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The primary responsibility of the Financial Policy Committee (FPC), a committee of the Bank of England, is
to contribute to the Bank of England’s financial stability objective. It does this primarily by identifying,
monitoring and taking action to remove or reduce systemic risks, with a view to protecting and enhancing
the resilience of the UK financial system. Subject to that, it supports the economic policy of Her Majesty’s
Government, including its objectives for growth and employment.

This Financial Stability Report sets out the FPC’s view of the outlook for UK financial stability, including its
assessment of the resilience of the UK financial system and the main risks to UK financial stability, and the
action it is taking to remove or reduce those risks. It also reports on the activities of the Committee over
the reporting period and on the extent to which the Committee’s previous policy actions have succeeded
in meeting the Committee’s objectives. The Report meets the requirement set out in legislation for the
Committee to prepare and publish a Financial Stability Report twice per calendar year.

In addition, the Committee has a number of duties, under the Bank of England Act 1998. In exercising
certain powers under this Act, the Committee is required to set out an explanation of its reasons for
deciding to use its powers in the way they are being exercised and why it considers that to be compatible
with its duties.
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‘The results of the 2019 stress test of UK banks’ chapter has been produced by Bank staff under the
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taken by the PRC and FPC that were informed by the test results and analysis.

Annexes 3 and 4 of this Report, setting out the individual bank results and supervisory stance with respect
to those banks, have been formally approved by the PRC.
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Financial Policy Summary

The Financial Policy Committee (FPC) aims to ensure the UK financial system is resilient to, and prepared for, the wide range
of risks it could face — so that the system can serve UK households and businesses in bad times as well as good.

At its meeting on 13 December the FPC reviewed developments since its meeting on 2 October.

2019 annual cyclical scenario stress test

The 2019 annual cyclical scenario stress test (ACS) shows the UK banking system would be resilient to deep simultaneous
recessions in the UK and global economies that are more severe overall than the global financial crisis, combined with large
falls in asset prices and a separate stress of misconduct costs. It would therefore be able to continue to meet credit demand
from UK households and businesses even in the unlikely event of these highly adverse conditions.

+ In the 2019 stress-test scenario, world GDP falls by 2.6%, UK GDP falls by 4.7%, Bank Rate rises to 4% and the
UK unemployment rate rises to 9.2%.

+ Losses on corporate exposures are higher than in previous tests, reflecting some deterioration in asset quality and a more
severe global scenario. Despite this and weakness in banks’ underlying profitability (which reduces their ability to offset losses
with earnings), all seven participating banks and building societies (together ‘banks’) remain above their hurdle rates.

+ The major UK banks’ aggregate common equity Tier 1 (CET1) capital ratios after the 2019 stress scenario would still be more
than twice their level before the crisis.

+ Banks' resilience relies in part on their ability in stress to cut dividend payments, employee variable remuneration, and coupon
payments on additional Tier 1 instruments. If banks had not cut their distributions during the stress, in aggregate they would
not have met the 2019 ACS hurdle rate. Investors should be aware that banks would make such cuts as necessary if a stress
were to materialise.

Major UK banks’ capital ratios have remained stable since year-end 2018 (the starting point of the 2019 stress test). At the
end of 2019 Q3, their CET1 ratios were over three times higher than at the start of the global financial crisis. Major UK banks
also continue to hold sizable liquid asset buffers.

Global developments

The global economy has continued to slow, reflecting in part the broad effects of the trade war between the United States
and China. In Hong Kong, rising political tensions have contributed to the sharpest fall in economic activity since the global
financial crisis.

The FPC judges that the 2019 stress-test scenario for the global economy was sufficiently severe to encompass economic
risks from both a broader trade war and tensions in Hong Kong. Major UK banks were resilient to the stress scenario, and so
will be able to continue to lend to UK households and businesses, even if these risks play out further.

The Committee continues to judge that underlying global vulnerabilities remain material, and that there are risks of further
deterioration.

+ A broadening of the trade war beyond tariff measures to restrictions on technology and capital would further fragment the
global economy and slow its rate of potential growth.
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+ While lower risk-free interest rates will support global growth, monetary authorities have correspondingly less room to
respond in the event of further shocks to the global outlook.

+ Although overall debt levels in advanced economies are rising no faster than incomes, debt vulnerabilities remain in China and
in the US corporate sector. Risks remain in the euro-area banking sector. Flows of capital to emerging markets remain
vulnerable to changes in risk sentiment. And political tensions in Hong Kong pose risks due to its position as a major financial
centre.

Domestic vulnerabilities and Brexit
In the UK, against a backdrop of Brexit-related uncertainty, growth has slowed and international investor demand for UK
assets, notably commercial real estate, has fallen.

The core of the UK financial system — including banks, dealers and insurance companies — is resilient to, and prepared for,
the wide range of UK economic and financial shocks that could be associated with a worst-case disorderly Brexit.

+ The 2019 stress-test scenario for the UK economy was severe enough to encompass the range of economic shocks that could
be associated with a disorderly Brexit. The core UK banking system demonstrated its resilience to — and capacity to keep
lending in — that stress scenario.

« Even if a protectionist-driven global slowdown were to spill over to the UK at the same time as a worst-case disorderly Brexit,
the FPC judges that the core UK banking system would be strong enough to absorb, rather than amplify, the resulting
economic shocks.

Reflecting extensive preparations made by authorities and the private sector, most risks to UK financial stability that could
arise from disruption to cross-border financial services in a worst-case disorderly Brexit have been mitigated.

+ A range of measures have been put in place by financial services firms and authorities, including in the European Union (EU),
to address these risks. Since November 2017, the FPC has regularly published a checklist of actions to avoid disruption to
end-users of financial services during Brexit. The FPC updated this checklist at its most recent meeting.

+ With over £1 trillion of high-quality liquid assets, major UK banks can meet their maturing obligations without any need to
access wholesale funding for many months. They can also withstand an unprecedented loss of access to foreign currency
markets. As a further precaution, the Bank is maintaining operations to lend in all major currencies on a weekly basis.

+ The FPC welcomes the recent proposal from the European Commission to extend the temporary equivalence arrangements
relating to UK central counterparties (CCPs). It expects confirmation of this and extended recognition of UK CCPs to be
provided by end-December.

+ Financial stability is not the same as market stability. Significant further volatility and asset price changes would be expected in
a disorderly Brexit.

The FPC judges that domestic vulnerabilities (excluding Brexit) that can amplify economic shocks have not changed
materially since July and remain at a standard level overall.

+ Credit growth remains moderate. Household and corporate debt-servicing burdens are low. Interest rates would need to rise
materially in order to return the share of households and companies with high debt-servicing burdens to historical averages.

Irrespective of the particular form of the UK’s future relationship with the EU, and consistent with its statutory
responsibilities, the FPC will remain committed to the implementation of robust prudential standards in the UK. This will
require maintaining a level of resilience that is at least as great as that currently planned, which itself exceeds that required
by international baseline standards, as well as maintaining UK authorities’ ability to manage UK financial stability risks.
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Bank capital requirements
Stepping back from current risks, the FPC, together with the Prudential Regulation Committee and the Bank, has reviewed the
structural level and balance of capital requirements for the UK banking system. As a result of that review:

+ The FPC is raising the level of the UK countercyclical capital buffer (CCyB) rate that it expects to set in a standard risk
environment from in the region of 1% to in the region of 2%.

+ Reflecting the additional resilience associated with higher macroprudential buffers, the Prudential Regulation Authority (PRA)
will consult in 2020 on proposals to reduce minimum capital requirements in a way that leaves overall loss-absorbing capacity
(capital plus bail-inable debt) in the banking system broadly unchanged.

+ The Bank, in its capacity as the UK resolution authority, is also clarifying that, in the event of a bank resolution, it expects all
debt that is bailed in to be written down or converted to the highest quality of capital, CETT.

Together, these changes will ensure the banking system can support the wider economy through financial and business cycles.
They:

* Increase resilience. While leaving the overall loss-absorbing capacity for the banking system broadly unaffected, the changes
will shift the balance of that capacity towards higher-quality Tier 1 capital.

The changes will keep capital requirements for major UK banks in line with the benchmark level first set by the FPC in 2015.
That benchmark balances the need for banks to be able to keep lending through downturns with the need for them to provide
the finance that supports growth over the medium term.

Unless banks increase their risk appetite significantly, the Committees expect overall capital requirements for major UK banks
to remain broadly flat in the coming period.

» Improve the responsiveness of capital requirements to economic conditions. By shifting the balance of capital requirements
from minimum requirements that should be maintained at all times towards buffers that can be drawn down as needed, these
changes will mean banks are more able to absorb losses while maintaining lending to the real economy through the cycle.

In a stress, the FPC would be prepared to release the CCyB. If the UK CCyB rate was cut from 2% to 0%, this would enable
banks to absorb up to £23 billion of losses, which might otherwise lead them to restrict lending. Given losses of that scale, a
cut in the UK CCyB rate to 0% could preserve up to £500 billion of banks’ capacity to lend to UK households and businesses.
This compares with around £100 billion of net lending in the past year.

A higher setting of the UK countercyclical buffer rate in standard conditions will allow the FPC to pursue a gradual approach to
raising the buffer as the risks faced by banks build up. It will also ensure that the buffer is sufficiently large when risks are
elevated to create the capacity for banks to lend through subsequent downturns.

+ Enhance resolvability. The Bank’s intention, in resolution, to write down or convert debt to CET1 capital will make resolved
banks resilient to further losses, supporting their resolution and minimising the wider economic costs of their failure.

The FPC judges a 2% UK CCyB rate to be appropriate for the current standard risk environment. It is therefore raising the
CCyB rate from 1% to 2%. This will take effect in one year.

+ Alongside the Prudential Regulation Authority, the FPC will now pilot options for an enduring approach for incorporating the
new IFRS 9 accounting standard into bank stress tests and capital requirements. The approaches to be piloted are consistent
with the principle that the new accounting standard, which is being phased in until 2023, should not result in an unwarranted
de facto increase in capital requirements.

The FPC stands ready to move the UK CCyB rate in either direction as economic conditions and the overall risk environment
evolve. If a major economic stress were to materialise, the FPC is prepared to cut the UK CCyB rate, as it did in July 2016. In
the absence of such a stress, the FPC remains vigilant to developments, particularly in the domestic credit environment.
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Review of FPC mortgage market Recommendations
The FPC has reviewed its limit on the amount of new mortgage lending at or above 4.5 times the borrower’s income, and its
calibration of the test that lenders should use to assess whether a borrower can afford a mortgage.

+ Mortgages are households’ largest financial liability and lenders’ largest loan exposure. In the past, lenders’ underwriting
standards have loosened sharply and at times shifted from responsible to reckless. This can lead to a significant increase in the
number of more highly indebted households.

+ Inadownturn, these households are more likely to face difficulties and can cut back sharply on spending to make their
mortgage payments. This poses risks to the wider economy and ultimately to lenders.

« Toinsure against this, the FPC has, since June 2014, recommended a limit of 15% on the proportion of new mortgages
extended at or above 4.5 times a borrower’s income. Building on Financial Conduct Authority (FCA) rules, the FPC has also
recommended that lenders assess whether borrowers could meet their mortgage payments if their mortgage interest rate
switched to the contractual reversion rate and increased by 3 percentage points.

The FPC’s measures prevent a loosening of underwriting standards that would otherwise lead to an increase in the number
of more highly indebted households. These benefits substantially outweigh any macroeconomic costs. These standards
therefore maintain financial stability and support economic growth through the cycle.

Alternative policies to achieve similar benefits would be much more costly to the wider economy and pose greater risks to
the Committee’s secondary objective to support the Government’s economic policy of strong, sustainable and balanced
growth.

+ Without the FPC’s insurance policies, monetary policy might need to address the financial stability consequences of
deteriorating underwriting standards and rapid credit growth. Since monetary policy cannot be targeted at the mortgage
market alone, this could generate a potentially severe economic slowdown, far outweighing any macroeconomic costs of the
FPC's policies.

+ Alternatively, looser underwriting standards would result in an increase in the number of more highly indebted households and
greater economic volatility. In those circumstances, to maintain the resilience of banks, the prudential authorities would need
to require banks to have materially higher levels of capital, raising the cost of credit.

The FPC therefore judges it is appropriate to maintain both Recommendations. It views them as structural measures
intended to remain in place through cycles in the housing market.

These measures have had limited effect to date on mortgage availability. Lenders have maintained their underwriting
standards in recent years.

+ The FPC’s limit on high loan to income mortgage lending has not been reached. Mortgage approvals have remained steady.
First-time buyers —who tend to have a greater reliance on borrowing at higher loan to income ratios — now account for a
higher share of activity than when the measures were introduced. Thus far, the measures have not constrained a material
number of prospective home buyers from purchasing a home.

Financial market liquidity

The recent period of volatility in the US dollar repo market shows how markets can become illiquid in the face of shocks and
may not be able to rely on dealers to maintain levels of liquidity. Investors should not assume that markets will remain
liquid at all times.

« Post-crisis reforms have contributed to the resilience of, and reduced the interconnections between, dealers that sit at the
centre of many financial markets. That, in turn, has reduced the risk of severe and sudden reductions in market liquidity.

+ Maintaining those standards is crucial to supporting financial stability. However, these reforms may have affected how some
dealers behave in response to shocks, reducing market liquidity in some circumstances.
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« The FPC emphasises that firms are able to draw down liquidity buffers and draw on Bank of England facilities to support market
functioning through the cycle, as well as in a stress. The 2019 biennial exploratory scenario will be used to illustrate how
liquidity buffers can be drawn down, how the Bank of England’s facilities can be used, as well as how the PRA’s approach to
supervision would align with this.

Vulnerabilities in open-ended funds

The FPC judges that the mismatch between redemption terms and the liquidity of some funds’ assets means there is an
advantage to investors who redeem ahead of others, particularly in a stress. This has the potential to become a systemic
risk.

As part of the ongoing review by the Bank and FCA of open-ended funds, the FPC has established that there should be
greater consistency between the liquidity of a fund’s assets and its redemption terms. In that regard:

+ Liquidity of funds’ assets should be assessed either as the price discount needed for a quick sale of a representative sample (or
vertical slice) of those assets or the time period needed for a sale to avoid a material price discount. In the US, the Securities
Exchange Commission (SEC) has recently adopted measures of liquidity based on this concept.

+ Redeeming investors should receive a price for their units in the fund that reflects the discount needed to sell the required
portion of a fund’s assets in the specified redemption notice period.

+ Redemption notice periods should reflect the time needed to sell the required portion of a fund’s assets without discounts
beyond those captured in the price received by redeeming investors.

In addition to enhancing financial stability, these changes should also promote funds’ ability to invest in illiquid investments,
helping to increase the supply of productive finance to the economy through business and financial cycles, in line with the
Committee’s secondary objective.

Ensuring that rapidly evolving payment systems support financial stability
Innovation in payments could bring significant benefits for users.

At the same time, the ability to transact safely and smoothly is critical to financial stability and the regulatory framework
will need to keep pace with innovation. HM Treasury’s current review of the payments landscape is an opportunity to ensure
that it can.

The FPC considers that the current framework will need adjustment in order to accommodate innovation in this sector. It
has therefore developed the following approach that could usefully inform the Treasury review.

+ Regulation of payments should reflect the financial stability risk, rather than the legal form, of payments activities. Firms that
are systemically important should be subject to standards of operational and financial resilience that reflect the risks they
pose.

+ The systemic importance of any single firm should be informed by whether it is part of one or more systemic ‘payment chains’
— the set of activities necessary for a payment to be made — and whether its failure could disrupt the end-to-end chain.
Innovation has made payment chains more complex. New firms, separate to regulated banks and payment systems have
become involved in providing payment services and could become systemically important.

+ In order to ensure the information necessary for regulation and supervision to be effective, all firms above a certain threshold
carrying out the activities that make up the payment chain should provide sufficient information to support the identification
of systemically important payments firms as they emerge.

In future, digital tokens known as stablecoins might increasingly be used to make payments. Stablecoin-based payment chains
pose additional issues for regulation. In assessing how stablecoins should be treated in the regulatory framework, the FPC has
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considered them against its principle that the regulation of payments activities should reflect the financial stability risks they
pose, rather than their legal form. It judges that:

+ Payment chains that use stablecoins should be regulated to standards equivalent to those applied to traditional payment
chains. Firms in stablecoin-based systemic payment chains that are critical to their functioning should be regulated
accordingly.

+ Where stablecoins are used in systemic payment chains as money-like instruments they should meet standards equivalent to
those expected of commercial bank money in relation to stability of value, robustness of legal claim and the ability to redeem
at par in fiat.

Libra is a high-profile example of a stablecoin proposal. It would have the potential to become systemically important. The
regulatory framework that would apply to Libra must be clear and in place in advance of any launch.

The transition away from Libor

Continued reliance of financial markets on Libor poses a risk to financial stability that can only be reduced through a
transition to alternative risk-free rates. The intention is that sterling Libor will cease to exist after the end of 2021. No firm
should plan otherwise.

Sterling markets show encouraging signs in the development of new products linked to the sterling overnight interbank
average (SONIA), and the transition of some legacy products. But important gaps remain so these efforts will need to
continue to accelerate in the first half of 2020.

+ The UK industry working group for transition has set a target to cease issuance of cash products linked to sterling Libor by
2020 Q3. The FPC endorses this target and encourages all lenders and borrowers to take the necessary steps to prepare
themselves to meet this timeline.

+ The PRA and FCA have taken steps to ensure that each of the largest regulated firms has nominated a senior manager to be
responsible for that firm's transition away from Libor, and the FPC considers this good practice for all firms with material Libor
exposures.

+ The Bank is currently reviewing its risk management approach to Libor-linked collateral delivered in its Sterling Monetary
Framework.

+ The FPC has also considered further potential supervisory tools that could be deployed by authorities to encourage the
reduction in the stock of legacy Libor contracts to an irreducible minimum ahead of end-2021, and will keep this under review

in light of progress made by firms in the transition.

« Compared to progress in sterling Libor markets, transition remains further behind in US dollars, the largest Libor market.
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The results of the 2019 stress test of
UK banks

The 2019 stress test shows the UK banking system is resilient to deep simultaneous recessions in
the UK and global economies that are more severe overall than the global financial crisis, combined
with large falls in asset prices and a separate stress of misconduct costs. It would therefore be able
to withstand the stress and continue to meet credit demand from UK households and businesses.

Losses on corporate exposures are higher than in previous tests, reflecting some deterioration in
asset quality and a more severe global scenario. Despite this, and weakness in banks’ underlying
profitability (which reduces their ability to offset losses with earnings), all seven participating banks
and building societies remain above their hurdle rates. The major UK banks’ aggregate CET1 capital
ratio after the 2019 stress scenario would still be more than twice its level before the crisis.

Banks' resilience relies in part on their ability in stress to cut dividend payments, employee variable
remuneration, and coupon payments on additional Tier 1 instruments. If banks had not cut their
distributions during the stress, in aggregate they would not have met the 2019 ACS hurdle rate.
Investors should be aware that banks would make such cuts as necessary if a stress were to
materialise.

Major UK banks’ capital ratios have remained stable since year end 2018, the starting point of the
2019 stress test. At the end of 2019 Q3, their CET1 ratios were over three times higher than at the
start of the global financial crisis. Major UK banks also continue to hold sizeable liquid asset buffers.

The results of the Bank’s 2019 stress test show that major UK
banks remain much better capitalised than in the period before
the global financial crisis.

Chart A1 Even at the low point of the stress the aggregate
CET1 ratio is more than twice its pre-crisis level
Aggregate CET1 capital ratio of major UK banks since the financial

crisis(@)(b)(c) A key purpose of the Bank’s annual stress test — the annual
per cent cyclical scenario (ACS) — is to measure the resilience of the
B mpact_| seven major UK banks and building societies (hereafter
o e referred to as ‘banks’) to hypothetical adverse scenarios like
B ;z;:\; 1” severe recessions, to ensure those banks have sufficient
B low point | ' resilience to withstand shocks.() The Bank’s 2019 stress test
B Hurdle | & incorporates a stress scenario that is more severe overall than
- B I the global financial crisis.
- — 4
- -2 At the point in the test where banks’ capital ratios are lowest,
0 the common equity Tier 1 (CET1) capital ratios of the seven

2007 08 09 10 M 12 13 14 15 16 17 18

banks are, in aggregate, more than twice their pre-crisis level
Sources: PRA regulatory returns, published accounts, participating banks’ Stress Testing Data .
Framework (STDF) data submissions, Bank analysis and calculations. (Chart A'1) These banks StartEd the 2019 test W|th an
(a) The CET1 capital ratio is defined as CET1 capital expressed as a percentage of risk-weighted assets
(RWAs). Major UK banks are Barclays, The Co-operative Bank (until 2013), HSBC, Lloyds Banking . e e
Group, Nationwide, The Royal Bank of Scotland, Santander UK and Standard Chartered (from (1) The seven participating banks and building societies are: Barclays, HSBC, Lloyds
2014). From 2011, data are CET1 capital ratios as reported by banks. Prior to 2011, data are Bank Banking Group, Nationwide, The Royal Bank of Scotland Group, Santander UK Group

estimates of banks’ CET1 ratios.
(b) Capital figures are year-end.
() The impact of the 2019 ACS does not include the conversion of AT1 instruments.

Holdings plc and Standard Chartered. Throughout this chapter the term ‘banks’ is used
to refer to the seven participating banks and building societies. These banks account
for around 75% of the outstanding stock of PRA-regulated bank lending to the UK real
economy.
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Chart A.2 Participating banks are judged against a severe
hypothetical stress scenario

Peak-to-trough falls in key variables: global financial crisis, 2018 ACS and
2019 ACS@)b)(©)

Financial crisis [l 2019 ACS
W 2018 ACS
Per cent Per cent

'
'
i
2 i
'
3 i
'
4 '
'
5 1
'
6 1
'
7 1
'
8 1
'
9 1
'
10 L1 | | | | | L s
UK GDP  World GDP UK UK Bank Sterling UK UK CRE
(left-hand ~ (left-hand unemployment Rate ERI residential  prices
scale) scale) (left-hand  (left-hand (right-hand property (right-hand
scale, scale, scale) prices scale)
inverted)  inverted) (right-hand

scale)

Sources: Halifax/Markit, IMF World Economic Outlook, Eikon from Refinitiv, MSCI Investment
Property Databank, Nationwide, ONS and Bank calculations.

(a) Figures for world GDP are the trough four-quarter growth rate.

(b) The unemployment bars show the peak level of the Labour Force Survey UK unemployment rate.

(c) The Bank Rate bars show the peak level reached.

(d) Financial crisis data are a combination of the quarterly Halifax/Markit and Nationwide house price
indices.

Chart A.3 All banks clear their CET1 capital ratio hurdle rates in
the test
Projected CET1 capital ratios in the stress scenario(@(®)(c)

Impact of AT1 conversion to CET1 — Start point
[ Low point (post-management actions) ~— Hurdle rate
S Per cent Per cent
30 — - — 30
25 — —25
20 — — 20
15 - [ - —  — s
10 — — 10
5 — 5

Barclays HSBC LBG NBS RBS San UK SCB  Aggregate

Sources: Participating banks’ STDF data submissions, Bank analysis and calculations.

(a) The CET1 capital ratio is defined as CET1 capital expressed as a percentage of RWAs, where these
are in line with CRR and the UK implementation of CRD IV via the PRA Rulebook. Aggregate CET1
capital ratios are calculated by dividing aggregate CET1 capital by aggregate RWAs at the
aggregate low point of the stress in 2020.

(b) The minimum CET1 capital ratios shown in the chart do not necessarily occur in the same year of
the stress scenario for all banks. For individual banks, low-point years are based on their
post-strategic management actions and CRD IV restrictions, pre-AT1 conversion projections.

(c) According to the specific contractual terms of banks’ AT instruments currently in issue,
conversion is based on a definition of CET1 that excludes the benefit of transitional arrangements
under IFRS 9. As two banks (Barclays and Lloyds Banking Group) see their CET1 ratios fall below
7% in the stress on this non-transitional basis, their AT1 instruments convert into CET1in the test.
This effect is therefore shown in the chart.

aggregate Tier 1 capital ratio of around 17.7% and a CET1
capital ratio of 14.5% of risk-weighted assets; over three times
higher than prior to the financial crisis. In the stress, in
aggregate, banks’ capital ratios remain well above the
aggregate CET1 hurdle rate, which is adjusted for the impact of
the new IFRS 9 accounting standard (see Box 1).

Since the end-2018 balance sheet cut-off date for the 2019
stress test, major UK banks’ capital ratios have been broadly
stable; the aggregate CET1 capital ratio was 14.4% in 2019 Q3
(see Box 2).

The stress scenario remains very severe in a historical context,
with a slightly tougher international macroeconomic scenario
than the 2018 test.

Earlier in 2019, the Bank published the hypothetical stress
scenario to be used in the test. The scenario incorporates
paths for economic and financial market variables, including
GDP, property prices and unemployment (Chart A.2). It also
includes a slightly more severe global recession than the 2018
test. The global recession reflects the FPC's previous
judgements that underlying vulnerabilities in China are
elevated and there are material vulnerabilities in the US
relating to increased corporate leverage (see Global
vulnerabilities chapter). The UK scenario is in line with the
FPC’s assessment that vulnerabilities to the UK financial
system are at a standard level overall (see Overview of risks to
UK financial stability chapter).

As in previous years, the 2019 stress test includes a financial
market scenario to test banks’ trading risks that is designed to
be aligned with the macroeconomic scenario. Stressed
projections for misconduct costs related to known misconduct
issues beyond those already paid or provided for at the end of
2018 are also included.

Banks are assessed on the basis of IFRS 9 transitional
arrangements, against an IFRS 9 adjusted hurdle rate framework.
As set out in March 2019, the results of the 2019 test continue
to reflect internationally agreed transitional arrangements for
the IFRS 9 accounting standard. Banks participating in the
stress test have been assessed on this transitional basis —
that is, they have been allowed to ‘add back’ a proportion of
capital losses that are associated with earlier recognition of
impairments under IFRS 9, relative to the previous accounting
standard (see Box 1).

Each bank’s performance in the test is assessed against
‘hurdle rates’ for their risk-weighted CET1 capital ratio and
Tier 1 leverage ratio.

Hurdle rates are adjusted to take into account the impact of
the new IFRS 9 accounting standard, which is to reduce CET1
at the capital low point by bringing forward the point in a
stress at which banks provision for losses. These adjustments,


https://www.bankofengland.co.uk/news/2019/march/key-elements-of-the-2019-stress-test
https://www.bankofengland.co.uk/news/2019/march/key-elements-of-the-2019-stress-test
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Table A.A Banks’ CET1 capital and Tier 1 leverage ratios compared
against their hurdle rates@®)(9@ ()

Results of the 2019 ACS on a transitional IFRS 9 basis
CET 1 capital ratios
Dec. 2018 Low point 2019 ACS Dec. 2018 Low point 2019 ACS

Tier 1 leverage ratios

hurdle hurdle
rate rate

Barclays 13.2 8.9 8.1 5.1 3.8 3.63
HSBC 14.0 8.9 77 6.0 53 3.86
Lloyds Banking 14.6 85 7.5 55 43 3.47
Group
Nationwide 317 131 79 5.0 4.8 3.57
The Royal Bank 16.2 10.3 7.2 6.2 4.7 3.56
of Scotland
Santander UK 13.2 10.8 8.1 45 338 3.57
Standard 14.2 9.0 6.9 5.6 5.1 3.55
Chartered
Aggregate 14.5 9.3 7.5 5.6 4.8 3.69

Sources: Banks’ STDF data submissions, Bank analysis and calculations.

(a) The CET1 capital ratio is defined as CET1 capital expressed as a percentage of risk-weighted assets, where
these are in line with CRR and the UK implementation of CRD IV via the PRA Rulebook.

(b) The Tier 1 leverage ratio is Tier 1 capital expressed as percentage of the leverage exposure measure excluding
central bank reserves, in line with the PRA’s Policy Statement 21/17.

(c) CET1low points are shown before the effect of AT1 conversion.

(d) Minimum aggregate CET1 ratios are calculated by dividing aggregate CET1 capital by aggregate
risk-weighted assets at the aggregate low point of the stress in 2020. Minimum aggregate Tier 1 leverage
ratios are calculated by dividing aggregate Tier 1 capital by the aggregate leverage exposure measure at the
aggregate low point of the stress in 2019.

(e) The minimum CET1 ratios and leverage ratios shown in the table do not necessarily occur in the same year
of the stress scenario for all banks. For individual banks, low-point years are based on their post-strategic
management action and CRD IV restrictions.

(f) The aggregate hurdle rate is calculated as a weighted average of hurdle rates in the aggregate low-point
year.

Chart A.4 Banks' profits are projected to decrease by half during
the stress
Cumulative profit before tax in baseline and stress projections(@)

£ billions

Cumulative baseline
projection

— Cumulative stress projection — 50

| | | | | L 00
Start Year 1 Year 2 Year 3 Year 4 Year 5

point
Sources: Participating banks’ STDF data submissions, Bank analysis and calculations.

(a) For HSBC and Standard Chartered, annual profits are converted from US dollars to sterling using
exchange rates consistent with the baseline and stress scenarios, respectively.

which follow the approach adopted in 2018, are designed to
be consistent with the FPC's commitment that the interaction
of the IFRS 9 accounting standard and the stress-testing
framework should not result in an unwarranted de facto
increase in capital requirements.

The stress reduces banks’ capital positions significantly, but the
system remains above its aggregate hurdle rate...

Participating banks started the 2019 stress test with an
aggregate CET1 ratio of 14.5% of risk-weighted assets and
Tier 1 leverage ratio of 5.6% of total exposures.

The stress reduces banks’ aggregate CET1 capital ratio to a
low of 9.3% in the second year of the stress — a decrease of
5.2 percentage points — before the conversion of AT1
instruments into CET1 capital. The aggregate Tier 1 leverage
ratio falls by 0.8 percentage points to a low of 4.8%. If
individual banks’ hurdle rates were aggregated, the UK banking
sector would have cleared its indicative CET1 capital and
Tier 1 leverage hurdle rates by 1.8 percentage points and

1.1 percentage points respectively at the capital low points
(Chart A.3 and Table A.A). The UK banking sector remains
above the indicative aggregate hurdle rates in all years of
the stress.

Some AT1 instruments convert into CET1 in the test. For
banks’ AT1 instruments currently in issue, conversion is

based on a contractual definition of CET1 that excludes the
benefit of transitional arrangements under IFRS 9. As two
banks’ CET1 capital ratios are projected to fall below 7% in the
stress on this non-transitional basis, their AT1 instruments are
projected to convert into CET1 (see Box 1). This increases the
low-point aggregate CET1 ratio in the stress by 0.6 percentage
points, to 9.9% on a transitional basis (Chart A.3).

...and no individual bank is required to strengthen its capital
position as a result of the test.

The results of the stress test show that no individual bank falls
below its hurdle rate (Chart A.3 and Table A.A) after taking
management actions and before converting contingent

AT1 capital instruments.

Banks must conduct the test on the basis that they maintain
the supply of credit to UK households and businesses in the
stress, with lending to the real economy expanding by around
1.5% in total over the five years of the scenario, in line with
the projected demand for credit. This reflects an important
macroprudential goal of stress testing — to help assess
whether the banking system is sufficiently capitalised not just
to withstand the stress but also to be able to maintain the
supply of credit to the real economy in the face of severe
adverse shocks.

The results of the stress test incorporate a number of key
judgements about what would happen if a stress were to


https://www.bankofengland.co.uk/prudential-regulation/publication/2017/consultations-by-the-fpc-and-pra-on-changes-to-the-uk-leverage-ratio-framework
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Box 1
The IFRS 9 accounting standard in the
2019 stress test

The 2019 ACS is the second of the Bank’s annual stress tests
to be conducted under International Financial Reporting
Standard 9 (IFRS 9), which was introduced on 1 January 2018.

Under IFRS 9, banks set aside provisions for expected credit
losses on all loans, not just where a loan is past due or has
already fallen into default. Banks are therefore expected to set
aside provisions to cover credit losses earlier than under the
previous accounting standard, IAS 39. Under IAS 39, credit
losses are recognised only once there is objective evidence a
loss event has actually occurred (known as an ‘incurred loss’
basis). Bank staff judge that under IFRS 9 in aggregate,
approximately 80% of impairments are recognised in the first
two years of the five-year stress scenario, compared with 64%
under IAS 39 (Box 3). However, the introduction of IFRS 9 is
not judged to have materially changed the total level of
impairments taken across the five years of the test.

This box sets out how the Bank takes into account the impact
of IFRS 9 in the stress test, including how the ACS hurdle rate
framework has been adjusted. It also shows how banks might
perform in stress tests in the future, under the assumption
that nothing changes in their results beyond the phasing out
of the internationally agreed transitional arrangements for
IFRS 9.

The Bank has taken into account IFRS 9 transitional
arrangements when assessing participating banks in the 2019
ACS.

Under EU law, transitional arrangements mean that the full
capital impact of IFRS 9 will be phased in over time. In 2019,
banks are allowed to ‘add back’ CET1 equivalent to up to 85%
of their 'IFRS 9-related’ provisions. At the CET1 capital low
point of this year’s stress test in 2020, this falls to 70%. Full
recognition of IFRS 9 takes effect from 2023. As set out in the
March 2019 ‘Key elements’ document, and in line with the
approach taken in the 2018 test, the Bank has assessed
participating banks’ results taking account of these transitional
arrangements.

The Bank has also adjusted the hurdle rates faced by each bank
to take into account the impact of earlier loss recognition under
IFRS 9.

The Bank has taken action to avoid an unwarranted de facto
increase in capital requirements that could result from the
interaction of IFRS 9 and the annual stress test. The Bank
adjusted participating banks’ stress-test hurdle rates in the
2018 and 2019 ACS to recognise the additional resilience
provided by the earlier provisions taken under IFRS 9.

Banks’ capital adequacy in the stress test is assessed by
comparing their projected capital ratios in the stress to their
hurdle rates. Individual banks’ hurdle rates are comprised of:
their Pillar T CET1 and Tier 1 requirements; uplifts to their CET1
minimum as set by the Prudential Regulation Authority

(Pillar 2A); and any applicable global or domestic systemically
important institution buffers.

The introduction of IFRS 9 has not led to an increase in the
total impairments incurred by banks over the course of the
stress, but has resulted in more provisions being taken earlier
in the stress. Therefore IFRS 9 has led to a larger decrease in
capital to the low point of the stress, compared to IAS 39. To
offset the impact of banks incurring impairments earlier under
the new standard, the Bank adjusts hurdle rates by subtracting
the capital impact of impairments (net of transitional
add-back) that have been incurred earlier due to IFRS 9 from
the banks’ individual hurdle rates (Table 1).

Table 1 Aggregate CET1 capital and Tier 1 leverage minimum
requirements and hurdle rates@(®)

Minimum Hurdle rate Hurdle rate

requirements (no IFRS 9 (with transitional

adjustment)  IFRS 9 adjustment)

CET1 capital 6.3 7.9 7.5
Tier 1leverage 3.25 3.81 3.69

Sources: Participating banks’ STDF data submissions, Bank analysis and calculations.

(a) Adjusted hurdle rates are floored at banks’ minimum requirements.
(b) Hurdle rates shown are those that correspond to CET1 capital and Tier 1 leverage ratio low points respectively.

The reduction in hurdle rates is subject to two constraints.
First, the effect of the adjustments on system-wide capital
requirements is no bigger than the impact, in aggregate, of the
change in accounting standard. And second, no bank is left
with a hurdle rate below its minimum CET1 capital (Pillar 1
plus Pillar 2A) and minimum Tier 1 leverage requirements.

The Bank calculates and publishes numbers on a non-transitional
basis but does not assess participating banks on this basis.
Although participating banks are judged on a transitional basis,
for transparency the Bank also calculates and publishes

both capital low points and hurdle rates on an assumed
non-transitional basis. These non-transitional numbers embed
two assumptions:

+ Banks' results do not change beyond the planned phasing
out of the IFRS 9 transitional relief. This is unlikely to be
true as the mix of participating banks’ exposures will likely
change over time.

+ CET1 capital and Tier 1 leverage non-transitional hurdle
rates include IFRS 9 adjustments made using the Bank'’s
current approach as published in the November 2018
Report. The Bank is considering options for a more enduring
treatment of the IFRS 9 adjustments.


https://www.bankofengland.co.uk/news/2019/march/key-elements-of-the-2019-stress-test
https://www.bankofengland.co.uk/financial-stability-report/2018/november-2018
https://www.bankofengland.co.uk/financial-stability-report/2018/november-2018
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Table 2 sets out the aggregate stress-test results on both the
transitional and assumed non-transitional basis. The Bank does
not consider either of these assumptions likely to hold in
reality when the IFRS 9 transitional arrangements do phase
out (see The UK bank capital framework chapter). On that
basis the figures shown in Table 2 are not a forecast of how
banks will perform in future tests once the IFRS 9 transitional
arrangements have phased out as planned. Further detail on
individual bank results can be found in Annex 3.

The removal of the transitional arrangements will, other things
equal, reduce banks’ capital low points, given that they will no
longer be able to ‘add back’ any of the CET1 related to
additional impairments they recognise in the early years of the
stress scenario. The aggregate CET1 capital (after the effect of
AT1 conversion) and Tier 1 leverage low points fall from 9.9%
and 4.8% to 8.8% and 4.2%, respectively (Table 2).

Reflecting this larger CET1 capital impact, when IFRS 9
transitional arrangements are fully phased out, based on the
Bank’s current methodology, it is assumed that banks’
non-transitional CET1 capital and Tier 1 leverage hurdle rates
will be set lower. The aggregate non-transitional CET1 ratio
and Tier 1 leverage hurdle rates are assumed to fall to 6.7%
and 3.29%, respectively.

Many banks’ assumed non-transitional hurdle rates reach their
CET1 capital and Tier 1 leverage minimum requirements and
are not adjusted down any further. In fact, only Nationwide
and HSBC's assumed non-transitional Tier 1 leverage hurdle
rates are above their minimum requirements.

Because the current hurdle rate adjustment is floored at
banks’ minimum requirements, some banks’ (Barclays and
Lloyds Banking Group) non-transitional capital low points are
below their Tier 1 leverage hurdle rates on the assumed
non-transitional basis. The Bank’s approach to taking into
account the impact of IFRS 9 on a more enduring basis is
currently under review (see The UK bank capital framework
chapter). As explained above, this is not the basis on which the
Bank has assessed the capital adequacy of participating banks.

Table 2 CET1 and Tier 1 leverage ratios at the low points and
hurdle rates@®))d)e)()

Results of 2019 ACS on a transitional IFRS 9 basis
(assumed non-transitional numbers in parentheses)

CET1 capital Tier 1 leverage

Dec. Low 2019 Dec. Low 2019

2018 point ACS 2018 point ACS

hurdle hurdle

rate rate

Barclays 13.2 11.3 8.1 5.1 38 3.63

(128)  (9.0)  (7.0) (49)  (30) (3.25)

HSBC 14.0 8.9 77 6.0 53 386
(13.9)  (81) (66) (60) (48 (335)

Lloyds Banking Group 14.6 1.3 7.5 5.5 43 3.47
(143)  (89) (69) (54) (30) (3.25)

Nationwide 317 131 79 50 48 357
(315)  (131)  (7.8)  (49)  (47) (3.41)

The Royal Bank of Scotland 16.2 103 72 6.2 47 3.56
(16.2) (9.5) (6.2) (6.2) (43) (3.25)

Santander UK 132 108 8.1 45 38 357
(132) (10.4)  (73) (45  (37) (3.25)

Standard Chartered 14.2 9.0 6.9 5.6 5.1 3.55
(14.1) (8.5) (6.2) (5.6) (4.8) (3.25)

Aggregate 145 2.9 75 56 48 369
(143) (88 (67) (55 (42) (3.29)

Sources: Participating banks’ STDF data submissions, Bank analysis and calculations.

(a) The CET1 capital ratio is defined as CET1 capital expressed as a percentage of risk-weighted assets, where
these are in line with CRR and the UK implementation of CRD IV via the PRA Rulebook.

(b) The Tier 1 leverage ratio is Tier 1 capital expressed as percentage of the leverage exposure measure excluding
central bank reserves, in line with the PRA’s Policy Statement 21/17.

(c) CET1low points are shown after the effect of AT1 conversion.

(d) Minimum aggregate CET1 ratios are calculated by dividing aggregate CET1 capital by aggregate
risk-weighted assets at the aggregate low point of the stress in 2020. Minimum aggregate Tier 1 leverage
ratios are calculated by dividing aggregate Tier 1 capital by the aggregate leverage exposure measure at the
aggregate low point of the stress in 2019.

(e) The minimum CET1 ratios and leverage ratios shown in the table do not necessarily occur in the same year
of the stress scenario for all banks. For individual banks, low-point years are based on their post-strategic
management action and CRD IV restrictions.

(f) The aggregate hurdle rate is calculated as a weighted average of hurdle rates in the aggregate low-point
year.


https://www.bankofengland.co.uk/prudential-regulation/publication/2017/consultations-by-the-fpc-and-pra-on-changes-to-the-uk-leverage-ratio-framework
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Box 2
Banking sector resilience in 2019

Banks’ capital ratios have remained stable in 2079.

Major UK banks’ capital ratios have been broadly stable since
the end-2018 balance sheet cut-off date for this year’s stress
test (Chart A). In aggregate, as of September 2019 major UK
banks had a common equity Tier 1 (CET1) ratio of 14.4% of
risk-weighted assets (RWAs), a total Tier 1 capital ratio of
17.0% of RWAs and a leverage ratio of 5.3%.(1(2)

The stabilisation of banks’ capital positions reflects the fact
that banks have now broadly reached their publicly stated
capital ratio targets. This has also allowed them to balance
their capital generation with distributions and RWA growth.
Flexibility to adjust the level of distributions is a key element
of banks’ resilience, as cuts to dividends and discretionary
payments can bolster banks’ capital positions during a stress
(Box 5).

Chart A The UK banking system is well capitalised
Changes in the major UK banks’ aggregate CET1 ratio(@)(®)

Per cent
15.5

0.7

- 14.4 —{ 145
©7) —-—

| | | | | |
Dec. 18 CET1 Capital Distributions ~ RWA growth  Sep. 19 CET1
ratio generation ratio

Sources: Published accounts and Bank calculations.
(a) For the purposes of aggregation, HSBC and Standard Chartered financials are converted to sterling
using constant FX rates.

(b) Major UK banks are Barclays, HSBC, Lloyds Banking Group, Nationwide, RBS, Santander UK and
Standard Chartered.

UK banks’ profitability has declined since last year...

Banks’ profitability influences their ability to rebuild capital
following a shock while also maintaining credit supply.

UK banks’ statutory return on equity (RoE) decreased to 6.7%
in the nine months to September 2019, from 7.2% over the
same period in 2018.

Capital generation has been impacted by a further £4.5 billion
of provisions relating to payment protection insurance (PPI) in
banks’ 2019 Q3 results, ahead of the August 2019 deadline for
new complaints.

‘Underlying’ RoE, which strips out misconduct charges and
one-time items such as restructuring costs, decreased to 8.4%
in the nine months to September 2019 from 9.2% over the

same period in 2018, driven by an increase in impairments and
a decrease in non-interest income (Chart B). UK banks’
aggregate impairment rate has increased to 0.29% in the year
to September 2019 from 0.19% over the same period last
year, largely driven by specific international and UK large
corporate exposures. However, the current impairment rate
remains below its long-term historical average.

Chart B UK banks’ profitability has declined
Decomposition of changes in underlying RoE(@(b)(c)

Per cent
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Sources: Published accounts and Bank calculations.

(a) For the purposes of aggregation, HSBC and Standard Chartered financials are converted to sterling
using constant FX rates.

(b) UK banks are Barclays, HSBC, Lloyds Banking Group, RBS, Santander UK and Standard Chartered.

(c) Annualised year to date RoE is not directly comparable to full-year RoE.

...and the outlook remains subdued, which is reflected in market

valuations of their equity.

Price to book ratios, which measure the market value of

shareholders’ equity relative to the accounting value of that

equity, have remained low since the crisis. The average ratio

for major UK banks is below one, reflecting concerns over

expected future profitability.

UK banks’ market valuations remain consistent with the
relationship between price to book ratios and expected future
returns on equity observed internationally (Chart C).

The challenge of weak profitability is also reflected in the
baseline projection for profits in the 2019 ACS. Banks’ profits
in the first year of baseline projections are broadly in line with
underlying profitability experienced so far this year.

Concerns about profitability reflect potential headwinds,
including from competition in the mortgage market.

UK banks are competing aggressively on price in the mortgage
market — quoted rates on mortgages and spreads over
risk-free reference rates have decreased significantly

since 2013.

(1) Tier 1 capital has been calculated on a Capital Requirements Regulation (CRR)
end-point basis, including application of IFRS 9 transitional arrangements.

(2) The leverage ratio is a measure of bank capital that does not vary by the riskiness of
assets. It is calculated based on banks’ aggregate Tier 1 capital as a proportion of total
exposures, excluding central bank reserves.
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Chart C There is a strong positive correlation between banks’
price to book ratio and expected return on equity

Price to book ratios for major global banks compared with expected one
year ahead returns on equity(@(®)

@ UK banks Other banks

Expected 2020 return on equity (per cent) -
- —16
— — 14
— — 12
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Price to book ratio

Sources: Bloomberg Finance L.P., Eikon from Refinitiv and Bank calculations.
(a) The price to book ratio relates the share price with the book, or accounting, value of shareholders’

equity per share.
(b) UK banks are Barclays, HSBC, Lloyds Banking Group, RBS and Standard Chartered.

The continued compression in mortgage rates may have been
driven in part by the impact of ring-fencing on mortgage
competition. Ring-fenced banks (RFBs) are subject to
restrictions on the type of banking activity they can undertake,
and ring-fencing has increased the share of deposit funding
relative to wholesale funding within RFBs.(3) Because deposits
are cheaper than wholesale funding, this compositional shift
results in lower ‘blended’ funding costs. This allows RFBs to
compete more aggressively. Other factors, such as banks’
strategies around their desired level of mortgage lending, are
also likely to have played a role in the recent mortgage rate
compression.

UK banks’ liquidity positions remain strong.

At the group level, major UK banks continue to hold more
than £1 trillion of high-quality liquid assets. This is more than
four times the level they held before the crisis. Banks’
aggregate liquidity coverage ratio (LCR) has decreased over

the past year (Chart D). This has largely been driven by
methodological changes, which resulted in banks reclassifying
some deposits into higher outflow categories in the LCR
calculation. Nonetheless, major UK banks continue to
comfortably meet the LCR standard, which is designed to help
ensure banks’ resilience to short-term acute liquidity stresses.

Chart D Banks have significant liquid asset buffers
Major UK banks’ aggregate level of LCR standard(@)

Per cent
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Sources: PRA regulatory returns and Bank calculations.

(a) Major UK banks are Barclays, HSBC, Lloyds Banking Group, Nationwide, RBS, Santander UK and
Standard Chartered.

Moreover, because of supervisory actions and their own
prudential risk management, major UK banking groups can
withstand a loss of access to wholesale funding markets for
many months. UK banks have also pre-positioned collateral at
the Bank of England such that they can access over £300
billion of liquidity through the Bank’s regular facilities.

Banks’ liquidity positions are not tested in the ACS. However,
the ongoing 2019 biennial exploratory scenario (BES) will
examine the implications of a severe and broad-based liquidity
stress affecting major UK banks simultaneously. The Bank
intends to publish the results of this exploratory exercise in
mid-2020.(4)

(3) For more information see Britton, K, Dawkes, L, Debbage, S and Idris, T (2016),
‘Ring-fencing: what is it and how will it affect banks and their customers?’,
Bank of England Quarterly Bulletin, 2016 Q4.

(4) For more information see July 2019 Financial Stability Report, the 2019 and 2020
biennial exploratory scenarios chapter.



https://www.bankofengland.co.uk/quarterly-bulletin/2016/q4/ring-fencing-what-is-it-and-how-will-it-affect-banks-and-their-customers
https://www.bankofengland.co.uk/financial-stability-report/2019/july-2019
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Table A.B Contributions to the shortfall in the aggregate CET1
capital ratio and Tier 1 leverage ratio at the low point of the stress
relative to the baseline projection@

Percentage points (unless otherwise stated)

CET1 ratio(®) Tier 1 leverage ratio(c)

End-2018 14.5% 5.6%
Baseline
(at CET1 capital/leverage low point)(d)(©) 14.3% 5.6%
Impairments -57 -1.5
of which mortgages -1.2 -0.3
of which consumer credit -1.4 -0.4
of which lending to businesses -29 -0.8
of which other impairments -0.2 -0.1
Traded risk losses(f) 2.0 -0.8
Risk-weighted assets / leverage exposure(8)(h) 17 0.1
IFRS 9 transitional relief 1.0 07
Misconduct costs -07 -0.2
Net interest income 13 0.2
of which sterling 0.4 0.0
of which non-sterling 0.8 0.1
Reductions in discretionary distributions in stress 2.2 0.4
of which dividends 1.4 0.2
of which variable remuneration 0.4 0.1
of which AT1 coupons and other distributions 0.4 0.1
Expenses and taxes(l) 0.9 03
Otherl) -0.3 -0.1
Stress end low point (before AT1 conversion) 9.3% 4.8%
Impact of AT1 conversion 0.6 0.0
Stress end low point (after AT1 conversion) 9.9% 4.8%

Sources: Participating banks’ STDF data submissions, Bank analysis and calculations.

(a) The CET1 ratio aggregate low point is in year 2. The Tier 1 leverage ratio aggregate low point is in year 1.

(b) The CET1 ratio is defined as CET1 capital expressed as a percentage of risk-weighted assets (RWAs), where
both terms are defined in line with CRR and the UK implementation of CRD IV via the PRA Rulebook.

(c) The Tier 1 leverage ratio is Tier 1 capital expressed as a percentage of the leverage exposure measure
excluding central bank reserves in line with the PRA’s Policy Statement 21/17.

(d) The baseline low point refers to the equivalent baseline position at the stressed low point.

(e) The Bank anticipates major UK banks will maintain broadly stable capital ratios over the coming years.
Banks’ corporate plans reflect this view but include, in aggregate, lower risk weights associated with planned
changes to their risk weight models. These planned models changes are not factored into banks’ baseline
and stress projections, in line with the Bank's stress-test methodology. Also, the Bank’s stress-testing
methodology does not permit banks to reduce their baseline dividends to meet a target CET1 capital ratio
unless this is their explicitly stated policy. Therefore, some banks planning RWA model changes see their
capital ratios fall in their baseline projections because these model changes are excluded and there is no
offsetting cut in dividends. For ease of comparison, Bank staff have adjusted the baseline projected CET1 and
Tier 1 leverage ratios at the respective capital low points upwards by 0.5 and 0.1 percentage points
respectively to take account of this fall in baseline capital positions driven by the Bank’s stress-testing
methodology. The effect of this adjustment has been reflected in the residual ‘other’ item.

(f) Traded risk losses comprise: market risk losses, counterparty credit risk losses, losses arising from changes in
banks’ fair value adjustments, prudential valuation adjustments (PVA) and losses on fair value positions not
held for trading. This also includes investment banking revenues net of costs.

(g) Changes in RWAs impact the CET1 ratio, whereas changes in the leverage exposure measure impact the
Tier 1 leverage ratio.

(h) To produce aggregate results in a single currency, the Bank converts the results of US dollar reporters HSBC

and SCB into sterling. This aggregation is done on a dynamic exchange rate basis, i.e. based on the exchange

rate paths specified in the scenario, except for the row showing the contribution of changes in ‘risk-weighted
assets/leverage exposure’. For this row alone, the impact is calculated on a constant exchange rate basis,

ie based on exchange rates prevailing at the start of the test. The rationale is that given the large

depreciation in sterling in the stress, showing these impacts on a dynamic exchange rate basis would suggest

a larger than warranted impact from increasing RWAs/exposures. On the alternative dynamic exchange rate

basis, the RWA impact would have been -3.9 percentage points and the leverage exposure impact would

have been -0.7 percentage points. The aggregate low points are unaffected by this presentational choice.

Expenses comprise administrative and staff expenses, excluding variable remuneration which is included in

reductions in discretionary distributions.

‘Other’ comprises other profit and loss and other capital movements. Other profit and loss includes share

of profit/loss of investment in associates, fees and commissions and other income. Other capital

movements include pension assets devaluation, prudential filters, accumulated other comprehensive
income, IRB shortfall of credit risk adjustments to expected losses, and actuarial gain/loss from
defined-benefit pension schemes.

s =

materialise. These judgements inform adjustments Bank staff
make to the participating banks’ projections (see Box 3).

The deterioration in banks’ capital positions reflects a large
decrease in profits during the stress.

Banks’ profitability has been subdued in recent years and this
continues in the early years of the 2019 ACS baseline
projections.(!) In this period, profitability is weak relative to
long-term averages, with banks earning an average underlying
return on equity of around 7.5% in year one of the baseline —
consistent with their currently low ratios of market valuation
to book valuation (see Box 2).(2)

In the five years of the stress scenario, banks are projected to
earn £118 billion in profit before tax, roughly half the projected
baseline profit. In the first year of the stress, they make a loss
of £77 billion, and banks only return to a cumulative profit
after the third year of the stress (Chart A.4).

The key sources of reduction in banks’ capital and profitability
are more strongly weighted towards impairments and traded risk
losses, as misconduct costs continue to recede.

A number of factors reduce banks’ capital positions during the
stress, with other factors cushioning the impact of the stress.
Credit impairments and traded risk losses are key factors
reducing banks’ capital, while net interest income (NII) and
banks cutting distributions are key factors cushioning the
impact of the stress (Table A.B).

The 2019 stress leads to a slightly smaller reduction in banks’
CET1 capital ratios than in the 2018 ACS, and the balance of
different drivers’ contribution to the reduction has shifted
(Table A.C). Specifically, misconduct costs are lower than in
the 2018 test and non-sterling interest income is higher. In the
other direction, loan impairments and traded risks losses are
higher, and banks receive less benefit from IFRS 9 transitional
relief at the capital low point of the 2019 ACS due to the
planned phasing out of these arrangements (see Box 1).
Further details on the main drivers of the stress impact are set
out below.

Banks incur impairment charges of £151 billion over the five
years of the 2019 stress, slightly higher than in the 2018 test.
Impairments reduce the aggregate CET1 capital ratio by

5.7 percentage points (Table A.B). Over the five years of the
stress, banks incur impairment charges totalling around

£151 billion, which translate to an aggregate impairment rate
on their loans of 4.5%. Impairments are higher than in the
2018 stress test, where they totalled £143 billion (an
impairment rate of 4.3%).

(1) The baseline scenario is based on a macroeconomic scenario in line with the Bank’s
February 2019 Inflation Report forecast. Staff have adjusted banks’ baseline scenario
projections to ensure they take account of expected headwinds to profitability, so
these will also be reflected in banks’ stress projections.

(2) Staff estimate. Underlying return on equity (RoE) calculated before the impact of
restructuring and other one-off items.


https://www.bankofengland.co.uk/inflation-report/2019/february-2019
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Box 3
Key judgements underpinning the 2019 ACS results

A wide range of judgements about what would happen in the stress scenario underpin the results of the 2019 ACS. This box
summarises the most significant of these judgements, and explains the rationale for taking them, to provide greater transparency
around the way the FPC and PRC approach the stress test and assess key risks. It also illustrates the sensitivity of the aggregate

CET1 capital ratio at the low point of the stress to these judgements.

The Bank makes adjustments to the participating banks’ submitted results, many of which relate to the key judgements set out in
Table 1. In the 2019 ACS, as in previous years, the Bank made adjustments to participating banks’ submitted projections for their
capital ratios in the stress scenario. In the 2019 test, these adjustment decreased the projected CET1 capital ratio at the low point

by around 100 basis points.

Table 1 Key judgements underpinning the 2019 ACS results and the sensitivity of the stressed aggregate CET1 capital ratio at

the low point to these judgements

Judgement applicable to the 2019 ACS

Sensitivity of the stressed aggregate CET1 capital
ratio low point to the judgement

The severity of the UK stress scenario and the increase in the size of the buy-to-let
sector lead projected UK mortgage impairment rates in the stress to be higher
than in the global financial crisis. In the 2019 ACS the projected two-year mortgage
impairment rate is 1.6% compared with 0.5% in the global financial crisis.(@

A1 percentage point increase in the UK mortgage
impairment rate would reduce the aggregate
CET1 capital ratio by 39 basis points.

Historically, UK consumer credit impairment rates have tended to move in line
with UK unemployment, and the Bank expects this relationship to hold during the
stress. In the 2019 ACS, the unemployment rate peaks at 9.2% and the projected
two-year consumer credit impairment rate is 18.5%, compared to a peak
unemployment rate of 8.4% and two-year consumer credit impairment rate of
16.0% during the global financial crisis.

A1 percentage point increase in the UK consumer
credit impairment rate would reduce the aggregate
CET1 capital ratio by 4 basis points.

UK corporate impairments are higher in the stress than the global financial crisis.
This reflects: the higher path of Bank Rate; assumptions around individual large
counterparty defaults in stress; and weaker standards in leveraged lending. In the
2019 ACS, the projected two-year impairment rate is 8.5% compared with 6.9% in
the global financial crisis. (@)

A 1 percentage point increase in the UK corporate
credit impairment rate would reduce the aggregate
CET1 capital ratio by 9 basis points.

The IFRS 9 accounting standard requires losses to be taken on an expected, rather
than incurred basis. This change leads to around 80% of projected credit losses
occurring in the first two years of the stress under IFRS 9, compared to around
64% under IAS 39. Box 1 provides further information about IFRS 9 in the

2019 stress test.

Every 1 percentage point increase in the proportion of
credit losses taken in the first two years of the stress
reduce the aggregate CET1 capital ratio by

6 basis points.

The increase in Bank Rate and the rise in long-term interest rates in the stress
allows banks to widen net interest margins. In the 2019 ACS, banks pass through
80% of the increase in Bank Rate to sterling household deposit rates. This is in line
with historical pass-through rates following episodes of significant monetary policy
tightening and is higher than the pass-through rates observed following recent
rises in Bank Rate.

A 5 percentage point increase in the sterling deposit
pass-through rate would reduce the aggregate
CET1 capital ratio by 5 basis points.

Accounting rules for misconduct require provisions to be made only once
settlement is considered probable and where a reliable estimate of the settlement
amount can be made. The ACS includes stressed projections for £13 billion of
misconduct costs, which have a low likelihood of being exceeded. These should
exceed accounting provisions.

If the stressed misconduct projection was £1 billion
higher at the capital low point, the aggregate
CET1 capital ratio would reduce by 5 basis points.

Banks are permitted to take plausible str