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_______________________________________________________________________ 
 
This submission is in response to the European Banking Authority’s invitation to 
comment on the Authority’s Consultation Paper (CP) Draft Guidelines on the 
Management of Interest Rate Risk Arising from Non-Trading Book Activities, 
EBA/CP/2017/19, 31 October 2017.   
 
The submission addresses the questions posed by the EBA, but in addition makes more 
detailed comments immediately below on the CP’s treatment of –  
 

▪ credit spread risk in the banking book (CSRBB);  
▪ derivatives. 
 
 

Credit Spread Risk in the Banking Book         
 

The CP provides the following relatively brief definition of CSRBB: “…any kind of spread 
risk of interest rate sensitive instruments that is not IRRBB or credit risk” [definitions 
p.14].  It states that there is “… a high level expectation for institutions to identify their 
CSRBB exposures and ensure that CSRBB is adequately measured, monitored and 
controlled” [para 12 of section 31]    
 
At the public hearing on 17 January this year, the EBA confirmed that the CSRBB is not 
confined to fair valued line items and applies to all interest bearing assets, regardless of 
accounting treatment (and possibly to the full balance sheet).  We also understood the 
EBA to confirm that CSRBB means spread volatility other than that attributable to 
changes in expected loss (EL), i.e. in the definition “credit risk” means EL.        
 
The quantification of credit spread risk that seems to be envisaged – assuming our 
understanding is correct – is very challenging and it is not clear that the output is 
actionable in the sense of managing or controlling the (unobservable) volatility of value 
that is captured by this exercise. It is also likely that the range of results generated by 
different banks will be wide.    
  

                                                 
1 Paragraph references are to the main body of the document (p.12ff) unless it is indicated that they refer to 

section 3 (pp.6-9) which has its own numbering.    
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On the face of it, implementing this concept of CSRBB would require –  
 

▪ a mapping of balance sheet line items to traded proxy spreads;  
▪ a methodology for de-composing historic changes in these proxy spreads and 

isolating the relevant component;  
▪ a stress scenario or VaR-type model that measures the potential (unobservable) 

change in the value of the bank attributable to changes in the risk premia (the 
systematic market price of credit risk).  

 
There is general agreement that traded spreads compensate for EL (based on real-world 
PDs) and provide a premium for systematic, un-diversifiable credit risk – in effect 
economic cycle risk.  But there is persuasive evidence that spreads also include a time-
varying liquidity premium and possibly compensation for idiosyncratic risk, because of 
the difficulty of fully diversifying even large, un-concentrated credit books, in addition to 
other factors.   Simply adjusting spreads for EL and viewing the residual as the source of 
CSRBB – if that is the intention – will treat changes in the liquidity premium as a 
potentially material source of risk in relation to a hold-to-maturity books, which is 
difficult to justify.  Logically, if we were to go this route, it is the risk premium – the 
systematic price of credit risk – that must be extracted from spreads.    
 
There is a large and inconclusive literature, spanning at least 30 years, on de-composing 
credit spreads in securities and CDS markets into their component parts.  A range of 
methods and approaches have been used to directly estimate or imply individual 
components and the results vary considerably2.  While the systematic price of credit risk 
is indisputably a real phenomenon (evidenced by the correlation of spreads across 
credit asset classes), it is very difficult to isolate in spread data from traded markets.  
When we also consider the complexity of mapping the systematic price of traded credit 
to the loan books of a bank, the challenge of implementing what we understand the EBA 
has in mind is clear.      
 
Even if we succeed in estimating the potential change in value of the bank attributable 
to volatility in the market price of risk, it is not clear what a bank can practically do with 
this information. A going-concern bank must lend through cyclical variation in the 
systematic price of credit risk.  Of course in certain circumstances it will take a view that 
risk is in appropriately rewarded and pull back or target selective segments. But there is 
a limit to its ability to manage and control – as the CP asks – its exposure to the 
systematic price of risk.  Variations in the price of risk in credit markets are closely 
related to variations in banks’ cost of capital and bank equity values, over which a bank 
has very little influence.        
 

                                                 
2 Collin-Dufresne et al (2001), Delianedis and Geske (2001), Driessen (2005), Churm and Panigirtzoglou 

(2005), D’Amato (2005), Hull et al (2005), Gilchrist and Zakrajsek (2012), Huang and Huang (2012), 

Friewald et al (2011), Dötz (2014) are a sample of papers that illustrate the diversity of methods and results.  

References at the end of this submission.  
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What should constitute CSRBB?   
 
Banks typically focus on a narrower definition of CSRBB – the potential variation in fair 
valued spread-sensitive line items which has a direct impact on bank capital.  This has an 
obvious significance.  A bank’s securities portfolio carried at fair value is the most 
obvious element of fair valued CSRBB.  Consideration should also be given to whether 
spread risk in a bank’s pension scheme should be included.  This arises mainly on the 
liability side because the discount rate is an index of long-dated corporate bond yields. 
The long-dated nature of pension liabilities means that some banks will be exposed to 
spread tightening rather than widening, which may not be the intuitive expectation.  It is 
also worth asking whether it makes sense to view fair value credit spread risk in the 
banking and trading books book separately, since banks may well have open XVA spread 
sensitivity in the trading book.  Finally, banks with bancassurance arms may also have 
credit spread risk to the extent that they hold bonds to back annuities or protection 
polices.  When we consider the number of places in which fair valued credit spread risk 
can be found, the fair value credit spread sensitivity of the banking group – as opposed 
to the banking book – may be the more economically meaningful metric.  
 
 

Derivatives and IRRBB 
 
The CP includes a greater focus on derivatives than was the case in the 2015 Guidelines, 
though it is consistent with a similar emphasis in the ECB’s interpretation of the results 
of its IRRBB 2017 stress test results.  The CP refers to “… IRRBB originated by interest 
rate (IR) derivatives” [para 15 of section 3 – our emphasis].  It requires banks to measure 
the impact of “… interest rate derivatives on … IRRBB both in terms of economic value 
measures and earnings measures [para 67 (e)].  Most significantly, it requires that a “… 
dedicated set of risk limits should be developed to monitor the evolution of hedging 
strategies that rely on instruments such as derivatives, and to control mark-to-market 
risks in instruments that are accounted for at market value.”   [para 44( f)]. 
  
Taken together, the CP seems to view derivatives as a potential source of proactive risk-
taking in the banking book, as opposed to a set of hedging instruments that are used 
reactively to reduce risk. It is likely that few banks use derivatives to create view-driven 
risk positions in the banking book, since this would constitute an intent to trade and a 
violation of the CRR.  Derivatives are hedging instruments in the banking book.  The 
volume or interest sensitivity of the population of banking book derivatives has very 
little economic significance in isolation and the logic of separately quantifying the IRRBB 
of banking book derivatives and in particular of setting limits on the use of derivatives is 
unclear.   
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It is possible that the CP is referring to setting a limit on potential earnings volatility 
arising from non-hedge accounted banking book derivatives.  But if this is the case it 
does not seem to be consistent with para 38 which prioritises economic over accounting 
risk: “When making decisions on hedging activities, institutions should be aware of the 
effects of accounting policies, but the accounting treatment should not drive their risk 
management approach. Thus, the management of economic risks should be a priority, 
and the accounting impacts managed as a secondary concern.”  
 
It is suggested that the references to derivatives as a source of IRRBB risk, to be 
measured and subject to limit in isolation, be reconsidered.  
 
 

Responses to Questions 
 
Question 1: Are the definitions sufficiently clear? If not, please provide concrete 
suggestions and justify your answer. 
 
The definition of CSRBB has been addressed above.  In relation to other definitions, the 
following wordings are suggested:   
 
Gap Risk:  The risk of a decline in present value and / or future earnings as a result of a 
change in interest rates and timing mismatches (or gaps) in the cash flows of an asset-
liability position.  By convention, gap risk can be viewed as exposure to a parallel shift in 
the appropriate valuation curve and / or a non-parallel shift.    
 
Basis risk:  The risk of a decline in present value and / or future earnings as a result of 
sustained changes in benchmark floating rates to which assets, liabilities or derivatives 
are tied, contractually or behaviourally.  
 
Option risk:  The risk of a decline in present value and / or future earnings as a result of 
a change in interest rates and the consequent exercise of options which the institution 
has explicitly sold to the customer or granted implicitly through the terms and 
conditions of a financial product.      
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Question 2:  Are the guidelines in section 4.1 regarding the general provisions 
sufficiently clear? If not, please provide concrete suggestions.  
 
In most cases, they are clear.  We would make the following observations.   
 
While not a significant point, the formula of words “existing and prospective exposure”, 
used throughout the CP and carried over from the 2015 Guidelines, seems superfluous.  
If risk is prospective it already exists.     
 
The second half of para 19 (in italics) is unclear.  “When implementing the guidelines 
institutions should identify their existing and prospective exposure to IRRBB depending 
on the level, complexity, and riskiness of the non-trading book positions they face or an 
increasing risk profile taking into account their business model, strategies and the 
business environment they operate in or intend to operate in.” 
 
The statement dealing with CSRBB [para 18] has been addressed at the top this 
submission.   
 
 
Question 3: Do you agree that cash flows from non-performing exposures (NPEs) should 
be net of provisions and treated as general interest rate sensitive instruments whose 
modelling should reflect expected cash flows and their timing for the purpose of EV and 
earnings measures? If not, please provide concrete suggestions and justify your answer.   
 
Yes, we agree.  
 
 
Question 4: Are the guidelines in section 4.2. regarding the capital identification, 
calculation, and allocation sufficiently clear? If not, please provide concrete suggestions 
and justify your answer.  
 
While recognising that para 26 reproduces verbatim para 75 of the Basel Standards 
paper, a number of points are not entirely clear.     
 
Para 26(b) requires banks to take into account the “expected cost of hedging open 
positions”.  Given that open IRRBB will be overwhelmingly swap risk which is executed 
at-market, it is not clear what cost of hedging is envisaged by this provision.   
Para 26(f) requires banks to take into account the “impact of embedded losses” in 
setting capital.  It is not clear what this refers to.    
 
Paras 26 (h) and (i) requires banks to take account of the “drivers of the underlying risk” 
and the “circumstances under which the risk may materialise” in setting capital. These 
requirements would also benefit from clarification.       
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Para 30 is addressed below.  
 
 
Question 5: Do you agree with the list of elements to be considered for the internal 
capital allocation in respect of IRRBB to earnings in paragraph 30? If not, please provide 
concrete suggestions. Please justify your answer. 
 
Para 30 (a) to (c) reproduces para 75 (a) to (c) of the 2015 Guidelines and is generally 
clear.   
 
Para 30 (d) is new and the reference to “interest sensitive instruments” seems to be a 
reference to fair valued instruments.  Clarification would be welcome.   
 
Para 30 (e) is a rewording of para 91 (bullet 2) of the Basel Standards and potentially 
creates confusion about whether capital is required for loss or variability.  The original 
Basel text – which does not begin with “The fluctuation of net interest income…” – is 
clearer that it is loss that is envisaged.       
 
 
Question 6: Are the guidelines in section 4.3. regarding the governance sufficiently 
clear? If not, please provide concrete suggestions and justify your answer 
 
In general the guidelines are clear, but we would make the following observations:  
 
The CP uses “risk appetite” where the 2015 Guidelines used “risk tolerance”.  (Basel 
uses both.)  It would be helpful to understand, in the covering comments, if this is 
mainly a terminological change or a change of substance, given that appetite typically 
has a more formal meaning than tolerance. 
 
The EBA follows its established practice of using the term “management body”, which, 
depending on the context, can be interpreted to mean either the board of directors or 
the executive management committee in the Anglo-Saxon model.  This differs from the 
Basel Standards, which use the term “governing body” when addressing matters that it 
believes should go to the board of directors.  The EBA formula can give rise to some 
uncertainty in relation to supervisory expectations about the governance process.     
 
Para 34 is a carry-over from the 2015 Guidelines and deals with “…‘riding the yield 
curve’ i.e. funding assets with a comparatively long repricing period with liabilities with 
a comparatively short repricing period” as a business model.  It is likely that few if any 
banks today leave their balance sheets systematically unhedged in this way as a 
business model and, if they do, it is captured as gap risk for which an appetite must be 
defined under para 33.  It could be considered for deletion.  
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Para 41 (c) is potentially ambiguous from a compliance perspective, in that the treasury 
or capital markets functions of banks will be continuously engaged in IRRBB hedging on 
the basis of delegated authority and may also have discretion to run IRRBB positions.  
Rather than use the adjective “major” it might be preferable to refer to “out-of-course 
hedging or risk-taking initiatives of a strategic nature” if that reflects the intent of this 
provision.  
 
Para 44 (f) requires the use of derivatives for hedging purposes to be subject to limit.  
This raises concerns which are addressed in the section on derivatives at the top of this 
submission.    
 
Section 4.3.4.c [paras 53 – 62] dealing with IT systems makes several references to what 
a bank’s systems should be capable of doing at transaction level.  While these are 
almost entirely a verbatim carry-over from the 2015 Guidelines, they nonetheless can 
be read as requiring information at transaction level that in practice is often overlaid at 
portfolio or sub-portfolio level.  A strict reading of the guidelines in this area could 
require systems investment that would make very little difference to the robustness of 
risk measurement and management.    
 
The following amendment in italics to para 54 is suggested:  “The IT system and 
transaction system should be capable of recording the repricing profile, interest rate 
characteristics (including spread) and option characteristics of the products to enable 
measurement of gap as well as basis risk and option risk at an appropriate level of 
portfolio aggregation.”   
 
 
Question 7: Are the guidelines in section 4.4. regarding the measurement sufficiently 
clear? If not, please provide concrete suggestions and justify your answer. 
 
Para 80 point (ii) in the text requires banks to measure the IRRBB of their banking book 
in isolation.  This is addressed in the section on derivatives at the top of this submission.   
 
Para 82 requires the inclusion of commercial margins in the calculation of earnings 
measures of IRRBB.  In the case of administered rate products this will be captured 
through pass through modelling.  However, in the case of market-related products, a 
bank may wish to assume constant margins [as envisaged in para 47 (m) and 67 (c)].  
This could be handled by leaving margins out of the calculation since it is the change in 
earnings that is of interest, rather than the level. In other words, margins only need to 
be included if they change. It is suggested that the requirement be amended to read 
“When calculating earnings measures, institutions should include consider whether 
commercial margins on market-related products should be assumed to depend on 
interest rates or are held constant.”  
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Para 106 (a), which deals with the measurement of core NMDs and is substantially a 
carry-over from the 2015 Guidelines, is not consistent with the corresponding sections 
in the Basel Standards [paras 110 – 113].  Basel uses the concepts of stable / non-stable 
as well as core / non-core, while the EBA refers only to core / non-core.  In addition, 
Basel envisages these as book-level concepts while the draft guidelines view core as an 
account-level minimum-balance concept.  But the core component of the book will not 
be the sum of the account-level minimum balances because idiosyncratic movements 
will diversify across the book.  Rather the core and non-core components at book level 
will be driven by systematic factors.  A greater alignment with the Basel Standards and a 
recognition that the core component of NMDs can be estimated by macro (systematic) 
and micro (account level) analysis, or a combination of the two, would be welcome.      
 
Para 107 (d) requires banks to “Understand the impact of the chosen maturity profile on 
the institution’s own chosen risk measurement outputs, including by regular calculation 
of the measures without inclusion of the equity capital to isolate the effects on both EVE 
and earnings perspective.” (emphasis added).  This is open to misunderstanding in that 
equity is never included (in the sense of modelled to an investment life) for earnings 
sensitivity purposes.  It is the assets or swaps held against equity that influence the 
interest sensitivity of earnings.  To see the earnings impact of modelling equity, we need 
to exclude these assets / swaps.  This may be worth clarifying.    
 
 
Question 8: Do you consider the comparison between EV metrics calculated using 
contractual terms for NMDs with the EV metrics calculated with behavioural modelled 
assumptions sensible and practical? Please justify your answer. 
 
This should not present a problem for most banks.  
 
 
Question 9: Are the guidelines in section 4.5. regarding the supervisory outlier test 
sufficiently clear? If not, please provide concrete suggestions and justify your answer.  
 
Overall, they are clear.  We would make the following observations:  
 
Para 113 (h) asks banks to consider incorporating “instrument specific interest rate 
floors” but 17 (h) of section 3 makes the important clarification that this relates 
“especially to retail deposits”. A valuation model of the implicit floors on retail deposits 
would be a challenging extension of the SOT and it is not clear that it would add value to 
what regulators concede is a limited metric3.              
 
 

                                                 
3 It would require some form of simulation model, calibrated to market volatilities as well as rates, and 

should logically build in pass through assumptions as well as floors.    
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Question 10: Is the proportionality adequately reflected in the guidelines, in particular 
in relation to the transitional period for SREP category 3 and 4 institutions and the 
frequency of calculation for the additional outlier test under paragraph 112?  
 
Proportionality will be a concern for medium- and smaller-sized institutions in 
particular.  While the CP reproduces substantial parts of the 2015 Guidelines, there is 
also much that is new – transposed from the Basel Standards or arising from the EBA’s 
own work.  Each line, clause and sub-clause has the potential to give rise to a 
compliance obligation within banks that will have to be met and evidenced.     
 
 
Question 11: If relevant, do you manage interest rate risk arising from pension 
obligations and pension plans assets within the IRRBB framework or do you cover it 
within another risk category (e.g. within market risk separately from IRRBB, etc.)?  
 
Many banks view pension risk as distinct from IRRBB but are mindful of the exposure of 
capital to interest rates and spreads that can cross the banking book, trading book and 
pension scheme.    
 
Question 12: Which treatment of commercial margins cash flows do you consider 
conceptually most correct in EV metric, when discounting with risk free rate curve: a) 
including commercial margins cash flows or b) excluding commercial margins cash 
flows? Please justify your answer.  
 
When discounting with a risk-free curve, margins should be excluded.  To include them 
would amount to treating the PV of net interest income (or a component of NII) as a 
source of mark-to-market risk which is not the way retail and commercial banks view or 
manage NII.   
 
 
Question 13: Are your internal systems flexible enough to exclude margins for the 
purpose of calculating EV measures for the supervisory outlier test? If not, what would 
be the cost to adapt your systems (high, medium, low)? Please elaborate your answer.  
 
 
Question 14: Do you consider the level of the proposed linear lower bound as described 
in paragraph 113 (k) appropriate? If not, please provide concrete suggestions and justify 
your answer.  
 
Any lower bound will inevitably be arbitrary to some degree and produce some counter-
intuitive results.  But the proposed approach, in the case of EUR at least, is not 
unreasonable.  In most cases, the negative EVE sensitivity will be to the rates-up 
scenarios so that the lower bound will not have an impact on exposure with respect to 
the thresholds (20% of total capital or 15% of CET1).        
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 Question 15: Do you consider the minimum threshold for material currencies included 
into the supervisory outlier test (5% for individual currency and minimum 90% of the 
total non-trading book assets or liabilities) sufficient to measure IRRBB in term of EVE? If 
not, please provide concrete suggestions and justify your answer.  
 
Yes. 
 
 
Question 16: When aggregating changes to EVE in the supervisory outlier test, does the 
disregarding of positive changes to EVE have a material impact on the calculation of the 
supervisory outlier test? 
 
As the directional EVE sensitivity of the major currency balance sheets of a bank will 
probably tend to be the same (a negative sensitivity for rates-up), the aggregation rule 
will probably not differ materially from simple aggregation of the results by currency.    
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
Patrick Carey 
pcarey@imr-consult.com 
31 January 2018 
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