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Introduction

1. This document presents one of the Basel Committee’s" key reforms to develop a
more resilient banking sector: the Liquidity Coverage Ratio (LCR). The objective of the LCR
is to promote the short-term resilience of the liquidity risk profile of banks. It does this by
ensuring that banks have an adequate stock of unencumbered high-quality liquid assets
(HQLA) that can be converted easily and immediately in private markets into cash to meet
their liquidity needs for a 30 calendar day liquidity stress scenario. The LCR will improve the
banking sector's ability to absorb shocks arising from financial and economic stress,
whatever the source, thus reducing the risk of spillover from the financial sector to the real
economy. This document sets out the LCR standard and timelines for its implementation.

2. During the early “liquidity phase” of the financial crisis that began in 2007, many
banks — despite adequate capital levels — still experienced difficulties because they did not
manage their liquidity in a prudent manner. The crisis drove home the importance of liquidity
to the proper functioning of financial markets and the banking sector. Prior to the crisis, asset
markets were buoyant and funding was readily available at low cost. The rapid reversal in
market conditions illustrated how quickly liquidity can evaporate, and that illiquidity can last
for an extended period of time. The banking system came under severe stress, which
necessitated central bank action to support both the functioning of money markets and, in
some cases, individual institutions.

3. The difficulties experienced by some banks were due to lapses in basic principles of
liquidity risk management. In response, as the foundation of its liquidity framework, the
Committee in 2008 published Principles for Sound Liquidity Risk Management and
Supervision (“Sound Principles”).? The Sound Principles provide detailed guidance on the
risk management and supervision of funding liquidity risk and should help promote better risk
management in this critical area, but only if there is full implementation by banks and
supervisors. As such, the Committee will continue to monitor the implementation by
supervisors to ensure that banks adhere to these fundamental principles.

4. To complement these principles, the Committee has further strengthened its liquidity
framework by developing two minimum standards for funding liquidity. These standards have
been developed to achieve two separate but complementary objectives. The first objective is
to promote short-term resilience of a bank’s liquidity risk profile by ensuring that it has
sufficient HQLA to survive a significant stress scenario lasting for one month. The Committee
developed the LCR to achieve this objective. The second objective is to promote resilience
over a longer time horizon by creating additional incentives for banks to fund their activities
with more stable sources of funding on an ongoing basis. The Net Stable Funding Ratio
(NSFR), which is not covered by this document, supplements the LCR and has a time
horizon of one year. It has been developed to provide a sustainable maturity structure of
assets and liabilities.

! The Basel Committee on Banking Supervision consists of senior representatives of bank supervisory

authorities and central banks from Argentina, Australia, Belgium, Brazil, Canada, China, France, Germany,
Hong Kong SAR, India, Indonesia, Italy, Japan, Korea, Luxembourg, Mexico, the Netherlands, Russia, Saudi
Arabia, Singapore, South Africa, Spain, Sweden, Switzerland, Turkey, the United Kingdom and the United
States. It usually meets at the Bank for International Settlements (BIS) in Basel, Switzerland, where its
permanent Secretariat is located.

2 The Sound Principles are available at www.bis.org/publ/bcbs144.htm.



5. These two standards are comprised mainly of specific parameters which are
internationally “harmonised” with prescribed values. Certain parameters, however, contain
elements of national discretion to reflect jurisdiction-specific conditions. In these cases, the
parameters should be transparent and clearly outlined in the regulations of each jurisdiction
to provide clarity both within the jurisdiction and internationally.

6. It should be stressed that the LCR standard establishes a minimum level of liquidity
for internationally active banks. Banks are expected to meet this standard as well as adhere
to the Sound Principles. Consistent with the Committee’s capital adequacy standards,
national authorities may require higher minimum levels of liquidity. In particular, supervisors
should be mindful that the assumptions within the LCR may not capture all market conditions
or all periods of stress. Supervisors are therefore free to require additional levels of liquidity
to be held, if they deem the LCR does not adequately reflect the liquidity risks that their
banks face.

7. Given that the LCR is, on its own, insufficient to measure all dimensions of a bank’s
liquidity profile, the Committee has also developed a set of monitoring tools to further
strengthen and promote global consistency in liquidity risk supervision. These tools are
supplementary to the LCR and are to be used for ongoing monitoring of the liquidity risk
exposures of banks, and in communicating these exposures among home and host
supervisors.

8. The Committee is introducing phase-in arrangements to implement the LCR to help
ensure that the banking sector can meet the standard through reasonable measures, while
still supporting lending to the economy.

9. The Committee remains firmly of the view that the LCR is an essential component of
the set of reforms introduced by Basel Il and, when implemented, will help deliver a more
robust and resilient banking system. However, the Committee has also been mindful of the
implications of the standard for financial markets, credit extension and economic growth, and
of introducing the LCR at a time of ongoing strains in some banking systems. It has therefore
decided to provide for a phased introduction of the LCR, in a manner similar to that of the
Basel Il capital adequacy requirements.

10. Specifically, the LCR will be introduced as planned on 1 January 2015, but the
minimum requirement will be set at 60% and rise in equal annual steps to reach 100% on
1 January 2019. This graduated approach, coupled with the revisions made to the 2010
publication of the liquidity standards,® are designed to ensure that the LCR can be introduced
without material disruption to the orderly strengthening of banking systems or the ongoing
financing of economic activity.

1 January 1 January 1 January 1 January 1 January
2015 2016 2017 2018 2019
Minimum LCR 60% 70% 80% 90% 100%
11. The Committee also reaffirms its view that, during periods of stress, it would be

entirely appropriate for banks to use their stock of HQLA, thereby falling below the minimum.
Supervisors will subsequently assess this situation and will give guidance on usability

®  The 2010 publication is available at www.bis.org/publ/bcbs188.pdf



according to circumstances. Furthermore, individual countries that are receiving financial
support for macroeconomic and structural reform purposes may choose a different
implementation schedule for their national banking systems, consistent with the design of
their broader economic restructuring programme.

12. The Committee is currently reviewing the NSFR, which continues to be subject to an
observation period and remains subject to review to address any unintended consequences.
It remains the Committee’s intention that the NSFR, including any revisions, will become a
minimum standard by 1 January 2018.

13. This document is organised as follows:

o Part 1 defines the LCR for internationally active banks and deals with application
issues.

o Part 2 presents a set of monitoring tools to be used by banks and supervisors in

their monitoring of liquidity risks.



Part 1: The Liquidity Coverage Ratio

14. The Committee has developed the LCR to promote the short-term resilience of the
liquidity risk profile of banks by ensuring that they have sufficient HQLA to survive a
significant stress scenario lasting 30 calendar days.

15. The LCR should be a key component of the supervisory approach to liquidity risk,
but must be supplemented by detailed supervisory assessments of other aspects of the
bank’s liquidity risk management framework in line with the Sound Principles, the use of the
monitoring tools included in Part 2, and, in due course, the NSFR. In addition, supervisors
may require an individual bank to adopt more stringent standards or parameters to reflect its
liquidity risk profile and the supervisor's assessment of its compliance with the Sound
Principles.

l. Objective of the LCR and use of HQLA

16. This standard aims to ensure that a bank has an adequate stock of unencumbered
HQLA that consists of cash or assets that can be converted into cash at little or no loss of
value in private markets, to meet its liquidity needs for a 30 calendar day liquidity stress
scenario. At a minimum, the stock of unencumbered HQLA should enable the bank to
survive until Day 30 of the stress scenario, by which time it is assumed that appropriate
corrective actions can be taken by management and supervisors, or that the bank can be
resolved in an orderly way. Furthermore, it gives the central bank additional time to take
appropriate measures, should they be regarded as necessary. As noted in the Sound
Principles, given the uncertain timing of outflows and inflows, banks are also expected to be
aware of any potential mismatches within the 30-day period and ensure that sufficient HQLA
are available to meet any cash flow gaps throughout the period.

17. The LCR builds on traditional liquidity “coverage ratio” methodologies used internally
by banks to assess exposure to contingent liquidity events. The total net cash outflows for
the scenario are to be calculated for 30 calendar days into the future. The standard requires
that, absent a situation of financial stress, the value of the ratio be no lower than 100%* (ie
the stock of HQLA should at least equal total net cash outflows) on an ongoing basis
because the stock of unencumbered HQLA is intended to serve as a defence against the
potential onset of liquidity stress. During a period of financial stress, however, banks may use
their stock of HQLA, thereby falling below 100%, as maintaining the LCR at 100% under
such circumstances could produce undue negative effects on the bank and other market
participants. Supervisors will subsequently assess this situation and will adjust their response
flexibly according to the circumstances.

18. In particular, supervisory decisions regarding a bank’s use of its HQLA should be
guided by consideration of the core objective and definition of the LCR. Supervisors should
exercise judgement in their assessment and account not only for prevailing macrofinancial
conditions, but also consider forward-looking assessments of macroeconomic and financial
conditions. In determining a response, supervisors should be aware that some actions could

*  The 100% threshold is the minimum requirement absent a period of financial stress, and after the phase-in

arrangements are complete. References to 100% may be adjusted for any phase-in arrangements in force.



be procyclical if applied in circumstances of market-wide stress. Supervisors should seek to
take these considerations into account on a consistent basis across jurisdictions.

(@

(b)

(©)

(d)

Supervisors should assess conditions at an early stage, and take actions if deemed
necessary, to address potential liquidity risk.

Supervisors should allow for differentiated responses to a reported LCR below
100%. Any potential supervisory response should be proportionate with the drivers,
magnitude, duration and frequency of the reported shortfall.

Supervisors should assess a number of firm- and market-specific factors in
determining the appropriate response as well as other considerations related to both
domestic and global frameworks and conditions. Potential considerations include,
but are not limited to:

()  The reason(s) that the LCR fell below 100%. This includes use of the stock of
HQLA, an inability to roll over funding or large unexpected draws on
contingent obligations. In addition, the reasons may relate to overall credit,
funding and market conditions, including liquidity in credit, asset and funding
markets, affecting individual banks or all institutions, regardless of their own
condition;

(i)  The extent to which the reported decline in the LCR is due to a firm-specific or
market-wide shock;

(i) A bank’s overall health and risk profile, including activities, positions with
respect to other supervisory requirements, internal risk systems, controls and
other management processes, among others;

(iv) The magnitude, duration and frequency of the reported decline of HQLA,;

(v) The potential for contagion to the financial system and additional restricted
flow of credit or reduced market liquidity due to actions to maintain an LCR of
100%;

(vi) The availability of other sources of contingent funding such as central bank
funding,® or other actions by prudential authorities.

Supervisors should have a range of tools at their disposal to address a reported
LCR below 100%. Banks may use their stock of HQLA in both idiosyncratic and
systemic stress events, although the supervisory response may differ between the
two.

() At a minimum, a bank should present an assessment of its liquidity position,
including the factors that contributed to its LCR falling below 100%, the
measures that have been and will be taken and the expectations on the
potential length of the situation. Enhanced reporting to supervisors should be
commensurate with the duration of the shortfall.

The Sound Principles require that a bank develop a Contingency Funding Plan (CFP) that clearly sets out
strategies for addressing liquidity shortfalls, both firm-specific and market-wide situations of stress. A CFP
should, among other things, “reflect central bank lending programmes and collateral requirements, including
facilities that form part of normal liquidity management operations (eg the availability of seasonal credit).”



(i)  If appropriate, supervisors could also require actions by a bank to reduce its
exposure to liquidity risk, strengthen its overall liquidity risk management, or
improve its contingency funding plan.

(i)  However, in a situation of sufficiently severe system-wide stress, effects on
the entire financial system should be considered. Potential measures to
restore liquidity levels should be discussed, and should be executed over a
period of time considered appropriate to prevent additional stress on the bank
and on the financial system as a whole.

(e) Supervisors’ responses should be consistent with the overall approach to the
prudential framework.

. Definition of the LCR

19. The scenario for this standard entails a combined idiosyncratic and market-wide
shock that would result in:

@) the run-off of a proportion of retail deposits;
(b) a partial loss of unsecured wholesale funding capacity;
(c) a partial loss of secured, short-term financing with certain collateral and

counterparties;

(d) additional contractual outflows that would arise from a downgrade in the bank’s
public credit rating by up to and including three notches, including collateral posting
requirements;

(e) increases in market volatilities that impact the quality of collateral or potential future
exposure of derivative positions and thus require larger collateral haircuts or
additional collateral, or lead to other liquidity needs;

) unscheduled draws on committed but unused credit and liquidity facilities that the
bank has provided to its clients; and

(9) the potential need for the bank to buy back debt or honour non-contractual
obligations in the interest of mitigating reputational risk.

20. In summary, the stress scenario specified incorporates many of the shocks
experienced during the crisis that started in 2007 into one significant stress scenario for
which a bank would need sufficient liquidity on hand to survive for up to 30 calendar days.

21. This stress test should be viewed as a minimum supervisory requirement for banks.
Banks are expected to conduct their own stress tests to assess the level of liquidity they
should hold beyond this minimum, and construct their own scenarios that could cause
difficulties for their specific business activities. Such internal stress tests should incorporate
longer time horizons than the one mandated by this standard. Banks are expected to share
the results of these additional stress tests with supervisors.

22. The LCR has two components:
@) Value of the stock of HQLA in stressed conditions; and
(b) Total net cash outflows, calculated according to the scenario parameters outlined

below.



Stock of HQLA > 100%
Total net cash outflows over the next 30 calendar days

A. Stock of HQLA

23. The numerator of the LCR is the “stock of HQLA”. Under the standard, banks must
hold a stock of unencumbered HQLA to cover the total net cash outflows (as defined below)
over a 30-day period under the prescribed stress scenario. In order to qualify as “HQLA",
assets should be liquid in markets during a time of stress and, ideally, be central bank
eligible. The following sets out the characteristics that such assets should generally possess
and the operational requirements that they should satisfy. ®

1. Characteristics of HQLA

24, Assets are considered to be HQLA if they can be easily and immediately converted
into cash at little or no loss of value. The liquidity of an asset depends on the underlying
stress scenario, the volume to be monetised and the timeframe considered. Nevertheless,
there are certain assets that are more likely to generate funds without incurring large
discounts in sale or repurchase agreement (repo) markets due to fire-sales even in times of
stress. This section outlines the factors that influence whether or not the market for an asset
can be relied upon to raise liquidity when considered in the context of possible stresses.
These factors should assist supervisors in determining which assets, despite meeting the
criteria from paragraphs 49 to 54, are not sufficiently liquid in private markets to be included
in the stock of HQLA.

®® Fundamental characteristics

o Low risk: assets that are less risky tend to have higher liquidity. High credit
standing of the issuer and a low degree of subordination increase an asset's
liquidity. Low duration, ’ low legal risk, low inflation risk and denomination in a
convertible currency with low foreign exchange risk all enhance an asset’s liquidity.

o Ease and certainty of valuation: an asset’'s liquidity increases if market
participants are more likely to agree on its valuation. Assets with more standardised,
homogenous and simple structures tend to be more fungible, promoting liquidity.
The pricing formula of a high-quality liquid asset must be easy to calculate and not
depend on strong assumptions. The inputs into the pricing formula must also be
publicly available. In practice, this should rule out the inclusion of most structured or
exotic products.

o Low correlation with risky assets: the stock of HQLA should not be subject to
wrong-way (highly correlated) risk. For example, assets issued by financial
institutions are more likely to be illiquid in times of liquidity stress in the banking
sector.

o Listed on a developed and recognised exchange: being listed increases an
asset’s transparency.

Refer to the sections on “Definition of HQLA” and “Operational requirements” for the characteristics that an
asset must meet to be part of the stock of HQLA and the definition of “unencumbered” respectively.

Duration measures the price sensitivity of a fixed income security to changes in interest rate.



(i) Market-related characteristics

. Active and sizable market: the asset should have active outright sale or repo
markets at all times. This means that:

- There should be historical evidence of market breadth and market depth. This
could be demonstrated by low bid-ask spreads, high trading volumes, and a
large and diverse number of market participants. Diversity of market
participants reduces market concentration and increases the reliability of the
liquidity in the market.

- There should be robust market infrastructure in place. The presence of
multiple committed market makers increases liquidity as quotes will most
likely be available for buying or selling HQLA.

. Low volatility: Assets whose prices remain relatively stable and are less prone to
sharp price declines over time will have a lower probability of triggering forced sales
to meet liquidity requirements. Volatility of traded prices and spreads are simple
proxy measures of market volatility. There should be historical evidence of relative
stability of market terms (eg prices and haircuts) and volumes during stressed
periods.

o Flight to quality: historically, the market has shown tendencies to move into these
types of assets in a systemic crisis. The correlation between proxies of market
liquidity and banking system stress is one simple measure that could be used.

25. As outlined by these characteristics, the test of whether liquid assets are of “high
quality” is that, by way of sale or repo, their liquidity-generating capacity is assumed to
remain intact even in periods of severe idiosyncratic and market stress. Lower quality assets
typically fail to meet that test. An attempt by a bank to raise liquidity from lower quality assets
under conditions of severe market stress would entail acceptance of a large fire-sale
discount or haircut to compensate for high market risk. That may not only erode the market’s
confidence in the bank, but would also generate mark-to-market losses for banks holding
similar instruments and add to the pressure on their liquidity position, thus encouraging
further fire sales and declines in prices and market liquidity. In these circumstances, private
market liquidity for such instruments is likely to disappear quickly.

26. HQLA (except Level 2B assets as defined below) should ideally be eligible at central
banks® for intraday liquidity needs and overnight liquidity facilities. In the past, central banks
have provided a further backstop to the supply of banking system liquidity under conditions of
severe stress. Central bank eligibility should thus provide additional confidence that banks
are holding assets that could be used in events of severe stress without damaging the
broader financial system. That in turn would raise confidence in the safety and soundness of
liquidity risk management in the banking system.

27. It should be noted however, that central bank eligibility does not by itself constitute
the basis for the categorisation of an asset as HQLA.

In most jurisdictions, HQLA should be central bank eligible in addition to being liquid in markets during
stressed periods. In jurisdictions where central bank eligibility is limited to an extremely narrow list of assets, a
supervisor may allow unencumbered, non-central bank eligible assets that meet the qualifying criteria for
Level 1 or Level 2 assets to count as part of the stock (see Definition of HQLA beginning from paragraph 45).



2. Operational requirements

28. All assets in the stock of HQLA are subject to the following operational
requirements. The purpose of the operational requirements is to recognise that not all assets
outlined in paragraphs 49-54 that meet the asset class, risk-weighting and credit-rating
criteria should be eligible for the stock as there are other operational restrictions on the
availability of HQLA that can prevent timely monetisation during a stress period.

29. These operational requirements are designed to ensure that the stock of HQLA is
managed in such a way that the bank can, and is able to demonstrate that it can,
immediately use the stock of assets as a source of contingent funds that is available for the
bank to convert into cash through outright sale or repo, to fill funding gaps between cash
inflows and outflows at any time during the 30-day stress period, with no restriction on the
use of the liquidity generated.

30. A bank should periodically monetise a representative proportion of the assets in the
stock through repo or outright sale, in order to test its access to the market, the effectiveness
of its processes for monetisation, the availability of the assets, and to minimise the risk of
negative signalling during a period of actual stress.

31. All assets in the stock should be unencumbered. “Unencumbered” means free of
legal, regulatory, contractual or other restrictions on the ability of the bank to liquidate, sell,
transfer, or assign the asset. An asset in the stock should not be pledged (either explicitly or
implicitly) to secure, collateralise or credit-enhance any transaction, nor be designated to
cover operational costs (such as rents and salaries). Assets received in reverse repo and
securities financing transactions that are held at the bank, have not been rehypothecated,
and are legally and contractually available for the bank's use can be considered as part of
the stock of HQLA. In addition, assets which qualify for the stock of HQLA that have been
pre-positioned or deposited with, or pledged to, the central bank or a public sector entity
(PSE) but have not been used to generate liquidity may be included in the stock.®

32. A bank should exclude from the stock those assets that, although meeting the
definition of “unencumbered” specified in paragraph 31, the bank would not have the
operational capability to monetise to meet outflows during the stress period. Operational
capability to monetise assets requires having procedures and appropriate systems in place,
including providing the function identified in paragraph 33 with access to all necessary
information to execute monetisation of any asset at any time. Monetisation of the asset must
be executable, from an operational perspective, in the standard settlement period for the
asset class in the relevant jurisdiction.

33. The stock should be under the control of the function charged with managing the
liquidity of the bank (eg the treasurer), meaning the function has the continuous authority,
and legal and operational capability, to monetise any asset in the stock. Control must be
evidenced either by maintaining assets in a separate pool managed by the function with the
sole intent for use as a source of contingent funds, or by demonstrating that the function can
monetise the asset at any point in the 30-day stress period and that the proceeds of doing so
are available to the function throughout the 30-day stress period without directly conflicting

If a bank has deposited, pre-positioned or pledged Level 1, Level 2 and other assets in a collateral pool and
no specific securities are assigned as collateral for any transactions, it may assume that assets are
encumbered in order of increasing liquidity value in the LCR, ie assets ineligible for the stock of HQLA are
assigned first, followed by Level 2B assets, then Level 2A and finally Level 1. This determination must be
made in compliance with any requirements, such as concentration or diversification, of the central bank or
PSE.



with a stated business or risk management strategy. For example, an asset should not be
included in the stock if the sale of that asset, without replacement throughout the 30-day
period, would remove a hedge that would create an open risk position in excess of internal
limits.

34. A bank is permitted to hedge the market risk associated with ownership of the stock
of HQLA and still include the assets in the stock. If it chooses to hedge the market risk, the
bank should take into account (in the market value applied to each asset) the cash outflow
that would arise if the hedge were to be closed out early (in the event of the asset being
sold).

35. In accordance with Principle 9 of the Sound Principles a bank “should monitor the
legal entity and physical location where collateral is held and how it may be mobilised in a
timely manner”. Specifically, it should have a policy in place that identifies legal entities,
geographical locations, currencies and specific custodial or bank accounts where HQLA are
held. In addition, the bank should determine whether any such assets should be excluded for
operational reasons and therefore, have the ability to determine the composition of its stock
on a daily basis.

36. As noted in paragraphs 171 and 172, qualifying HQLA that are held to meet
statutory liquidity requirements at the legal entity or sub-consolidated level (where applicable)
may only be included in the stock at the consolidated level to the extent that the related risks
(as measured by the legal entity’s or sub-consolidated group’s net cash outflows in the LCR)
are also reflected in the consolidated LCR. Any surplus of HQLA held at the legal entity can
only be included in the consolidated stock if those assets would also be freely available to
the consolidated (parent) entity in times of stress.

37. In assessing whether assets are freely transferable for regulatory purposes, banks
should be aware that assets may not be freely available to the consolidated entity due to
regulatory, legal, tax, accounting or other impediments. Assets held in legal entities without
market access should only be included to the extent that they can be freely transferred to
other entities that could monetise the assets.

38. In certain jurisdictions, large, deep and active repo markets do not exist for eligible
asset classes, and therefore such assets are likely to be monetised through outright sale. In
these circumstances, a bank should exclude from the stock of HQLA those assets where
there are impediments to sale, such as large fire-sale discounts which would cause it to
breach minimum solvency requirements, or requirements to hold such assets, including, but
not limited to, statutory minimum inventory requirements for market making.

39. Banks should not include in the stock of HQLA any assets, or liquidity generated
from assets, they have received under right of rehypothecation, if the beneficial owner has
the contractual right to withdraw those assets during the 30-day stress period.*°

40. Assets received as collateral for derivatives transactions that are not segregated
and are legally able to be rehypothecated may be included in the stock of HQLA provided
that the bank records an appropriate outflow for the associated risks as set out in
paragraph 116.

19 Refer to paragraph 146 for the appropriate treatment if the contractual withdrawal of such assets would lead to

a short position (eg because the bank had used the assets in longer-term securities financing transactions).



41. As stated in Principle 8 of the Sound Principles, a bank should actively manage its
intraday liquidity positions and risks to meet payment and settlement obligations on a timely
basis under both normal and stressed conditions and thus contribute to the smooth
functioning of payment and settlement systems. Banks and regulators should be aware that
the LCR stress scenario does not cover expected or unexpected intraday liquidity needs.

42. While the LCR is expected to be met and reported in a single currency, banks are
expected to be able to meet their liquidity needs in each currency and maintain HQLA
consistent with the distribution of their liquidity needs by currency. The bank should be able
to use the stock to generate liquidity in the currency and jurisdiction in which the net cash
outflows arise. As such, the LCR by currency is expected to be monitored and reported to
allow the bank and its supervisor to track any potential currency mismatch issues that could
arise, as outlined in Part 2. In managing foreign exchange liquidity risk, the bank should take
into account the risk that its ability to swap currencies and access the relevant foreign
exchange markets may erode rapidly under stressed conditions. It should be aware that
sudden, adverse exchange rate movements could sharply widen existing mismatched
positions and alter the effectiveness of any foreign exchange hedges in place.

43. In order to mitigate cliff effects that could arise, if an eligible liquid asset became
ineligible (eg due to rating downgrade), a bank is permitted to keep such assets in its stock of
liquid assets for an additional 30 calendar days. This would allow the bank additional time to
adjust its stock as needed or replace the asset.

3. Diversification of the stock of HQLA

44, The stock of HQLA should be well diversified within the asset classes themselves
(except for sovereign debt of the bank’s home jurisdiction or from the jurisdiction in which the
bank operates; central bank reserves; central bank debt securities; and cash). Although
some asset classes are more likely to remain liquid irrespective of circumstances, ex-ante it
is not possible to know with certainty which specific assets within each asset class might be
subject to shocks ex-post. Banks should therefore have policies and limits in place in order to
avoid concentration with respect to asset types, issue and issuer types, and currency
(consistent with the distribution of net cash outflows by currency) within asset classes.

4. Definition of HQLA

45, The stock of HQLA should comprise assets with the characteristics outlined in
paragraphs 24-27. This section describes the type of assets that meet these characteristics
and can therefore be included in the stock.

46. There are two categories of assets that can be included in the stock. Assets to be
included in each category are those that the bank is holding on the first day of the stress
period, irrespective of their residual maturity. “Level 1" assets can be included without limit,
while “Level 2" assets can only comprise up to 40% of the stock.

47. Supervisors may also choose to include within Level 2 an additional class of assets
(Level 2B assets - see paragraph 53 below). If included, these assets should comprise no
more than 15% of the total stock of HQLA. They must also be included within the overall 40%
cap on Level 2 assets.

48. The 40% cap on Level 2 assets and the 15% cap on Level 2B assets should be
determined after the application of required haircuts, and after taking into account the unwind
of short-term securities financing transactions and collateral swap transactions maturing
within 30 calendar days that involve the exchange of HQLA. In this context, short term
transactions are transactions with a maturity date up to and including 30 calendar days. The
details of the calculation methodology are provided in Annex 1.



(i)

Level 1 assets

49, Level 1 assets can comprise an unlimited share of the pool and are not subject to a
haircut under the LCR.'! However, national supervisors may wish to require haircuts for
Level 1 securities based on, among other things, their duration, credit and liquidity risk, and
typical repo haircuts.

50.

(@)
(b)

(c)

(d)
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Level 1 assets are limited to:
coins and banknotes:;

central bank reserves (including required reserves),™ to the extent that the central
bank policies allow them to be drawn down in times of stress;™

marketable securities representing claims on or guaranteed by sovereigns, central
banks, PSEs, the Bank for International Settlements, the International Monetary
Fund, the European Central Bank and European Community, or multilateral
development banks,** and satisfying all of the following conditions:

o assigned a 0% risk-weight under the Basel Il Standardised Approach for
credit risk;*®

o traded in large, deep and active repo or cash markets characterised by a
low level of concentration;

o have a proven record as a reliable source of liquidity in the markets (repo or
sale) even during stressed market conditions; and

o not an obligation of a financial institution or any of its affiliated entities.*®

where the sovereign has a non-0% risk weight, sovereign or central bank debt
securities issued in domestic currencies by the sovereign or central bank in the
country in which the liquidity risk is being taken or in the bank’s home country; and

For purpose of calculating the LCR, Level 1 assets in the stock of HQLA should be measured at an amount no
greater than their current market value.

In this context, central bank reserves would include banks’ overnight deposits with the central bank, and term
deposits with the central bank that: (i) are explicitly and contractually repayable on notice from the depositing
bank; or (ii) that constitute a loan against which the bank can borrow on a term basis or on an overnight but
automatically renewable basis (only where the bank has an existing deposit with the relevant central bank).
Other term deposits with central banks are not eligible for the stock of HQLA; however, if the term expires
within 30 days, the term deposit could be considered as an inflow per paragraph 154.

Local supervisors should discuss and agree with the relevant central bank the extent to which central bank
reserves should count towards the stock of liquid assets, ie the extent to which reserves are able to be drawn
down in times of stress.

The Basel Il liquidity framework follows the categorisation of market participants applied in the Basel Il
Framework, unless otherwise specified.

Paragraph 50(c) includes only marketable securities that qualify for Basel Il paragraph 53. When a 0% risk-
weight has been assigned at national discretion according to the provision in paragraph 54 of the Basel I
Standardised Approach, the treatment should follow paragraph 50(d) or 50(e).

This requires that the holder of the security must not have recourse to the financial institution or any of the
financial institution's affiliated entities. In practice, this means that securities, such as government-guaranteed
issuance during the financial crisis, which remain liabilities of the financial institution, would not qualify for the
stock of HQLA. The only exception is when the bank also qualifies as a PSE under the Basel Il Framework
where securities issued by the bank could qualify for Level 1 assets if all necessary conditions are satisfied.



(e)

(ii)

where the sovereign has a non-0% risk weight, domestic sovereign or central bank
debt securities issued in foreign currencies are eligible up to the amount of the
bank’s stressed net cash outflows in that specific foreign currency stemming from
the bank’s operations in the jurisdiction where the bank’s liquidity risk is being taken.

Level 2 assets

51. Level 2 assets (comprising Level 2A assets and any Level 2B assets permitted by
the supervisor) can be included in the stock of HQLA, subject to the requirement that they
comprise no more than 40% of the overall stock after haircuts have been applied. The
method for calculating the cap on Level 2 assets and the cap on Level 2B assets is set out in
paragraph 48 and Annex 1.

52. A 15% haircut is applied to the current market value of each Level 2A asset held in
the stock of HQLA. Level 2A assets are limited to the following:

(@)

(b)
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Marketable securities representing claims on or guaranteed by sovereigns, central
banks, PSEs or multilateral development banks that satisfy all of the following
conditions:*’

. assigned a 20% risk weight under the Basel Il Standardised Approach for
credit risk;
. traded in large, deep and active repo or cash markets characterised by a

low level of concentration;

. have a proven record as a reliable source of liquidity in the markets (repo or
sale) even during stressed market conditions (ie maximum decline of price
not exceeding 10% or increase in haircut not exceeding 10 percentage
points over a 30-day period during a relevant period of significant liquidity
stress); and

. not an obligation of a financial institution or any of its affiliated entities.*®

Corporate debt securities (including commercial paper)™ and covered bonds?® that
satisfy all of the following conditions:

o in the case of corporate debt securities: not issued by a financial
institution or any of its affiliated entities;

o in the case of covered bonds: not issued by the bank itself or any of its
affiliated entities;

Paragraphs 50(d) and (e) may overlap with paragraph 52(a) in terms of sovereign and central bank securities
with a 20% risk weight. In such a case, the assets can be assigned to the Level 1 category according to
Paragraph 50(d) or (e), as appropriate.

Refer to footnote 16.

Corporate debt securities (including commercial paper) in this respect include only plain-vanilla assets whose
valuation is readily available based on standard methods and does not depend on private knowledge, ie these
do not include complex structured products or subordinated debt.

Covered bonds are bonds issued and owned by a bank or mortgage institution and are subject by law to
special public supervision designed to protect bond holders. Proceeds deriving from the issue of these bonds
must be invested in conformity with the law in assets which, during the whole period of the validity of the
bonds, are capable of covering claims attached to the bonds and which, in the event of the failure of the
issuer, would be used on a priority basis for the reimbursement of the principal and payment of the accrued
interest.



. either (i) have a long-term credit rating from a recognised external credit
assessment institution (ECAI) of at least AA-?! or in the absence of a
long term rating, a short-term rating equivalent in quality to the long-term
rating; or (ii) do not have a credit assessment by a recognised ECAI but
are internally rated as having a probability of default (PD) corresponding
to a credit rating of at least AA-;

. traded in large, deep and active repo or cash markets characterised by a
low level of concentration; and

o have a proven record as a reliable source of liquidity in the markets (repo
or sale) even during stressed market conditions: ie maximum decline of
price or increase in haircut over a 30-day period during a relevant period
of significant liquidity stress not exceeding 10%.

(iii) Level 2B assets

53. Certain additional assets (Level 2B assets) may be included in Level 2 at the
discretion of national authorities. In choosing to include these assets in Level 2 for the
purpose of the LCR, supervisors are expected to ensure that such assets fully comply with
the qualifying criteria.?? Supervisors are also expected to ensure that banks have appropriate
systems and measures to monitor and control the potential risks (eg credit and market risks)
that banks could be exposed to in holding these assets.

54. A larger haircut is applied to the current market value of each Level 2B asset held in
the stock of HQLA. Level 2B assets are limited to the following:

(a) Residential mortgage backed securities (RMBS) that satisfy all of the following
conditions may be included in Level 2B, subject to a 25% haircut:

o not issued by, and the underlying assets have not been originated by the bank
itself or any of its affiliated entities;

o have a long-term credit rating from a recognised ECAI of AA or higher, or in
the absence of a long term rating, a short-term rating equivalent in quality to
the long-term rating;

o traded in large, deep and active repo or cash markets characterised by a low
level of concentration;

o have a proven record as a reliable source of liquidity in the markets (repo or
sale) even during stressed market conditions, ie a maximum decline of price
not exceeding 20% or increase in haircut over a 30-day period not exceeding
20 percentage points during a relevant period of significant liquidity stress;

. the underlying asset pool is restricted to residential mortgages and cannot
contain structured products;

% In the event of split ratings, the applicable rating should be determined according to the method used in

Basel II's standardised approach for credit risk. Local rating scales (rather than international ratings) of a
supervisor-approved ECAI that meet the eligibility criteria outlined in paragraph 91 of the Basel Il Capital
Framework can be recognised if corporate debt securities or covered bonds are held by a bank for local
currency liquidity needs arising from its operations in that local jurisdiction. This also applies to Level 2B
assets.

2 As with all aspects of the framework, compliance with these criteria will be assessed as part of peer reviews

undertaken under the Committee’s Regulatory Consistency Assessment Programme.



the underlying mortgages are “full recourse” loans (ie in the case of
foreclosure the mortgage owner remains liable for any shortfall in sales
proceeds from the property) and have a maximum loan-to-value ratio (LTV) of
80% on average at issuance; and

the securitisations are subject to “risk retention” regulations which require
issuers to retain an interest in the assets they securitise.

(b) Corporate debt securities (including commercial paper)® that satisfy all of the
following conditions may be included in Level 2B, subject to a 50% haircut:

not issued by a financial institution or any of its affiliated entities;

either (i) have a long-term credit rating from a recognised ECAI between A+
and BBB- or in the absence of a long term rating, a short-term rating
equivalent in quality to the long-term rating; or (i) do not have a credit
assessment by a recognised ECAI and are internally rated as having a PD
corresponding to a credit rating of between A+ and BBB-;

traded in large, deep and active repo or cash markets characterised by a low
level of concentration; and

have a proven record as a reliable source of liquidity in the markets (repo or
sale) even during stressed market conditions, ie a maximum decline of price
not exceeding 20% or increase in haircut over a 30-day period not exceeding
20 percentage points during a relevant period of significant liquidity stress.

(© Common equity shares that satisfy all of the following conditions may be included in
Level 2B, subject to a 50% haircut:

not issued by a financial institution or any of its affiliated entities;
exchange traded and centrally cleared,;

a constituent of the major stock index in the home jurisdiction or where the
liquidity risk is taken, as decided by the supervisor in the jurisdiction where the
index is located;

denominated in the domestic currency of a bank’s home jurisdiction or in the
currency of the jurisdiction where a bank’s liquidity risk is taken;

traded in large, deep and active repo or cash markets characterised by a low
level of concentration; and

have a proven record as a reliable source of liquidity in the markets (repo or
sale) even during stressed market conditions, ie a maximum decline of share
price not exceeding 40% or increase in haircut not exceeding 40 percentage
points over a 30-day period during a relevant period of significant liquidity.

(iv) Treatment for jurisdictions with insufficient HQLA
(@) Assessment of eligibility for alternative liquidity approaches (ALA)
55. Some jurisdictions may have an insufficient supply of Level 1 assets (or both Level 1

and Level 2 assets®) in their domestic currency to meet the aggregate demand of banks with

23

24

Refer to footnote 19.

Insufficiency in Level 2 assets alone does not qualify for the alternative treatment.



significant exposures in this currency. To address this situation, the Committee has
developed alternative treatments for holdings in the stock of HQLA, which are expected to
apply to a limited number of currencies and jurisdictions. Eligibility for such alternative
treatment will be judged on the basis of the qualifying criteria set out in Annex 2 and will be
determined through an independent peer review process overseen by the Committee. The
purpose of this process is to ensure that the alternative treatments are only used when there
is a true shortfall in HQLA in the domestic currency relative to the needs in that currency.®

56. To qualify for the alternative treatment, a jurisdiction should be able to demonstrate
that:
o there is an insufficient supply of HQLA in its domestic currency, taking into
account all relevant factors affecting the supply of, and demand for, such
HQLA;*
o the insufficiency is caused by long-term structural constraints that cannot be

resolved within the medium term;

o it has the capacity, through any mechanism or control in place, to limit or
mitigate the risk that the alternative treatment cannot work as expected; and

o it is committed to observing the obligations relating to supervisory monitoring,
disclosure, and periodic self-assessment and independent peer review of its
eligibility for alternative treatment.

All of the above criteria have to be met to qualify for the alternative treatment.

57. Irrespective of whether a jurisdiction seeking ALA treatment will adopt the phase-in
arrangement set out in paragraph 10 for implementing the LCR, the eligibility for that
jurisdiction to adopt ALA treatment will be based on a fully implemented LCR standard (ie
100% requirement).

(b) Potential options for alternative treatment

58. Option 1 — Contractual committed liquidity facilities from the relevant central bank,
with a fee: For currencies that do not have sufficient HQLA, as determined by reference to
the qualifying principles and criteria, Option 1 would allow banks to access contractual
committed liquidity facilities provided by the relevant central bank (ie relevant given the
currency in question) for a fee. These facilities should not be confused with regular central
bank standing arrangements. In particular, these facilities are contractual arrangements
between the central bank and the commercial bank with a maturity date which, at a
minimum, falls outside the 30-day LCR window. Further, the contract must be irrevocable
prior to maturity and involve no ex-post credit decision by the central bank. Such facilities are
only permissible if there is also a fee for the facility which is charged regardless of the
amount, if any, drawn down against that facility and the fee is set so that banks which claim
the facility line to meet the LCR, and banks which do not, have similar financial incentives to
reduce their exposure to liquidity risk. That is, the fee should be set so that the net yield on
the assets used to secure the facility should not be higher than the net yield on a

% For member states of a monetary union with a common currency, that common currency is considered the

“domestic currency”.

% The assessment of insufficiency is only required to take into account the Level 2B assets if the national

authority chooses to include them within HQLA. In particular, if certain Level 2B assets are not included in the
stock of HQLA in a given jurisdiction, then the assessment of insufficiency in that jurisdiction does not need to
include the stock of Level 2B assets that are available in that jurisdiction.



representative portfolio of Level 1 and Level 2 assets, after adjusting for any material
differences in credit risk. A jurisdiction seeking to adopt Option 1 should justify in the
independent peer review that the fee is suitably set in a manner as prescribed in this
paragraph.

59. Option 2 — Foreign currency HQLA to cover domestic currency liquidity needs: For
currencies that do not have sufficient HQLA, as determined by reference to the qualifying
principles and criteria, Option 2 would allow supervisors to permit banks that evidence a
shortfall of HQLA in the domestic currency (which would match the currency of the
underlying risks) to hold HQLA in a currency that does not match the currency of the
associated liquidity risk, provided that the resulting currency mismatch positions are
justifiable and controlled within limits agreed by their supervisors. Supervisors should restrict
such positions within levels consistent with the bank’s foreign exchange risk management
capacity and needs, and ensure that such positions relate to currencies that are freely and
reliably convertible, are effectively managed by the bank, and would not pose undue risk to
its financial strength. In managing those positions, the bank should take into account the
risks that its ability to swap currencies, and its access to the relevant foreign exchange
markets, may erode rapidly under stressed conditions. It should also take into account that
sudden, adverse exchange rate movements could sharply widen existing mismatch positions
and alter the effectiveness of any foreign exchange hedges in place.

60. To account for foreign exchange risk associated with foreign currency HQLA used to
cover liquidity needs in the domestic currency, such liquid assets should be subject to a
minimum haircut of 8% for major currencies that are active in global foreign exchange
markets.?’ For other currencies, jurisdictions should increase the haircut to an appropriate
level on the basis of historical (monthly) exchange rate volatilities between the currency pair
over an extended period of time.?® If the domestic currency is formally pegged to another
currency under an effective mechanism, the haircut for the pegged currency can be lowered
to a level that reflects the limited exchange rate risk under the peg arrangement. To qualify
for this treatment, the jurisdiction concerned should demonstrate in the independent peer
review the effectiveness of its currency peg mechanism and assess the long-term prospect
of keeping the peg.

61. Haircuts for foreign currency HQLA used under Option 2 would apply only to HQLA
in excess of a threshold specified by supervisors which is not greater than 25%.% This is to
accommodate a certain level of currency mismatch that may commonly exist among banks in
their ordinary course of business.

62. Option 3 — Additional use of Level 2 assets with a higher haircut: This option
addresses currencies for which there are insufficient Level 1 assets, as determined by
reference to the qualifying principles and criteria, but where there are sufficient Level 2A

?" These refer to currencies that exhibit significant and active market turnover in the global foreign currency

market (eg the average market turnover of the currency as a percentage of the global foreign currency market
turnover over a ten-year period is not lower than 10%).

%8 As an illustration, the exchange rate volatility data used for deriving the FX haircut may be based on the 30-

day moving FX price volatility data (mean + 3 standard deviations) of the currency pair over a ten-year period,
adjusted to align with the 30-day time horizon of the LCR.

% The threshold for applying the haircut under Option 2 refers to the amount of foreign currency HQLA used to

cover liquidity needs in the domestic currency as a percentage of total net cash outflows in the domestic
currency. Hence under a threshold of 25%, a bank using Option 2 will only need to apply the haircut to that
portion of foreign currency HQLA in excess of 25% that are used to cover liquidity needs in the domestic
currency.



assets. In this case, supervisors may choose to allow banks that evidence a shortfall of
HQLA in the domestic currency (to match the currency of the liquidity risk incurred) to hold
additional Level 2A assets in the stock. These additional Level 2A assets would be subject to
a minimum haircut of 20%, ie 5% higher than the 15% haircut applicable to Level 2A assets
that are included in the 40% cap. The higher haircut is used to cover any additional price and
market liquidity risks arising from increased holdings of Level 2A assets beyond the 40%
cap, and to provide a disincentive for banks to use this option based on yield
considerations.*® Supervisors have the obligation to conduct an analysis to assess whether
the additional haircut is sufficient for Level 2A assets in their markets, and should increase
the haircut if this is warranted to achieve the purpose for which it is intended. Supervisors
should explain and justify the outcome of the analysis (including the level of increase in the
haircut, if applicable) during the independent peer review assessment process. Any Level 2B
assets held by the bank would remain subject to the cap of 15%, regardless of the amount of
other Level 2 assets held.

(© Maximum level of usage of options for alternative treatment

63. The usage of any of the above options would be constrained by a limit specified by
supervisors in jurisdictions whose currency is eligible for the alternative treatment. The limit
should be expressed in terms of the maximum amount of HQLA associated with the use of
the options (whether individually or in combination) that a bank is allowed to include in its
LCR, as a percentage of the total amount of HQLA the bank is required to hold in the
currency concerned.* HQLA associated with the options refer to: (i) in the case of Option 1,
the amount of committed liquidity facilities granted by the relevant central bank; (ii) in the
case of Option 2, the amount of foreign currency HQLA used to cover the shortfall of HQLA
in the domestic currency; and (iii) in the case of Option 3, the amount of Level 2 assets held
(including those within the 40% cap).

64. If, for example, the maximum level of usage of the options is set at 80%, it means
that a bank adopting the options, either individually or in combination, would only be allowed
to include HQLA associated with the options (after applying any relevant haircut) up to 80%
of the required amount of HQLA in the relevant currency.® Thus, at least 20% of the HQLA
requirement will have to be met by Level 1 assets in the relevant currency. The maximum
usage of the options is of course further constrained by the bank’s actual shortfall of HQLA in
the currency concerned.

65. The appropriateness of the maximum level of usage of the options allowed by a
supervisor will be evaluated in the independent peer review process. The level set should be
consistent with the projected size of the HQLA gap faced by banks subject to the LCR in the
currency concerned, taking into account all relevant factors that may affect the size of the
gap over time. The supervisor should explain how this level is derived, and justify why this is
supported by the insufficiency of HQLA in the banking system. Where a relatively high level

% For example, a situation to avoid is that the opportunity cost of holding a portfolio that benefits from this option

would be lower than the opportunity cost of holding a theoretical compliant portfolio of Level 1 and Level 2
assets, after adjusting for any material differences in credit risk.

% The required amount of HQLA in the domestic currency includes any regulatory buffer (ie above the 100%

LCR standard) that the supervisor may reasonably impose on the bank concerned based on its liquidity risk
profile.

% Asan example, if a bank has used Option 1 and Option 3 to the extent that it has been granted an Option 1

facility of 10%, and held Level 2 assets of 55% after haircut (both in terms of the required amount of HQLA in
the domestic currency), the HQLA associated with the use of these two options amount to 65% (ie 10%+55%),
which is still within the 80% level. The total amount of alternative HQLA used is 25% (ie 10% + 15%
(additional Level 2A assets used)).



of usage of the options is allowed by the supervisor (eg over 80%), the suitability of this level
will come under closer scrutiny in the independent peer review.

(d) Supervisory obligations and requirements

66. A jurisdiction with insufficient HQLA must, among other things, fulfil the following
obligations (the detailed requirements are set out in Annex 2):

o Supervisory monitoring: There should be a clearly documented supervisory
framework for overseeing and controlling the usage of the options by its banks, and
for monitoring their compliance with the relevant requirements applicable to their use
of the options;

o Disclosure framework: The jurisdiction should disclose its framework for applying the
options to its banks (whether on its website or through other means). The disclosure
should enable other national supervisors and stakeholders to gain a sufficient
understanding of its compliance with the qualifying principles and criteria and the
manner in which it supervises the use of the options by its banks;

o Periodic self-assessment of eligibility for alternative treatment: The jurisdiction
should perform a self-assessment of its eligibility for alternative treatment every five
years after it has adopted the options, and disclose the results to other national
supervisors and stakeholders.

67. Supervisors in jurisdictions with insufficient HQLA should devise rules and
requirements governing the use of the options by their banks, having regard to the guiding
principles set out below. (Annex 3 includes additional guidance on banks’ usage of ALA.)

o Principle 1: Supervisors should ensure that banks’ use of the options is not simply
an economic choice that maximises the profits of the bank through the selection of
alternative HQLA based primarily on vyield considerations. The liquidity
characteristics of an alternative HQLA portfolio must be considered to be more
important than its net yield.

o Principle 2: Supervisors should ensure that the use of the options is constrained,
both for all banks with exposures in the relevant currency and on a bank-by-bank
basis.

o Principle 3: Supervisors should ensure that banks have, to the extent practicable,

taken reasonable steps to use Level 1 and Level 2 assets and reduce their overall
level of liquidity risk to improve the LCR, before the alternative treatment can be
applied.

o Principle 4: Supervisors should have a mechanism for restraining the usage of the
options to mitigate risks of non-performance of the alternative HQLA.

(v) Treatment for Shari’ah compliant banks

68. Shari'ah compliant banks face a religious prohibition on holding certain types of
assets, such as interest-bearing debt securities. Even in jurisdictions that have a sufficient
supply of HQLA, an insurmountable impediment to the ability of Shari’ah compliant banks to
meet the LCR requirement may still exist. In such cases, national supervisors in jurisdictions
in which Shari'ah compliant banks operate have the discretion to define Shari'ah compliant
financial products (such as Sukuk) as alternative HQLA applicable to such banks only,
subject to such conditions or haircuts that the supervisors may require. It should be noted
that the intention of this treatment is not to allow Shari'ah compliant banks to hold fewer
HQLA. The minimum LCR standard, calculated based on alternative HQLA (post-haircut)
recognised as HQLA for these banks, should not be lower than the minimum LCR standard
applicable to other banks in the jurisdiction concerned. National supervisors applying such



treatment for Shari'ah compliant banks should comply with supervisory monitoring and
disclosure obligations similar to those set out in paragraph 66 above.

B. Total net cash outflows

69. The term total net cash outflows® is defined as the total expected cash outflows
minus total expected cash inflows in the specified stress scenario for the subsequent 30
calendar days. Total expected cash outflows are calculated by multiplying the outstanding
balances of various categories or types of liabilities and off-balance sheet commitments by
the rates at which they are expected to run off or be drawn down. Total expected cash
inflows are calculated by multiplying the outstanding balances of various categories of
contractual receivables by the rates at which they are expected to flow in under the scenario
up to an aggregate cap of 75% of total expected cash outflows.

Total net cash outflows over the next 30 calendar days = Total expected cash outflows — Min
{total expected cash inflows; 75% of total expected cash outflows}

70. While most roll-off rates, draw-down rates and similar factors are harmonised across
jurisdictions as outlined in this standard, a few parameters are to be determined by
supervisory authorities at the national level. Where this is the case, the parameters should be
transparent and made publicly available.

71. Annex 4 provides a summary of the factors that are applied to each category.

72. Banks will not be permitted to double count items, ie if an asset is included as part of
the “stock of HQLA” (ie the numerator), the associated cash inflows cannot also be counted
as cash inflows (ie part of the denominator). Where there is potential that an item could be
counted in multiple outflow categories, (eg committed liquidity facilities granted to cover debt
maturing within the 30 calendar day period), a bank only has to assume up to the maximum
contractual outflow for that product.

1. Cash outflows
0] Retail deposit run-off
73. Retail deposits are defined as deposits placed with a bank by a natural person.

Deposits from legal entities, sole proprietorships or partnerships are captured in wholesale
deposit categories. Retail deposits subject to the LCR include demand deposits and term
deposits, unless otherwise excluded under the criteria set out in paragraphs 82 and 83.

74. These retail deposits are divided into “stable” and “less stable” portions of funds as
described below, with minimum run-off rates listed for each category. The run-off rates for
retail deposits are minimum floors, with higher run-off rates established by individual
jurisdictions as appropriate to capture depositor behaviour in a period of stress in each
jurisdiction.

% Where applicable, cash inflows and outflows should include interest that is expected to be received and paid

during the 30-day time horizon.



(a) Stable deposits (run-off rate = 3% and higher)

75. Stable deposits, which usually receive a run-off factor of 5%, are the amount of the
deposits that are fully insured® by an effective deposit insurance scheme or by a public
guarantee that provides equivalent protection and where:

o the depositors have other established relationships with the bank that make deposit
withdrawal highly unlikely; or

o the deposits are in transactional accounts (eg accounts where salaries are
automatically deposited).

76. For the purposes of this standard, an “effective deposit insurance scheme” refers to
a scheme (i) that guarantees that it has the ability to make prompt payouts, (ii) for which the
coverage is clearly defined and (iii) of which public awareness is high. The deposit insurer in
an effective deposit insurance scheme has formal legal powers to fulfil its mandate and is
operationally independent, transparent and accountable. A jurisdiction with an explicit and
legally binding sovereign deposit guarantee that effectively functions as deposit insurance
can be regarded as having an effective deposit insurance scheme.

77. The presence of deposit insurance alone is not sufficient to consider a deposit
“stable”.
78. Jurisdictions may choose to apply a run-off rate of 3% to stable deposits in their

jurisdiction, if they meet the above stable deposit criteria and the following additional criteria
for deposit insurance schemes:*®

o the insurance scheme is based on a system of prefunding via the periodic collection
of levies on banks with insured deposits;*

o the scheme has adequate means of ensuring ready access to additional funding in
the event of a large call on its reserves, eg an explicit and legally binding guarantee
from the government, or a standing authority to borrow from the government; and

# “Fully insured” means that 100% of the deposit amount, up to the deposit insurance limit, is covered by an
effective deposit insurance scheme. Deposit balances up to the deposit insurance limit can be treated as “fully
insured” even if a depositor has a balance in excess of the deposit insurance limit. However, any amount in
excess of the deposit insurance limit is to be treated as “less stable”. For example, if a depositor has a deposit
of 150 that is covered by a deposit insurance scheme, which has a limit of 100, where the depositor would
receive at least 100 from the deposit insurance scheme if the financial institution were unable to pay, then 100
would be considered “fully insured” and treated as stable deposits while 50 would be treated as less stable
deposits. However if the deposit insurance scheme only covered a percentage of the funds from the first
currency unit (eg 90% of the deposit amount up to a limit of 100) then the entire 150 deposit would be less
stable.

% The Financial Stability Board has asked the International Association of Deposit Insurers (IADI), in conjunction

with the Basel Committee and other relevant bodies where appropriate, to update its Core Principles and other
guidance to better reflect leading practices. The criteria in this paragraph will therefore be reviewed by the
Committee once the work by IADI has been completed.

% The requirement for periodic collection of levies from banks does not preclude that deposit insurance schemes

may, on occasion, provide for contribution holidays due to the scheme being well-funded at a given point in
time.



. access to insured deposits is available to depositors in a short period of time once
the deposit insurance scheme is triggered.*’

Jurisdictions applying the 3% run-off rate to stable deposits with deposit insurance
arrangements that meet the above criteria should be able to provide evidence of run-off rates
for stable deposits within the banking system below 3% during any periods of stress
experienced that are consistent with the conditions within the LCR.

(b) Less stable deposits (run-off rates = 10% and higher)

79. Supervisory authorities are expected to develop additional buckets with higher run-
off rates as necessary to apply to buckets of potentially less stable retail deposits in their
jurisdictions, with a minimum run-off rate of 10%. These jurisdiction-specific run-off rates
should be clearly outlined and publicly transparent. Buckets of less stable deposits could
include deposits that are not fully covered by an effective deposit insurance scheme or
sovereign deposit guarantee, high-value deposits, deposits from sophisticated or high net
worth individuals, deposits that can be withdrawn quickly (eg internet deposits) and foreign
currency deposits, as determined by each jurisdiction.

80. If a bank is not able to readily identify which retail deposits would qualify as “stable”
according to the above definition (eg the bank cannot determine which deposits are covered
by an effective deposit insurance scheme or a sovereign deposit guarantee), it should place
the full amount in the “less stable” buckets as established by its supervisor.

81. Foreign currency retail deposits are deposits denominated in any other currency
than the domestic currency in a jurisdiction in which the bank operates. Supervisors will
determine the run-off factor that banks in their jurisdiction should use for foreign currency
deposits. Foreign currency deposits will be considered as “less stable” if there is a reason to
believe that such deposits are more volatile than domestic currency deposits. Factors
affecting the volatility of foreign currency deposits include the type and sophistication of the
depositors, and the nature of such deposits (eg whether the deposits are linked to business
needs in the same currency, or whether the deposits are placed in a search for yield).

82. Cash outflows related to retail term deposits with a residual maturity or withdrawal
notice period of greater than 30 days will be excluded from total expected cash outflows if the
depositor has no legal right to withdraw deposits within the 30-day horizon of the LCR, or if
early Witsgdrawal results in a significant penalty that is materially greater than the loss of
interest.

83. If a bank allows a depositor to withdraw such deposits without applying the
corresponding penalty, or despite a clause that says the depositor has no legal right to
withdraw, the entire category of these funds would then have to be treated as demand
deposits (ie regardless of the remaining term, the deposits would be subject to the deposit
run-off rates as specified in paragraphs 74-81). Supervisors in each jurisdiction may choose
to outline exceptional circumstances that would qualify as hardship, under which the
exceptional term deposit could be withdrawn by the depositor without changing the treatment
of the entire pool of deposits.

3" This period of time would typically be expected to be no more than 7 business days.

B Ifa portion of the term deposit can be withdrawn without incurring such a penalty, only that portion should be

treated as a demand deposit. The remaining balance of the deposit should be treated as a term deposit.



84. Notwithstanding the above, supervisors may also opt to treat retail term deposits
that meet the qualifications set out in paragraph 82 with a higher than 0% run-off rate, if they
clearly state the treatment that applies for their jurisdiction and apply this treatment in a
similar fashion across banks in their jurisdiction. Such reasons could include, but are not
limited to, supervisory concerns that depositors would withdraw term deposits in a similar
fashion as retail demand deposits during either normal or stress times, concern that banks
may repay such deposits early in stressed times for reputational reasons, or the presence of
unintended incentives on banks to impose material penalties on consumers if deposits are
withdrawn early. In these cases supervisors would assess a higher run-off against all or
some of such deposits.

(ii) Unsecured wholesale funding run-off

85. For the purposes of the LCR, "unsecured wholesale funding” is defined as those
liabilities and general obligations that are raised from non-natural persons (ie legal entities,
including sole proprietorships and partnerships) and are not collateralised by legal rights to
specifically designated assets owned by the borrowing institution in the case of bankruptcy,
insolvency, liquidation or resolution. Obligations related to derivative contracts are explicitly
excluded from this definition.

86. The wholesale funding included in the LCR is defined as all funding that is callable
within the LCR'’s horizon of 30 days or that has its earliest possible contractual maturity date
situated within this horizon (such as maturing term deposits and unsecured debt securities)
as well as funding with an undetermined maturity. This should include all funding with options
that are exercisable at the investor's discretion within the 30 calendar day horizon. For
funding with options exercisable at the bank’s discretion, supervisors should take into
account reputational factors that may limit a bank's ability not to exercise the option.*® In
particular, where the market expects certain liabilities to be redeemed before their legal final
maturity date, banks and supervisors should assume such behaviour for the purpose of the
LCR and include these liabilities as outflows.

87. Wholesale funding that is callable*® by the funds provider subject to a contractually
defined and binding notice period surpassing the 30-day horizon is not included.

88. For the purposes of the LCR, unsecured wholesale funding is to be categorised as
detailed below, based on the assumed sensitivity of the funds providers to the rate offered
and the credit quality and solvency of the borrowing bank. This is determined by the type of
funds providers and their level of sophistication, as well as their operational relationships with
the bank. The run-off rates for the scenario are listed for each category.

(a) Unsecured wholesale funding provided by small business customers: 5%, 10% and
higher
89. Unsecured wholesale funding provided by small business customers is treated the

same way as retail deposits for the purposes of this standard, effectively distinguishing
between a "stable" portion of funding provided by small business customers and different
buckets of less stable funding defined by each jurisdiction. The same bucket definitions and
associated run-off factors apply as for retail deposits.

% This could reflect a case where a bank may imply that it is under liquidity stress if it did not exercise an option

on its own funding.

%" This takes into account any embedded options linked to the funds provider’s ability to call the funding before

contractual maturity.



90. This category consists of deposits and other extensions of funds made by non-
financial small business customers. “Small business customers” are defined in line with the
definition of loans extended to small businesses in paragraph 231 of the Basel Il framework
that are managed as retail exposures and are generally considered as having similar liquidity
risk characteristics to retail accounts provided the total aggregated funding® raised from one
small business customer is less than €1 million (on a consolidated basis where applicable).

91. Where a bank does not have any exposure to a small business customer that would
enable it to use the definition under paragraph 231 of the Basel Il Framework, the bank may
include such a deposit in this category provided that the total aggregate funding raised from
the customer is less than €1 million (on a consolidated basis where applicable) and the
deposit is managed as a retail deposit. This means that the bank treats such deposits in its
internal risk management systems consistently over time and in the same manner as other
retail deposits, and that the deposits are not individually managed in a way comparable to
larger corporate deposits.

92. Term deposits from small business customers should be treated in accordance with
the treatment for term retail deposits as outlined in paragraph 82, 83, and 84.

(b) Operational deposits generated by clearing, custody and cash management
activities: 25%

93. Certain activities lead to financial and non-financial customers needing to place, or
leave, deposits with a bank in order to facilitate their access and ability to use payment and
settlement systems and otherwise make payments. These funds may receive a 25% run-off
factor only if the customer has a substantive dependency with the bank and the deposit is
required for such activities. Supervisory approval would have to be given to ensure that
banks utilising this treatment actually are conducting these operational activities at the level
indicated. Supervisors may choose not to permit banks to utilise the operational deposit run-
off rates in cases where, for example, a significant portion of operational deposits are
provided by a small proportion of customers (ie concentration risk).

94. Qualifying activities in this context refer to clearing, custody or cash management
activities that meet the following criteria:

. The customer is reliant on the bank to perform these services as an independent
third party intermediary in order to fulfil its normal banking activities over the next 30
days. For example, this condition would not be met if the bank is aware that the
customer has adequate back-up arrangements.

° These services must be provided under a legally binding agreement to institutional
customers.
. The termination of such agreements shall be subject either to a notice period of at

least 30 days or significant switching costs (such as those related to transaction,
information technology, early termination or legal costs) to be borne by the customer
if the operational deposits are moved before 30 days.

4 “Aggregated funding” means the gross amount (ie not netting any form of credit extended to the legal entity) of

all forms of funding (eg deposits or debt securities or similar derivative exposure for which the counterparty is
known to be a small business customer). In addition, applying the limit on a consolidated basis means that
where one or more small business customers are affiliated with each other, they may be considered as a
single creditor such that the limit is applied to the total funding received by the bank from this group of
customers.



95. Quialifying operational deposits generated by such an activity are ones where:

o The deposits are by-products of the underlying services provided by the banking
organisation and not sought out in the wholesale market in the sole interest of
offering interest income.

o The deposits are held in specifically designated accounts and priced without giving
an economic incentive to the customer (not limited to paying market interest rates)
to leave any excess funds on these accounts. In the case that interest rates in a
jurisdiction are close to zero, it would be expected that such accounts are non-
interest bearing. Banks should be particularly aware that during prolonged periods of
low interest rates, excess balances (as defined below) could be significant.

96. Any excess balances that could be withdrawn and would still leave enough funds to
fulfil these clearing, custody and cash management activities do not qualify for the 25%
factor. In other words, only that part of the deposit balance with the service provider that is
proven to serve a customer’s operational needs can qualify as stable. Excess balances
should be treated in the appropriate category for non-operational deposits. If banks are
unable to determine the amount of the excess balance, then the entire deposit should be
assumed to be excess to requirements and, therefore, considered non-operational.

97. Banks must determine the methodology for identifying excess deposits that are
excluded from this treatment. This assessment should be conducted at a sufficiently granular
level to adequately assess the risk of withdrawal in an idiosyncratic stress. The methodology
should take into account relevant factors such as the likelihood that wholesale customers
have above average balances in advance of specific payment needs, and consider
appropriate indicators (eg ratios of account balances to payment or settlement volumes or to
assets under custody) to identify those customers that are not actively managing account
balances efficiently.

98. Operational deposits would receive a 0% inflow assumption for the depositing bank
given that these deposits are required for operational reasons, and are therefore not
available to the depositing bank to repay other outflows.

99. Notwithstanding these operational categories, if the deposit under consideration
arises out of correspondent banking or from the provision of prime brokerage services, it will
be treated as if there were no operational activity for the purpose of determining run-off
factors.*

100. The following paragraphs describe the types of activities that may generate
operational deposits. A bank should assess whether the presence of such an activity does
indeed generate an operational deposit as not all such activities qualify due to differences in
customer dependency, activity and practices.

101. A clearing relationship, in this context, refers to a service arrangement that enables
customers to transfer funds (or securities) indirectly through direct participants in domestic

42 Correspondent banking refers to arrangements under which one bank (correspondent) holds deposits owned

by other banks (respondents) and provides payment and other services in order to settle foreign currency
transactions (eg so-called nostro and vostro accounts used to settle transactions in a currency other than the
domestic currency of the respondent bank for the provision of clearing and settlement of payments). Prime
brokerage is a package of services offered to large active investors, particularly institutional hedge funds.
These services usually include: clearing, settlement and custody; consolidated reporting; financing (margin,
repo or synthetic); securities lending; capital introduction; and risk analytics.



settlement systems to final recipients. Such services are limited to the following activities:
transmission, reconciliation and confirmation of payment orders; daylight overdraft, overnight
financing and maintenance of post-settlement balances; and determination of intra-day and
final settlement positions.

102. A custody relationship, in this context, refers to the provision of safekeeping,
reporting, processing of assets or the facilitation of the operational and administrative
elements of related activities on behalf of customers in the process of their transacting and
retaining financial assets. Such services are limited to the settlement of securities
transactions, the transfer of contractual payments, the processing of collateral, and the
provision of custody related cash management services. Also included are the receipt of
dividends and other income, client subscriptions and redemptions. Custodial services can
furthermore extend to asset and corporate trust servicing, treasury, escrow, funds transfer,
stock transfer and agency services, including payment and settlement services (excluding
correspondent banking), and depository receipts.

103. A cash management relationship, in this context, refers to the provision of cash
management and related services to customers. Cash management services, in this context,
refers to those products and services provided to a customer to manage its cash flows,
assets and liabilities, and conduct financial transactions necessary to the customer’s ongoing
operations. Such services are limited to payment remittance, collection and aggregation of
funds, payroll administration, and control over the disbursement of funds.

104. The portion of the operational deposits generated by clearing, custody and cash
management activities that is fully covered by deposit insurance can receive the same
treatment as “stable” retail deposits

(© Treatment of deposits in institutional networks of cooperative banks: 25% or 100%

105. An institutional network of cooperative (or otherwise named) banks is a group of
legally autonomous banks with a statutory framework of cooperation with common strategic
focus and brand where specific functions are performed by central institutions or specialised
service providers. A 25% run-off rate can be given to the amount of