Deloitte.

Caribbean Association of Banks

2024 CEO and Director Forum - BASEL Il and Il Explored
June 2024



Disclaimer

This document has been prepared by Deloitte & Touche (“Deloitte”) for the sole
purpose of presenting to the attendees of the Caribbean Association of Bank at its
2024 CEO and Director Forum. The information in this presentation is indicative only.

Deloitte did not and will not assume any client management role including, without
limitation, making any management decisions or representations. The information
herein does not constitute investment or management advice.

No reliance may be placed, for any purposes whatsoever, on the contents of this
document or on its completeness. No representation or warranty, express or implied, is
given and no responsibility or liability is or will be accepted by or on behalf of Deloitte
or by any of its partners, members, employees, agents or any other person as to the
accuracy, completeness or correctness of the information contained in this document
or any other oral information made available, and any such liability is expressly
disclaimed.

This document and its contents are prepared solely for discussion purposes. No party is
entitled to rely on the information or data presented in this document for any purpose
whatsoever and thus we accept no liability to any other party who is shown or gains
access to this document. Readers of this document must conduct their own research.

Certain aspects of this document are based on desktop research which may not
represent the regulations and/or calculations in effect as of the date of this document.
We reiterate the need for readers of this document to conduct and rely on their own
research.

Unless explicitly provided in writing, no entity or individual has Deloitte's permission
to copy, print, reproduce or distribute any aspect of this presentation.
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Evolution of the Basel Accords



Evolution of the Basel Accords

Basel |

* Introduced the concept
of capital adequacy
requirements

e Set a minimum capital
requirement of 8% of
risk-weighted assets

* Focused on credit risk

© 2024 DCB Holding Ltd. and its affiliates.

Basel Il

* Based on three pillars

* Plus market and
operational risk

* Allowed use internal risk
models

Basel Il

* Stringent capital
definition

* Capital buffers

* Leverage and liquidity
requirements

Reliance Restricted | Refer to Disclaimer

BASEL lll+ / IV
2027 Implementation

* More risk-sensitive floor to
limit the benefits of internal
models

* Revises the standardized
approaches for Pillar 1 risks

* Introduction of a revised
leverage ratio framework
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Minimum capital requirements
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Key topics covered

Minimum capital requirements

2\
o

Overview of Pillar | and capital requirements
Approaches used across the region
Capital Buffers

Leverage & Liquidity requirements
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Minimum capital requirements
Overview of Pillar |

Pillar | @
Minimum Capital

Requirements Pillar 1l Pillar I
illar
. Definition of Supervisory Review ket Discioli  The foundational element of the BASEL
: . Capital Adequacy Market Discipline o o
capital Accords, establishing the minimum regulatory
- Credit risk (SSESSHICHEEIOCESS - Disclosures capital banks must hold

- Market risk - Supervisory review and & reporting
- Operational evaluation process

, * Amongst other matters, Basel lll focuses on
risk (SREP)

“higher-quality” capital — shares and retained

. earnings to absorb losses
BASEL - Three Pillars
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Minimum capital requirements
Pillar | capital Requirements

Credit Risk

Capital Requirements

* Basel I: 8% capital requirement, RWA
* Basel Il: More risk-sensitive approach
* Standardised approach

* Internal ratings-based.

v 2
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Market Risk

Capital Requirements

* Basel I: No explicit capital charge for
market risk

* Basel Il: Capital charge for interest rate
risk, equity risk, foreign exchange risk.

» Standardized approach

* |nternal models.

Reliance Restricted | Refer to Disclaimer

Capital Requirements

* Basel I: No explicit capital charge
for operational risk

* Basel lI/Ill:
* Basic Indicator Approach

e Advanced Measurement
Approach

BASEL Il and Ill Explored | Caribbean Association of Banks

* Standardized approach
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Minimum capital requirements
Credit risk measurement approaches

CREDIT RISK

@ Standardised Approach

Internal Ratings
Based Approach

© 2024 DCB Holding Ltd. and its affiliates.

Standardised /ITIﬁ

Approach 'l

* Assigns risk weights to
exposures.

 RWAs Risk weighted assets are
calculated as the product of the
weights and exposure amount.

Reliance Restricted | Refer to Disclaimer

Internal Ratings
Based Approach

e Allows banks to use internal
models to calculate the capital
charge.

* Two subcategories:

Foundation IRB Approach
Advanced IRB Approach

BASEL Il and 11l Explored | Caribbean Association of Banks
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Minimum capital requirements
Market risk measurement approaches

MARKET RISK Standardised /ITIﬁ Internal Models
ol

Approach Approach

@ Standardised Approach

@ Internal Models Approach

e Capital charge is the sum of the * Measure risks with in-house
capital requirements calculated models.
for each of the various market
risk sub-categories:
Interest rate
Equity price
Commodity price
FX
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Minimum capital requirements
Operational risk measurement approaches

Standardised
Approach

OPERATIONAL RISK  FSSrsrsrme. /|T|ﬁ
ol

@ Basic Indicator Approach Approach

@ Standardised Approach

Categorises and calculates the
capital charge across 8 business
lines

Uses 3 (rather than a) which vary
by business line

* Banks hold capital for
operational risk equal to the

o Advanced Measurement average over the previous three
Approach years of a fixed percentage
PP (denoted alpha) of positive

annual gross income.

ORC=BICx ILM
RWA =0ORCx 12.5
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Minimum capital requirements
Approaches used across the region

Credit Risk

Market Risk

Operational Risk

Standardised Internal Ratings
Approach Based Approach

Standardised
Approach

Internal
Models

Standardised Basic Indicator
Approach Approach

Barbados

Belize

Bermuda

Cayman Islands

ECCU

Guyana

Jamaica

The Bahamas

POPOOOOOE

Trinidad and Tobago

DOOOOOOOE

HEEEEEOEE

DOOOUOOGE
B < eE) << <
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Minimum capital requirements
Example: Credit Risk - Standardised Approach

Credit Exposures

Capital charge:
(RWyuq X AAA) + (RW, X U) +
(RWgpy X RM)) X CAR rato %

Corporate loans (AAA rated)
Corporate loans (unrated)

Residential mortgages
(0.2 x $60m)

Total exposures

+ (1.0 x S30m)
+ (0.5 x $150m)
=$117m

Risk weights
Corporates - AAA

Corporates - unrated

Residential mortgages

$117m x 8% = $9.36m
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Minimum capital requirements
Example: Market Risk - Standardised Approach

Interest Rate Risk Capital Charge:

o =
Trading Book positions 370m x 0.5% = 50.35m

Interest Rate Risk (IRR)
Equity Risk (ER)

Equity Risk Capital Charge:
S40m x 8% = $3.2m
Foreign Exchange Risk (FXR)

Commodity Risk (CR) Foreign Exchange Risk Capital Charge:

S60m x 8% = $4.8m

Capital required factors
IRR
ER

Commodity Risk Capital Charge:
S$15m x 15% = $2.25m

The total market risk capital charge :
$0.35m + $3.2m + $4.8m + $2.25m =
$10.6m

CR
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Minimum capital requirements

Example: Operational Risk - Basic Indicator Approach

Gross Income
Year 1
Year 2
Year 3

Total Gross Income (TGl)

Alpha

Inverse capital requirement
multiple (ICRM)

n

© 2024 DCB Holding Ltd. and its affiliates.
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BIA Calculation

Capital charge:
(TGI/n) x 15%

(£ = $200m x 15% = 30m

RWA (OpRisk)
Capital Charge x ICRM
30mx 12.5
=375m

BASEL Il and 11l Explored | Caribbean Association of Banks
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Minimum capital requirements
Capital buffers

! G Capital Conservation Buffer

Capital Conservation Buffer

Aims to ensure banks build up 02
capital buffers outside of
periods of stress

© 2024 DCB Holding Ltd. and its affiliates.

_.‘\;, Countercyclical Capital Buffer

—-@ Systemic Risk Buffers

Countercyclical Capital Buffer Systemic Risk Buffer

Designed to protect the 03 Focused on banks identified as
banking sector from periods systemically important
of excessive credit growth

Reliance Restricted | Refer to Disclaimer BASEL Il and 11l Explored | Caribbean Association of Banks
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Minimum capital requirements
Leverage requirements

LEVERAGE

© 2024 DCB Holding Ltd. and its affiliates.

Overview

* Introduced as a tool to prevent excessive leverage in the
banking sector.

* The leverage ratio is calculated as a bank's Tier 1 capital
divided by its total exposure measure

o Total exposure measure

Reliance Restricted | Refer to Disclaimer

On-balance sheet exposures
Derivative exposures
Securities financing transaction exposures

Off-balance sheet items

BASEL Il and Ill Explored | Caribbean Association of Banks 21



Minimum capital requirements
Leverage requirements

PROS

e Simple ratio to understand and
calculate

* Limits excessive leverage in the
banking system

e Limits growth without sufficient
capital

CONS

* Not risk based so may result in

riskier activities to meet the ratio
requirements

Could potentially reduce overall
credit availability if banks are

limited in their ability to grow
their balance sheets

Setting the appropriate
calibration level may be
challenging to regulators.

© 2024 DCB Holding Ltd. and its affiliates.
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Minimum capital requirements
Liquidity requirements

Net Stable Funding Ratio Liquidity Coverage Ratio

Calculated as the ratio of available stable funding to required stable = Designed to ensure banks have sufficient high-quality liquid assets
funding. cover their liquidity needs over a 30-day stress period.

(Availab le stable funding) = 100% LCR = High Quality Liguid Asset Amount (HQLA)

Required stable funding T otal Net Cash Flow Amount

Available stable funding Required stable funding High-Quality Liquid Assets Net cash outflow

The capital and liabilities * The amount of stable includes cash, central bank Cash Outflows: Potential
that will remain with the funding that it is required reserves, and cash outflows during a
bank for more than one year. given the liguidity stress period.

o0 * high-quality government and
characteristics.

* ASF factors range between corporate bonds. e Cash Inflows: The potential
0% and 100% * RSF factors range between cash inflows during a stress
0% and 100% period from reliable
sources.

© 2024 DCB Holding Ltd. and its affiliates. Reliance Restricted | Refer to Disclaimer BASEL Il and 11l Explored | Caribbean Association of Banks 23



Minimum capital requirements
Adopted capital adequacy regimes in the Caribbean

Cavman Trinidad The
Barbados Belize Bermuda y ECCU Guyana and
Islands Tobago Bahamas

(T:;TT&ET)";‘;HO 5.5%/6.5%| 6.5% 4.5% 4.5% 6.5% 4.5% 4.5%
. Tier 1 Capital Ratio 4% 7% / 8% 8% 6% 6% 6% 8% 6% 6%
. z‘;z't;elf:t'?:my 8% 9% /10% || 10% 10% 8% 8% 10% 8% 10%
e o - |- | - BT
B - I -

Tier 1 Leverage

o N/A N/A 5% 3% 6% 6 & 4% 3%

Liquidity Coverage
N/A N/A > 1009 >= 1009 N/A || 1009
. T / / 00% 00% / /A 00%
Net Stable Funding _ o 0
. Ratio (NSFR) e B -----
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Risk management and disclosures
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Key topics covered

> Risk Management and disclosures

Pillar Il overview

Internal Capital Adequacy Assessment Process (ICAAP)
Supervisory Review & Evaluation Process (SREP)
Stress tests

Climate risk considerations

Pillar Ill - Disclosures
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Risk management and disclosures
Overview of Pillar Il

Pillar Il

Supervisory Review

- Capital Adequacy
Assessment Process * Addresses risks not fully captured by Pillar |

Pillar | : . Pillar 11l
- Supervisory review

Minimum Capital evaluation process Market Discipline * Encourages banks to develop and use
Requirements (SREP) better risk management techniques

- Credit : .
. Market & reporting * Encourages more dialogue between banks

. Operational and regulators

. Disclosures

BASEL - Three Pillars

© 2024 DCB Holding Ltd. and its affiliates. Reliance Restricted | Refer to Disclaimer BASEL Il and Ill Explored | Caribbean Association of Banks
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Risk management and disclosures

ICAAP overview

Phase 1:

Business and
financial planning

Phase 2:
Risk and capital
assessment

Identify material
risks, exposures

Business strategy

Risk assessment-
current and
forward looking

Determination of
key assumptions

Risk-based capital
assessment

Business planning

Financial forecasts Capital plan

Capital adequacy
assessments

Stressed capital
requirements

Risk type level
stresses

Develop
methodology

Determine
calibration levels

and drivers

Apply shocks

Compare with P1

Determine add-on

Phase 3:

Documentation
and governance

© 2024 DCB Holding Ltd. and its affiliates.

Develop key

findings and
conclusions

[OYAVAY
documentation

Reliance Restricted | Refer to Disclaimer

governance process

, Final
ICAAP review

documentation
and approval

Consideration

BASEL Il and 11l Explored | Caribbean Association of Banks 30



Risk management and disclosures
Relationship between the ICAAP and the SREP

Other Supervisory
considerations action
Settlement Stress tests Indmdual capital
guidance/
augmentation
Residual risk
.
Economic and
regulatory
Interest rate environment
Reputational
Restriction of

Operational
Liquidity Capital planning business

© 2024 DCB Holding Ltd. and its affiliates. Reliance Restricted | Refer to Disclaimer BASEL Il and 11l Explored | Caribbean Association of Banks 31

Credit

Provisioning

Supervisory

Review and Peer group

Evaluation comparison
Process Systems and

control
improvements

Market




Risk management and disclosures
Stress testing

A stress test evaluates an institution’s
financial position under a severe but
plausible scenario to aid in decision-
making within the institution.

© 2024 DCB Holding Ltd. and its affiliates.

Sensitivity analysis

Scenario analysis

Reverse stress-

testing

Reliance Restricted | Refer to Disclaimer

Level of application: Individual exposure

Risk factors: Different degrees of severity

Scenario designs are forward-looking and
consider systematic and institution specific
changes in the present and foreseeable future

set reverse stress testing as a regular risk
management tool to improve awareness of
current and potential vulnerabilities

BASEL Il and 11l Explored | Caribbean Association of Banks 32



Risk management and disclosures
Stress testing: An Overview

Assessment of Business Impact

Reassess scenario generation * Review and develop risk models

assumptions (input parameters, macro
economic assumptions)

* Sharpen tools for Impact analysis across
Assessment of he firm’ | hai K
Business the firm’s value chain -- key sectors,
Impact counterparties, geographies, etc.

Generation of /
scenarios
Address fresh challenges by new risk

factors (e.g. linking financial variables
with macroeconomic indicators)

Framing banks’
stress response

Q

Embedding
stress test
result

Framing banks’ stress response

Scenario Selection
& Design

Select and configure scenarios * Prepare risk reporting and disclosure

* Develop, agree on and sign-off on
credible resilience, mitigation and
adaptation strategies

Agree on events, outcomes and
plausible narratives that connect
with material risks for own portfolio

Assessment of
aterial Risks

Assessment of Material Risks Embedding stress test results

* |dentify current and anticipated risk * Assess implications for Risk Appetite

exposures facing the bank * Review and redesign Risk Governance

* Assess materiality over the short- to
the very long-term

© 2024 DCB Holding Ltd. and its affiliates. Reliance Restricted | Refer to Disclaimer BASEL Il and Ill Explored | Caribbean Association of Banks
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Risk management and disclosures
Climate risk: Integration into the risk management framework

Risk
Sub-type
Channel yp
Z_g Chronic
2
T " N
Y
Acute
Policy
c
) @)
=
(7))
c Technology
o
) I
=
Market
sentiment

© 2024 DCB Holding Ltd. and its affiliates.

Credit risk

Severe weather events
and long-term changing
weather patterns may
reduce increase PDs and
LGDs

New climate policies,
technologies and market
sentiments may generate
stranded assets for
industries impacting
ability to repay and high
LGDs (lower collateral
values)

Market risk

Severe weather
events may result in
loss of asset value
and increased market
volatility

May trigger abrupt
repricing on bonds
and equity markets

Reliance Restricted | Refer to Disclaimer

Operational risk

May cause
damage to the
Bank’s branches,
data centers and
operations

May result in
higher liability
risks of
operational
activities such as
outsourcing

Other risks

Events leading
macro economic
shocks may lead to
increased liquidity
risk (High gov’t
deposits)

Increase in liability
and reputational risk
due to green
washing

BASEL Il and Ill Explored | Caribbean Association of Banks
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Risk management and disclosures
Climate risk: Integration into the risk management framework

®

Is our strategy for
managing physical,
and transition risks
aligned with our
corporate goals on
sustainability ?

© 2024 DCB Holding Ltd. and its affiliates.

Strategy and
business model B

Example Questions
Boards and
Executive Management
Should Be
asking

Are we comfortable
that we understand
the scale of
uncertainties in
climate risk
exposure measures?

k  Scenario analysis

................................................................................. Governance and
culture

Do we have access to sufficient
breadth of knowledge, skills and
experience to challenge senior
management effectively?

Based on our scenario
analysis, are we confident
that the risk to future access
to financial resources sits
within our risk appetite?

Reliance Restricted | Refer to Disclaimer BASEL Il and 11l Explored | Caribbean Association of Banks
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Risk management and disclosures
Overview of Pillar Il

@ Pillar lll: Market
Discipline

Pillar II: Supervisory

e Aims to promote market discipline through

Pullar(l:;lgl:;r;:mum Review Process : disclosure requirements for banks.
Requirements | ° CEIRIE AC VR : DISCI?tS'ureS&
e Assessment Process feindlit « Banks must publicly and regularly disclose
AR ICCIEES . SREP (Supervisory certain qualitative and quantitative
q
+ Marketrisk review evaluation information
- Operational risk

process)

Basel - Three Pillars
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Risk management and disclosures
Market discipline

'ﬁ\

e Disclosure requirements

* Frequency and scope of disclosure

e Qualitative and quantitative disclosures

e Consistency and comparability

Materiality and proprietary information

|

e Verification and audit

* Evolving disclosure standards
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BASEL evolution

Basel I- The Basel capital accord

BCBS approved 1988 / 1996 BCBS approved Jun 2004 BCBS approved Nov 2009 BCBS approved Dec 2010 BSBS approved Jan 2019
EU implementation EU implementation 2006 EU implementation 2010 EU implementation 2013 - 2018

Basel lil: responding to the 2007-09 financial crisis*

= Very simple in application = Much more complex and risk = Further market risk requirements = Increased regulatory capital for all + Reduced use of internal modelling for
« Easy to achieve significant capital sensitive = New securitisation framewaork banks RWA calculations
reduction with little or no risk » Three pillars approach = Enhanced quality of capital = More sophisticated standardised
transfer - Differentiates between both - Additional capital buffers approach for RWA calculations
exposures and banks = Leverage ratio = Capital floors

= Liquidity framework

- Eligible capital - Eligible capital i § - Eligible capital L = Eligible capital T = Eligible capital T

+ Minimum capital reguirement = Minimum capital requirement W = Minimum capital requirement W « Minimum capital requirement + Minimum capital requirement W

= Market risk « Market risk 4R = Market risk i » Market risk Lod = Market risk T

= Credit risk; standardised risk « Credit risk 8 = Credit risk T « Credit risk T » Credit risk T

Welentlngs = Counterparty credit risk = Counterparty credit risk & = Counterparty credit risk T - Counterparty credit risk i

« Securitisation - Securitisation 1} - Securitisation T » Securitisation oy

» Operational risk « Operational risk o » Operational risk - = Operational risk =

« Pillar 2: regulatory review = Pillar 2: regulatory review b = Pillar 2: regulatory review - = Pillar 2: regulatory review fid

« Pillar 3: market disclosure « Pillar 3: market disclosure T « Pillar 3: market disclosure T = Pillar 3: market disclosure T

* Leverage ratio - Leverage ratio T

New t Changing requirement with ‘ Changing requirement with @ Nochange/ Sl S gy Tomenntk -

requirement increasing capital decreasing capital minimal impact » Large exposures framework - Large exposures framework =
requirements requirements

= Capital floors

Source: Deloitte - BASEL 3.1 implementation



Capital allocation
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Key topics covered
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>

TII TII TII TIT TIT \'/
AS S QN LSS QT AS S QT LSS LSS

Capital allocation

Bank structure and stakeholders

Banking Stakeholders

Why are we talking about capital allocation?
Which capital are we talking about?

Performance measurement

Reliance Restricted | Refer to Disclaimer
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Capital allocation
Capital basics — bank structure
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Capital allocation
Banking stakeholders

The people inside the Bank

S,

% Boards CEOs %

% Want well- Want optimized, %

§ managed risks increasing returns g

= CFOs Employees =
Want to know how Want to be proud of
much is this going  the organization’s

I to cost? choices.
SO i,
Sales team

Want attention and
enthusiasm for the

i, product.

LEEELETE TR
e

11,
W

Risk team
Want balanced
organization

© 2024 DCB Holding Ltd. and its affiliates.

The people outside the Bank

Shareholders

Want return on
investment and
dividend predictability

Suppliers and
Creditors

Want assurance that
the bills will be paid

Depositors Customers
Want safety Want a well-priced product and
of deposits. company practices that align with

their social, environmental, and
ethical outlooks.

Auditors and regulators
Want compliance, controls,

and materiality.
Communities

Want an organization that plays a
positive role for its people.
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Why are we talking about capital allocation?
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Capital allocation
Why are we talking about capital?

'4 ’
Changing environment % ' )
I =1 °

‘.

~ ' More than profit & loss

© 2024 DCB Holding Ltd. and its affiliates. Reliance Restricted | Refer to Disclaimer BASEL Il and Ill Explored | Caribbean Association of Banks 45
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Capital allocation

On the path of Capital Planning Strategic & forward-looking view
Incorporate forward-looking

measures in the process to assess

the adequacy of capital

Governance & internal controls
Important that a formalized capital

planning process be grounded by
an effective governance structure

Capital planning

The process through which a Bank determines the amount, type and
composition of capital, consistent with their medium-to-long term
strategy, and deploys that capital to support its strategic objectives.

Capital policy and risk capture

Articulate the principles for making
decisions on capital deployment.

Capital allocation

Determine notional amount of
capital needed to support a
business (segment, product, etc.)

Capital preservation framework
— o @ Articulate the process and actions
for maintaining capital

Reliance Restricted | Refer to Disclaimer BASEL Il and 11l Explored | Caribbean Association of Banks
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Insights based on a global capital
allocation survey by Deloitte

How do you incorporate risk into your capital allocation process?

Qualitatively \ Quantitatively

42% rls-k:s arc.e discussed and 27%, risks measured 250/ Adjust hurdle rates
mitigation strategy in cost-benefit
adopted analysis

What are the top three risks that impact your organization’s capital planning?

o \ . o\ Regulatory and o l . .
26% Market risk p A 16% Competitor risks

policy risks

Source: Capital allocation and resilient portfolios: Insights based on a global survey by Deloitte

© 2024 DCB Holding Ltd. and its affiliates. BASEL Il and Ill Explored | Caribbean Association of Banks



“The one thing I know about
my long-term plan is that it's
wrong.”



Capital allocation
...begins with strategy

Strategic
planning

S @

Performance Capital planning
assessment & allocation

© 2024 DCB Holding Ltd. and its affiliates. Reliance Restricted | Refer to Disclaimer BASEL Il and 11l Explored | Caribbean Association of Banks 49



Capital allocation
Strategic planning, financial expectations

Deposit Investment
Growth Growth

Operations
Treasury & Transfer Pricing

Diversified Capital Allocation

Expected returns
(incl. Hurdle rates)

Deposit Loan Investment
Growth Growth Growth

Operations

CAPITAL CAPITAL )y
01109
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“Our CRO participates in all investment
committee meetings, and we therefore

aim to imbed the concept of risk
quantitatively in all our decisions...”

— Deloitte Capital allocation Survey 2023 (Respondent, CEQO)



Which capital are we talking about?
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Capital allocation
Which capital are we talking about?

Accounting Capital Regulatory Capital Economic Capital
N 9 N

Worst case loss
(at y% level of
Expected loss confidence)

Credit oy
. ]

Risk qg; Economic capital
-_— _— & i
| | w

W § o e 9
m Amount of loss

- + Operational

1. Expected losses

{ ¢

2. Unexpected losses

3. Catastrophic losses
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Capital allocation
Example

REGULATORY CAPITAL ECONOMIC CAPITAL

. . 1o )
BALANCE SHEET Cash & Investments Sm PEE RWA Capital Capital%  Capital
@ 10%
ASSETS Fixed income 100 50% 50 5 2.5% 2.5
Equity securities 100 100% 12.5% 12.5
Cash & investments quity urt . —— ¢
200
Loans and advances
Credit
Other assets
Personal loans 200
Total
Credit cards 100
LIABILITIES & EQUITY
Mortgages (Res) 200
Deposits Mortgages (Com) 500

Capital

1,000

TOTAL CAPITAL @ @

Reliance Restricted | Refer to Disclaimer BASEL Il and 11l Explored | Caribbean Association of Banks 54
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Capital allocation
Performance measurement

RARoC RoRAC
Risk-adjusted return on capital Return on risk-adjusted capital

Expected revenue Revenue

- Operating costs - Expenses

- Expected losses

+ Return on capital

L Regulatory Ca pitﬂ

L Economic Ca pltal:) There are variations of the formulae. Users should

select variables aligned with measurement objectives

and ensure numerator and denominator consistency
© 2024 DCB Holding Ltd. and its affiliates. Reliance Restricted | Refer to Disclaimer

RARORAC

Risk-adjusted return on risk-adjusted capital

Expected revenue
- Operating costs
- Expected losses

+ Return on capital

L Regulatory Capital

BASEL Il and 11l Explored | Caribbean Association of Banks
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Capital allocation
Performance measurement

COMMERCIAL MORTGAGES

RESIDENTIAL MORTGAGES

Loan amount (Sm) 200 Loan amount ($m) 500
Loan interest 5% 10 Loan interest 8% 40
Fees & costs 3% (6) Fees & costs 4%  (20)
Expected losses 1% (2) Expected losses 2%  (10)
Income from capital 10% 2 Income from capital 10% 6
Net Income 4 Net Income 16
Economic Capital RARoC Economic Capital 60
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Capital allocation

Performance measurement
Economic Capital
Cit1 calculates and allocates economic capital (risk capital)
across the company 1n order to consistently measure risk
taking amongst business activities and to assess risk-reward

relationships.
# pricing: customer relationship managers apply
an IRB Risk-Adjusted Return on Capital
{(*RAROC") methodology in RWA and
profitability calculators; and
* economic capital: IRB measures provide
customer risk components for the economic
capital model that has been implemented across 2 4 Business model risk
HSBC to improve the consistent analysis of Business model risk is the risk of not achieving the agreed
economic returns, help determine which Strategy or approved business plan either as a result of an
customers, business units and products add inadequate implementation plan, or failure to execute the
greatest value, and drive higher retumns through implementation plan as a result of inability to secure the required
cffective economic capital allocation. investment. This also includes the risk of implementing an

unsuitable Strategy, or maintaining an obsolete business model, in
light of known internal and external factors.

KEY RISK INDICATORS

» Operating Profit (before exceptional charges)

Source: Allied Irish Banks — 2022 Annual Report; Citigroup inc. — Pillar Ill Disclosures.; * Risk Ad] usted Return on Ca P ital { RﬂROC}
HSBC Holdings plc. - Capital and Risk Management Pillar 3 Disclosures
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Capital allocation
A B C’s of hurdle rates

Adopting the
performance or other
rates of peers.

Calculation

Calculating Cost of

Equity using CAPM,

Build-up, or other
methods

Back-testing

Based on historical
performance analysis
of Bank and business

units.
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Capital allocation
A B C’s of hurdle rates

Adoption

ROE Comparison

° Adopting the

L 30%
performance or other

rates of peers.
‘ 25%
20%
15%
10%

5%

: 0%
ROE
‘ W Bermuda M Guyana MECCU M Jamaica
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Capital allocation
A B C’s of hurdle rates

Calculation

Calculating Cost of

: I Equity using CAPM,

o

4%

© 2024 DCB Holding Ltd. and its affiliates.

Build-up, or other
methods

c CAPM = Rfr + ( Equity Beta * ERP ) + CRP + CSRP

Cost of Equity | Rounded 15.0%

Reliance Restricted | Refer to Disclaimer

Inflation-adjusted Risk-Free Rate 3.5%
Equity Risk Premium 6.0%
Levered Equity Beta 1.0x
Base Cost of Equity 9.5%
Country Risk Premium 3.5%
Company-Specific Risk 2.0%

BASEL Il and 11l Explored | Caribbean Association of Banks
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Capital allocation
An effective framework

A best-practice capital allocation framework should consider:

Key drivers of long-term value of the bank

The bank’s strategic priorities and risk tolerance

Demands from shareholders, the market, the
regulator, and other stakeholders

Ranking opportunities and incorporate portfolio
outcomes into decision making
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Scenario planning and stress testing and assessed
impact on the bank’s business
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Capital allocation

The checklist

Every trip requires a checklist, so here’s one for your capital allocation journey.
Start with these and add more of your own as you go along. Your journey, your rules.

* Be absolutely clear
on what you want to
do and build a goal
supported by data
and insights—and
be transparent with
your stakeholders
about it.

© 2024 DCB Holding Ltd. and its affiliates.

* Do you have the
data and insights
you need to make
informed decisions?

* Where could data * Have you fostered
analytics, scenario an inclusive
planning, and risk- environment that is
sensing tools hospitable to new
improve your ideas?

decision-making?

* How are you
bringing
stakeholders along
for the journey?

Reliance Restricted | Refer to Disclaimer

* Articulate the e Start small and
Bank’s risk appetite! implement changes
reasonably.

* Understand your

capital profile * Measure, Measure!
through efficient

and effective * Measure twice and
strategic and capital do it again

planning

BASEL Il and Ill Explored | Caribbean Association of Banks
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Thank you!

Raymond Haynes
Partner | Financial Advisory

rhaynes@deloitte.com
+1 (246) 230-5610
My Deloitte profile

Deloitte
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Sources and references

* Central Bank of Barbados, “Basel II”

* Central Bank of Barbados, Instructions for Completing Basel Il Forms -
December 2015

* Central Bank of Belize, “Basel Il/Ill Implementation”
* Central Bank of Belize, “PILLAR 1 GUIDELINE” January 2020.

* Bermuda Monetary Authority, “BASEL IIl FOR BERMUDA BANKS”,
November 2017

* Bermuda Monetary Authority, “BASEL Il FOR BERMUDA BANKS AND
DEPOSIT COMPANIES” GUIDANCE NOTES, 2024

* Cayman Islands Monetary Authority, "Basel II/111”

* Cayman Islands Monetary Authority, “BASEL Il FRAMEWORK” February
2010

* Eastern Caribbean Central Bank, “PRUDENTIAL STANDARD FOR
CAPITAL MEASUREMENT: BASEL I1/111”
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Deloitte

Deloitte refers to one or more of Deloitte Touche Tohmatsu Limited (DTTL), its global network of member firms, and their related entities (collectively, the “Deloitte organization”). DTTL ( also referred to as
“Deloitte Global”) and each of its member firms and related entities are legally separate and independent entities, which cannot obligate or bind each other in respect of third parties. DTTL and each DTTL
member firm and related entity is liable only for its own acts and omissions, and not those of each other. DTTL does not provide services to clients. Please see www.deloitte.com/about to learn more. Deloitte
& Touche is an affiliate of DCB Holding Ltd., a member firm of Deloitte Touche Tohmatsu Limited.

Deloitte provides industry-leading audit and assurance, tax and legal, consulting, financial advisory, and risk advisory services to nearly 90% of the Fortune Global 500® and thousands of private companies.
Our people deliver measurable and lasting results that help reinforce public trust in capital markets, enable clients to transform and thrive, and lead the way toward a stronger economy, a more equitable
society, and a sustainable world. Building on its 175-plus year history, Deloitte spans more than 150 countries and territories. Learn how Deloitte’s approximately 415,000 people worldwide make an impact
that matters at www.deloitte.com.

This communication contains general information only, and none of Deloitte Touche Tohmatsu Limited (“DTTL"), its global network of member firms or their related entities(collectively, the “Deloitte
organization”) is, by means of this communication, rendering professional advice or services. Before making any decision or taking any action that may affect your finances or your business, you should
consult a qualified professional adviser.

No representations, warranties or undertakings (express or implied) are given as to the accuracy or completeness of the information in this communication, and none of DTTL, its member firms, related
entities, employees or agents shall be liable or responsible for any loss or damage whatsoever arising directly or indirectly in connection with any person relying on this communication. DTTL and each of its
member firms, and their related entities, are legally separate and independent entities.
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