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Executive Summary  

This white paper (“White Paper”) provides a summary of the US regulatory capital requirements faced by US Agent Lenders (“ALs”) 
and Prime Brokers (“PBs”) in the stock lending business.  It was originally limited in scope to the capital rules that were proposed in 
June 2012; however, Promontory has since updated its conclusions to account for the July 2013 issuance of final versions of the 
proposed capital rules (“Final Rules”)1.  Promontory is providing this White Paper to SL-x Technology UK Limited (“SL-x”) for the 
primary purpose of outlining the capital frameworks and potential associated capital requirements to banks who participate in the 
stock lending market as ALs or PBs.  This White Paper presents Promontory’s independent and objective views on these issues. 

On July 6, 2013, the Board of Governors of the Federal Reserve System (“Federal Reserve”) and other US banking supervisors issued 
final versions of several of the June 2012 proposed rules, giving rise to some slight changes in the approaches contemplated by the 
June 2013 version of this White Paper.  These minor changes have been addressed in this version of the White Paper.  It is important 
to note that, in issuing the Final Rules, the Federal Reserve and other US banking supervisors noted that aspects of the capital 
framework impacting repo-style transactions are still under discussion at the Basel Committee on Banking Supervision (“BCBS”).  It is 
therefore likely that the new US Final Rules will be modified when international agreement is reached at the BCBS. 

Despite the unfinished nature of reform to global bank regulatory capital requirements, Promontory has identified several important 
issues that are discussed and illustrated by examples in this White Paper: 

1. The capital requirements for most banking organizations engaged in stock lending transactions will increase, in some cases 
significantly; 
 

2. These increases will come in two parts:  First, an increase in the statutory risk-based and leverage ratio capital rates required to 
be applied against exposures; and, second, the likely modification or elimination of certain past practices, primarily the use of 
internal value-at-risk (“VaR”) models, the special treatment of AL indemnifications, and the internal netting practices that have 
permitted relatively low levels of capital to be applied to many stock lending transactions; and 

 

                                                      
 

 
1
 “Regulatory Capital Rules: Regulatory Capital, Implementation of Basel III, Capital Adequacy, Transition Provisions, Prompt Corrective Action, Standardized Approach for Risk-weighted 

Assets, Market Discipline and Disclosure Requirements, Advanced Approaches Risk-Based Capital Rule, and Market Risk Capital Rule,” herein referred to as the “Final Rule,” was jointly 
issued by the Department of the Treasury, the Office of the Comptroller of the Currency (12 CFR Parts 3, 5, 6, 165, and 167; Docket ID OCC-2012-0008; RIN 1557-AD46), and the 
Federal Reserve (12 CFR Parts 208, 217, and 225; Regulations H, Q, and Y; Docket No. R-1442; RIN 7100-AD 87).  
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3. Transactions cleared by Qualified Central Counterparties (“QCCPs”), which have to date enjoyed a zero risk weighting, face a 
modest increase to a 2 percent risk weighting.  This said, in the context of the increased capital requirements mentioned 
above, regulators have identified central clearing as one of the few remaining vehicles for the significant reduction of capital 
charges.  The AL and PB case studies in Section V of this White Paper illustrate the reduction of risk-based capital charges 
through the use of QCCPs in excess of 95 percent as compared to bilateral transactions. 

The Final Rules also clarify the key role of statutory leverage ratios to improve the strength of banking institutions and reduce systemic 
risk to the global economy.  Banks are required under these rules to apply the higher of the leverage or risk-based rules, the former 
being insensitive to risk weighting reductions.  The leverage ratios have important implications for banks engaged in stock lending 
transactions either as an AL or PB. 

In particular, banks involved in stock lending activities for whom the risk-based capital requirements are binding (relative to any 
overall leverage requirement) will be in a position to take advantage of the significant capital savings benefits that arise from the low 
risk weight accorded to transactions cleared by a QCCP.  While banks facing a binding leverage ratio requirement may also be able to 
obtain other QCCP benefits, such as cross-product netting and reduction of counterparty credit risk, it is reasonable to assume that 
these institutions will be at a competitive disadvantage relative to banks that are able to realize true reductions in risk-based capital by 
moving to a QCCP clearing environment.  Such competitive benefits will be further enhanced if prices associated with QCCP-connected 
trading platforms adjust to reflect the capital savings benefits. 

This potentially complex competitive landscape may be simplified, however, if the BCBS' current deliberations result in 
recommendations for, and national rule-makers adopt, rules that exempt exposures cleared through QCCPs from inclusion in leverage 
calculations.  Such exemptions would reinforce legislative and regulatory efforts to shift financial markets, such as the swaps market, 
from a bilateral structure to a QCCP clearing environment. 
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I. Regulatory Capital Requirements: An Introduction 

This White Paper presents a detailed description of the US regulatory capital requirements faced by bank ALs and PBs in the stock 
lending business.  This Section provides an introduction to regulatory capital requirements.  The current and future requirements are 
presented in sections II and III, respectively.  Section IV presents the current and future capital treatment of stock loan transactions 
cleared by a QCCP.  Section V provides some case studies, while Section VI presents our conclusions.   

For a bank to remain viable as an ongoing concern, it must be able to meet its obligation to honor withdrawal requests from 
depositors, to make timely payments of interest and principal to debt holders, and to replace deposits or debt funding lost through 
attrition – even in the face of a significant stress that reduces net income.  If income from bank assets is insufficient to meet liabilities 
as they come due, then some form of asset liquidation must take place to cover any shortfall, with the result being a decrease in the 
relative share of total assets funded though equity interests.  Consequently, to promote individual bank solvency and system stability, 
the bank regulatory capital frameworks employed both in the US and in most of the Western world establish minimum targets for 
various regulatory-defined ratios of bank equity to bank assets. 

In the US, these ratios take two forms: leverage ratios and risk-based ratios.  Both ratios utilize, in their numerator, measures of the 
equity position of a bank that are defined by bank supervisors to include sources of funding that have been raised using the issuance 
of common and preferred equity, and that include accumulated retained earnings.  However, the supervisory measures of equity have 
excluded various components that are usually incorporated into equity measures under generally accepted accounting standards, such 
as deferred tax assets, that are harder to characterize as having once been “money in hand.”  The leverage and risk-based ratios differ 
primarily in the construction of their denominator.   

The leverage ratio is simplest to understand:  it is computed as the ratio of regulatory equity to average total assets.  The leverage 
ratio differs from the risk-based ratio because a different, risk-adjusted measure of assets – risk weighted assets (“RWA”) – is used to 
construct the denominator of the risk-based ratio.  RWA are computed by assigning risk-weights to assets based upon supervisory-
specified rules for the assessment of risk.  Both on-balance sheet and off-balance sheet exposures are typically included in the 
calculation of RWA. 

Under the risk-weighted rules, some assets, such as securitization exposures, are assigned a higher risk than others, such as cash or 
government securities/bonds.  The impact of this risk weighting is to discount the effective capital requirement (as specified by the 
minimum risk-based ratio) for assets with low (<100%) risk weight, and to increase the effective capital requirement for assets with 
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high (>100%) risk weight2.  Note that when comparing a leverage-ratio-based minimum capital requirement to a risk-based ratio-
capital requirement, it should be clear that the leverage ratio will penalize a bank’s investment in relatively low-risk assets, and 
provide an incentive for reallocation toward higher risk investments to the point where both the risk-based and leverage-based 
requirements are met. 

  

                                                      
 

 
2
 The risk weight for most regulated financial firms that act as counterparties in stock lending transactions will be 100%; however, special cases may arise where a particular counterparty 

requires a risk weight in excess of 100%. 
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II. Current Capital Treatment of Stock Loan Transactions 

Currently, the specific calculation of RWA is dependent on whether the bank has been required to implement or adopt the Advanced 
Approaches under the US implementation of the Basel II framework.  Advanced Approach banks in the US are required, under current 
regulations, to compute capital requirements under the US implementation of the Basel II.5 framework.  Banks not applying the 
Advanced Approaches follow the current US implementation of the general (Basel I) capital rules.  However, the general US capital 
rules are in the midst of being updated.  As detailed below, proposals have been issued that replace the current Basel I-based general 
rules with a rule set that is more in line with the Standardized Approach of the Basel II framework.  Additionally, this Basel II rule set 
has been modified though proposed regulations implementing the Dodd-Frank Act and the Basel III framework to generally require 
higher capital levels. 

Under the current capital rules ALs and PBs generally utilize internal VaR models to determine exposure levels for their stock lending 
business.  The models are typically calibrated to calculate exposures over a 5- to 10-day horizon for liquid stocks, and up to a 20-day 
horizon for illiquid stocks, with a 99% confidence interval.  In general, the use of VaR models has allowed market participants to set 
aside low amounts of capital against exposures in the stock lending market.  The result is a high return on capital for a relatively low 
margin business.  ALs typically hold less than 1% RWA for exposures arising from indemnifications, an off-balance sheet exposure.  PBs 
generally set limits at the beneficial owner level, and similarly require low amounts of capital for their counterparty exposures to the 
securities lending market.  

A. Risk-Based Capital Charges for Securitized Lending Exposures 

1. CURRENT, GENERAL RISK-BASED CAPITAL RULES 

The current counterparty credit risk capital assigned to an off-balance sheet item, including one generated by stock lending activity, is 
determined by a two-step process.  First, the face amount of the off-balance sheet exposure is multiplied by a credit conversion factor 
that translates the face amount of an off-balance sheet item into an on-balance sheet credit equivalent exposure amount.  Second, 
the resulting credit equivalent amount is then assigned to the proper risk weight category using specified criteria regarding obligors, 
guarantors, and collateral.  Collateral and guarantees are applied to the face amount of an off-balance sheet item. 

Exposure Determination:  Under the general rules, a 100% credit conversion factor applies to stock lending exposures where the bank 
has indemnified customers for whom it acts as AL.  The rules also specifically provide that if the customer is not indemnified against 
loss by the bank, the transaction is excluded from the risk-based capital calculation.  In cases where a bank lends its own securities, 
the transaction is treated as a loan.  
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Risk Weight Determination:  When a bank lends its own securities or, acting as agent, agrees to indemnify a customer, the transaction 
is assigned to the risk weight appropriate to the obligor or collateral that is delivered to the lending or indemnifying institution or to an 
independent custodian acting on their behalf. 

2. THE BASEL II.5 ADVANCED APPROACHES RULES 

Given the size and ownership structure of most PBs and ALs, it is the Basel II.5 framework that drives current risk-based capital 
requirements for bank participants in the stock lending market.  Under the Advanced Approaches rules, credit risk capital charges are 
generally determined though use of a Probability of Default x Loss Given Default (“LGD”) x Exposure at Default (“EAD”) methodology.  
For stock lending (and other repurchase-style transactions, eligible margin loans, collateralized OTC derivative contracts, and single 
product netting sets of such transactions), the Advanced Approaches rules indicate two methodologies—a collateral haircut 
methodology and an internal models methodology—that a bank may use instead of an LGD estimation methodology to recognize the 
benefits of collateral in mitigating the counterparty credit risk.  A third methodology, the simple VaR methodology, is available for 
single product netting sets of repurchase-style transactions and eligible margin loans. 

A bank may only use the supervisory haircut approach to recognize in EAD the benefits of conforming residential mortgage collateral 
that secures stock lending and other repurchase-style transactions (other than repurchase-style transactions included in the bank's 
market risk capital VaR-based measure), eligible margin loans, and OTC derivative contracts. 

A bank may use any combination of the three methodologies for collateral recognition; however, it must use the same methodology 
for similar exposures. 

In general, to determine the EAD for eligible margin loans and repurchase-style transactions, a bank may recognize the credit risk 
mitigation benefits of financial collateral that secures an eligible margin loan, repurchase-style transaction, or single-product netting 
set of such transactions by factoring the collateral into its internal LGD estimates for the exposure.  Alternatively, a bank may estimate 
an unsecured LGD for the exposure, as well as for any repurchase-style transaction that is included in the bank's market risk capital 
VaR-based measure, and determine the EAD of the exposure using: 

a. a collateral haircut approach, with supervisory or internally-developed supervisory-approved haircuts; 

b. for netting sets only, a simple VaR methodology; or 

c. an internal models methodology. 

Despite the fact that the Basel II Advanced Approaches for RWA determination have not yet been fully implemented in the U.S., an 
internal models approach has been approved and is in use on a case-by-case basis for banks operating in the AL space.  Under 
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interpretative letters issued by the Federal Reserve and the Office of the Comptroller of the Currency (“OCC”) in 2003 and 2005, 
respectively, those agencies approved the use of internal VaR models to estimate the counterparty credit risk exposure created by the 
“borrower default indemnification” provided by ALs.3  Members of the industry report that the risk-based capital requirements against 
the indemnification exposures are significantly less when calculated using internal models than they would be under the collateral 
haircut approach. 

Refer to Appendix A for further information on the current capital treatment of stock loan transactions.  

B. Capital Determination 

Once exposure has been determined, an appropriate risk weight for the exposure is set by considering the risk weight of the 
counterparty to the collateralized (stock lending) transaction.  Under Basel I, the risk weights of various obligors is directly specified by 
supervisory framework; for example, the risk weight for an OECD-based depository institution under Basel I is 20%, while the risk 
weight for non-depository corporate counterparties is 100%.  The resulting minimum risk-based capital charge for an exposure to a 
counterparty with a specific risk weight is determined by multiplying the (appropriately haircut) EAD exposure amount by the risk 
weight of the counterparty, and then multiplying the resulting RWA amount by the total capital target ratio. 

1. RISK-BASED AND LEVERAGE REQUIREMENTS 

Prior to the amendment of the regulatory capital rules as part of Basel III and Dodd-Frank Act, there were three primary ratios that 
regulators used to measure regulatory capital adequacy:  the Tier 1 leverage ratio; the Tier 1 Risk-Based Capital Ratio; and the Total 
Risk-Based Capital Ratio.  Under the US Prompt Corrective Action Regime, the “adequately capitalized” standard required a leverage 
ratio above 4%, a Tier 1 capital ratio to RWA above 4%, and a Total capital ratio to RWA above 8%.  The well-capitalized standard 
required a leverage ratio of at least 5%, a Tier 1 RBC ratio in excess of 6% and a Total Risk-Based ratio of at least 10%.  These targets 
are summarized in the following table. 

                                                      
 

 
3
 Federal Reserve letter to Gregory J. Lyons (Nov. 8, 2005); Federal Reserve Letter to Gregory J. Lyons (May 14, 2003); OCC Interpretative Letter No. 1066 (Nov. 8, 

2005). 
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Leverage 

Ratios

Tier 1 Tier 1 Total Capital

4% 4% 8%

5% 6% 10%

Statuatory Minimum

PCA Well-CapitalIzed

Basel I and II US Bank Regulatory Capital Ratios

Capital Ratios
Risk-Based Ratios
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III. Changes in the Regulatory Capital Requirements and the Implications for Stock Loan 
Transactions 

In June 2012, the OCC, Federal Reserve, and the Federal Deposit Insurance Corporation (“FDIC,” and collectively referred to herein as 
the “Agencies”) jointly issued three notices of proposed rulemaking (“NPRs”).  The notices commonly are known by their short titles, 
the “Basel III NPR,” the “Standardized Approach” and the “Advanced Approaches” (collectively, the “Regulatory Capital Proposals”).  
Together, the Regulatory Capital Proposals outline changes to the existing regulatory capital rules, resulting in an overall framework 
that US supervisors believe is consistent with the international Basel III capital standards specified by the BCBS and with aspects of the 
Dodd-Frank Act.   

In the US, consistent with Section 171 of the Dodd- Frank Act (the “Collins Amendment”), the Basel III NPR and the Standardized 
Approach NPR would apply to state member banks of the Federal Reserve system, all bank holding companies domiciled in the US not 
subject to the Federal Reserve’s Small Bank Holding Company Policy Statement (generally, bank holding companies with less than 
$500 million in consolidated assets), and Savings and Loan Holding Companies domiciled in the United States.  Additionally, the 
Advanced Approaches NPR, whose requirements generally follow those of the Basel II.5 framework, would apply to banking 
organizations meeting specified thresholds.  The Advanced Approaches NPR applies to those banking organizations with consolidated 
total assets of at least $250 billion or consolidated total on-balance sheet foreign exposures of at least $10 billion (excluding insurance 
underwriting assets) and their depository institution subsidiaries. 

One continuing source of uncertainty concerning how the Regulatory Capital Proposals will affect participants in the stock lending 
business is whether the Collins Amendment prohibits the use of the internal models approaches as part of the general capital rules.  
The Federal Reserve and OCC approvals of the use of internal models for the calculation of counterparty credit risk exposure applied 
to banks operating under the Basel I rules, prior to the issuance of the Basel II Advanced Approaches rules.  The Collins Amendment 
requires all banks, including the banks applying the Advanced Approaches, to calculate their regulatory capital requirements under 
both Advanced Approaches and under the “generally applicable” capital requirements.  After Basel II implementation, the new 
Standardized Approach will become the “generally applicable” capital requirements.  If the regulators interpret the previous approval 
of the internal models approach to continue to apply under the new Standardized Approach rule, then ALs will be able to continue to 
face the low regulatory capital charges against the borrower indemnification exposures.  If, however, the regulators decide that the 
new Standardized Approach does not include the previous approval of the internal models approach, the collateralized haircut 
approach will apply to the borrower indemnification exposures.  As an intermediate outcome, the regulators could also decide that 
the general internal model approach does apply under the new Standardized Approach rule, but that banks must seek and receive 
new individual approvals of their models.  Given the regulatory skepticism in the post-crisis environment about the efficacy of internal 
models, the likelihood of such approvals is uncertain. 
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In July 2013, the Federal Reserve and other US banking supervisors combined the Regulatory Capital Proposals and issued one Final 
Rule.  Although the rules are final, the Federal Reserve and other US banking supervisors will likely modify the rules after international 
agreement is reached at the BCBS regarding capital issues and risk weights, particularly as they relate to the stock lending markets.  
Janet Yellen, Vice Chair of the Federal Reserve, stated the following during a speech at the International Monetary Conference:  “I 
want to highlight the importance of the [Basel Committee’s] work…[t]he stability of the global financial system depends critically on 
the capital adequacy of global banks, the capital adequacy of global banks depends critically on the Basel III reforms, and much of the 
good progress in the Basel III reforms rests on the integrity and strength of the risk weights.”4  More pertinent to the stock lending 
markets, she concluded: 

“A major source of unaddressed risk emanates from the large volume of short-term securities financing transactions (SFTs) – 
repos, reverse repos, securities borrowing and lending transactions, and margin loans…[t]he existing bank and broker-dealer 
regulatory regimes have not been designed to materially mitigate these systemic risks. The global regulatory community 
should focus significant amounts of energy, now, to attack this problem. The perfect solution may not yet be clear but possible 
options are evident: raising bank and broker-dealer capital or liquidity requirements on SFTs, or imposing minimum margin 
requirements on some or all SFTs.”  

In addition, the Federal Reserve Bank of New York in its Current Issues in Economics and Finance publication recently highlighted the 
“hidden risks” and “conflicts” associated with ALs’ reinvestment strategies for cash collateral from stock loan transactions, namely 
that the ALs “share in gains but not losses, [creating] incentives for them to take excessive risk.”5  In general, the rhetoric points 
towards the US regulatory community being in favor standardized, and generally higher, capital, liquidity, and margin requirements for 
stock loan transactions.   

This White Paper focuses on the Standardized Approach in the Final Rules and does not discuss in detail the Basel III or Advanced 
Approaches aspects of the Final Rules.  While the latter two aspects are important for banking organizations to analyze as part of a 
holistic regulatory capital analysis, the Standardized Approach has the most direct impact on the capital treatment of collateralized 
exposures in the stock lending market.  In general, it appears likely that the amount of capital ALs and PBs will have to set aside 
against stock loan exposures will dramatically increase as a result of regulatory capital requirements imposing standardized haircuts in 
favor of relying on market participants’ internal VaR models.  The result may be a reduction in the return on capital for market 
participants in the stock lending market. 

                                                      
 

 
4
 Vice Chair Janet L. Yellen’s speech to the International Monetary Conference in Shanghai, China, June 2, 2013. 

5
 Article by Keane, Frank M titled: “Securities Loans Collateralized by Cash: Reinvestment Risk, Run Risk, and Incentive Issues.”  Published in the Federal Reserve Bank of New York’s 

Current Issues in Economics and Finance (Volume 19, Number 3). 
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A. The New “Standardized” Approach to Risk-Based Capital Requirements 

The Standardized Approach replaces the current Basel I-based general risk-based capital rules with a framework that is similar to the 
standardized approach under the global implementation of Basel II.  The Advanced Approach rules would remain largely unchanged, 
with the exception of the changes (due to the Dodd-Frank law) that removed the dependence of both the general and advanced rules 
on rating agency (“NRSRO”) ratings, and that required that the general rules serve as a floor for calculations of capital requirements 
under the Advanced Approaches.  Additional impacts of the Dodd-Frank Act are discussed along with Basel III in Section IV.B, below. 

For stock loan-related exposures, the framework under the Final Rules generally bears strong resemblance to the current general risk-
based capital rules.  First, this framework requires that 100% credit conversion factors (“CCF”) be used to convert an off-balance sheet 
exposure in a balance sheet asset-equivalent exposure; next, the credit mitigating benefits of any collateral are allowed to be 
recognized though one of two prescribed methodologies, a simple approach and a collateral haircut approach.   

The next sections discuss in detail the methods for recognizing collateral under the Standardized Approach. 

1. SIMPLE APPROACH 

Under the Final Rules, the simple approach, which is similar to the current general risk-based capital rules, requires a banking 
organization to apply a risk weight to the portion of an exposure that is secured by the market value of collateral by using the risk 
weight of the collateral with a general risk-weight floor of 20%.  The collateral would be required to meet the definition of financial 
collateral,6 provided that a banking organization could recognize any collateral for a repurchase-style transaction that is included in 
the banking organization’s VaR-based measure under the market risk capital rule.  For repurchase agreements, reverse-repurchase 
agreements, and stock loan transactions, the collateral would be the instruments, gold, and cash that a banking organization has 
borrowed, purchased subject to resale, or taken as collateral from the counterparty under the transaction. 

Additional operational requirements include the following: there must be a collateral agreement for at least the life of the exposure; 
collateral must be revalued at least every six months; and collateral other than gold must be in the same currency. 

                                                      
 

 
6
 Financial collateral is defined to include cash on deposit at the banking organization (or 3

rd
 party custodian); gold; investment grade securities (excluding 

resecuritizations); publicly-traded equity securities; publicly-traded convertible bonds; money market mutual fund shares; and other mutual fund shares if a price 

is quoted daily. In all cases the banking organization must have a perfected, first priority interest in the collateral. 
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While the general risk weight is 20%, a banking organization may assign a zero percent risk weight to the collateralized portion of an 
exposure where the financial collateral is cash on deposit; or the financial collateral is an exposure to a sovereign that qualifies for a 
zero percent risk weight in the Final Rules; and the banking organization has discounted the market value of the collateral by 20%. 

2. COLLATERAL HAIRCUT APPROACH 

Under the Final Rules, the collateral haircut approach is similar to the approach framed in the current general risk-based capital rules.  
The requirements of the Final Rules allow a bank to reflect the credit mitigating benefits of collateral through the use of either 
supervisory specified or internally estimated and supervisory-approved collateral haircuts.   

A banking organization would set the exposure amount for an eligible margin loan, repurchase-style transaction, collateralized 
derivative contract, or a netting set of such transactions equal to the greater of zero and the sum of the following three quantities:  

1. The value of the exposure less the value of the collateral.  For eligible margin loans, repurchase-style transactions and netting 
sets thereof, the value of the exposure is the sum of the current market values of all instruments, gold, and cash the banking 
organization has lent, sold subject to repurchase, or posted as collateral to the counterparty under the transaction or netting 
set.  For collateralized OTC derivative contracts and netting sets thereof, the value of the exposure is the exposure amount that 
is calculated under Section 34 of the Final Rules.  The value of the collateral would equal the sum of the current market values 
of all instruments, gold and cash the banking organization has borrowed, purchased subject to resale, or taken as collateral 
from the counterparty under the transaction or netting set;  
 

2. The absolute value of the net position in a given instrument or in gold (where the net position in a given instrument or in gold 
equals the sum of the current market values of the instrument or gold the banking organization has lent, sold subject to 
repurchase, or posted as collateral to the counterparty minus the sum of the current market values of that same instrument or 
gold that the banking organization has borrowed, purchased subject to resale, or taken as collateral from the counterparty) 
multiplied by the market price volatility haircut appropriate to the instrument or gold; and  
 

3. The absolute values of the net position of instruments and cash in a currency that is different from the settlement currency 
(where the net position in a given currency equals the sum of the current market values of any instruments or cash in the 
currency the banking organization has lent, sold subject to repurchase, or posted as collateral to the counterparty minus the 
sum of the current market values of any instruments or cash in the currency the banking organization has borrowed, 
purchased subject to resale, or taken as collateral from the counterparty) multiplied by the haircut appropriate to the currency 
mismatch.  
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For purposes of the collateral haircut approach, a given instrument would include, for example, all securities with a single Committee 
on Uniform Securities Identification Procedures (“CUSIP”) number and would not include securities with different CUSIP numbers, 
even if issued by the same issuer with the same maturity date.  

Standard Supervisory Haircuts 

Under the Final Rules, a banking organization would use an 8% haircut for each currency mismatch and would use the market price 
volatility haircut appropriate to each security, as specified in the following table. 

STANDARD SUPERVISORY MARKET PRICE VOLATILITY HAIRCUTS** 
 

 
Residual maturity for debt 

securities 

Haircuts 

 

Sovereign Issuers Risk Weight 
Non-sovereign Issuers 

Risk Weight 

Investment 

Grade 

Securitization 

Exposures 

 

0% 
 

20% or 50% 
 

100% 
 

20% 
 

50% 
 

100% 

 
≤ 1 year 

 
1% 

 
1% 

 
15% 

 
1% 

 
2% 

 
4% 

 
4% 

>1 year, ≤ 5 years 
 

2% 
 

3% 
 

15% 
 

4% 
 

6% 
 

8% 
 

12% 

 

> 5 years 
 

4% 
 

6% 
 

15% 
 

8% 
 

12% 
 

16% 
 

24% 

 

Main index equities (including convertible bonds) and gold 
 

15% 

Other publicly traded equities (including convertible 

bonds) 

 

25% 

 

Mutual funds 
Highest haircut applicable to any security in 

which the fund can invest. 

Cash collateral held 0% 

Other exposure types 25% 

**Based upon a 10‐day holding period; multiply by 0.707107 to obtain haircuts for a 5‐day holding period. 

 

In a manner similar to the current general capital rules, the market price volatility haircuts are based on the ten-business-day holding 
period for eligible margin loans and derivative contracts and may be multiplied by the square root of 1⁄2 (that equals 0.707107) to 
convert the standard supervisory haircuts to the five-business-day minimum holding period for stock loan and other repurchase-style 
transactions. 
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Example: If a banking organization has extended an eligible margin loan of $100 that is collateralized by five-year U.S. Treasury notes 
with a market value of $100, the value of the exposure less the value of the collateral would be zero, and the net position in the 
security ($100) times the supervisory haircut (.02) would be $2. There is no currency mismatch. Therefore, the exposure amount 
would be $0 + $2 = $2. 

If, over the two previous quarters, more than two margin disputes on a netting set have occurred that lasted longer than the holding 
period, then the banking organization would use a holding period for that netting set that is at least two times the minimum holding 
period that would otherwise be used for that netting set.7   

Own Estimates of Haircuts 

The Final Rules allow banking organizations to calculate market price volatility and foreign exchange volatility using own internal 
estimates with prior written approval of the banking organization’s primary federal supervisor.  The banking organization’s primary 
federal supervisor would base approval to use internally estimated haircuts on the satisfaction of certain minimum qualitative and 
quantitative standards, including the requirements that a banking organization would: 

1. Use a 99th percentile one-tailed confidence interval and a minimum five-business-day holding period for repurchase-style 
transactions and a minimum ten-business-day holding period for all other transactions; 
 

2. Adjust holding periods upward where and as appropriate to take into account the illiquidity of an instrument; 
 

3. Select a historical observation period that reflects a continuous 12-month period of significant financial stress appropriate to 
the banking organization’s current portfolio; and 
 

4. Update its data sets and compute haircuts no less frequently than quarterly, as well as any time market prices change 
materially. 

                                                      
 

 
7
 Margin disputes may occur when the banking organization and its counterparty do not agree on the value of collateral or on the eligibility of the collateral 

provided.  Margin disputes also can occur when the banking organization and its counterparty disagree on the amount of margin that is required, that could 
result from differences in the valuation of a transaction, or from errors in the calculation of the net exposure of a portfolio, for instance, if a transaction is 
incorrectly included or excluded from the portfolio.  The Final Rules to incorporate these adjustments to the holding period in the collateral haircut approach.  
However, consistent with the Basel capital framework, a banking organization would not be required to adjust the holding period upward for cleared 
transactions. 
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A banking organization would estimate the volatilities of each exposure, the collateral, and foreign exchange rates and not take into 
account the correlations between them.   

A significant change relative to the current general risk-based capital rules is the requirement that the internal haircuts be estimated 
using a supervisory-approved 12-month period of significant financial stress. 

The haircut for a category of securities would have to be representative of the internal volatility estimates for securities in that 
category that the banking organization has lent, sold subject to repurchase, posted as collateral, borrowed, purchased subject to 
resale, or taken as collateral.  In determining relevant categories, the banking organization would, at a minimum, take into account (1) 
The type of issuer of the security; (2) the investment grade of the security; (3) the maturity of the security; and (4) the interest rate 
sensitivity of the security.  

A banking organization would calculate a separate internally estimated haircut for each individual non-investment grade debt security 
and for each individual equity security.  In addition, a banking organization would estimate a separate currency mismatch haircut for 
its net position in each mismatched currency based on estimated volatilities for foreign exchange rates between the mismatched 
currency and the settlement currency where an exposure or collateral (whether in the form of cash or securities) is denominated in a 
currency that differs from the settlement currency 

B. Capital Determination 

1. BASEL III AND THE LEVERAGE RATIO 

The Final Rules are primarily focused upon changes that would, in the supervisor’s words, (1) improve (i.e. limit) the types of capital 
instruments allowed to comprise regulatory capital, and (2) require that more such capital be held.  The first objective is achieved 
largely through changes tightening the definition of qualifying Tier 1 Capital, and through the introduction of definitions for tangible 
common equity and Tier 1 Equity Capital.  The second objective is then achieved through re-specification of a Minimum Tier 1 
Leverage Ratio, the introduction of a Tier 1 Equity Capital Ratio, the introduction of a Capital Conservation Buffer and through the 
specification of higher minimum ratio in order to achieve targeted capitalization standards under the Prompt Corrective Action 
framework.8  The broad impacts of the Basel III aspects of the Final Rules on minimum leverage and minimum risk-based capital 
requirements are summarized in the following table.  

                                                      
 

 
8
 The introduction of a firm-specific countercyclical capital buffer also has the potential to increase Tier 1 requirements. 
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US Banks Regulatory Capital Ratio Under Basel I, II, & III Final Rules 
 

 
 
 
 

Capital Ratios 

Leverage Ratios Risk‐Based Ratios 

 
 

 
Tier 1 

 
 

 
Supplementary 

 
 

 
Tier 1 

 
 
 

Common Equity 

Tier 1 

 
 

 
Total Capital 

Basel I&II Basel III** Basel III Basel I&II Basel III Basel III** Basel I&II Basel III** 

 
Statuatory Minimum 

 
4% 

 
4% 

 
3% 

 
4% 

 
6% 

 
5% 

 
8% 

 
8% 

 

PCA Well‐CapitalIzed 
 

5% 
 

5% 
 

3% 
 

6% 
 

8% 
 

6.5% 
 

10% 
 

10% 

 

Additional Tier 1 (2.5% Capital 

Conservation Buffer) 

 
N.A. 

 
N.A. 

 
N.A. 

 
N.A. 

 
8.5% 

 
N.A. 

 
N.A. 

 
10.5% 

** Basel III rules limit the components of qualifying Tier 1 and Total capital relative to that allowed under Basel I and II. 
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IV. Central Counterparties and the Capital Treatment of Centrally Cleared Stock Loan 
Transactions 

This section discusses the capital treatment of centrally cleared stock loan transactions, both under current rules and Final Rules.  It 
also includes a summary description of the process for, and risk management benefits of, clearing stock loan transactions at a QCCP.  
This section was informed by Promontory’s review of The Options Clearing Corporation’s Stock Loan/Hedge Program (“OCC Program”), 
as well as Promontory’s knowledge of centrally cleared markets for futures, options, and swaps.   

Centrally clearing stock loan transactions provides capital benefits to both the AL and PB under the current and future capital 
requirements.  Market participants would also benefit from enhanced risk management practices provided by the QCCP.  In addition, 
similar to the bilateral stock loan transaction model, the AL would retain rights to the collateral posted by the PB to secure the stock 
loan transaction, although the QCCP would require margin from both parties to protect itself from default resulting from a significant 
change in the price of the stock.   

A. Current and Future Capital Treatment 

Under current rules, banks’ collateralized exposures to a QCCP receive reduced capital charges as compared to bilateral stock loan 
transactions.  In fact, under the current rules, a bank may attribute an EAD of zero to derivative contracts, stock loans and other 
repurchase-style transactions that are outstanding with a QCCP (but not for those transactions that a QCCP has rejected).  Effectively, 
from the ALs’ risk and capital perspective, utilizing a QCCP for clearing is equivalent to not having to provide indemnification to the 
beneficial owner.  

In a manner similar to the current rules, the Standardized Approach under the Final Rules will generally apply advantageous risk 
weighting to derivatives and repurchase-style transactions that are cleared through a QCCP.  Under the Final Rules, for a repurchase-
style transaction that is cleared, the trade exposure amount would equal the exposure amount calculated under the collateral haircut 
approach (described above) plus the fair value of the collateral posted by the clearing member banking organization that is held by the 
QCCP in a manner that is not bankruptcy remote (i.e., in a non-segregated account).  A clearing member banking organization would 
apply a 2% risk weight (as opposed to current zero risk weight) to its trade exposure amount with a QCCP.  In addition, the Final Rules 
require a banking organization that is a clearing member of a QCCP to calculate the risk-weighted asset amount for its default fund 
contributions. 
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B. Summary Description of QCCP Clearance of Stock Loan Transactions Processes 

Submission of Bilateral Transactions to a QCCP for Clearance 

Stock loan transactions to be cleared by a QCCP would be executed on an exchange or OTC.  Following execution, the exchange would 
route the transaction to the QCCP for clearance; or, if the transaction was executed OTC, following the completion of the confirmation 
process, the counterparties would submit their confirmations to the CCP for clearance.9  Assuming the acceptability of the transaction 
under the rules of the QCCP, the transaction would be accepted for clearing, at which time, through the process of novation, the QCCP 
would be substituted as the counterparty to each of the original counterparties, effectively guaranteeing performance on the 
transaction to each of the parties. 

Performance Bond (Original Margin) 

Following acceptance of the transaction by the QCCP, each of the original parties to the transaction will be required to post a “good 
faith deposit” or “performance bond,” often referred to as original margin, to cover the maximum likely loss the party could suffer on 
the transaction between each “mark-to-market cycle” (see below).   

For purposes of this discussion, it is helpful to review the performance bond in the context of the OCC Program: 

a) Performance Bond to the OCC – ALs and PBs to a cleared stock loan transaction must each post a performance bond to the 
OCC.  The OCC holds the performance bond from the AL to protect itself from a sharp decrease in the stock’s price, and from 
the PB to protect itself from a sharp increase in the stock’s price.  The OCC computes the performance bond for the AL and PB 
based on the entire portfolio of stock loans and borrows that the individual firm has cleared with the OCC.  Actual performance 
bond levels vary based upon an individual AL’s or PB’s cleared portfolio; however, an AL or PB with a diversified portfolio of 

                                                      
 

 
9
 If a party to a bilateral stock loan transaction executed on either an exchange or OTC is not a member of the QCCP (a “customer”), the submission of the 

confirmation or that transaction would be made by the customer’s clearing member.  In which case, the clearing member would assume full financial and 
performance responsibility for the customer’s position vis-à-vis the customer, and the clearing member would then have a direct contract with the QCCP and the 
QCCP would look to the clearing member or performance of the customer obligations under the original transaction. For purposes of this discussion paper and 
ease of discussion, Promontory assumes that both the parties to the original bilateral transaction are clearing members of the QCCP.  However, the risk 
management and regulatory capital benefits to be derived from QCCP (as described herein) accrue regardless of whether a banking organization’s original 
counterparty to a bilateral transaction is a customer or a dealer.  
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stock loans and borrows could receive performance bond requirements as low as 2 - 5%.  An AL or PB that has a well-
diversified portfolio of either all stock loans or all borrows would likely be required to post an 8 - 10% performance bond.  The 
OCC uses its System for Theoretical Analysis and Numerical Simulations (“STANS”) to compute performance bond 
requirements.  STANS takes into account the individual volatility of each stock in conjunction with its historical correlation to 
the other stocks to determine the risk over a two-day horizon using large scale Monte Carlo simulations. 

b) Performance Bond to ALs – PBs to cleared stock loan transactions post a performance bond, in cash only, in line with current 
market practice (approximately 102% or 105% of the price of the stock).  However, the OCC credits the account of the PB for 
any excess performance bond (i.e., 2% or 5%), thereby effective limiting the PB’s performance bond to the AL to 100% of the 
price of the stock.  The OCC passes the remainder of the cash collateral to the AL (i.e., 100%).10  OCC Rule 2202(c), “Initiation 
of Stock Loans,” provides that:  “The Lending Clearing Member [the AL] may use or invest the Collateral as it may deem fit as 
its own risk and for its own account and shall retain any income and profits therefrom and bear all losses therefrom.  The 
sole obligation of the Lending Clearing Member in respect of Collateral shall be to act as agent for the [Options Clearing] 
Corporation in repaying an amount equal to the Collateral (as adjusted from time to time by mark-to-market payments made 
pursuant to Rule 2204) to the Borrowing Clearing Member [the PB].” (emphasis added) 

In sum, under the OCC’s Stock Loan/Hedge Program, the AL is required to post a performance bond to the OCC, but receives and is 
allowed to reinvest the cash collateral it receives from the PB through the OCC (equal to 100% of the stock’s price).  From the PB’s 
perspective, it must post a performance bond to the OCC, as well as collateral to the AL through the OCC (equal to 100% of the stock’s 
price).  To the extent that the performance bond the PB posts to the AL through the OCC is in excess of 100% of the stock’s price, the 
OCC will debit the account of the AL and credit the account of the PB equal to the amount of the excess.   

Mark-to-Market Process (Variation Margin) 

At least once a day, the QCCP determines the value of each cleared stock loan transaction it has accepted for clearance and calculates 
a required variation margin payment based on the marked-to-market value.  This margin payment must be paid (or received) by the 
original counterparties, generally by the opening of the next business day, at the latest. 

  

                                                      
 

 
10

 According to OCC Rule 601, “Margin Requirements:  “.05 To the extent that stock loan positions and stock borrow positions established in an account pursuant to the Stock 
Loan/Hedge Program. . . have Collateral set at a percentage greater than 100% of the market value of the Loaned Stock, an additional margin charge equal to the excess Collateral shall 
be applied to the account of the Lending Clearing Member [the AL], and a margin credit equal to the excess Collateral shall be applied to the account of the Borrowing Clearing Member 
[the PB].” 
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Settlement 

Pursuant to the confirmation of the transaction, settlement upon the maturity of a cleared stock loan transaction is facilitated by the 
QCCP after notification by the QCCP to the original counterparties. 

Default 

Upon the default of a party whose stock loan transaction is cleared by a QCCP (“defaulting party’), the QCCP will immediately close-
out and facilitate an orderly liquidation of the defaulting party’s positions or arrange for the transfer of the defaulting party’s positions 
to another clearing member.  The defaulting party’s performance bond and any other collateral posted to the QCCP will be captured 
by the QCCP and offset against its outstanding obligations. 

 

C. Risk Management Benefits of QCCP Clearance 

Credit Risk Management Benefits 

Clearing stock loan transactions through a QCCP would likely allow ALs and PBs to realize credit risk management benefits in the 
following ways: 

 First, the QCCP, which will become the counterparty to all transactions accepted for clearing, will be a highly rated (generally 
AA or AAA) entity.  Accordingly, the AL and PB will be unaffected by, and have no exposure upon, the default of one of its 
original counterparties. 
 

 Second, the exposures and settlement on all transaction submitted by the AL or PB and cleared by the QCCP (regardless of the 
original counterparties thereto) will be netted, thereby minimizing the firm’s total credit exposure with respect to the cleared 
transactions.  PBs and ALs have a greater potential for cross-product netting benefits with a QCCP as compared to the current 
bilateral settlement arrangements.  Under the current bilateral structure for stock lending, credit limits should be established 
by PBs at the beneficial owner level (the obligor), rather than at AL level, limiting bilateral netting opportunities.  (However, we 
understand that some PBs continue to set credit limits at the AL level, rather than the beneficial owner level, potentially 
allowing the PB to net offsetting transactions and products with each AL on a bilateral basis.) 
 

 Third, the QCCP has the ability to mark cleared positions to market frequently in response to markets conditions, thereby 
managing (and minimizing) credit risk on a continual basis. 
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Operational Risk Management Benefits 

The reliability and efficiency of a QCCP would likely allow an AL or PB clearing stock loan transactions through the QCCP to realize 
operational risk management benefits in the following ways: 

 First, ALs and PBs would no longer have to perform the process of negotiating individual collateral arrangements with each of 
its counterparties, the enforceability of which subjects the firm to legal risk. 
 

 Second, the QCCP, rather than the AL or PB, will calculate the daily mark-to market value of individual transactions and will 
issue the daily margin calls and other requests for collateral.  
 

 Third, the QCCP will be responsible for collateral management which should minimize the possibility of errors and the need for 
the parties to reconcile collateral values. 
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V. Case Studies 

In this section, we illustrate the typical bank regulatory capital requirements for stock lending exposures, for both ALs and PBs, under 
current and Final Rule regimes.  We also illustrate the impact that clearing stock loan transactions at a QCCP might have on the 
regulatory capital requirements. 

To focus the analysis, we consider a typical stock loan transaction that provides a hedge fund with access to stocks, provided though 
an AL and PB chain, to ultimately support a short-selling strategy. 

A depiction of the this prototypical transaction – without the use of a QCCP – and the various legs at which regulatory capital 
considerations might be assessed, is depicted in the following diagram: 

 

We can also consider how conducting the transaction with a QCCP intervening between the AL and PB might impact the transactions 
and regulatory capital requirements.  The QCCP intervention is depicted in the following figure. 

 

REST OF 
MARKET

Securities 
Borrower
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Lender 

(Beneficial 
Owner) Securities for Lending

Leg “A” Leg “B”

Prototypical Securities Lending Transaction
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We restrict our analysis to cases where ALs and PBs that are banks (i) apply the supervisory haircut approach under the current 
regulatory capital requirements; (ii) apply the supervisory haircut approach under the Final Rules; and (iii) clear stock loan transactions 
at a QCCP.  The analysis does not consider cases in which an AL or PB that is a bank applies an internally estimated collateral haircut or 
applies an internal model (including a simple VaR), which would likely yield lower risk-based capital charges than those depicted in the 
case studies.  Finally, note that all examples which depict direct AL-PB settlement assume that the average risk weight of the 
counterparties is 80%, which is a blended rate reflecting a mix of counterparties having either 20% or 100% risk weights. In practice, 
risk weights for specific counterparties may be higher, which would serve to increase the disparity in capital requirements between 
over-the-counter and QCCP-cleared transactions. 

A. Agent Lender Examples 

The first three examples illustrate alternative the impacts of the capital rules on the AL: 

 Example 1 depicts capital charges for an AL under current implementation of the supervisory haircut approach; 

 Example 2 depicts capital charges for an AL under the implementation under the Final Rules of the supervisory haircut 

approach 

 Example 3 depicts capital charges for an AL under the Final Rules when clearing is provided by a QCCP.  
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Comparison of AL Capital Charges Under Alternative Scenarios 
 

 
 

  

Example 1 Example 2 Example 3
E = Value of Equities Lent 100.00$             100.00$            100.00$             

C = Total Value of the Collateral, Assumed to be 102% of E 102.00$             102.00$            102.00$             

Assume 98% cash collateral 99.96$               99.96$               99.96$               

Assume 2% non-cash collateral 2.04$                 2.04$                 2.04$                 

CCP Margin Requirement for the AL na na 2.00%

Margin Retained by CCP na na 2.00$                 

Hs Equities: Market Price Volatility Factor for Equities (Use 25% 

from lookup table in rule multiplied by sqrt(1/2) 17.68% 17.68% 17.68%

Hs Cash: Market Price Volatility Factor for Cash 0.00% 0.00% 0.00%

Hs Govt Sec: Market Price Volatility Factor for Govt Sec. (Use 2% 

from lookup table in rule multiplied by sqrt(1/2) 1.41% 1.41% 1.41%

Exposure = max{0,  (ΣE‐ΣC) +Σ(|Es(i)|*Hs(i))+(Efx*Hfx) }
15.71$               15.71$               17.71$               

For Examples 1 and 2, assume that 25% of collateral is put up by 

a counterparty carrying a 20% risk weight and that 75% of the 

collateral is put up by a counterparty with a 100% risk weight:  

this results in a blended risk weight of 80%

For Example 3, use the 2% risk weight for an exposure to a 

QCCP
Risk weighted assets 12.57$               12.57$               0.35$                 

minimum capital ratio 8.00% 10.50% 10.50%

Capital Required 1.01$                 1.32$                 0.04$                 

Capitalization rate 1.01% 1.32% 0.04%

Implicit risk weight of equities lent 12.57% 12.57% 0.35%

Impact Percentage change in capital from prior example na 31.25% -97.18%

Risk Weight 

of Exposure

Capital 

Calculations

Basic Deal 

Parameters

80.00% 80.00% 2.00%

Exposure 

Calculation
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Discussion:  The comparison of Examples 1 and 2 reveals the impact from both increasing the well-capitalized targets for risk-based 
capital.  The comparison of Examples 3 and 2 illustrates the significant reduction (97%, in our example) on risk-based capital 
requirements that would arise with QCCP clearing.  Note that we have allowed for the use of non-cash collateral, in this QCCP 
example, to maintain comparability with Examples 1 and 2, although it may be the case that the QCCP will require all-cash collateral. 

Under the current regulatory capital requirements, the stock lending exposure from indemnities issued by ALs is off-balance sheet, 
and does not give rise to a leverage ratio requirement.  However, under the Basel III NPR (i.e., the leverage requirement – the liquidity 
requirements for, and the limitations on, various instruments for use in the calculation of available capital), the off-balance sheet stock 
lending exposure will also give rise to a Supplementary Leverage Ratio Requirement of 3% times the amount of the exposure 
considered on-balance sheet. 

For Examples 1 and 2, the US final rules anticipate that the 3% is applied against the $15.71 exposure, which would yield a leverage 
charge of $0.47, and which would be less than the risk based charge of $1.32. 

Under Example 3, and under the US final rules, a leverage ratio requirement would apply to the off-balance sheet exposure.  The 
incentives associated with use of a QCCP would be driven by a leverage charge applied to the collateral haircut exposure + the QCCP 
margin ($17.71 exposure and $0.53 leverage capital). 

 

 

B. Prime Broker Examples 

Our final two examples illustrate alternative the impacts of the capital rules on the PB: 

 Example 4 depicts capital charges for a PB under the Final Rules without QCCP clearing; and 

 Example 5 depicts capital charges for a PB under the Final Rules with QCCP clearing. 
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Comparison of PB Capital Charges under Alternative Scenarios 

 

 

  

Example 4 Example 5
E = Value of Equities Borrowed 100.00$             100.00$           

Total Value of the Collateral, Assumed to be 102% of E 102.00$             102.00$           

Initial Margin Cash paid to CCP, Assumed to be 12% of E na 12.00$             

C = Total Collateral + Cash Initial Margin Posted to CCP 102.00$             114.00$           

Cash Collateral Posted 99.96$               111.96$           

Non-cash Collateral Posted 2.04$                  2.04$                

Hs Equities: Market Price Volatility Factor for Equities (Use 25% 

from lookup table in rule multiplied by sqrt(1/2)

17.68% 17.68%

Hs Cash: Market Price Volatility Factor for Cash 0.00% 0.00%

Hs Govt Sec: Market Price Volatility Factor for Govt Sec. (Use 2% 

from lookup table in rule multiplied by sqrt(1/2)

1.41% 1.41%

Exposure = max{0,  (ΣE‐ΣC) +Σ(|Es(i)|*Hs(i))+(Efx*Hfx) } + margin
19.71$               31.71$             

For Example 4, assume that 25% of collateral is put up by a 

counterparty carrying a 20% risk weight and that 75% of the 

collateral is put up by a counterparty with a 100% risk weight:  

this results in a blended risk weight of 80%

For Example 5, use the 2% risk weight for an exposure to a QCCP

Risk weighted assets 15.77$               0.63$                

minimum capital ratio 10.5% 10.5%

Cap Required 1.66$                  0.07$                

capitalization rate 1.6553% 0.067%

Implicit risk weight of Collateral Posted 15.77% 0.63%

Percentage change in capital from prior example na -95.98%

80.00% 2.00%
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Discussion:  The comparison of Examples 4 and 5 again illustrates the significant reduction in risk-based requirements that would arise 
with QCCP clearing; in this example, it is a reduction in excess of 95%.  Under the Final Rules (which would apply to PBs operating 
under a bank holding company (“BHC”) structure) the risk-based capital charge for the “Leg B” of the stock loan transaction is 
determined in a way symmetrical to that of the capital charge determination faced by the AL – only that for the PB, the view of 
equities and collateral are reversed.  The over-collateralization of the transaction by 2% does give rise to slightly higher exposures, 
RWA and capital charges than for the AL.  For PBs, the stock lending activities generally result in the total amount of stocks appearing 
on the PB balance sheet.  For PBs operating under BHC structures, they would already be subject to a BHC leverage requirement, 
which under the Final Rules is increasing to a 5% rate (for well-capitalized status.)  The leverage ratio, calculated at the level of the 
overall bank, is likely to be binding relative to risk-based capital. 

In comparison to Example 4, where no QCCP is used, the risk-based capital charges that would be faced by the PB are significantly 
lower when clearing is performed by a QCCP.  However, PBs operating under BHC structures would already be subject to a BHC 
leverage requirement, which is increasing to a 5% rate (for well-capitalized status.)  The leverage ratio, again, is likely to be binding 
relative to risk-based capital, unless balance sheet assets representing exposures cleared by QCCPs were exempted from leverage 
requirements. 

As both examples illustrate, the leverage requirement would drive overall capital requirements unless the supervisors determine that 
balance sheet assets representing exposures cleared by QCCPs are to be exempted from leverage requirements.  

As both examples illustrate, the bank’s overall leverage requirement often drives it capital requirements.  While banks may be able to 
achieve risk-based capital savings through use of QCCPs, the ability of all banks to benefit might be lost unless the supervisors 
determine that balance sheet assets representing exposures cleared by QCCPs qualify for an exemption from leverage requirements. 
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VI. Conclusions  

Currently, the specific calculation of RWA for a stock lending exposure is dependent on whether the bank participant in the stock 
lending market has been required or is expected to implement or adopt the Advanced Approaches under the US implementation of 
the Basel II framework.  Advanced Approach banks in the US are required, under current regulations, to compute capital requirements 
under the US implementation of the Basel II.5 framework.  Banks not applying the Advanced Approaches follow the current US 
implementation of the general (Basel I) capital rules.  

Over the last several years, proposals and final rules have been issued that would replace the general rules with a rule set that is more 
in line with the Standardized Approach of the Basel II framework.  In July 2013, the Federal Reserve and other US banking supervisors 
issued new Final Rules that modify the general risk-based rules and implement the Dodd-Frank Act and the Basel III framework to 
generally require higher capital levels.  Several examples in this White Paper illustrate the application of the standardized versions of 
the current and Final Rules, and also illustrate the interplay between risk-based and leverage capital requirements for PB and AL 
exposures arising out of stock lending activity.  The examples also illustrate how capital charges associated with the current OTC 
market structure may change if participants were to move business to an exchange with a QCCP.  Under the Final Rules, a clearing 
member banking organization would apply a 2% risk weight to its trade exposure amount with a QCCP, which is significantly lower 
than the effective risk weights for most bilateral stock loan transactions.  In the typical case studies we have constructed in Section V, 
the reduction in risk-based capital charges that result from using a QCCP can be in excess of 95%. 

Statutory leverage ratios, particularly those for bank holding companies, have an important impact on overall regulatory capital 
requirements.  PBs whose parent banks are not compliant with BHC leverage requirements may find themselves at a competitive 
disadvantage arising from their inability to take advantage of the QCCP’s low risk weighting that gives rise to the 95 percent capital 
savings mentioned above.  There remains uncertainty, however, regarding potential supervisory changes to leverage capital 
requirements.  Supervisors may still consider whether to exempt QCCP-cleared transactions from inclusion in leverage ratio 
measurements.  Such an exemption from BHC leverage calculations would be the spirit of one of the main tenants of the Dodd-Frank 
Act – reduction of systemic risk through the use of QCCPs, as illustrated by the swaps market. 

In summary, the US banking supervisors, in particular, appear to appreciate the importance of the stock lending markets and, in 
Federal Reserve Vice Chair Janet Yellen’s words, their potential to “create sizable macro prudential risks.”11  While there remains some 

                                                      
 

 
11

 Vice Chair Janet L. Yellen’s speech to the International Monetary Conference in Shanghai, China, June 2, 2013 



 

30 

Promontory Financial Group, LLC © 2013 

uncertainty regarding whether or not the content of the Final Rules will change in response to discussions at the BCBS, in 
Promontory’s view, it is clear that:  

1. The amount of capital that banking organizations will have to set aside to cover exposures in the stock lending market will 
generally increase; and  
 

2. Stock loan transactions cleared by a QCCP will receive favorable risk-based capital treatment relative to those transactions that 
are bilaterally settled. 
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Appendix A:  Detailed Current Capital Rules 

This appendix continues the discussion presented in Section III of the current capital treatment for stock loan transactions. 

a. Collateral Haircut Approach 

A bank may determine EAD for an eligible margin loan, stock loan or other repurchase-style transaction, or netting set by setting: 

EAD = max {0, [(ΣE − ΣC) + Σ(Es × Hs) + Σ(Efx × Hfx)]}, 

where: 

i. ΣE equals the value of the exposure (the sum of the current market values of all instruments, gold, and cash the bank 
has lent, sold subject to repurchase, or posted as collateral to the counterparty under the transaction (or netting set)); 

ii. ΣC equals the value of the collateral (the sum of the current market values of all instruments, gold, and cash the bank 
has borrowed, purchased subject to resale, or taken as collateral from the counterparty under the transaction (or 
netting set)); 

iii. Es equals the absolute value of the net position in a given instrument or in gold (where the net position in a given 
instrument or in gold equals the sum of the current market values of the instrument or gold the bank has lent, sold 
subject to repurchase, or posted as collateral to the counterparty minus the sum of the current market values of that 
same instrument or gold the bank has borrowed, purchased subject to resale, or taken as collateral from the 
counterparty); 

iv. Hs equals the market price volatility haircut appropriate to the instrument or gold referenced in Es; 

v. Efx equals the absolute value of the net position of instruments and cash in a currency that is different from the 
settlement currency (where the net position in a given currency equals the sum of the current market values of any 
instruments or cash in the currency the bank has lent, sold subject to repurchase, or posted as collateral to the 
counterparty minus the sum of the current market values of any instruments or cash in the currency the bank has 
borrowed, purchased subject to resale, or taken as collateral from the counterparty); and 

vi. Hfx equals the haircut appropriate to the mismatch between the currency referenced in Efx and the settlement 
currency. 
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Effectively, the current EAD for a collateralized exposure (including the stock loan transactions under consideration herein) is 
determined by a measure of the uncollateralized amount of the exposure, plus add-ons capturing potential future exposure (“PFE”) 
due to market volatility of the exposure and collateral, and volatility arising from mismatches between the currency of the exposure 
and that of the collateral. 

Standard Supervisory Haircuts 

Under the standard supervisory collateral haircut approach a bank must use the haircuts for market price volatility (Hs) as specified in 
the following table: 

 

Issuers exempt from the 

3 basis point floor
Other issuers

≤ 1 year 1% 1%

>1 year, ≤ 5 years 2% 4%

> 5 years 4% 8%

≤ 1 year 1% 2%

> 1 year, ≤ 5 years 3% 6%

> 5 years 6% 12%

One rating category below investment 

grade
All 15% 25%

**Based upon a 10-day holding period;  multiply by 0.707107 to obtain haircuts for a  5-day holding period.

Advanced Approaches Supervisory Market Price Volatility Haircuts

Mutual funds
Highest haircut applicable to any security in 

which the fund can invest.

Cash on deposit with the bank (including a certificate of deposit issued 

by the bank)
0%

Haircuts
Applicable external rating grade category 

for debt securities

Residual maturity for debt 

securities

Two highest investment-grade rating 

categories for long-term ratings/highest 

investment-grade rating category for 

short-term ratings

Two lowest investment-grade rating 

categories for both short- and long-term 

ratings

Main index equities (including convertible bonds) and gold 15%

Other publicly traded equities (including convertible bonds), 

conforming residential mortgages, and nonfinancial collateral
25%
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For currency mismatches, a bank must use a haircut for foreign exchange rate volatility (“Hfx”) of 8%, as adjusted in certain 
circumstances as provided in the rules. 

A bank must adjust the supervisory haircuts upward on the basis of a holding period longer than ten business days (for eligible margin 
loans) or five business days (for stock loan and other repurchase-style transactions) where and as appropriate to take into account the 
illiquidity of an instrument. 

Own Internal Estimates for Haircuts 

With the prior written approval of its primary federal supervisor, a bank may calculate haircuts (Hs and Hfx) using its own internal 
estimates of the volatilities of market prices and foreign exchange rates. 

(A) To receive OCC approval to use its own internal estimates, a bank must satisfy the following minimum quantitative standards: 

1. A bank must use a 99th percentile one-tailed confidence interval; 

2. The minimum holding period for a repurchase-style transaction is five business days and for an eligible margin loan is ten 
business days. When a bank calculates an own-estimates haircut on a TN -day holding period, that is different from the 
minimum holding period for the transaction type, the applicable haircut (HM ) is calculated using the following square root of 
time formula: 

 

i. T M equals 5 for repurchase-style transactions and 10 for eligible margin loans; 

ii. T N equals the holding period used by the bank to derive H N ; and 

iii. H 
N equals the haircut based on the holding period T N ; 

3. A bank must adjust holding periods upwards where and as appropriate to take into account the illiquidity of an instrument; 

4. The historical observation period must be at least one year; and 
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5. A bank must update its data sets and recompute haircuts no less frequently than quarterly and must also reassess data sets 
and haircuts whenever market prices change materially. 

(B) With respect to debt securities that have an applicable external rating of investment grade, a bank may calculate haircuts for 
categories of securities.  For a category of securities, the bank must calculate the haircut on the basis of internal volatility estimates for 
securities in that category that are representative of the securities in that category that the bank has lent, sold subject to repurchase, 
posted as collateral, borrowed, purchased subject to resale, or taken as collateral. In determining relevant categories, the bank must 
at a minimum take into account: 

1. The type of issuer of the security; 

2. The applicable external rating of the security; 

3. The maturity of the security; and 

4. The interest rate sensitivity of the security. 

(C) With respect to debt securities that have an applicable external rating of below investment grade and equity securities, a bank 
must calculate a separate haircut for each individual security. 

(D) Where an exposure or collateral (whether in the form of cash or securities) is denominated in a currency that differs from the 
settlement currency, the bank must calculate a separate currency mismatch haircut for its net position in each mismatched currency 
based on estimated volatilities of foreign exchange rates between the mismatched currency and the settlement currency. 

(E) A bank's own estimates of market price and foreign exchange rate volatilities may not take into account the correlations among 
securities and foreign exchange rates on either the exposure or collateral side of a transaction (or netting set) or the correlations 
among securities and foreign exchange rates between the exposure and collateral sides of the transaction (or netting set). 

b. Simple VaR Methodology 

With the prior written approval of its primary federal supervisor, a bank may estimate EAD for a netting set using a VaR model.  In 
such event, the bank must set 

EAD equal to max {0, [(ΣE − ΣC) + PFE]}, 

where: 
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i. ΣE equals the value of the exposure (the sum of the current market values of all instruments, gold, and cash the bank has lent, 
sold subject to repurchase, or posted as collateral to the counterparty under the netting set); 

ii. ΣC equals the value of the collateral (the sum of the current market values of all instruments, gold, and cash the bank has 
borrowed, purchased subject to resale, or taken as collateral from the counterparty under the netting set); and 

iii. PFE (potential future exposure) equals the bank's empirically based best estimate of the 99th percentile, one-tailed confidence 
interval for an increase in the value of (ΣE − ΣC) over a five-business-day holding period for repurchase-style transactions or 
over a ten-business-day holding period for eligible margin loans using a minimum one-year historical observation period of 
price data representing the instruments that the bank has lent, sold subject to repurchase, posted as collateral, borrowed, 
purchased subject to resale, or taken as collateral.  The bank must validate its VaR model, including by establishing and 
maintaining a rigorous and regular back-testing regime. 

c. Internal Models Methodology 

With prior written approval from its primary federal supervisor, a bank may use the internal models methodology to determine EAD 
for counterparty credit risk for OTC derivative contracts (collateralized or uncollateralized) and single-product netting sets thereof, for 
eligible margin loans and single-product netting sets thereof, and for repurchase-style transactions and single-product netting sets 
thereof.  A bank that uses the internal models methodology for a particular transaction type (OTC derivative contracts, eligible margin 
loans, or repurchase-style transactions) must use the internal models methodology for all transactions of that transaction type.  A 
bank may choose to use the internal models methodology for one or two of these three types of exposures and not the other types.  A 
bank may also use the internal models methodology for OTC derivative contracts, eligible margin loans, and repurchase-style 
transactions subject to a qualifying cross-product netting agreement if: 

1. The bank effectively integrates the risk mitigating effects of cross-product netting into its risk management and other 
information technology systems; and 
 

2. The bank obtains the prior written approval of its primary federal supervisor.  A bank that uses the internal models 
methodology for a transaction type must receive approval from its primary federal supervisor to cease using the methodology 
for that transaction type or to make a material change to its internal model. 
 

Under the internal models methodology, a bank uses an internal model to estimate the expected exposure (EE) for a netting set and 
then calculates EAD based on that EE. 
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The bank must use its internal model's probability distribution for changes in the market value of a netting set that are attributable to 
changes in market variables to determine EE. 

Under the internal models methodology, EAD = α × effective EPE, or, subject to OCC approval as provided in paragraph (d)(7), a more 
conservative measure of EAD. 

 

(that is, effective EPE is the time-weighted average of effective EE where the weights are the proportion that an individual effective EE 
represents in a one-year time interval) where: 

1. Effective EEt k = max (Effective EEt k−1 , EEt k ) (that is, for a specific datet k , effective EE is the greater of EE at that date or the 
effective EE at the previous date); and 
 

2. t k represents the kth future time period in the model and there are n time periods represented in the model over the first year; 
and 

(B) α = 1.4 except as provided in paragraph (d)(6), or when its primary federal supervisor has determined that the bank must set α 
higher based on the bank's specific characteristics of counterparty credit risk. 

1. A bank may include financial collateral currently posted by the counterparty as collateral (but may not include other forms of 
collateral) when calculating EE. 
 

2. If a bank hedges some or all of the counterparty credit risk associated with a netting set using an eligible credit derivative, the 
bank may take the reduction in exposure to the counterparty into account when estimating EE.  If the bank recognizes this 
reduction in exposure to the counterparty in its estimate of EE, it must also use its internal model to estimate a separate EAD 
for the bank's exposure to the protection provider of the credit derivative. 

Minimum Standards 

To obtain OCC approval to calculate the distributions of exposures upon which the EAD calculation is based, the bank must 
demonstrate to the satisfaction of its primary federal supervisor that it has been using for at least one year an internal model that 
broadly meets the following minimum standards, with which the bank must maintain compliance: 
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1. The model must have the systems capability to estimate the expected exposure to the counterparty on a daily basis (but is not 
expected to estimate or report expected exposure on a daily basis). 
 

2. The model must estimate expected exposure at enough future dates to reflect accurately all the future cash flows of contracts 
in the netting set. 
 

3. The model must account for the possible non-normality of the exposure distribution, where appropriate. 
 

4. The bank must measure, monitor, and control current counterparty exposure and the exposure to the counterparty over the 
whole life of all contracts in the netting set. 
 

5. The bank must be able to measure and manage current exposures gross and net of collateral held, where appropriate. The 
bank must estimate expected exposures for OTC derivative contracts both with and without the effect of collateral 
agreements. 
 

6. The bank must have procedures to identify, monitor, and control specific wrong-way risk throughout the life of an exposure. 
Wrong-way risk in this context is the risk that future exposure to a counterparty will be high when the counterparty's 
probability of default is also high. 
 

7. The model must use current market data to compute current exposures. When estimating model parameters based on 
historical data, at least three years of historical data that cover a wide range of economic conditions must be used and must be 
updated quarterly or more frequently if market conditions warrant. The bank should consider using model parameters based 
on forward-looking measures, where appropriate. 
 

8. A bank must subject its internal model to an initial validation and annual model review process. The model review should 
consider whether the inputs and risk factors, as well as the model outputs, are appropriate. 

Maturity 

(A) If the remaining maturity of the exposure or the longest-dated contract in the netting set is greater than one year, the bank must 
set M for the exposure or netting set equal to the lower of five years or M(EPE), where: 
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i. dfk is the risk-free discount factor for future time period tk ; and 
ii. Δ t k = t k − t k−1 . 

If the remaining maturity of the exposure or the longest-dated contract in the netting set is one year or less, the bank must set M for 
the exposure or netting set equal to one year. 

Alternatively, a bank that uses an internal model to calculate a one-sided credit valuation adjustment may use the effective credit 
duration estimated by the model as M(EPE) in place of the formula in paragraph (d)(4). 

Collateral Agreements 

A bank may capture the effect on EAD of a collateral agreement that requires receipt of collateral when exposure to the counterparty 
increases but may not capture the effect on EAD of a collateral agreement that requires receipt of collateral when counterparty credit 
quality deteriorates.  For this purpose, a collateral agreement means a legal contract that specifies the time when, and circumstances 
under which, the counterparty is required to pledge collateral to the bank for a single financial contract or for all financial contracts in 
a netting set and confers upon the bank a perfected, first priority security interest (notwithstanding the prior security interest of any 
custodial agent), or the legal equivalent thereof, in the collateral posted by the counterparty under the agreement. This security 
interest must provide the bank with a right to close out the financial positions and liquidate the collateral upon an event of default of, 
or failure to perform by, the counterparty under the collateral agreement. A contract would not satisfy this requirement if the bank's 
exercise of rights under the agreement may be stayed or avoided under applicable law in the relevant jurisdictions. Two methods are 
available to capture the effect of a collateral agreement: 

1. With prior written approval from its primary federal supervisor, a bank may include the effect of a collateral agreement within 
its internal model used to calculate EAD. The bank may set EAD equal to the expected exposure at the end of the margin 
period of risk. The margin period of risk means, with respect to a netting set subject to a collateral agreement, the time period 
from the most recent exchange of collateral with a counterparty until the next required exchange of collateral plus the period 
of time required to sell and realize the proceeds of the least liquid collateral that can be delivered under the terms of the 
collateral agreement and, where applicable, the period of time required to re-hedge the resulting market risk, upon the default 
of the counterparty. The minimum margin period of risk is five business days for repurchase-style transactions and ten 
business days for other transactions when liquid financial collateral is posted under a daily margin maintenance requirement. 
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This period should be extended to cover any additional time between margin calls; any potential closeout difficulties; any 
delays in selling collateral, particularly if the collateral is illiquid; and any impediments to prompt re-hedging of any market risk. 
 

2. A bank that can model EPE without collateral agreements but cannot achieve the higher level of modeling sophistication to 
model EPE with collateral agreements can set effective EPE for a collateralized netting set equal to the lesser of: 

a. The threshold, defined as the exposure amount at which the counterparty is required to post collateral under the 
collateral agreement, if the threshold is positive, plus an add-on that reflects the potential increase in exposure of the 
netting set over the margin period of risk. The add-on is computed as the expected increase in the netting set's 
exposure beginning from current exposure of zero over the margin period of risk. The margin period of risk must be at 
least five business days for netting sets consisting only of repurchase-style transactions subject to daily re-margining 
and daily marking-to-market, and ten business days for all other netting sets; or 

b. Effective EPE without a collateral agreement. 

Own Estimate of Alpha 

With prior written approval of its primary federal supervisor, a bank may calculate alpha as the ratio of economic capital from a full 
simulation of counterparty exposure across counterparties that incorporates a joint simulation of market and credit risk factors 
(numerator) and economic capital based on EPE (denominator), subject to a floor of 1.2. For purposes of this calculation, economic 
capital is the unexpected losses for all counterparty credit risks measured at a 99.9% confidence level over a one-year horizon. To 
receive approval, the bank must meet the following minimum standards to the satisfaction of its primary federal supervisor: 

1. The bank's own estimate of alpha must capture in the numerator the effects of: 
a. The material sources of stochastic dependency of distributions of market values of transactions or portfolios of 

transactions across counterparties; 
b. Volatilities and correlations of market risk factors used in the joint simulation, that must be related to the credit risk 

factor used in the simulation to reflect potential increases in volatility or correlation in an economic downturn, where 
appropriate; and 

c. The granularity of exposures (that is, the effect of a concentration in the proportion of each counterparty's exposure 
that is driven by a particular risk factor). 

 
2. The bank must assess the potential model uncertainty in its estimates of alpha. 

 
3. The bank must calculate the numerator and denominator of alpha in a consistent fashion with respect to modeling 

methodology, parameter specifications, and portfolio composition. 
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4. The bank must review and adjust as appropriate its estimates of the numerator and denominator of alpha on at least a 

quarterly basis and more frequently when the composition of the portfolio varies over time. 

Other Measures of Counterparty Exposure 

With prior written approval of its primary federal supervisor, a bank may set EAD equal to a measure of counterparty credit risk 
exposure, such as peak EAD, that is more conservative than an alpha of 1.4 (or higher under the terms of paragraph (d)(2)(ii)(B) of this 
section) times EPE for every counterparty whose EAD will be measured under the alternative measure of counterparty exposure. The 
bank must demonstrate the conservatism of the measure of counterparty credit risk exposure used for EAD. For material portfolios of 
new OTC derivative products, the bank may assume that the current exposure methodology in paragraphs (c)(5) and (c)(6) of this 
section meets the conservatism requirement of this paragraph for a period not to exceed 180 days. For immaterial portfolios of OTC 
derivative contracts, the bank generally may assume that the current exposure methodology in paragraphs (c)(5) and (c)(6) of this 
section meets the conservatism requirement of this paragraph.
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Disclaimer:	  

	  
IMPORTANT	  -‐-‐	  PLEASE	  READ	  
	  

1.	  	  This	  document	  is	  being	  provided	  for	  informational	  purposes	  only.	  	  	  

2.	  	  Promontory	  Financial	  Group,	  LLC	  ("Promontory")	  shall	  have	  no	  obligation	  to	  respond	  to	  inquiries	  from	  any	  recipient	  of	  this	  
document	  (a	  "Recipient")	  regarding	  this	  document.	  

3.	  	  Promontory	  shall	  have	  no	  responsibility	  to	  the	  Recipient	  with	  respect	  to	  the	  services	  performed	  under	  its	  engagement	  with	  SL-‐x	  
Technology	  UK	  Ltd.	  ("SL-‐x"),	  whether	  or	  not	  such	  services	  and/or	  this	  document	  might	  be	  considered	  material	  to	  the	  Recipient.	  

4.	  	  Reading	  or	  using	  this	  document	  constitutes	  a	  waiver	  and	  release	  of	  Promontory	  and	  those	  working	  for	  it	  on	  its	  engagement	  with	  	  
SL-‐x	  from	  all	  claims,	  actions,	  damages,	  liabilities	  and	  expenses	  relating	  to	  or	  arising	  from	  the	  Recipient's	  access	  to,	  use	  of	  and/or	  
reliance	  upon	  this	  document.	  

5.	  	  Promontory's	  work	  on	  its	  engagement	  with	  SL-‐x	  is	  limited	  in	  nature	  and	  may	  not	  comprehend	  any	  or	  all	  matters	  that	  might	  be	  
pertinent	  or	  necessary	  to	  the	  Recipient's	  evaluation	  of	  any	  issue,	  including	  any	  issue	  discussed	  in	  this	  document.	  

6.	  	  This	  document	  is	  intended	  solely	  for	  the	  benefit	  of	  SL-‐x,	  and	  no	  third	  party,	  including,	  without	  limitation,	  a	  Recipient,	  shall	  be	  a	  
third	  party	  beneficiary	  of	  this	  document	  or	  under	  Promontory's	  engagement	  with	  SL-‐x.	  
	  



 

 

 

 


