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supplementing Regulation (EU) No 575/2013 of the European Parliament and of the
Council with regard to regulatory technical standards specifying the method for
identifying derivative transactions with one or more than one material risk driver for
the purposes of Article 277(5), the formula for calculating the supervisory delta of call
and put options mapped to the interest rate risk category and the method for
determining whether a transaction is a long or short position in the primary risk driver
or in the most material risk driver in the given risk category for the purposes of Article
279a(3)(a) and (b) in the standardised approach for counterparty credit risk
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EXPLANATORY MEMORANDUM

1. CONTEXT OF THE DELEGATED ACT

Article 277(5) of Regulation (EU) No 575/2013 (‘the Regulation’) empowers the Commission
to adopt, following submission of draft ‘technical standards’ (‘TS’) by the European Banking
Authority (EBA) in accordance with Articles 10 to 14 of Regulation (EU) No 1093/2010%,
delegated acts for identifying transactions with only one material risk driver and transactions
with more than one material risk driver and for identifying the most material of those risk
drivers for the purposes of Article 277(3) of the Regulation.

Articles 279a(3) of the Regulation empowers the Commission to adopt, following submission
of draft TS by the EBA in accordance with Articles 10 to 14 of Regulation (EU) No
1093/2010, delegated acts for specifying, in accordance with international regulatory
developments, the formula that institutions shall use to calculate the supervisory delta of call
and put options, when mapped to the interest rate risk category, that is compatible with market
conditions in which interest rates may be negative as well as the supervisory volatility that is
suitable for that formula.

Finally, Article 279a(3) also empowers the Commission to adopt, following submission of
draft TS by the EBA in accordance with Articles 10 to 14 of Regulation (EU) No 1093/2010,
delegated acts for determining whether a transaction is a long or short position in the primary
risk driver or in the most material risk driver in the given risk category for transactions
referred to in Article 277(3) of the Regulation.

In accordance with Article 10(1) of Regulation (EU) No 1093/2010 establishing the EBA, the
Commission shall decide within three months of receipt of the draft TS whether to endorse
the drafts submitted. The Commission may also endorse the draft TS in part only, or with
amendments, where the Union's interests so require, having regard to the specific procedure
laid down in those Articles.

2. CONSULTATIONS PRIOR TO THE ADOPTION OF THE ACT

In accordance with the third subparagraph of Article 10(1) of Regulation (EU) No 1093/2010,
the EBA has carried out a public consultation on the draft TS submitted to the Commission. A
consultation paper was published on the EBA internet site on 2 May 2019 and the public
consultation closed on 2 August 2019. Moreover, the EBA invited the EBA’s Banking
Stakeholder Group set up in accordance with Article 37 of Regulation (EU) No 1093/2010 to
provide advice on them. Together with the draft technical standards, the EBA has submitted
an explanation on how the outcome of these consultations has been taken into account in the
development of the final draft technical standards submitted to the Commission.

Together with the draft technical standards, and in accordance with the third subparagraph of
Article 10(1) of Regulation (EU) No 1093/2010, the EBA has submitted its Impact
Assessment?, including its analysis of the costs and benefits, related to the draft technical
standards submitted to the Commission. The specifications set out in the draft TS seek to
harmonise across the EU the methodology to calculate certain technical elements of SA-CCR

! Regulation (EU) No 1093/2010 of the European Parliament and of the Council of 24 November 2010
establishing a European Supervisory Authority (European Banking Authority), amending Decision No
716/2009/EC and repealing Commission Decision 2009/78/EC.
https://eba.europa.eu/regulation-and-policy/market-risk/draft-technical-standards-on-the-standardised-
approach-for-counterparty-credit-risk pages 24-38 of the Final Draft Regulatory Technical Standards.
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for which the Basel standards allow banks some flexibility in their design. This harmonised
methodology combines a number of common practises from EU institutions, commensurate to
the risks of their derivative portfolios. In addition, this draft TS takes into account the
principle of proportionality by specifying an alternative, simpler methodology for institutions
that do not have the ability to compute certain, more complex elements of the main
methodology.

3. LEGAL ELEMENTS OF THE DELEGATED ACT

The final draft TS specify the method for identifying the material risk drivers of derivative
transactions, on the basis of which the mapping to one or more of the risk categories set out in
Article 277 of the Regulation is to be done. These final draft TS set out a three-pronged
method for the identification of the material risk drivers of derivative transactions. Firstly, a
purely qualitative approach identifies derivative transactions that have clearly only one
material risk driver. Secondly, a qualitative and quantitative approach, requiring a detailed
assessment of sensitivities of a derivative transaction to risk drivers, identifies the material
risk drivers of those derivative transactions for which the mapping cannot immediately be
done on the basis of the purely qualitative approach. Thirdly, a fallback approach identifies all
the risk drivers of a derivative transaction as material.

In addition, the final draft TS set out the formula that institutions are to use to calculate the
supervisory delta of options, when mapped to the interest rate risk category, that is compatible
with negative interest rates. The formula uses a A shift to move the interest rate into positive
territory. These final draft TS provide the methodology for computing the A shift, as well as
the parameters that are to be used in the supervisory delta formula. Finally, the final draft TS
set out a method suitable for determining the direction of the position in a material risk driver,
in accordance with the definition provided in the Regulation.
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COMMISSION DELEGATED REGULATION (EU) .../ ...
of 1.3.2021

supplementing Regulation (EU) No 575/2013 of the European Parliament and of the
Council with regard to regulatory technical standards specifying the method for
identifying derivative transactions with one or more than one material risk driver for
the purposes of Article 277(5), the formula for calculating the supervisory delta of call
and put options mapped to the interest rate risk category and the method for
determining whether a transaction is a long or short position in the primary risk driver
or in the most material risk driver in the given risk category for the purposes of Article
279a(3)(a) and (b) in the standardised approach for counterparty credit risk

(Text with EEA relevance)

THE EUROPEAN COMMISSION,
Having regard to the Treaty on the Functioning of the European Union,

Having regard to Regulation (EU) No 575/2013 of the European Parliament and of the
Council of 26 June 2013 on prudential requirements for credit institutions and investment
firms and amending Regulation (EU) No 648/2012°, and in particular the third subparagraph

of Article 277(5) and the third subparagraph of Article 279a(3) thereof,
Whereas:

1) Institutions should identify the risk drivers of a derivative transaction by determining
the risk factors on which the cash flows of that transaction depend. To ensure that
institutions follow a harmonised approach for this identification, they should at least
consider the risk factors listed in Section 3, Chapter 1a of Title IV of Part Three of

Regulation (EU) No 575/2013.

(2)  The method for identifying derivative transactions with only one material risk driver,
for the purpose of mapping those derivative transactions to the relevant risk category,
should be simple for all cases where the primary and only material risk driver of the
derivative transaction is immediately discernible from the nature and cash flows of

that transaction.

3) Cross-currency interest rate swaps are used by institutions to hedge the foreign
exchange risk arising from funding or investment in foreign currencies. Although such
transactions primarily depend on foreign exchange risk drivers, they can depend also
on other risk drivers, such as interest rate risk drivers. Nevertheless, as market
experience shows that the effect of these other risk drivers is very often immaterial for
these particular transaction types, if a transaction falls under this type, this should
suffice for identifying such transactions as derivative transactions with only one

material risk driver.

4) Irrespective of the nature and cash flows of a derivative transaction, the interest rates
used to discount the cash flows of the transaction (‘the discount rate’) should not be

8 OJ L 176, 27.6.2013, p. 1.
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(6)

(7)

(8)

(9)

considered as a material risk driver. Requiring institutions to take into account the
discount rate in the method for identifying derivative transactions with only one
material risk driver would be disproportionate and burdensome, as empirical
experience shows that that risk driver has usually a more limited effect on the value of
derivative transactions than the other risk drivers from which their cash flows are
derived.

For derivative transactions that have more than one risk driver, institutions should take
into account the sensitivities and the volatility of the underlying to identify those risk
drivers that are material in each risk category and the most material of those risk
drivers in each risk category.

For derivative transactions that have more than one risk driver and where those risk
drivers refer to different risk categories, it may not be possible to conclude which of
those risk drivers are material, even after taking into account sensitivities and the
volatility of the underlying of the transaction. In such cases, institutions should, as a
simple, conservative fallback approach, consider all the risk drivers of the transaction
material and, consequently, allocate the derivative transaction to the risk categories
corresponding to these risk drivers on the basis of the most material risk drivers within
each risk category.

The method for identifying derivative transactions with only one material risk driver
should be performed at inception only, where such derivative transactions have been
identified at inception as having only one risk driver, because that single risk driver is
a basic characteristic of those transactions and is therefore not expected to change.
Where, at inception, derivative transactions have been identified as having more than
one risk driver, the process for identifying the material and most material of those risk
drivers should be undertaken on a quarterly basis so that any changes in those
transactions can be appropriately reflected in the mapping of those derivative
transaction to the relevant risk categories.

Article 279a(3), point (a), of Regulation (EU) No 575/2013 requires that the formula
to be used for the calculation of the supervisory delta of call and put options, when
mapped to the interest rate risk category, that is compatible with market conditions in
which interest rates may be negative, is to be specified in accordance with
international regulatory developments. On 22 March 2018, the Basel Committee on
Banking Supervision (BCBS)* published the “Frequently asked questions on the Basel
Il standardised approach for measuring counterparty credit risk exposures”,
explaining that the supervisory delta for interest rate options in the case of a negative
interest rate environment should be determined in accordance with a specific formula,
in which a lambda (A) shift is applied to the spot or forward interest rate and to the
strike of the option used in that formula to ensure that that spot or forward interest rate
and strike of the option are positive.

In order to render the spot or forward interest rate and the strike of the option positive,
the A shift should be large enough to enable institutions to calculate the supervisory
delta of a transaction in accordance with the formula laid down in Article 279a(1) of
Regulation (EU) No 575/2013, but at the same time small enough not to introduce
unnecessary bias in the outcome of the supervisory delta calculation.

Frequently asked questions on the Basel Ill standardised approach for measuring counterparty credit
risk exposures, 22 March 2018.
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11)

(12)

(13)

The supervisory volatility, being one of the parameters for the calculation of the
supervisory delta, should be determined in light of the specific formula for the
calculation of the supervisory delta for put and call options in the interest rate risk
category. In that respect, the value of the supervisory volatility for put and call options
in the interest rate risk category as determined in the international standards adopted
by the BCBS is deemed suitable for its use under Union law.

To enable institutions to determine whether a transaction is a long or short position in
the primary risk driver, in a material risk driver or in the most material risk driver of a
given risk category, it should be laid down which information concerning a transaction
institutions should use for making such a determination. To avoid unnecessary burdens
for institutions, they should be allowed to use the same information as the information
they use for the identification of material risk drivers.

This Regulation is based on the draft regulatory technical standards submitted by the
European Banking Authority to the Commission.

The European Banking Authority has conducted open public consultations on the draft
regulatory technical standards on which this Regulation is based, analysed the
potential related costs and benefits and requested the advice of the Banking
Stakeholder Group established in accordance with Article 37 of Regulation (EU) No
1093/2010°.

HAS ADOPTED THIS REGULATION:

CHAPTER 1

METHOD FOR IDENTIFYING TRANSACTIONS WITH ONLY ONE MATERIAL RISK
DRIVER, TRANSACTIONS WITH MORE THAN ONE MATERIAL RISK DRIVER AND

FOR IDENTIFYING THE MOST MATERIAL OF THOSE RISK DRIVERS

Article 1
Method for identifying the risk drivers of a derivative transaction

For the purpose of identifying transactions with only one material risk driver and
transactions with more than one material risk driver, institutions shall, at inception of
each transaction, identify all the risk drivers of the transaction by determining the
risk factors on which the cash flows of that transaction depend, having regard to at
least the risk factors referred to in Articles 3251 to 325q of Regulation (EU) No
575/2013. The risk factors identified by the institutions shall be the risk drivers of the
transaction.

Institutions shall not consider as risk drivers of a transaction the interest rate risk
factors used to discount the cash flows of the transaction.

EN

Regulation (EU) No 1093/2010 of the European Parliament and of the Council of 24 November 2010
establishing a European Supervisory Authority (European Banking Authority), amending Decision No
716/2009/EC and repealing Commission Decision 2009/78/EC (OJ L 331, 15.12.2010, p. 12).
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Article 2
Method for identifying transactions with only one material risk driver

1. After the identification of all the risk drivers of a transaction in accordance with
Article 1, institutions shall, at inception of each transaction, identify transactions
with only one material risk driver by applying the following:

(@) where the cash flows of the transaction depend exclusively on one risk driver
that belongs to one of the risk categories referred to in Article 277(1) of
Regulation (EU) No 575/2013, institutions shall identify that risk driver as the
only material risk driver of that transaction;

(b) where the cash flows of the transaction depend on more than one risk driver
and where institutions have identified only one risk driver of that transaction as
material in accordance with either the method laid down in Article 4(3) or the
method laid down in Article 4(4), institutions shall identify that risk driver as
the only material risk driver of that transaction.

2. By way of derogation from paragraph 1, for cross-currency interest-rate swaps as
referred to in point 2(a) of Annex Il to Regulation (EU) No 575/2013, institutions
may identify the foreign exchange risk driver as the only material risk driver of the
transaction.

Article 3
Method for identifying transactions with more than one material risk driver

For the purposes of Article 277(3) of Regulation (EU) No 575/2013, institutions shall identify
all transactions other than those referred to in Article 2 as transactions with more than one
material risk driver.

Article 4
Method for identifying the material risk drivers and the most material of those risk drivers

1. After identification of all the risk drivers of a transaction in accordance with Article
1 and where the cash flows of the transaction depend on more than one risk driver,
institutions shall identify the material risk drivers and the most material of those risk
drivers by applying one of the methods laid down in paragraphs 2, 3 and 4, as
appropriate.

2. Institutions shall apply the following steps at inception of the transaction:

(@) they shall consider all the risk drivers of the transaction identified in
accordance with the procedure referred to in Article 1 to be material risk
drivers;

(b) for each risk category corresponding to those material risk drivers, they shall
identify as the most material risk driver the risk driver corresponding to the
highest risk category add-on from those referred to in Articles 280a to 280f of
Regulation (EU) No 575/2013.

3. Institutions shall apply the following steps at inception of the transaction , and then at

least on a quarterly basis:
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(@) they shall calculate the delta risk sensitivities in accordance with Article 325r
of Regulation (EU) No 575/2013 for each risk driver identified in accordance
with Article 1 of this Regulation;

(b) they shall calculate the weighted sensitivities in accordance with the formula
laid down in Article 325f(6) of that Regulation based on the sensitivities
calculated in accordance with point (a);

(c) for each of the risk categories referred to in Article 277(1) of that Regulation,
they shall calculate the risk class specific own funds requirement for market
risk in accordance with the formula laid down in Article 325f(8) of that
Regulation, based on all the weighted sensitivities referred to in point (b) of
risk drivers that have been assigned to that risk category;

(d) they shall rank all the risk class specific own funds requirements for market
risk referred to in point (c) from the greatest to the smallest in absolute terms,
in order to obtain a monotonically decreasing sequence of entries, where the
entry a; is the greatest absolute term, a, is the second greatest term and so on;

(e) they shall, for each entry a; calculated and ranked in accordance with point (d)
and in the order resulting from their ranking, verify whether the following
condition is met;

i.: L
% = ¥4
k=1 T
where:

i = the index that denotes the risk categories referred to in Article 277(1) of
Regulation (EU) No 575/2013, ranked in accordance with point (d) and in the order
resulting from that ranking;

Y% = 60%;
(F)  they shall consider as material:

(i) the risk drivers that correspond to the risk categories for which the
condition laid down in point (e) of this paragraph is met;

(it)  the risk drivers that correspond to the first risk category for which that
condition is not met;

(g) they shall, for each of the risk categories that correspond to risk drivers that are
not material in accordance with point (f), verify whether the following
condition is met by the corresponding entry a;:

a;
- = Z04h

=1 %k

where:

i = the index that denotes the risk categories referred to in Article 277(1) of
Regulation (EU) No 575/2013, ranked in accordance with point (d) and in the order
resulting from that ranking, and that correspond to risk drivers that are not material in
accordance with point (f);

Z% = 30%:;



(h) in addition to the material risk drivers identified in accordance with point (f),
they shall also consider as material risk drivers those risk drivers that
correspond to the risk categories for which the condition laid down in point (g)
IS met;

()  for each of the risk categories referred to in points (f) and (h), they shall
consider as the most material risk driver for that risk category the risk driver
corresponding to the highest absolute value of the weighted sensitivities
referred to in point (b).

4, Institutions that either meet the conditions set out in Article 94(1) of Regulation (EU)
No 575/2013, or are exempted from the reporting requirement in accordance with
Article 325a(1) of that Regulation, may identify the most material risk driver by
applying the following steps at inception of the transaction, and then at least on a
quarterly basis:

(@) they shall calculate the risk category add-ons as referred to in Articles 280a to
280f of Regulation (EU) No 575/2013, as applicable, for each risk driver
identified in accordance with Article 1. Where more than one risk driver
identified in accordance with Article 1 have been assigned to the same risk
category, institutions shall keep for the application of point (b) the risk driver
in that risk category corresponding to the highest risk category add-on in that
risk category;

(b) they shall apply the steps laid down in paragraph 3, points (d) to (h), where the
entries used in those steps shall be based on the risk category add-ons
calculated in accordance with point (a) of this paragraph;

(c) they shall identify as the most material risk drivers in the relevant risk
categories the material risk drivers identified as a result of the method referred
to in point (b).
CHAPTER 2
FORMULA TO BE USED TO CALCULATE THE SUPERVISORY DELTA OF CALL AND
PUT OPTIONS MAPPED TO THE INTEREST RATE RISK CATEGORY AND
SUPERVISORY VOLATILITY SUITABLE FOR THAT FORMULA AND METHOD FOR
DETERMINING WHETHER A TRANSACTION IS A LONG OR SHORT POSITION IN
THE PRIMARY RISK DRIVER OR IN THE MOST MATERIAL RISK DRIVER IN A
GIVEN RISK CATEGORY

Article 5
Formula to calculate the supervisory delta of call and put options mapped to the interest rate
risk category and supervisory volatility suitable for such formula

1. Institutions shall calculate the supervisory delta (8) of call and put options, when
mapped to the interest rate risk category, that is compatible with market conditions in
which interest rates may be negative as follows:
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where:
; _ {—1 where the transaction is a put option
YP€ = 141 where the transaction is a call option
sigm = {—1 where the transaction is a sold call option or a bought put option
9™ = 14+1 where the transaction is a sold put option or a bought call option

N(x) =the cumulative distribution function for a standard normal random variable
which reflects the probability that a normal random variable with mean zero and
variance of one is less than or equal to 'x’;

P =the spot or forward price of the underlying instrument of the option;
K =the strike price of the option;

T =the expiry date of the option, expressed in years using the relevant business day
convention;

A = the shift adequate to move both P and K into positive territory, determined in
accordance with paragraph 2;

& =the supervisory volatility of the option determined in accordance with paragraph
3.

For the purposes of paragraph 1, institutions shall calculate the shift (A) for any call
and put options as follows:

A= max(threshold — min(Pj, K-) , 0)
where:
P; = the spot or forward price of the underlying instrument of the option j;

K; = the strike price of the option j;

Threshold = 0.10%

For the purposes of paragraph 1, institutions shall determine the supervisory
volatility of the option on the basis of the risk category of the transaction and the
nature of the underlying instrument of the option in accordance with the following
table:

Table
Risk Underlying Supervisory
category instrument volatility
Interest rate All 50 %
9
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Article 6
Methods for determining whether a transaction is a long or short position in the primary risk
driver or in the most material risk driver in a given risk category

Institutions shall determine whether a transaction is a long or short position in the primary risk
driver or in the most material risk driver in a given risk category by applying either of the
following methods:

@ they shall calculate the delta risk sensitivities of those risk drivers in accordance with
Avrticle 325r of Regulation (EU) No 575/2013 and identify the transaction as a long
position in a risk driver where the corresponding delta risk sensitivity is positive or
as a short position where the corresponding delta risk sensitivity is negative;

(b) they shall assess the dependence of the structure of cash flows of the transactions on
that risk driver or the hedging purpose of the transaction with respect to that risk
driver and identify the transaction as either long or short position on the basis of that
assessment.

Article 7
Entry into force

This Regulation shall enter into force on the twentieth day following that of its publication in
the Official Journal of the European Union.

This Regulation shall be binding in its entirety and directly applicable in all Member States.
Done at Brussels, 1.3.2021

For the Commission
The President
Ursula VON DER LEYEN
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