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Managing operational risk capital: a change in direction
Banks should choose capital measures which are appropriate to their operational risks, but internal 

models often reduce regulatory capital, but don’t necessarily address these risks. Regulators have 

responded with a prescriptive approach to managing operational risk capital, impacting the way many 

banks manage their operational risk controls.

Capital Loss component

The Capital Loss Component (CLC) is the average over 10 years 

(during transition, banks can use five years history) of operational 

losses.

Business indicator

The proposed methodology combines a Business Indicator (BI), 

a financial statement proxy of operational risk and specific 

operational loss data. 

• The BI acts as a proxy indicator for operational losses and is 

made up of a combination of Profit and Loss (P&L) items 

using positive values. It also includes P&L items such as P&L 

in the banking book, fee and other operating expenses. 

• The BI is defined as the average over the most recent three 

years of Interest, Lease & Dividend Income + Services 

Income (eg fees income & expenses and other income & 

expenses) + Financial Component.

• The size of the BI will define the BI component of the SMA 

Capital, for example, a bank with BI between €1 billion and 

€3 billion will have a capital component of €110 million plus 

5% of excess BI over €1 billion.

SMA Capital Requirement: BI + CLC

The Basel Committee proposes to combine the BI with the 

Capital Loss Component. This ensures that a history of large 

operational losses and control failures result in increased capital 

requirements. 

Summary

Banks need to reduce the frequency and impact of control 

failures and through our deep experience in operational risk 

across many institutions, we are able to help you. We can also 

identify the opportunities and challenges facing your business 

and assist you with the implementation of models, processes, 

systems and internal control changes.

Background

Current regulations under the Prudential Regulation Authority 

(PRA) and Financial Conduct Authority (FCA) permit banks to 

adopt one of three approaches to measuring Operational Risk 

Capital: Basic, Standardised or Advanced. Both the Basic and 

Standardised approaches provide a rough estimate based on 

Gross Income items and are supplemented in the Pillar 2 capital 

calculation by scenario analysis. Banks using the Advanced 

Measurement Approach (known as AMA) are permitted to use 

their own capital calculation models.

The regulators have continued to challenge banks that use the 

Basic or Standardised approaches on the lack of severity of their 

scenarios, which has often resulted in an application of capital 

buffers. Also, the regulators are not convinced that the internal 

models used in the AMA approach are sufficiently conservative.

Basel’s proposed approach

The Basel Committee has decided to remove the choice from 

banks and propose one approach to the measurement of 

operational risk.

In March 2016 the Basel Committee proposed a Standardised 

Measurement Approach (SMA) for operational risk. This 

provides a single non-model approach.

The aim is to apply global standards consistently where a 

combination of a standardised measure and bank-specific loss 

data will provide a sufficiently sensitive measure of operational 

risk. Additional benefits are that it improves comparability 

between banks and reduces the risks introduced by model 

complexity.
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Contact Us
Grant Thornton provides internal audit and assurance 

solutions that can help you interpret and respond to 

regulatory change. Our team consists of industry experts 

with skills covering all aspects of risk and financial 

regulatory reporting. We work with clients from all parts of 

the financial services sector and with the regulators that 

oversee it.

We will be happy to discuss your organisation's needs and 

demonstrate how we can help you meet the requirements 

along with the added perspective of market best practice.
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