 1 5% 0 0 2 0 0 4
| T T 1 3 1 13 1
Horizontal Disallowances : 1 1 ]
) Long Short Residi Offset |Disallowance
Zoret 8 5 3 | 5| o a2
z""ez R | H 425 -1 A ) <
Zone 3 _ - o L 267 528 -261) 267 0 _ 80
Net Residual o -
I ] Zone 1 after 182 ‘ of [Zones 182 3 0 ]
i Zone 2 after 182 _ ) Zones 283 o o 0
- T Zone3after283 | 261 Zones 183 0 1 R
. ~ . I 87
Options o o ~ . | l 9
Total Interest Rate Risk i i 302
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Interest Rate Risk
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XYZ Bank - Peak Zone 1 | Zone 2 | Zone 3
[Residual Maturities o1 | 16 612 || 12 | 24 | 46 610 | over10 ]
Months ] Years Risk Amount
(NZD Mitions) | | I ]
"IRIRD" Assets or long positions - Seasonal RRPS || o  of o/ 0 0 of o
*IRIRD" Assets or long positions - Core RIRP'S 50 50 100 200 400 200 ! _
| Securities (variant) / Limits : 20,700 1,500 [) 0 1,500 4,000 s000 1500
[ Securities (invariant) 12000 2,000 6,000 0 2,000 0 2000 1000 ]
Total Assets or Long Positions | 21950 3550 6100 200 3900 4,200 7,000] 2,500
o : I I
Securities (variant) / Limits 0 0 0 0| 0 -50,000 -10,000 o]
Securiites (invariant) N 0 0 -3,000 ol 0 0 of -2000
IRIRD liabilities - seasonal RIRP'S -500 -500 0 o 0 0 0 o N
“IRIRD liabilities - core ~ | RRPS 400 -400 800/ 1600 3,200 -1,600 1
 Total Liability or Short Positions -900 -800 -3,800 1600, 3,200 -51,600 -10,000|  -2,000/
Net Position o 21,050 2,650 2,300 1,400 700 47,400 3,000 500
Risk Weights % ) 0 o3 07 13 2 3 35| 44
Directional Risk 0 8 16 -18| 14 1,422 - -108 22/ -1,485]
Directional Risk | | 5] 2] 4es
IRIRDs o 3 6 3 64! 54 o o
T - 20% 0 1 1 1 13| 11 o o 26
Securities 0 o 20] 0 0 72 245 88|
T T 5% 0 0 1 0 0/ 4 12 4 2
] ) ' 1 2 1 13 14 12 47
Long Short| Residual | | Offset| Disallowance
Zone 1 T 24 o 24 i 0 40% o
Zone 2 B 14 -18 4 N I 14 30% 4
zones Ll as| o as0s 1 B~ ) B
—————— . i Net Residual - - o S —
T ||zone 1 after 182 20 Zones 182 4| 40% a2
T Zone 2 after 182 0 Zones 283 0 a0% | Tl
T Zone 3 after 283 1,505 Zones 183 20 100% -20
[ i ‘: e - — f— e v —— .az
Options [ 0
Total Interest Rate Risk | 1,565
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