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Executive summary

This Consultation paper puts forward a proposed framework for the development and application of the
Other Systemically Important Institutions (O-SII) buffer to strengthen the resilience of the domestic
financial system. This tool will increase the loss-absorbing capacity of institutions that are deemed of
high systemic relevance, buttressing further the system from institution-specific (including moral hazard)
and sector-wide shocks. The CRDIV/CRR framework provides the legal background for the
identification of systemically important institutions in EU Member States (CRD Article 131). The
responsibility for the domestic implementation of this Article is shared jointly between the Central Bank
of Malta (CBM) and the Malta Financial Services Authority (MFSA) (hereunder referred to as “the
authorities”) as per LN 29 of 2014 (S.L.204.06). As per Article 162(2), the O-SII buffer shall apply from
1% January 2016.

In line with CRDIV, the framework outlined in this consultation document applies to all credit
institutions, investment firms, and parent financial (or mixed financial) holding companies within the
domestic financial sector at their highest level of consolidation in Malta.

The implementation of the framework of an O-SII buffer involves (a) the identification of institutions as
O-Slls; and (b) the calibration of the buffer rate which will be applied to identified O-SlIs.

Within the scope of the identification methodology adopted by the authorities through the Joint Financial
Stability Board (JFSB) and in line with CRDIV Article 131, as a first step, systemically important
institutions are to be identified and assessed on the basis of their relative importance within the sector
based on the following criteria:

a) Size;

b) Substitutability;

c) Cross border activity; and

d) Resident interconnectedness.
The higher the score, the more important the institution is within the sector. The identification
methodology also includes a second step whereby authorities assess whether further institutions should

be designated as O-SllIs based on additional absolute indicators. In both steps, indicators were selected
such that they adequately capture systemic risk domestically.

The capital buffer calibration methodology relies on the resultant O-SII scores. Based on these scores, O-
Sllis are allocated to different buckets attracting different buffer rates. The O-SlIs with the highest scores
are allocated to the higher bucket while the O-SllIs with the lowest scores are allocated to the lower
buckets, subject to pre-determined thresholds and criteria.
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1.0 Introduction

This Consultation paper provides a draft framework for the operationalisation of the Other Systemically
Important Institution (O-SII) capital buffer, which is aimed at mitigating the vulnerability of the domestic
financial system and the real economy to the failure of systemically important institutions. The O-SII
buffer consists of a capital surcharge applied to institutions that may, in the event of failure or
impairment, have considerable impact on the financial system and the real economy. This additional
capital buffer is applied to domestically significant institutions to increase their resilience by increasing
their loss absorbing capacity and thus ensure that they pose minimal risk to the domestic economy in the
form of externalities. Market failures targeted by the O-SII capital buffer mainly relate to the excessive
risk-taking due to expectations of a bailout as a result of the perceived systemic relevance of an
individual institution (moral hazard and 'too big to fail"). In this respect, the O-SII buffer is a macro-
prudential instrument that contributes to the development of financial stability by mitigating the
structural element of systemic risk stemming from moral hazard.

The O-SII buffer is an essential element of the ESRB Recommendation on the intermediate objectives
and instruments of macro-prudential policy, and is a macro-prudential tool legally embedded in the
CRDIV/CRR framework which, in turn, has been domestically transposed in CBM Directive no 11 and
MFSA Banking Rule no 15.

In line with such requirements, this Consultation puts forward a proposed framework for the
development and application of the O-SII buffer within the domestic macro-prudential framework. There
are two essential steps in the implementation of an O-SII buffer: (i) identification of O-Slls and (ii)
calibration of the O-SlI capital buffer rate.

2.0 Entities that can be identified as O-SlIs

In line with Article 131 of the CRDIV, the O-SII framework outlined in this consultation document is to
be applied in relation to all entities subject to the CRDIV/CRR on a consolidated basis. Identified O-Slls
will be required to hold an O-SII buffer at the highest level of consolidation in Malta.

3.0 Framework for O-SII identification

Step 1

O-Slls are identified in line with a methodology based on the criteria, indicators and weightings included
in Table 1. Annex 1 provides an overview of the rationale for selecting the indicators of domestic
relevance listed in table 1.
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Table 1: Scoring Methodology for domestic O-SlI identification

Size Total assets 20.00% 20%
Resident customer loans 13.33%

Substitutability Resident customer deposits 13.33% 40%
Holdings of Government debt 13.33%

Cross-border activity | Cross-border assets 10.00% 20%
Cross-border liabilities 10.00%

Resident Resident Interbank assets 10.00% 0%

Interconnectedness Resident Interbank liabilities 10.00% 0

Absolute values for the indicators are used in the computation, which, following comparison with the
industry totals, provide the relative importance of an entity compared to its peers, for that specific
indicator, criteria and overall. Various methods and statistical computations have been tested in order to
best reflect domestic specificities. A z-score model is being used in order to limit subjectivity in the
interpretation of results and to normalise the values across entities.

More specifically, a z-score is computed, indicating the distance from the mean for each entity in each
indicator. A simple average of the z-scores is computed across the indicators in each criterion so as to
give the score of each indicator within any given criterion an equal weight. The overall result is obtained
by applying a weighted average across the four criteria, with the highest weight assigned to
substitutability. Institutions with an overall result exceeding the value of 1 i.e. beyond one standard
deviation from the mean, are considered O-SlIs based on the selected criteria.

Step 2

Once the scoring methodology proposed under Step 1 above is undertaken, institutions that do not
qualify under Step 1 shall be subject to a second step. This step is important since the relativity
incorporated in Step 1 does not fully capture the importance to the economy, that a specific credit
institution may have i.e. whilst being small when compared to its peers a credit institution may still be
systemically relevant to the economy and its failure may create systemic risk. To operationalise this step,
the following two criteria with the respective thresholds were adopted:

1. Size > 25% of GDP; and
2. Covered Deposits > 2.5 times the domestic Depositor Compensation Scheme (DCS) funding.

An institution that meets both criteria listed in point 1 and 2 above would qualify as an O-SII. This step
reflects a credit institution’s potential to affect adversely the stability of the system through its size
relative to GDP and the size of its covered deposits relative to the domestic DCS funding. A credit
institution that meets or exceeds the thresholds set in both point 1 and 2, is added to the list of O-SllIs and
may thus be subject to an O-SII capital buffer.

The O-SII buffer shall be reviewed on an annual basis. An institution shall cease to qualify as an O-SII if
for two consecutive years it does not exceed the established thresholds in either step 1 or step 2, unless
otherwise determined by the authorities.
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4.0 Capital buffer calibration

The proposed bucketing methodology (table 2) is based on the scores achieved in the O-SII identification
stage in Step 1, as follows:*

1. the highest bucket remains the maximum legal O-SII buffer rate of 2%, whilst the lowest is set at
1.0%.2

2. buffer rates are allocated into three buckets in steps of 0.5% as per table 2,

3. the overall score obtained in the identification methodology (Step 1) is used to indicate the
bucket in which an institution is allocated, starting from bucket 1 in table 2.

Table 2: The Bucketing Methodology — Step 1

High risk due to most of the criteria
3 2.0% and/or

Score equal to or above 1.75

Risk due to most of the criteria

2 1.5% and/or

Score equal to or above 1.25 and below
1.75

Some risk due to some criteria

1 1.0% and/or

Score equal to or above 1 and below
1.25

For institutions that qualify as O-SllIs via Step 2, a capital buffer rate of 0.5% shall apply as per table 3.

Table 3: Capital buffers for Step 2

Additional Indicators

5.0 Transitory provisions

The authorities recognise the impact that certain provisions of the Rule could have on a credit
institution’s capital planning measures and in view of this, the authorities are hereby granting a transitory
period for the build-up of the O-SII buffer over a period of four years.

! BCBS (2011). Global systemically important banks: Assessment methodology and the additional loss absorbency requirement.
Basel.

> CRDIV Atrticle 131 para 5 states that the relevant authorities may require each O-SII, on a consolidated or sub-consolidated or
individual basis, as applicable, to maintain an O-SII buffer of up to 2% of the total risk exposure amount calculated in
accordance with Article 92(3) of Regulation (EU) No 575/2013, taking into account the criteria for the identification of the O-
SII. That buffer shall consist of and shall be supplementary to Common Equity Tier 1 capital.
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6.0 Responses and next steps

The MFSA and the CBM under the auspices of the JFSB are publishing this consultation paper inviting
interested stakeholders to provide feedback by not later than noon of 18 November 2015.

Following this consultation period, the identification and capital buffer requirements will come into force
as from 1 January 2016, in line with the requirements of CRDIV Article 162 para 2.

Any enquiries which credit institutions may have in this regard should be forwarded to both the Malta
Financial Services Authority and the Central Bank of Malta. Contact persons at notifying authority:

MFSA:

Mr Alan Cassar

Deputy Director Regulatory Development Unit
Malta Financial Services Authority

E-mail: acassar@mfsa.com.mt

CBM:

Ms Graziella Gatt

Manager Policy and Crisis Management
Financial Stability Department

Central Bank of Malta

E-mail: gattg@centralbankmalta.org

Communications Unit

Malta Financial Services Authority
MFSA Ref: 10-2015

5™ November 2015
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Annex 1: Selection of Indicators

The indicators of domestic relevance have been selected following this rationale:

e Sijze

An indicator of total assets is used to measure the size of the credit institution within the sector.

e Substitutability

The second criterion measures the importance of each institution vis-a-vis the others. Three indicators
are considered appropriate for measuring domestic relevance: (i) resident customer loans, excluding
interbank; (ii) resident customer deposits, also excluding interbank; and (iii) holdings of domestic
Government debt. The rationale is to obtain a measure of the potential impact that the failure of an
institution could have on the financial sector when compared to its peers. The larger and more
unsubstitutable an institution is, the larger the moral hazard and the impact in an adverse scenario.
The assessment of sovereign exposures is considered important given that problems arising in an
institution that is highly exposed to the domestic sovereigh may have negative implications for
domestic government funding.

e Cross-Border Activity

A significant external element on an institution’s balance sheet would act as a contagion channel of
cross-border systemic risk. In this respect, an institution may not be large by asset size but significant
through its element of external activities. In order to quantify this criterion, two indicators are selected:
(i) cross-border assets; and (ii) cross-border liabilities. These incorporate all operations on the
institutions’ balance sheets that are not conducted with residents.

¢ Resident Interconnectedness

Furthermore, it is considered appropriate to also incorporate a measure of domestic interbank
exposure in order to gauge the extent of potential contagion not only cross-border but also between
banks operating domestically. Two indicators are included: (i) resident interbank assets; and (i)
resident interbank liabilities. In view of the short-term nature of these indicators and the inherent
volatility, a 24-month average was used as opposed to one data point as at June 2014.

Page 6 of 6



