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This document provides guidance regarding supervisory expectations for determining the 
capital requirements on the underlying exposures (KIRB) input to the Supervisory Formula 
Approach (SFA) and the flexibility afforded banking organizations when dealing with data 
limitations under the advanced approaches risk-based capital rule (rule). [Footnote 1 

- Banking organization refers to banks and bank holding companies. Refer to 12 CFR part 208, appendix F (state 
member banks), and 12 CFR part 225, appendix G (bank holding companies). End of Footnote 1.] 

Staff at the Office of 
the Comptroller of the Currency (OCC) and the Board of Governors of the Federal Reserve 
[Footnote 2 System (Board) worked closely together on the development of this guidance. 

- For substantively identical guidance issued by the OCC, refer to the OCC website at 
http://www.occ.treas.gov/topics/capital-policy/index-capital-policy.html End of Footnote 2.] 

This guidance 
reiterates certain requirements in the rule and explains the Board's supervisory expectations for 
complying with these requirements. 

Background 

Under the rule, the SFA is one of several approaches available to a banking organization 
when calculating risk-weighted assets for securitization exposures. To implement the SFA for a 
given securitization exposure, a banking organization must calculate several input parameters: 
the exposure's credit enhancement level (L) and thickness (T); the exposure-weighted average 
loss given default (EWALGD) for the underlying exposures to the securitization transaction; the 
effective number (N) of underlying exposures; and the KIRB. The banking organization must be 
able to calculate these input parameters on an ongoing basis. This guidance sets forth 
supervisory expectations for calculating the KIRB input. 

In many situations, calculating KIRB is the greatest challenge banking organizations face 
when attempting to implement the SFA. The rule defines KIRB as the ratio of A to B, where: 

http://www.occ.treas.gov/topics/capital-policy/index-capital-policy.html
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A is the capital requirement for the underlying exposures, defined as: 
the sum of the risk-based capital requirements for the underlying exposures plus the 
expected credit losses of the underlying exposures (as determined under [the rule] as if 
the underlying exposures were directly held by the [bank]); [Footnote 3 

- 12 CFR part 208, appendix F, section 45(e)(3)(i) and 12 CFR part 225, appendix G, section 45(e)(3)(i). End of Footnote 3.] 

and 

B is the amount of the underlying exposures (UE), defined as: 
the exposure at default (EAD) of any underlying exposures that are wholesale and 
retail exposures (including the amount of any funded spread accounts, cash-collateral 
accounts, and other similar funded credit enhancements) plus the amount of any 
underlying exposures that are securitization exposures (as defined in paragraph (e) of 
section 42 of [the rule]) plus the adjusted carrying value of any underlying exposures 
that are equity exposures (as defined in paragraph (b) of section 51 of [the rule]). [Footnote 4 

- 12 CFR part 208, appendix F, section 45(e)(1) and 12 CFR part 225, appendix G, section 45(e)(1). End of Footnote 4.] 

Calculating A can be challenging because banking organizations often do not originate, 
service, or hold the exposures that underlie the securitization transaction. Unlike other input 
parameters to the SFA, which often can be derived from servicer reports or other sources of 
information, the calculation of the capital requirement for underlying exposures that are 
wholesale or retail credit exposures generally relies on detailed information about the individual 
underlying exposures and a relevant reference data set from which to quantify internal ratings-
based (IRB) approach parameters. Further, underlying exposures that are unrated securitization 
exposures represent potentially even more complexity in measuring required capital. When the 
banking organization is not the originator/servicer of the securitization transaction, detailed 
information on the underlying exposures may not be readily available on an ongoing basis. 

Acknowledging this challenge, the preamble to the rule notes the need for flexibility 
when evaluating a banking organization's process for calculating KIRB: 

The agencies recognize that, in light of data shortcomings, a bank may have to use 
approaches to estimating K I R B that are less sophisticated than what the bank might use for 
similar assets that it originates, services, and holds directly. Supervisors generally will 
review the reasonableness of KIRB estimates in the context of available data, and will 
expect estimates of KIRB to incorporate appropriate conservatism to address any data 
shortcomings. [Footnote 5 

- Risk-based Capital Standards: Advanced Capital Adequacy Framework - Basel II: Final Rule, Federal Register, 
Volume 72, Number 235, page 69358, December 7, 2007. End of Footnote 5.] 

At the same time, the rule's broader objectives require that the SFA not be used to 
circumvent risk management and measurement requirements for wholesale and retail exposures 
subject to the IRB framework. 

Banking organizations are afforded flexibility when dealing with limited access to 
exposure-level data for the underlying exposures and limited relevant reference data 
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( c o l l e c t i v e l y , d a t a l i m i t a t i o n s ) . S u c h f l e x i b i l i t y r e l a t e s t o t h e r e l a t i v e e m p h a s i s p l a c e d o n t h e 

r u l e ' s s e c t i o n 2 2 ( c ) ( 1 ) r e q u i r e m e n t t h a t p a r a m e t e r e s t i m a t e s b e a c c u r a t e , t i m e l y , a n d r e l i a b l e , a n d 

t h e s e c t i o n 2 2 ( c ) ( 3 ) r e q u i r e m e n t t h a t p a r a m e t e r e s t i m a t e s b e c o n s e r v a t i v e l y a d j u s t e d t o r e f l e c t 

l i m i t e d r e l e v a n t r e f e r e n c e d a t a . T h e g u i d a n c e e m p h a s i z e s t h a t b a n k i n g o r g a n i z a t i o n s s h o u l d 

i n c o r p o r a t e a p p r o p r i a t e l y c o n s e r v a t i v e e s t i m a t e s w h e n c a l c u l a t i n g K I R B w h e n d a t a l i m i t a t i o n s 

i n t r o d u c e m a t e r i a l u n c e r t a i n t y a n d l e s s c o n f i d e n c e i n t h e a c c u r a c y o f t h e e s t i m a t e s . B e c a u s e 

r i s k - w e i g h t e d a s s e t s u n d e r t h e S F A a r e a n o n - d e c r e a s i n g f u n c t i o n o f K I R B , a p p r o p r i a t e 

c o n s e r v a t i s m r e p r e s e n t s a r e a s o n a b l e m e a n s o f a d d r e s s i n g t h e u n c e r t a i n t y s u r r o u n d i n g K I R B t h a t 

r e s u l t s f r o m d a t a l i m i t a t i o n s . 

G e n e r a l I m p l e m e n t a t i o n G u i d a n c e 

F o r t h e p u r p o s e o f i m p l e m e n t i n g t h e S F A , w h e n d e t e r m i n i n g t h e K I R B i n p u t a b a n k i n g 

o r g a n i z a t i o n m u s t a d h e r e t o t h e r u l e r e q u i r e m e n t s f o r d e t e r m i n i n g r i s k - b a s e d c a p i t a l f o r t h e 

u n d e r l y i n g e x p o s u r e s , e m p l o y i n g s o u n d m o d e l i n g t e c h n i q u e s a n d u s i n g a l l r e l e v a n t d a t a t h a t i s 

r e a s o n a b l y o b t a i n a b l e . W h i l e b a n k i n g o r g a n i z a t i o n s ' p r o c e s s e s f o r d e t e r m i n i n g K I R B f o r 

w h o l e s a l e a n d r e t a i l u n d e r l y i n g e x p o s u r e s m u s t a t t e m p t t o p r o d u c e a c c u r a t e p a r a m e t e r 

e s t i m a t e s , [Footnote 6 

-6. 1 2 C F R p a r t 2 0 8 , a p p e n d i x F , s e c t i o n 2 2 ( c ) ( 1 ) a n d 1 2 C F R p a r t 2 2 5 , a p p e n d i x G , s e c t i o n 2 2 ( c ) ( 1 ) . End of Footnote 6.] 

s u p e r v i s o r s r e c o g n i z e t h a t , i n m a n y i n s t a n c e s , r e a s o n a b l y o b t a i n a b l e e x p o s u r e a n d 

r e f e r e n c e d a t a m a y h a v e l i m i t e d r e l e v a n t i n f o r m a t i o n . I n k e e p i n g w i t h s e c t i o n 2 2 ( c ) ( 3 ) o f t h e 

r u l e , b a n k i n g o r g a n i z a t i o n s m u s t a p p l y a p p r o p r i a t e l y c o n s e r v a t i v e a d j u s t m e n t s t o t h e p a r a m e t e r 

e s t i m a t e s t o r e f l e c t d a t a l i m i t a t i o n s . 

A b a n k i n g o r g a n i z a t i o n m u s t m a k e a g o o d f a i t h e f f o r t t o o b t a i n d a t a t o s u p p o r t i t s r i s k 

q u a n t i f i c a t i o n p r o c e s s e s , [Footnote 7 

- 1 2 C F R p a r t 2 0 8 , a p p e n d i x F , s e c t i o n 2 2 ( c ) ( 2 ) a n d 1 2 C F R p a r t 2 2 5 , a p p e n d i x G , s e c t i o n 2 2 ( c ) ( 2 ) . End of Footnote 7.] 

i n c l u d i n g r i s k c h a r a c t e r i s t i c i n f o r m a t i o n o n t h e u n d e r l y i n g e x p o s u r e s 

t o s u p p o r t t h e s e g m e n t a t i o n o f e x p o s u r e s b y r i s k a n d r e l e v a n t r e f e r e n c e d a t a t o s u p p o r t s o u n d 

r i s k q u a n t i f i c a t i o n . I n s o m e i n s t a n c e s , t o o b t a i n s u c h d a t a a b a n k i n g o r g a n i z a t i o n m a y n e e d t o 

e x p l o r e s o u r c e s o f a v a i l a b l e i n f o r m a t i o n o n u n d e r l y i n g e x p o s u r e s b e y o n d w h a t i s c o n t a i n e d 

w i t h i n s e r v i c i n g r e p o r t s , o r u s e t h e o r g a n i z a t i o n ' s o w n h i s t o r i c a l l o s s e x p e r i e n c e f o r s i m i l a r t y p e s 

o f e x p o s u r e s a s a s o u r c e o f r e l e v a n t r e f e r e n c e d a t a . 

G i v e n d a t a l i m i t a t i o n s t h a t i n t r o d u c e m a t e r i a l u n c e r t a i n t y a n d l e s s c o n f i d e n c e i n t h e 

a c c u r a c y o f t h e K I R B i n p u t , a b a n k i n g o r g a n i z a t i o n i s e x p e c t e d t o d e m o n s t r a t e t h a t i t s p r o c e s s f o r 

d e t e r m i n i n g K I R B i n c o r p o r a t e s a p p r o p r i a t e c o n s e r v a t i s m . C o n s i s t e n t w i t h e x i s t i n g s u p e r v i s o r y 

g u i d a n c e t h a t a d d r e s s e s c o n s e r v a t i s m w h e n e s t i m a t i n g p a r a m e t e r s u n d e r t h e I R B f r a m e w o r k a n d 

w i t h s e c t i o n s 2 2 ( j ) a n d 2 2 ( k ) , t h i s p r o c e s s m u s t b e w e l l d o c u m e n t e d a n d i n d e p e n d e n t l y 

v a l i d a t e d . A d d i t i o n a l l y , c o n s i s t e n t w i t h t h a t s u p e r v i s o r y g u i d a n c e , t h e p r o c e s s s h o u l d b e 

e m p i r i c a l l y g r o u n d e d . [Footnote 8 

- B a s e l C o o r d i n a t i o n C o m m i t t e e B u l l e t i n 2 0 1 3 - 0 5 , " A p p l y i n g t h e R e q u i r e m e n t f o r C o n s e r v a t i s m i n B a s e l I I R i s k 

P a r a m e t e r s , " M a y 2 , 2 0 1 3 . End of Footnote 8.] 

F u r t h e r , w h e n u s i n g l e s s d i r e c t l y r e l e v a n t r e f e r e n c e d a t a t o i n f o r m 

p a r a m e t e r e s t i m a t e s , a b a n k i n g o r g a n i z a t i o n s h o u l d c o n s i d e r a p p l y i n g p r i n c i p l e s o u t l i n e d b y t h e 

B a s e l C o m m i t t e e o n B a n k i n g S u p e r v i s i o n f o r l o w d e f a u l t p o r t f o l i o s . [Footnote 9 

- " V a l i d a t i o n o f l o w - d e f a u l t p o r t f o l i o s i n t h e B a s e l I I F r a m e w o r k , " B a s e l C o m m i t t e e N e w s l e t t e r N o . 6 ( S e p t e m b e r 

2 0 0 5 ) a v a i l a b l e a t h t t p : / / w w w . b i s . o r g / p u b l / b c b s n l 6 . p d f . End of Footnote 9.] 

I n g e n e r a l , a b a n k i n g 

http://www.bis.org/publ/bcbs_nl6.pdf
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o r g a n i z a t i o n i s e x p e c t e d t o b e n c h m a r k i t s e s t i m a t e s w h e n c a l c u l a t i n g K i R B a g a i n s t b o t h i n t e r n a l 

a n d e x t e r n a l d a t a f o r s i m i l a r t y p e s o f e x p o s u r e s , i n c l u d i n g d a t a f r o m e c o n o m i c d o w n t u r n 

c o n d i t i o n s . F u r t h e r m o r e , t h e p r o c e s s f o r e s t i m a t i n g r i s k p a r a m e t e r s f o r t h e p o o l o f u n d e r l y i n g 

e x p o s u r e s s h o u l d b e s u f f i c i e n t l y g r a n u l a r t o c a p t u r e m a t e r i a l v a r i a t i o n s i n c r e d i t q u a l i t y w i t h i n 

t h e p o o l , a n d s h o u l d e n s u r e t h a t K I R B i s c a l c u l a t e d c o n s e r v a t i v e l y , b o t h i n i t i a l l y a n d o v e r t i m e . [Footnote 1 0 

- N o t e t h a t , a s h i g h l i g h t e d i n s e c t i o n 2 2 ( c ) ( 3 ) o f t h e r u l e , a b a n k i n g o r g a n i z a t i o n ' s r i s k p a r a m e t e r q u a n t i f i c a t i o n 

p r o c e s s m u s t p r o d u c e a p p r o p r i a t e l y c o n s e r v a t i v e r i s k p a r a m e t e r e s t i m a t e s w h e r e t h e b a n k i n g o r g a n i z a t i o n h a s 

l i m i t e d r e l e v a n t d a t a , a n d a n y a d j u s t m e n t s t h a t a r e p a r t o f t h e q u a n t i f i c a t i o n p r o c e s s m u s t n o t r e s u l t i n a p a t t e r n o f 

b i a s t o w a r d l o w e r r i s k p a r a m e t e r e s t i m a t e s . End of Footnote 10.] 

A s a n e x a m p l e , a s s u m e t h a t a b a n k i n g o r g a n i z a t i o n h a s d e v e l o p e d a n S F A p r o c e s s f o r a 

c o n s o l i d a t e d a s s e t - b a c k e d c o m m e r c i a l p a p e r ( A B C P ) c o n d u i t e x p o s u r e t o a u t o m o b i l e l e n d i n g 

r e c e i v a b l e s , a n d t h a t t h e b a n k ' s i n i t i a l a p p r o a c h t o e s t i m a t i n g K I R B r e l i e s s o l e l y o n s e r v i c e r 

r e p o r t s f o r t h e r e c e i v a b l e s a n d i s b a s e d o n a s i m p l e d e l i n q u e n c y a p p r o a c h . T h e b a n k i n g 

o r g a n i z a t i o n a d d s a n a d h o c b u f f e r t o t h e i n i t i a l p r o b a b i l i t y o f d e f a u l t ( P D ) a n d l o s s g i v e n d e f a u l t 

( L G D ) p a r a m e t e r s . B u t e v e n w i t h t h e a d j u s t m e n t s t h e b a n k i n g o r g a n i z a t i o n s t i l l i s n o t a b l e t o 

d e m o n s t r a t e t h a t t h e r e s u l t a n t e s t i m a t e s g e n e r a l l y w o u l d b e c o n s e r v a t i v e . T o a d d r e s s t h e s e 

c o n c e r n s t h e b a n k i n g o r g a n i z a t i o n e n h a n c e s i t s a p p r o a c h b y o b t a i n i n g a d d i t i o n a l r i s k 

i n f o r m a t i o n o n t h e u n d e r l y i n g r e c e i v a b l e s a n d u s e s t h e i n f o r m a t i o n t o b e t t e r l i n k t h e r i s k p r o f i l e 

o f t h e u n d e r l y i n g e x p o s u r e s t o o t h e r r e f e r e n c e d a t a f o r w h i c h h i s t o r i c a l d e f a u l t a n d l o s s s e v e r i t y 

r a t e s c a n b e a c t u a l l y o b s e r v e d . S p e c i f i c a l l y , i n t h i s h y p o t h e t i c a l e x a m p l e t h e b a n k i n g 

o r g a n i z a t i o n i s a b l e t o s u c c e s s f u l l y m a p t h e a u t o m o b i l e l e n d i n g r e c e i v a b l e s t o i t s o w n h i s t o r i c a l 

a u t o l o a n r e f e r e n c e d a t a , a l b e i t a t a l e s s g r a n u l a r l e v e l , a n d l e v e r a g e i t s e x i s t i n g I R B p a r a m e t e r 

q u a n t i f i c a t i o n p r o c e s s e s t o d e v e l o p a d d i t i o n a l e s t i m a t e s o f P D a n d L G D f o r t h e u n d e r l y i n g 

e x p o s u r e s t o t h e s e c u r i t i z a t i o n t r a n s a c t i o n . 

U s i n g t h e s e b e n c h m a r k e s t i m a t e s a n d t h e p r e l i m i n a r y d e l i n q u e n c y - b a s e d e s t i m a t e s , a s 

w e l l a s t h o u g h t f u l c o n s i d e r a t i o n o f t h e l i m i t a t i o n s o f b o t h m e t h o d o l o g i e s , t h e b a n k i n g 

o r g a n i z a t i o n i s t h e n a b l e t o m a k e a n i n f o r m e d a s s e s s m e n t a s t o w h e t h e r i t s P D a n d L G D 

e s t i m a t e s r e f l e c t a p p r o p r i a t e c o n s e r v a t i s m . A d d i t i o n a l l y , b y d e v e l o p i n g a p r o c e s s t h a t 

p e r i o d i c a l l y c o l l e c t s r i s k i n f o r m a t i o n o n t h e u n d e r l y i n g e x p o s u r e s a t a m o r e g r a n u l a r l e v e l a n d 

l i n k i n g i t s e s t i m a t e s t o e x i s t i n g I R B p a r a m e t e r q u a n t i f i c a t i o n p r o c e s s e s , t h e b a n k i n g o r g a n i z a t i o n 

i s a b l e t o m o r e e f f e c t i v e l y d e m o n s t r a t e b o t h t h e e x t e n t o f c o n s e r v a t i s m i n i t s c a l c u l a t i o n o f K I R B 

o v e r t i m e a s w e l l a s s h o w t h a t i t r e v i e w s i t s u n d e r l y i n g e x p o s u r e s i n a c c o r d a n c e w i t h s e c t i o n 

2 2 ( b ) ( 5 ) a n d u p d a t e s i t s p a r a m e t e r s , a s a p p r o p r i a t e , a s r e q u i r e d b y s e c t i o n 2 2 ( c ) ( 9 ) . 

C r o s s r e f e r e n c e s : 

• B C C B u l l e t i n 2 0 1 3 - 0 5 , " A p p l y i n g t h e R e q u i r e m e n t f o r C o n s e r v a t i s m i n B a s e l I I R i s k 

P a r a m e t e r s " 

http://www.federalreserve.gov/bankinforeg/basel/files/bcc1305.pdf



