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Framework. Banks have been particularly concerned by
the potential prospect that they will be required to hold
regulatory capital as protection against such reputational
risk, in addition to the increased capital requirements
resulting from various aspects of Basel III, and several
market participants have expressed a preference for a
supervisory approach, if it is indeed determined that it is
necessary to put measures in place to address step-in risk.
The conceptual framework is based on four key
principles. It should:
•

•
•
•

anticipate the situation after a bank has
stepped in, to avoid a detrimental effect on
the banking system;
be simple and foster consistent
implementation;
be conservative, risk-sensitive and
proportional; and
be readily operational.

The relevant entities with which a bank may have a
relationship that may involve step-in risk would include
(and would not be limited to) mortgage or finance
companies, funding vehicles, securitisation vehicles,
money market funds and other investment funds, asset
management companies, and commercial entities that
provide critical services exclusively to the bank.
Banks would be expected first of all to determine
whether an entity should be consolidated according to
the applicable accounting and regulatory standards. In
the event that the entity is not consolidated with the bank,
then the bank should consider whether certain indicators
of step-in risk are present.
Primary indicators of step-in risk would include the
following considerations:
•

•

Is the bank a full or partial sponsor, i.e.
does it provide credit enhancement and
liquidity facilities to the entity and does it
have decision-making powers in relation
to the entity?
Does it own share capital in the entity, or
does it have the ability to appoint or remove
the majority of the members of the
governing body or exercise a dominant or
significant influence over the management?

eliminated. In such cases, supervisors could take certain
supplemental secondary indicators into account, as
follows:
•

It is considered to be more likely that a
bank will support an entity which shares its
brand (e.g. its name, symbols or related
marketing communications), in order to
avoid reputational damage.
•

•

•

Is there economic dependence by the
entity on the bank?
If there are no other major stakeholders who
could provide financial support, the
supervisor could assume that step-in risk
had not been mitigated.

•

Are the originator’s incentives not
aligned with those of the investors?
If so, it is considered that there is an
increased likelihood of step-in, for example,
if the originator has the ability or obligation
to repurchase the underlying assets.

•

Does the bank retain or assume the
majority of the risks and rewards?
Even where the bank retains or assumes
most of the risks and rewards, some entities
could remain excluded from accounting
consolidation, for example, if there is no
clear indication who has control over the
entity.

•

Is there implicit recourse to the bank?
The Basel Committee anticipates that
investors could claim that the originator or
arranger bank is responsible where an
entity’s assets become bad, but this could
be mitigated by providing information
about the entity’s underlying assets to
investors.

Does the entity have an external credit
rating based on the bank’s own rating?
Does the entity provide critical services
exclusively to the bank?

If one of these indicators applies, there would be a
presumption of significant step-in risk.
However, the Basel Committee considers that there
may be circumstances in which banks would be able to
argue that the risk of step-in has been reduced or

What is the purpose and design of the
entity?
If the entity was established with the
intention of putting banking activities off
balance sheet, a supervisor could assume
that step-in might arise.

4

•

Does the entity share branding with the
bank?

•

Does the bank depend on a particular
market for funding?
If the bank depends on a particular market
for funding it could be grounds for step-in.

4

Where the bank has the ability to appoint or remove the majority of the members of the governing body, or otherwise exercises a dominant influence, it is likely that the
entity would be required to be consolidated. We note that consolidated entities are outside the scope of the step-in requirements in any event.
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•

Investor expectations of returns:
It is anticipated that step-in would be more
likely if investors are provided with
inadequate information on the investments
or receive unclear messages about the likely
returns, particularly where there is a market
expectation that the principal amount is
guaranteed.

•

•

•

Can the investors bear losses on their
investments?
It is considered to be likely that a bank
would be forced to step in if the investors
are unable to bear the losses on their
investments.

•

It is not surprising that some market participants have
questioned whether this proposed conceptual framework
for step-in risk is really necessary, given the numerous
other measures that have already been taken, or are
currently proposed, with the intention of strengthening
the financial system. For example:

Composition of the investor base:
It is expected that step-in would be more
likely if the entity and its financial
instruments have been tailored for certain
customers with whom the bank has a close
commercial relationship (although the type
and diversity of investors are likely to be
relevant here).

•

Some considerations

•

Can the investors freely dispose of their
investments?
Investors may expect the bank to step-in if
the liquidity of their investments is limited.

•

IFRS 12 disclosure:
In assessing step-in risk, supervisors could
look at the information disclosed under
IFRS 12 in order to evaluate the
involvement of a banking group with
unconsolidated entities. If, for example, the
bank had provided support in the past
outside of any contractual obligation to do
so, this could be an indicator of step-in risk.

The Consultative Document envisages three different
approaches that could be used to deal with step-in risk.
These are (1) full consolidation of the entity; (2)
proportionate consolidation (e.g. in the event that the
reputational risk is shared by more than one bank); or (3)
a conversion approach (i.e. the application of a conversion
factor to the potential exposure to the entity).

•

•

•

•

Basel II.5 introduced a requirement that
banks must identify potential sources of
reputational risk and the potential adverse
impact of providing implicit support5;
banks will be required to hold increased
amounts of regulatory capital under the
Basel reforms, such as under the liquidity
coverage ratio and the net stable funding
ratio, and pursuant to the revised Basel
securitisation framework, under which
securitisation exposures held in the banking
book will be subject to increased risk
weights6;
under the revised Basel securitisation
framework, where a bank provides implicit
support to a securitisation, it is required, at
a minimum, to hold capital against all of
the underlying exposures associated with
the securitisation as if they had not been
securitised.7 The bank is also required to
disclose that it has provided non-contractual
support and the capital impact of doing so8;
there have been changes to accounting
standards, which may require an entity to
be consolidated where a variable interest
has been retained by the reporting entity or
where such reporting entity has “control”
over that entity;
a number of regulations have been put in
place in relation to securitisation
transactions, for example, in relation to risk
retention and disclosure;
banks which are subject to the US Volcker
Rule are generally prohibited from
providing support to “covered funds” (with
some limited exceptions); and
further amendments to the regulatory
landscape are expected in the form of the
new EU securitisation regulation, which
will include criteria for simple, transparent

5

Basel Committee on Banking Supervision, Enhancements to the Basel II framework (July 2009), http://www.bis.org/publ/bcbs157.pdf [Accessed 15 June 2016].
Basel Committee on Banking Supervision, Basel III Document: Revisions to the securitisation framework (11 December 2014), http://www.bis.org/bcbs/publ/d303.pdf
[Accessed 15 June 2016].
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In addition, the European Banking Authority published a Consultation Paper in January 2016 entitled “Draft Guidelines on implicit support under art.248(2) of Regulation
575/2013” (the EBA Consultation Paper). Comments were required to be provided by 20 April 2016. Under art.248, a credit institution or investment firm is not permitted,
with respect to a securitisation where significant risk transfer has been achieved, to provide support to that securitisation beyond its contractual obligations with a view to
reducing losses to investors, unless the relevant transaction is executed at arm’s length and has been taken into account in the assessment of significant risk transfer. The
purpose of the EBA Consultation Paper is to consider what constitutes implicit support.
8
Basel Committee on Banking Supervision, Basel III Document: Revisions to the securitisation framework (11 December 2014), para.98, http://www.bis.org/bcbs/publ
/d303.pdf [Accessed 15 June 2016].
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and standardised securitisation (STS) and
which is currently making its way through
the EU legislative process.9

Not only should the regulatory and accounting measures
described above have the effect of strengthening the
financial system, but in addition, in many cases a bank
may already have addressed the risk relating to an entity,
for example, by consolidating it (meaning that it would
be outside the scope of step-in risk) or by holding
regulatory capital with respect to a liquidity facility which
it provides to a conduit, or a bank may be prevented from
providing additional support to such an entity in any
event.
The proposed conceptual framework is unclear in many
places, in particular with respect to how certain indicators
of step-in risk would be interpreted. The framework
appears to be based on a strong presumption that a bank
will provide support to the relevant entity. It is difficult
to see how a bank could rebut that presumption, even
where such bank did not provide financial support to any
such entity in the financial crisis and does not intend to
do so in the future. It is not clear why, for example, it
should be assumed that a bank would step in if investors

suffer loss or if their investments have limited liquidity.
Furthermore, the framework could lead to an assumption
by investors that the bank would step-in, which could be
disadvantageous to the bank, investors and the financial
system in general. In addition, the range of entities where
step-in risk could be considered to apply is potentially
very wide.
If the resulting framework for step-in risk means that
the banks are required to hold more regulatory capital,
this could have the detrimental effect of limiting the
availability of securitisation as a funding source, which
would be at odds with other recent initiatives, such as the
European Commission’s plans to restart high quality
securitisation markets via STS securitisation, which form
part of the Capital Markets Union action plan.10
The Basel Committee is also carrying out a
Quantitative Impact Study (the QIS) in order to collect
evidence on the type and extent of any step-in risk. Banks
will certainly be keenly awaiting further developments,
following the Basel Committee’s review of the responses
to the consultation and the QIS, in the hope that any new
requirements which are brought in to address step-in risk
will be proportionate and will not be unduly onerous.

9

Proposal for a Regulation laying down common rules on securitisation and creating a European framework for simple, transparent and standardised securitisation and
amending Directives 2009/65, 2009/138, 2011/61 and Regulations 1060/2009 and 648/2012, Third Presidency Compromise (30 November 2015), http://data.consilium
.europa.eu/doc/document/ST-14537-2015-INIT/en/pdf [Accessed 15 June 2016].
10
Commission, “Action Plan on Building a Capital Markets Union” (30 September 2015), http://ec.europa.eu/finance/capital-markets-union/docs/building-cmu-action-plan
_en.pdf [Accessed 15 June 2016].
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