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14 The institution should, therefore, ensure 
that it has reasonable policies and proce-
dures in place, including trained personnel, 
to respond appropriately to customer inquir-
ies and requests for assistance. 

15 Currently, the FTC Web site for the ID 
Theft brochure and the FTC Hotline phone 
number are http://www.consumer.gov/idtheft 
and 1–877–IDTHEFT. The institution may 
also refer customers to any materials devel-
oped pursuant to section 151(b) of the FACT 
Act (educational materials developed by the 
FTC to teach the public how to prevent iden-
tity theft). 

1 This appendix is based on a framework de-
veloped jointly by supervisory authorities 
from the countries represented on the Basle 
Committee on Banking Supervision and en-
dorsed by the Group of Ten Central Bank 
Governors. The framework is described in a 

Continued 

or a personal identification number or pass-
word that would permit access to the cus-
tomer’s account. Sensitive customer informa-
tion also includes any combination of compo-
nents of customer information that would 
allow someone to log onto or access the cus-
tomer’s account, such as user name and pass-
word or password and account number. 

2. Affected Customers 

If a financial institution, based upon its in-
vestigation, can determine from its logs or 
other data precisely which customers’ infor-
mation has been improperly accessed, it may 
limit notification to those customers with 
regard to whom the institution determines 
that misuse of their information has oc-
curred or is reasonably possible. However, 
there may be situations where the institu-
tion determines that a group of files has 
been accessed improperly, but is unable to 
identify which specific customers’ informa-
tion has been accessed. If the circumstances 
of the unauthorized access lead the institu-
tion to determine that misuse of the infor-
mation is reasonably possible, it should no-
tify all customers in the group. 

B. Content of Customer Notice 

1. Customer notice should be given in a 
clear and conspicuous manner. The notice 
should describe the incident in general terms 
and the type of customer information that 
was the subject of unauthorized access or 
use. It also should generally describe what 
the institution has done to protect the cus-
tomers’ information from further unauthor-
ized access. In addition, it should include a 
telephone number that customers can call 
for further information and assistance. 14 The 
notice also should remind customers of the 
need to remain vigilant over the next twelve 
to twenty-four months, and to promptly re-
port incidents of suspected identity theft to 
the institution. The notice should include 
the following additional items, when appro-
priate: 

a. A recommendation that the customer 
review account statements and immediately 
report any suspicious activity to the institu-
tion; 

b. A description of fraud alerts and an ex-
planation of how the customer may place a 
fraud alert in the customer’s consumer re-
ports to put the customer’s creditors on no-
tice that the customer may be a victim of 
fraud; 

c. A recommendation that the customer 
periodically obtain credit reports from each 
nationwide credit reporting agency and have 

information relating to fraudulent trans-
actions deleted; 

d. An explanation of how the customer 
may obtain a credit report free of charge; 
and 

e. Information about the availability of the 
FTC’s online guidance regarding steps a con-
sumer can take to protect against identity 
theft. The notice should encourage the cus-
tomer to report any incidents of identity 
theft to the FTC, and should provide the 
FTC’s Web site address and toll-free tele-
phone number that customers may use to ob-
tain the identity theft guidance and report 
suspected incidents of identity theft. 15 

2. The Agencies encourage financial insti-
tutions to notify the nationwide consumer 
reporting agencies prior to sending notices 
to a large number of customers that include 
contact information for the reporting agen-
cies. 

C. Delivery of Customer Notice 

Customer notice should be delivered in any 
manner designed to ensure that a customer 
can reasonably be expected to receive it. For 
example, the institution may choose to con-
tact all customers affected by telephone or 
by mail, or by electronic mail for those cus-
tomers for whom it has a valid e-mail ad-
dress and who have agreed to receive com-
munications electronically. 

[Reg. H, 66 FR 8634, Feb. 1, 2001, as amended 
at 69 FR 77617, Dec. 28, 2004; 70 FR 15753, Mar. 
29, 2005; 71 FR 5780, Feb. 3, 2006] 

APPENDIX E TO PART 208—CAPITAL ADE-
QUACY GUIDELINES FOR STATE MEM-
BER BANKS; MARKET RISK MEAS-
URE 

Section 1. Purpose, Applicability, Scope, and 
Effective Date 

(a) Purpose. The purpose of this appendix is 
to ensure that banks with significant expo-
sure to market risk maintain adequate cap-
ital to support that exposure. 1 This appendix 
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Basle Committee paper entitled ‘‘Amend-
ment to the Capital Accord to Incorporate 
Market Risks,’’ January 1996. Also see modi-
fications issued in September 1997. 

2 Trading activity means the gross sum of 
trading assets and liabilities as reported in 
the bank’s most recent quarterly Consoli-
dated Report of Condition and Income (Call 
Report). 

3 Total assets means quarter-end total as-
sets as reported in the bank’s most recent 
Call Report. 

4 A bank that voluntarily complies with 
the final rule prior to January 1, 1998, must 
comply with all of its provisions. 

5 Subject to supervisory review, a bank 
may exclude structural positions in foreign 
currencies from its covered positions. 

6 The term trading account is defined in 
the instructions to the Call Report. 

7 Foreign-exchange positions outside the 
trading account and all over-the-counter de-
rivative positions, whether or not in the 
trading account, must be included in ad-
justed risk-weighted assets as determined in 
appendix A of this part. 

supplements and adjusts the risk-based cap-
ital ratio calculations under appendix A of 
this part with respect to those banks. 

(b) Applicability. (1) This appendix applies 
to any insured state member bank whose 
trading activity 2 (on a worldwide consoli-
dated basis) equals: 

(i) 10 percent or more of total assets; 3 or 
(ii) $1 billion or more. 
(2) The Federal Reserve may additionally 

apply this appendix to any insured state 
member bank if the Federal Reserve deems 
it necessary or appropriate for safe and 
sound banking practices. 

(3) The Federal Reserve may exclude an in-
sured state member bank otherwise meeting 
the criteria of paragraph (b)(1) of this section 
from coverage under this appendix if it de-
termines the bank meets such criteria as a 
consequence of accounting, operational, or 
similar considerations, and the Federal Re-
serve deems it consistent with safe and 
sound banking practices. 

(c) Scope. The capital requirements of this 
appendix support market risk associated 
with a bank’s covered positions. 

(d) Effective date. This appendix is effective 
as of January 1, 1997. Compliance is not man-
datory until January 1, 1998. Subject to su-
pervisory approval, a bank may opt to com-
ply with this appendix as early as January 1, 
1997. 4 

Section 2. Definitions 

For purposes of this appendix, the fol-
lowing definitions apply: 

(a) Covered positions means all positions in 
a bank’s trading account, and all foreign ex-
change 5 and commodity positions, whether 
or not in the trading account. 6 Positions in-
clude on-balance-sheet assets and liabilities 
and off-balance-sheet items. Securities sub-
ject to repurchase and lending agreements 
are included as if they are still owned by the 
lender. Covered positions exclude all posi-

tions in a bank’s trading account that, in 
form or in substance, act as liquidity facili-
ties that provide liquidity support to asset- 
backed commercial paper. Such excluded po-
sitions are subject to the risk-based capital 
requirements set forth in appendix A of this 
part. 

(b) Market risk means the risk of loss re-
sulting from movements in market prices. 
Market risk consists of general market risk 
and specific risk components. 

(1) General market risk means changes in 
the market value of covered positions result-
ing from broad market movements, such as 
changes in the general level of interest rates, 
equity prices, foreign exchange rates, or 
commodity prices. 

(2) Specific risk means changes in the mar-
ket value of specific positions due to factors 
other than broad market movements and in-
cludes event and default risk as well as idio-
syncratic variations. 

(c) Tier 1 and Tier 2 capital are defined in 
appendix A of this part. 

(d) Tier 3 capital is subordinated debt that 
is unsecured; is fully paid up; has an original 
maturity of at least two years; is not re-
deemable before maturity without prior ap-
proval by the Federal Reserve; includes a 
lock-in clause precluding payment of either 
interest or principal (even at maturity) if 
the payment would cause the issuing bank’s 
risk-based capital ratio to fall or remain 
below the minimum required under appendix 
A of this part; and does not contain and is 
not covered by any covenants, terms, or re-
strictions that are inconsistent with safe and 
sound banking practices. 

(e) Value-at-risk (VAR) means the estimate 
of the maximum amount that the value of 
covered positions could decline during a 
fixed holding period within a stated con-
fidence level, measured in accordance with 
section 4 of this appendix. 

Section 3. Adjustments to the Risk-Based 
Capital Ratio Calculations 

(a) Risk-based capital ratio denominator. A 
bank subject to this appendix shall calculate 
its risk-based capital ratio denominator as 
follows: 

(1) Adjusted risk-weighted assets. Calculate 
adjusted risk-weighted assets, which equals 
risk-weighted assets (as determined in ac-
cordance with appendix A of this part) ex-
cluding the risk-weighted amounts of all 
covered positions (except foreign-exchange 
positions outside the trading account and 
over-the-counter derivative positions) 7 and 
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8 A bank may not allocate Tier 3 capital to 
support credit risk (as calculated under ap-
pendix A of this part). 

9 Excess Tier 1 capital means Tier 1 capital 
that has not been allocated in paragraphs 
(b)(1) and (b)(2) of this section. Excess Tier 2 
capital means Tier 2 capital that has not 
been allocated in paragraph (b)(1) and (b)(2) 
of this section, subject to the restrictions in 
paragraph (b)(3) of this section. 

receivables arising from the posting of cash 
collateral that is associated with securities 
borrowing transactions to the extent the re-
ceivables are collateralized by the market 
value of the borrowed securities, provided 
that the following conditions are met: 

(i) The transaction is based on securities 
includable in the trading book that are liq-
uid and readily marketable, 

(ii) The transaction is marked to market 
daily, 

(iii) The transaction is subject to daily 
margin maintenance requirements, and 

(iv)(A) The transaction is a securities con-
tract for the purposes of section 555 of the 
Bankruptcy Code (11 U.S.C. 555), a qualified 
financial contract for the purposes of section 
11(e)(8) of the Federal Deposit Insurance Act 
(12 U.S.C. 1821(e)(8)), or a netting contract 
between or among financial institutions for 
the purposes of sections 401–407 of the Fed-
eral Deposit Insurance Corporation Improve-
ment Act of 1991 (12 U.S.C. 4401–4407), or the 
Board’s Regulation EE (12 CFR Part 231); or 

(B) If the transaction does not meet the 
criteria set forth in paragraph (iv)(A) of this 
section, then either: 

(1) The bank has conducted sufficient legal 
review to reach a well-founded conclusion 
that: 

(i) The securities borrowing agreement ex-
ecuted in connection with the transaction 
provides the bank the right to accelerate, 
terminate, and close-out on a net basis all 
transactions under the agreement and to liq-
uidate or set off collateral promptly upon an 
event of counterparty default, including in a 
bankruptcy, insolvency, or other similar pro-
ceeding of the counterparty; and 

(ii) Under applicable law of the relevant ju-
risdiction, its rights under the agreement 
are legal, valid, binding, and enforceable and 
any exercise of rights under the agreement 
will not be stayed or avoided; or 

(2) The transaction is either overnight or 
unconditionally cancelable at any time by 
the bank, and the bank has conducted suffi-
cient legal review to reach a well-founded 
conclusion that: 

(i) The securities borrowing agreement ex-
ecuted in connection with the transaction 
provides the bank the right to accelerate, 
terminate, and close-out on a net basis all 
transactions under the agreement and to liq-
uidate or set off collateral promptly upon an 
event of counterparty default; and 

(ii) Under the law governing the agree-
ment, its rights under the agreement are 
legal, valid, binding, and enforceable. 

(2) Measure for market risk. Calculate the 
measure for market risk, which equals the 
sum of the VAR-based capital charge, the 
specific risk add-on (if any), and the capital 
charge for de minimis exposures (if any). 

(i) VAR-based capital charge. The VAR- 
based capital charge equals the higher of: 

(A) The previous day’s VAR measure; or 

(B) The average of the daily VAR measures 
for each of the preceding 60 business days 
multiplied by three, except as provided in 
section 4(e) of this appendix; 

(ii) Specific risk add-on. The specific risk 
add-on is calculated in accordance with sec-
tion 5 of this appendix; and 

(iii) Capital charge for de minimis exposure. 
The capital charge for de minimis exposure 
is calculated in accordance with section 4(a) 
of this appendix. 

(3) Market risk equivalent assets. Calculate 
market risk equivalent assets by multi-
plying the measure for market risk (as cal-
culated in paragraph (a)(2) of this section) by 
12.5. 

(4) Denominator calculation. Add market 
risk equivalent assets (as calculated in para-
graph (a)(3) of this section) to adjusted risk- 
weighted assets (as calculated in paragraph 
(a)(1) of this section). The resulting sum is 
the bank’s risk-based capital ratio denomi-
nator. 

(b) Risk-based capital ratio numerator. A 
bank subject to this appendix shall calculate 
its risk-based capital ratio numerator by al-
locating capital as follows: 

(1) Credit risk allocation. Allocate Tier 1 and 
Tier 2 capital equal to 8.0 percent of adjusted 
risk-weighted assets (as calculated in para-
graph (a)(1) of this section). 8 

(2) Market risk allocation. Allocate Tier 1, 
Tier 2, and Tier 3 capital equal to the meas-
ure for market risk as calculated in para-
graph (a)(2) of this section. The sum of Tier 
2 and Tier 3 capital allocated for market risk 
must not exceed 250 percent of Tier 1 capital 
allocated for market risk. (This requirement 
means that Tier 1 capital allocated in this 
paragraph (b)(2) must equal at least 28.6 per-
cent of the measure for market risk.) 

(3) Restrictions. (i) The sum of Tier 2 capital 
(both allocated and excess) and Tier 3 capital 
(allocated in paragraph (b)(2) of this section) 
may not exceed 100 percent of Tier 1 capital 
(both allocated and excess). 9 

(ii) Term subordinated debt (and inter-
mediate-term preferred stock and related 
surplus) included in Tier 2 capital (both allo-
cated and excess) may not exceed 50 percent 
of Tier 1 capital (both allocated and excess). 

(4) Numerator calculation. Add Tier 1 capital 
(both allocated and excess), Tier 2 capital 
(both allocated and excess), and Tier 3 cap-
ital (allocated under paragraph (b)(2) of this 
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10 A bank’s internal model may use any 
generally accepted measurement techniques, 
such as variance-covariance models, histor-
ical simulations, or Monte Carlo simula-
tions. However, the level of sophistication 
and accuracy of a bank’s internal model 
must be commensurate with the nature and 
size of its covered positions. A bank that 
modifies its existing modeling procedures to 
comply with the requirements of this appen-
dix for risk-based capital purposes should, 
nonetheless, continue to use the internal 
model it considers most appropriate in eval-
uating risks for other purposes. 

11 Stress tests provide information about 
the impact of adverse market events on a 
bank’s covered positions. Backtests provide 
information about the accuracy of an inter-
nal model by comparing a bank’s daily VAR 
measures to its corresponding daily trading 
profits and losses. 

12 For material exposures in the major cur-
rencies and markets, modeling techniques 
must capture spread risk and must incor-
porate enough segments of the yield curve— 
at least six—to capture differences in vola-

tility and less than perfect correlation of 
rates along the yield curve. 

13 Actual net trading profits and losses 
typically include such things as realized and 
unrealized gains and losses on portfolio posi-
tions as well as fee income and commissions 
associated with trading activities. 

section). The resulting sum is the bank’s 
risk-based capital ratio numerator. 

Section 4. Internal Models. 

(a) General. For risk-based capital pur-
poses, a bank subject to this appendix must 
use its internal model to measure its daily 
VAR, in accordance with the requirements of 
this section. 10 The Federal Reserve may per-
mit a bank to use alternative techniques to 
measure the market risk of de minimis expo-
sures so long as the techniques adequately 
measure associated market risk. 

(b) Qualitative requirements. A bank subject 
to this appendix must have a risk manage-
ment system that meets the following min-
imum qualitative requirements: 

(1) The bank must have a risk control unit 
that reports directly to senior management 
and is independent from business trading 
units. 

(2) The bank’s internal risk measurement 
model must be integrated into the daily 
management process. 

(3) The bank’s policies and procedures 
must identify, and the bank must conduct, 
appropriate stress tests and backtests. 11 The 
bank’s policies and procedures must identify 
the procedures to follow in response to the 
results of such tests. 

(4) The bank must conduct independent re-
views of its risk measurement and risk man-
agement systems at least annually. 

(c) Market risk factors. The bank’s internal 
model must use risk factors sufficient to 
measure the market risk inherent in all cov-
ered positions. The risk factors must address 
interest rate risk, 12 equity price risk, foreign 

exchange rate risk, and commodity price 
risk. 

(d) Quantitative requirements. For regu-
latory capital purposes, VAR measures must 
meet the following quantitative require-
ments: 

(1) The VAR measures must be calculated 
on a daily basis using a 99 percent, one-tailed 
confidence level with a price shock equiva-
lent to a ten-business day movement in rates 
and prices. In order to calculate VAR meas-
ures based on a ten-day price shock, the 
bank may either calculate ten-day figures 
directly or convert VAR figures based on 
holding periods other than ten days to the 
equivalent of a ten-day holding period (for 
instance, by multiplying a one-day VAR 
measure by the square root of ten). 

(2) The VAR measures must be based on an 
historical observation period (or effective ob-
servation period for a bank using a 
weighting scheme or other similar method) 
of at least one year. The bank must update 
data sets at least once every three months or 
more frequently as market conditions war-
rant. 

(3) The VAR measures must include the 
risks arising from the non-linear price char-
acteristics of options positions and the sensi-
tivity of the market value of the positions to 
changes in the volatility of the underlying 
rates or prices. A bank with a large or com-
plex options portfolio must measure the vol-
atility of options positions by different ma-
turities. 

(4) The VAR measures may incorporate 
empirical correlations within and across risk 
categories, provided that the bank’s process 
for measuring correlations is sound. In the 
event that the VAR measures do not incor-
porate empirical correlations across risk 
categories, then the bank must add the sepa-
rate VAR measures for the four major risk 
categories to determine its aggregate VAR 
measure. 

(e) Backtesting. (1) Beginning one year after 
a bank starts to comply with this appendix, 
a bank must conduct backtesting by com-
paring each of its most recent 250 business 
days’ actual net trading profit or loss 13 with 
the corresponding daily VAR measures gen-
erated for internal risk measurement pur-
poses and calibrated to a one-day holding pe-
riod and a 99 percent, one-tailed confidence 
level. 

(2) Once each quarter, the bank must iden-
tify the number of exceptions, that is, the 
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number of business days for which the mag-
nitude of the actual daily net trading loss, if 
any, exceeds the corresponding daily VAR 
measure. 

(3) A bank must use the multiplication fac-
tor indicated in Table 1 of this appendix in 
determining its capital charge for market 
risk under section 3(a)(2)(i)(B) of this appen-
dix until it obtains the next quarter’s 
backtesting results, unless the Federal Re-
serve determines that a different adjustment 
or other action is appropriate. 

TABLE 1—MULTIPLICATION FACTOR BASED ON 
RESULTS OF BACKTESTING 

Number of exceptions Multiplica-
tion factor 

4 or fewer ............................................................ 3.00 
5 ........................................................................... 3.40 
6 ........................................................................... 3.50 
7 ........................................................................... 3.65 
8 ........................................................................... 3.75 
9 ........................................................................... 3.85 
10 or more ........................................................... 4.00 

Section 5. Specific Risk 

(a) Modeled specific risk. A bank may use its 
internal model to measure specific risk. If 
the bank has demonstrated to the Federal 
Reserve that its internal model measures the 
specific risk, including event and default 
risk as well as idiosyncratic variation, of 
covered debt and equity positions and in-
cludes the specific risk measures in the 
VAR-based capital charge in section 3(a)(2)(i) 
of this appendix, then the bank has no spe-
cific risk add-on for purposes of section 
3(a)(2)(ii) of this appendix. The model should 
explain the historical price variation in the 
trading portfolio and capture concentration, 
both magnitude and changes in composition. 
The model should also be robust to an ad-
verse environment and have been validated 
through backtesting which assesses whether 
specific risk is being accurately captured. 

(b) Partially modeled specific risk. (1) A bank 
that incorporates specific risk in its internal 
model but fails to demonstrate to the Fed-
eral Reserve that its internal model ade-
quately measures all aspects of specific risk 
for covered debt and equity positions, includ-
ing event and default risk, as provided by 
section 5(a), of this appendix must calculate 
its specific risk add-on in accordance with 
one of the following methods: 

(i) If the model is susceptible to valid sepa-
ration of the VAR measure into a specific 
risk portion and a general market risk por-
tion, then the specific risk add-on is equal to 
the previous day’s specific risk portion. 

(ii) If the model does not separate the VAR 
measure into a specific risk portion and a 
general market risk portion, then the spe-
cific risk add-on is the sum of the previous 
day’s VAR measures for subportfolios of cov-

ered debt and equity positions that contain 
specific risk. 

(2) If a bank models the specific risk of 
covered debt positions but not covered eq-
uity positions (or vice versa), then the bank 
may determine its specific risk charge for 
the included positions under section 5(a) or 
5(b)(1) of this appendix, as appropriate. The 
specific risk charge for the positions not in-
cluded equals the standard specific risk cap-
ital charge under paragraph (c) of this sec-
tion. 

(c) Specific risk not modeled. If a bank does 
not model specific risk in accordance with 
section 5(a) or 5(b) of this appendix, then the 
bank’s specific risk capital charge shall 
equal the standard specific risk capital 
charge, calculated as follows: 

(1) Covered debt positions. (i) For purposes of 
this section 5, covered debt positions means 
fixed-rate or floating-rate debt instruments 
located in the trading account and instru-
ments located in the trading account with 
values that react primarily to changes in in-
terest rates, including certain non-convert-
ible preferred stock, convertible bonds, and 
instruments subject to repurchase and lend-
ing agreements. Also included are deriva-
tives (including written and purchased op-
tions) for which the underlying instrument 
is a covered debt instrument that is subject 
to a non-zero specific risk capital charge. 

(A) For covered debt positions that are de-
rivatives, a bank must risk-weight (as de-
scribed in paragraph (c)(1)(iii) of this sec-
tion) the market value of the effective no-
tional amount of the underlying debt instru-
ment or index portfolio. Swaps must be in-
cluded as the notional position in the under-
lying debt instrument or index portfolio, 
with a receiving side treated as a long posi-
tion and a paying side treated as a short po-
sition; and 

(B) For covered debt positions that are op-
tions, whether long or short, a bank must 
risk-weight (as described in paragraph 
(c)(1)(iii) of this section) the market value of 
the effective notional amount of the under-
lying debt instrument or index multiplied by 
the option’s delta. 

(ii) A bank may net long and short covered 
debt positions (including derivatives) in 
identical debt issues or indices. 

(iii) A bank must multiply the absolute 
value of the current market value of each 
net long or short covered debt position by 
the appropriate specific risk weighting fac-
tor indicated in Table 2 of this appendix. The 
specific risk capital charge component for 
covered debt positions is the sum of the 
weighted values. 
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14 Organization for Economic Cooperation 
and Development (OECD)-based countries is 
defined in appendix A of this part. 

15 U.S. government-sponsored agencies, 
multilateral development banks, and OECD 
banks are defined in appendix A of this part. 

16 A bank may also net positions in deposi-
tory receipts against an opposite position in 
the underlying equity or identical equity in 
different markets, provided that the bank in-
cludes the costs of conversion. 

17 A portfolio is liquid and well-diversified 
if: (1) It is characterized by a limited sensi-
tivity to price changes of any single equity 
issue or closely related group of equity 
issues held in the portfolio; (2) the volatility 
of the portfolio’s value is not dominated by 
the volatility of any individual equity issue 
or by equity issues from any single industry 
or economic sector; (3) it contains a large 
number of individual equity positions, with 
no single position representing a substantial 
portion of the portfolio’s total market value; 
and (4) it consists mainly of issues traded on 
organized exchanges or in well-established 
over-the-counter markets. 

TABLE 2—SPECIFIC RISK WEIGHTING FACTORS 
FOR COVERED DEBT POSITIONS 

Category Remaining maturity 
(contractual) 

Weighting 
factor (in 
percent) 

Government ................ N/A ................................ 0.00 
Qualifying .................... 6 months or less ........... 0.25 

Over 6 months to 24 
months.

1.00 

Over 24 months ............ 1.60 
Other ........................... N/A ................................ 8.00 

(A) The government category includes all 
debt instruments of central governments of 
OECD-based countries 14 including bonds, 
Treasury bills, and other short-term instru-
ments, as well as local currency instruments 
of non-OECD central governments to the ex-
tent the bank has liabilities booked in that 
currency. 

(B) The qualifying category includes debt 
instruments of U.S. government-sponsored 
agencies, general obligation debt instru-
ments issued by states and other political 
subdivisions of OECD-based countries, multi-
lateral development banks, and debt instru-
ments issued by U.S. depository institutions 
or OECD-banks that do not qualify as capital 
of the issuing institution. 15 This category 
also includes other debt instruments, includ-
ing corporate debt and revenue instruments 
issued by states and other political subdivi-
sions of OECD countries, that are: 

(1) Rated investment-grade by at least two 
nationally recognized credit rating services; 

(2) Rated investment-grade by one nation-
ally recognized credit rating agency and not 
rated less than investment-grade by any 
other credit rating agency; or 

(3) Unrated, but deemed to be of com-
parable investment quality by the reporting 
bank and the issuer has instruments listed 
on a recognized stock exchange, subject to 
review by the Federal Reserve. 

(C) The other category includes debt instru-
ments that are not included in the govern-
ment or qualifying categories. 

(2) Covered equity positions. (i) For purposes 
of this section 5, covered equity positions 
means equity instruments located in the 
trading account and instruments located in 
the trading account with values that react 
primarily to changes in equity prices, in-
cluding voting or non-voting common stock, 
certain convertible bonds, and commitments 
to buy or sell equity instruments. Also in-
cluded are derivatives (including written and 
purchased options) for which the underlying 
is a covered equity position. 

(A) For covered equity positions that are 
derivatives, a bank must risk weight (as de-
scribed in paragraph (c)(2)(iii) of this sec-
tion) the market value of the effective no-
tional amount of the underlying equity in-
strument or equity portfolio. Swaps must be 
included as the notional position in the un-
derlying equity instrument or index port-
folio, with a receiving side treated as a long 
position and a paying side treated as a short 
position; and 

(B) For covered equity positions that are 
options, whether long or short, a bank must 
risk weight (as described in paragraph 
(c)(2)(iii) of this section) the market value of 
the effective notional amount of the under-
lying equity instrument or index multiplied 
by the option’s delta. 

(ii) A bank may net long and short covered 
equity positions (including derivatives) in 
identical equity issues or equity indices in 
the same market. 16 

(iii)(A) A bank must multiply the absolute 
value of the current market value of each 
net long or short covered equity position by 
a risk weighting factor of 8.0 percent, or by 
4.0 percent if the equity is held in a portfolio 
that is both liquid and well-diversified. 17 For 
covered equity positions that are index con-
tracts comprising a well-diversified portfolio 
of equity instruments, the net long or short 
position is multiplied by a risk weighting 
factor of 2.0 percent. 

(B) For covered equity positions from the 
following futures-related arbitrage strate-
gies, a bank may apply a 2.0 percent risk 
weighting factor to one side (long or short) 
of each position with the opposite side ex-
empt from charge, subject to review by the 
Federal Reserve: 

(1) Long and short positions in exactly the 
same index at different dates or in different 
market centers; or 
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(2) Long and short positions in index con-
tracts at the same date in different but simi-
lar indices. 

(C) For futures contracts on broadly-based 
indices that are matched by offsetting posi-
tions in a basket of stocks comprising the 
index, a bank may apply a 2.0 percent risk 
weighting factor to the futures and stock 
basket positions (long and short), provided 
that such trades are deliberately entered 
into and separately controlled, and that the 
basket of stocks comprises at least 90 per-
cent of the capitalization of the index. 

(iv) The specific risk capital charge compo-
nent for covered equity positions is the sum 
of the weighted values. 

[Reg. H, 61 FR 47370, Sept. 6, 1996, as amended 
at 62 FR 68067, Dec. 30, 1997; 64 FR 19037, 
19038, Apr. 19, 1999; 65 FR 75858, Dec. 5, 2000; 
69 FR 44918, July 28, 2004; 71 FR 8936, Feb. 22, 
2006] 

APPENDIX F TO PART 208—CAPITAL ADE-
QUACY GUIDELINES FOR BANKS: IN-
TERNAL-RATINGS-BASED AND AD-
VANCED MEASUREMENT APPROACHES 

Part I General Provisions 
Section 1 Purpose, Applicability, Res-

ervation of Authority, and Principle of Con-
servatism 

Section 2 Definitions 
Section 3 Minimum Risk-Based Capital 

Requirements 
Part II Qualifying Capital 

Section 11 Additional Deductions 
Section 12 Deductions and Limitations 

Not Required 
Section 13 Eligible Credit Reserves 

Part III Qualification 
Section 21 Qualification Process 
Section 22 Qualification Requirements 
Section 23 Ongoing Qualification 
Section 24 Merger and Acquisition Transi-

tional Arrangements 
Part IV Risk-Weighted Assets for General 

Credit Risk 
Section 31 Mechanics for Calculating 

Total Wholesale and Retail Risk-Weighted 
Assets 

Section 32 Counterparty Credit Risk of 
Repo-Style Transactions, Eligible Margin 
Loans, and OTC Derivative Contracts 

Section 33 Guarantees and Credit Deriva-
tives: PD Substitution and LGD Adjustment 
Approaches 

Section 34 Guarantees and Credit Deriva-
tives: Double Default Treatment 

Section 35 Risk-Based Capital Require-
ment for Unsettled Transactions 
Part V Risk-Weighted Assets for 

Securitization Exposures 
Section 41 Operational Criteria for Recog-

nizing the Transfer of Risk 
Section 42 Risk-Based Capital Require-

ment for Securitization Exposures 

Section 43 Ratings-Based Approach (RBA) 
Section 44 Internal Assessment Approach 

(IAA) 
Section 45 Supervisory Formula Approach 

(SFA) 
Section 46 Recognition of Credit Risk 

Mitigants for Securitization Exposures 
Section 47 Risk-Based Capital Require-

ment for Early Amortization Provisions 
Part VI Risk-Weighted Assets for Equity 

Exposures 
Section 51 Introduction and Exposure 

Measurement 
Section 52 Simple Risk Weight Approach 

(SRWA) 
Section 53 Internal Models Approach 

(IMA) 
Section 54 Equity Exposures to Invest-

ment Funds 
Section 55 Equity Derivative Contracts 

Part VII Risk-Weighted Assets for Oper-
ational Risk 

Section 61 Qualification Requirements for 
Incorporation of Operational Risk Mitigants 

Section 62 Mechanics of Risk-Weighted 
Asset Calculation 
Part VIII Disclosure 

Section 71 Disclosure Requirements 

PART I. GENERAL PROVISIONS 

Section 1. Purpose, Applicability, Reservation of 
Authority, and Principle of Conservatism 

(a) Purpose. This appendix establishes: 
(1) Minimum qualifying criteria for banks 

using bank-specific internal risk measure-
ment and management processes for calcu-
lating risk-based capital requirements; 

(2) Methodologies for such banks to cal-
culate their risk-based capital requirements; 
and 

(3) Public disclosure requirements for such 
banks. 

(b) Applicability. (1) This appendix applies 
to a bank that: 

(i) Has consolidated assets, as reported on 
the most recent year-end Consolidated Re-
port of Condition and Income (Call Report) 
equal to $250 billion or more; 

(ii) Has consolidated total on-balance sheet 
foreign exposure at the most recent year-end 
equal to $10 billion or more (where total on- 
balance sheet foreign exposure equals total 
cross-border claims less claims with head of-
fice or guarantor located in another country 
plus redistributed guaranteed amounts to 
the country of head office or guarantor plus 
local country claims on local residents plus 
revaluation gains on foreign exchange and 
derivative products, calculated in accord-
ance with the Federal Financial Institutions 
Examination Council (FFIEC) 009 Country 
Exposure Report); 

(iii) Is a subsidiary of a depository institu-
tion that uses 12 CFR part 3, appendix C, 12 
CFR part 208, appendix F, 12 CFR part 325, 
appendix D, or 12 CFR part 567, appendix C, 
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