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1 1- Introduction
1.1 Overview and Purpose of Document
Merrill Lynch Equity S.a r.l. (“MLESA”) was incorporated in Luxembourg on February 5, 2007. MLESA’s
trading activities are related to equity finance. Trading activities include derivative hedging and securities
lending on a fully collateralised basis to internal and external counterparties. MLESA’s activities are
hedged to avoid any material market risk.
Capital Requirements Directive IV (“CRD IV”), the European Union (“EU”) legislation implementing Basel
III, came in to effect on 1 January 2014, mandating the quality of capital that firms are required to hold,
introducing an EU wide liquidity regime and establishing leverage requirements. This legislation consists
of three Pillars. Pillar 1 is defined as “Minimum Capital Requirement,” Pillar 2 “Supervisory Review Process”
and Pillar 3 “Market Discipline.” The aim of Pillar 3 is to encourage market discipline by allowing market
participants to access key pieces of information regarding the capital adequacy of institutions through a
prescribed set of disclosure requirements.
This document constitutes the ‘Capital Adequacy Disclosure’ pursuant to the regulatory requirements of
Pillar 3 as per the provisions set out in CSSF Circular CSSF 07/290 Part XIX as well as CRD IV requirements.
This document provides detail on MLESA’s available capital resources (“Capital Resources”) and regulatory
defined Pillar 1 minimum capital requirement (“Minimum Capital Requirement”). It demonstrates that
MLESA has Capital Resources in excess of this requirement and maintains robust risk management and
controls.
To further increase transparency, this document also includes information on MLESA’s liquidity position
and information on the capital requirements in respect of the Countercyclical Capital Buffer (“CCYB”).
The disclosures in this document are based on the figures as at 31 December 2016.
1.1.1 Merrill Lynch Equity S.a r.l.
MLESA is a subsidiary of Merrill Lynch Equity Scotland Limited Partnership, a Scottish limited partnership.
The ultimate parent of MLESA is Bank of America Corporation (“BAC or the Group”), a US corporation with
its head office in Charlotte, North Carolina and as such must comply with all relevant US regulations.
MLESA does not form any part of a consolidated group within the meaning of Chapter 2 of CSSF 07/290
Part XIX. At 31 December 2016, MLESA does not hold shares or units in other entities that may be
consolidated for accounting purposes, so there are no differences in the scope of consolidation for
accounting and capital adequacy purposes.
1.1.2 MLESA’s Capital Position at 31 December 2016
MLESA’s Capital Resources of USD 253.3 million (2015: USD 240.1 million) consists entirely of Tier 1
capital. MLESA has a Tier 1 to Risk Weighted Assets (“RWA”) ratio of 110% (2015: 170%), and a surplus
over Minimum Capital Requirement of USD 234.8 million (2015: USD 228.8 million).
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1.2 Basis of Preparation
The information contained in these disclosures has been prepared in accordance with regulatory capital
adequacy rules, rather than in accordance with international accounting standards. Therefore, the
information is not directly comparable with information published in the annual financial statements.
These disclosures are not required to be audited by the external auditors. The document has been prepared
purely for the purpose of explaining the basis on which MLESA has prepared and disclosed certain
information about the management of risks relating to those requirements, and for no other purpose. It
therefore does not constitute any form of financial statement for MLESA or of the wider BAC group, nor
does it constitute any form of contemporary or forward looking record or opinion of the group. Although
Pillar 3 disclosures are intended to provide transparent disclosures on a common basis, the information
contained in this document may not be comparable with that of other banks.
Part Eight of Regulation (EU) No 575/2013 (the CRR) sets the minimum requirements to disclose
information on an annual basis and leaves institutions free to assess the need to disclose some or all of
the information more frequently. MLESA has assessed that it will not make additional disclosures.
MLESA’s Pillar 3 disclosures are published on BAC’s corporate website:

http://investor.bankofamerica.com

1.3 Operation, Structure and Organisation
MLESA must comply with all applicable laws and regulations in Luxembourg, other jurisdictions
affecting its businesses, as well as with guidelines on best practices issued by the regulator. The chart
in Figure 1 shows the ownership and regulatory structure of MLESA. For a full BAC organisation chart,
please refer to the investor relations website at http://investor.bankofamerica.com
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Figure 1: Abbreviated Organisation Chart showing the principal group entities through to the ultimate
parent
Bank of America Corporation
100 %

NB Holdings Corporation
100 %

Merrill Lynch International Inc.

Merrill Lynch Group Holdings 1, L.L.C.
100 %

Merrill Lynch Equity Scotland
Limited Partnership
100%

Merrill Lynch Equity S.a.r.l.
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2 - Capital Resources and Minimum Capital Requirements
2.1

Capital Resources

2.1.1 Summary of 2016 Capital Resources
Capital resources represent the amount of regulatory capital available to an entity in order to cover
all risks. Defined under CRD IV, capital resources are designated into 2 tiers, Tier 1 and Tier 2. Tier 1
capital consists of Common Equity Tier 1 (“CET1”) and Additional Tier 1 (“ATI”). CET1 is the highest
quality of capital and typically represents equity and audited reserves; ATI usually represents contingent
convertible bonds, and Tier 2 capital typically consists of subordinated debt and hybrid debt capital
instruments.
Tier 1 capital is the only component of MLESA’s Capital Resources,
The table below shows the regulatory capital resources for MLESA.
Table 1: MLESA Capital Resources
(USD in Millions)

2016

2015

Eligible Capital
Tier 1 Capital

221.3
32.0
253.3

221.3
18.8
240.1

Total Capital Resources

253.3

240.1

Eligible Reserves

On December 31, 2016 the Company’s share capital amounted to USD 221.3 million represented by
a total of 156,663,000 shares with a par value ofUSD

1.4063 each and USD 1.0 million share premium.

2.1.2 Key movements in 2016
Eligible Reserves increased from USD 18.8 million in 2015 to USD 32.0 million in 2016 primarily
driven by the recognition of 2015 audited profits of USD 12.0 million.

2.1.3 Transferability of Capital within the Group
Capital Resources are satisfied by sourcing capital either directly from BAC or from other affiliates.
There is no material, current or foreseen, practical or legal impediments to the prompt transfer of
capital resources or repayment of liabilities.

2.2

Minimum Capital Requirements

The Minimum Capital Requirement is the amount of capital that Capital Requirement Regulations
(“CRR”) require MLESA to hold at all times. MLESA’s total Capital Resources must be greater than its
Minimum Capital Requirement.
Capital Resources consists of eligible own funds and the Capital Requirement is the risk weighted
assets (“RWA”) for Credit Risk, Operational Risk and Market Risk.
MLESA uses the Standardised Approach for Credit and Market Risk and the Basic Indicator approach
for Operational Risk.
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The counterparty ratings used by MLESA are those assigned to counterparties by external credit
assessment institutions (Moody’s Investors Service, Inc, Standard and Poor’s and Fitch Ratings, Inc) in
conjunction with objective ECAI mappings provided by the EBA.
Under the Standardised Approach for Market Risk, MLESA calculates its Market Position Risk Requirement
(“PRR”) for Foreign Exchange PRR and Equity PRR.
Under the Basic Indicator approach, MLESA holds capital for Operational Risk equal to a fixed percentage
(15%) of the last three years’ average positive annual gross income.
The following table provides a breakdown of capital requirements per risk type for MLESA.
Table 2: Capital requirements
2016

(USD in Milions)

2015

Credit Risk
Central Banks
Institutions
Corporate

0.0
13.1
1.3

0.0
5.8
0.0

0.0
14.4

Market Risk

0.1
0.9

0.0
5.8
2.1
0.2

Operational Risk

3.1

3.2

Total Capital Requirements

18.5

11.3

Other items
Total Credit Risk
Credit Valuation Adjustment (CVA)

2.2.1 Key movements in 2016
MLESA’s capital requirement has increased year on year, from USD 11.3 million in 2015 to USD 18.5
million in 2016 relating to an increase in credit risk requirements driven by an increase in exposure to
stock lending counterparties and an increase in on-balance sheet exposure to affiliates.

2.3
Capital Resources vs. Minimum Capital Requirement and Tier 1 Capital
Ratio
MLESA had USD 253.3 million of eligible own funds compared to the capital requirement of USD 18.5
million as at 31 December 2016 and the surplus own funds highlight the fact that MLESA is well
capitalised relative to its risks.
Below table provides surplus and solvency computation
Table 3: Tier 1 Capital Ratio
(USD in Millions)

Total Capital Resources
Capital Requirements
Surplus Own Funds CET
1 Capital Ratio

2016
253.3
18.5
234.8
110%

2015

240.1
11.3
228.8
170%
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2.4 Leverage Ratio
The leverage ratio is a measure of Tier 1 capital as a percentage of exposure as defined under the CRR
rules.
The requirement for the calculation and reporting of leverage ratios was introduced as part of CRD IV in
2014, and amended by the European Commission Delegated Act (EU) 2015/62 in 2015.
CRD IV legislation allows for the calculation of a transitional leverage ratio, permitting various adjustments
to Tierl capital in the years leading to 2018.
CRD IV does not currently include a minimum Leverage Ratio requirement. In November 2016 the
European Commission published a legislative proposal to amend various elements of CRDIV, which
included a binding minimum Leverage Ratio requirement of 3%, as well as a number of changes to the
calculation of the exposure measure. Based on the draft text of the proposal, it is currently expected that
these amendments will become effective at the earliest on 1 Jan 2021. MLESA’s transitional and fullyphased in leverage ratios are in excess of this at 30.10%.
Table 4: Transitional versus Fully Phased-ln Leverage Ratio
2016

Minimum Requirement

Transitional Leverage Ratio

30.10%

3%

Fully Phased-ln Leverage

30.10%

3%

Ratio
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3 - Liquidity Position and Encumbered and Unencumbered
Assets
3.1 Liquidity Position 3.1.1
Regulatory Requirement
MLESA is subject to liquidity requirements of the CRD IV, which introduced the Basel III liquidity
requirements across the European Union.
MLESA has been providing monthly Liquidity Coverage Ratio (“LCR”) reports and quarterly Net Stable
Funding Ratio (“NSFR”) reports to local regulators since March 2014.
3.1.2 Liquidity Position
As of 31 December 2016, MLESA was in compliance with its regulatory and internal liquidity requirements.

3.2 Encumbered and Unencumbered Assets
An asset shall be treated as encumbered if it has been pledged or if it is subject to any form of
arrangement to secure, collateralise or credit enhance any transaction from which it cannot be freely
withdrawn.
This asset encumbrance disclosure is prepared in accordance with European Banking Authority (“EBA”)
guidelines and is based on financial statement information prepared in accordance with Luxembourg
GAAP.
In MLESA, encumbered assets primarily comprise of on/off balance sheet assets that are pledged as
collateral against secured funding. Asset encumbrance is an integral part of MLESA’s secured funding
and collateral management process. The business model has remained relatively stable over time with
types of encumbered assets remaining consistent.
MLESA primarily adopts standard collateral agreements and collateralises at appropriate levels based on
industry standard Global Master Securities Lending Agreements (“GMSLAs”).
Table 5 outlines the carrying and fair value of certain assets of MLESA split between those encumbered
and unencumbered.
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(USD in Millions)

Assets of the reporting institution
Equity Instruments
Debt Securities
Other Assets2 3

(USD in Millions)

Assets of the reporting institution
Equity Instruments
Debt Securities
Other Assets2 3

Carrying amount of
Encumbered Assets
1,273
1,273
0
0

Table 5 Analysis of Assets1
2016
Fair value of Encumbered
Carrying amount of
Unencumbered Assets
Assets
1,121
1,273
5
0
0
79

Carrying amount of
Encumbered Assets
1,203
1,203
0
0

2015
Fair value of Encumbered
Carrying amount of
Unencumbered Assets
Assets
972
1,203
0
0
0
46

Fair value of
Unencumbered Assets
5
0

Fair value of
Unencumbered Assets
0
0

¹1Greyed out cell format stems from EBA asset encumbrance template, indicating not applicable disclosures.
2The majority of unencumbered Other Assets relates to derivative assets not available for encumbrance.
3Other Assets has been reported per EBA guidelines.

Table 6 provides detail on both the fair value of encumbered collateral received and collateral
received
that is available for encumbrance. As defined by the EBA, no “Other Collateral” or “Own Debt
Securities
Table 6 Analysis
of Collateral
Received
other than own Covered Bonds or Asset-Backed Securities
(“ABS”)”
have
been received as collateral.
2015

2016
Fair value of Encumbered
Collateral Received or Own
Debt Securities

Fair Value of Collateral
Received or Own Debt
Securities Issued Available for
Encumbrance

Fair value of Encumbered
Collateral Received or Own
Debt Securities

Fair Value of Collateral
Received or Own Debt
Securities Issued Available for
Encumbrance

Collateral received by
the reporting institution

839

0

691

0

Equity Instruments
Debt Securities
Other Collateral Received

839
0
0

0
0
0

691
0
0

0
0
0

(USD in Millions)

Table 7 outlines the value of liabilities against which assets have been encumbered and the respective
asset values.
Table 7 Encumbered Assets/Collateral Received and Assoicated Liabilities

|

(USD in Millions)

Carrying Amount of Selcted
Financial Liabilities

2016
Matching liabilities,
contingent liabilities or
securities lent

2015

Assets, collateral received and
own debt securities issued
other than covered bonds and
ABSs encumbered

Matching liabilities,
contingent liabilities or
securities lent

2.111
2.167

Assets, collateral received and
own debt securities issued
other than covered bonds and
ABSs encumbered
1,894

1.956
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4 - Risk Management Objectives and Policies
4.1 BAC Risk Framework
BAC has established a risk governance framework (the “Risk Framework”) which serves as the foundation
for consistent and effective management of risks facing BAC and its subsidiaries (including MLESA). BAC
adopted the 2017 Risk Framework in December 2016. The key enhancements from the 2016 Risk
Framework include the incorporation of the responsible growth strategy and updates to various
definitions, and organisation and governance structures.
MLESA is integrated into and adheres to the global BAC group management structure including risk
management and oversight, as adapted to reflect local business, legal and regulatory requirements.
The following section lays out the risk management approach and key risk types.

4.2 Enterprise Risk Management Approach
Risk is inherent in all business activities. Managing risk well is the responsibility of every employee. Sound
risk management enables MLESA to serve customers and deliver for the shareholders. If not managed
well, risks can result in financial loss, regulatory sanctions and penalties, and damage to MLESA’s
reputation, each of which may adversely impact MLESA’s ability to execute its business strategy.
Managing risk well is fundamental to delivering on the Company’s strategy for responsible growth. It is
critical that every employee embraces sound risk management practices as a core component of his or
her role and responsibilities.
The Risk Framework applies to all employees. It provides an understanding of MLESA’s approach to risk
management and each employee’s responsibilities for managing risk. All employees must take ownership
for managing risk well and are accountable for identifying, escalating and debating risks facing MLESA.
The Risk Framework sets forth roles and responsibilities for the management of risk by front line units,
independent risk management, other control functions and Corporate Audit. The following are the five
components of MLESA’s risk management approach:







Culture of Managing Risk Well
Risk Appetite and Risk Limits
Risk Management Processes
Risk Data Management Aggregation and Reporting
Risk Governance

Focusing on these five components allows effective management of risks across the seven key risk types
faced by MLESA businesses, namely: Credit, Operational, Market, Liquidity, Strategic, Reputational and
Compliance Risks.

4.3 Culture of Managing Risk Well
A culture of managing risk well is fundamental to BAC values and operating principles. It ensures
appropriate focus on risk in all activities and encourages the necessary mindset and behaviour to enable
effective risk management and promote sound risk-taking within BAC’s risk appetite. Sustaining a culture
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of managing risk well is critical to the success of BAC and is a clear expectation of BAC
executive management and the boards of directors.

4.4 Risk Appetite
The BAC Risk Appetite Statement (“RAS”) defines the types and levels of risk BAC is willing to take to
achieve its strategic objectives and business plans, consistent with applicable regulatory requirements.
It is designed with the objective of ensuring that it is comprehensive for all key risks, relevant to the
BAC business and aligned with the risk management practices of BAC.

4.5 Risk Governance
BAC adheres to a risk governance framework that is designed by independent risk management and
approved by the BAC Board of Directors. The risk governance framework includes the delegation of
authority from appropriate boards of directors or board committees to management committees and
executive officers as well as risk limits established for material activities to ensure BAC operates within
its risk appetite.
Members of the MLESA Board of Managers (“BoM”), along with representatives from Human Resources,
Subsidiary Corporate Governance and Legal, are responsible for identifying and nominating for the
approval of the Board, candidates to fill Board vacancies as and when they arise.
Before any appointment is made by the MLESA BoM, the members are responsible for evaluating the
balance of skills, knowledge, experience and diversity on the MLESA BoM, and, in light of this evaluation,
preparing a description of the role and capabilities required for a particular appointment. When identifying
suitable candidates the members shall consider candidates from a wide range of backgrounds and consider
candidates on merit and against objective criteria and with due regard for the benefits of diversity on the
MLESA BoM, including gender representation, taking care that appointees have sufficient time available
to devote to the position.
No detailed disclosures are made in relation to MLESA BoM member experience as management does not
consider that their omission will change or influence the assessment or decision of a user relying on this
information.
BAC’s risk governance principles serve as the cornerstone of MLESA’s risk governance framework. The
BAC Code of Conduct, Risk Framework, Risk Appetite Statement and Strategic Plan are overarching
documents that firmly embed MLESA’s culture of managing risk well in everything it does.

4.6 Risk Statement
MLESA was incorporated in Luxembourg on February 5, 2007. MLESA’s trading activities are related to
equity finance. Trading activities include derivative hedging and securities lending on a fully collateralised
basis to internal and external counterparties. MLESA’s activities are hedged to avoid any material market
risk.
As at 31 December 2016, MLESA’s total assets, prepared in accordance with Luxembourg GAAP, were
USD 2.5 billion, and comprised mainly of Transferable Securities USD 1.3 billion and Debtors USD 0.9
billion. Net profit for the year ended 31 December 2016 was USD 2.9 million. As at 31 December 2016
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MLESA had USD 253.3 million of regulatory capital resources, all of which was Tier 1 capital. The solvency
ratio was 110% as at 31 December 2016.
MLESA’s largest exposure as at 31 December 2016 based on regulatory capital exposures, is to credit risk
(including Credit Valuation Adjustment (“CVA”)), with RWA of USD 1 73 million. MLESA’s credit portfolio,
based on regulatory capital exposures, is mainly driven by exposures to Merrill Lynch International (“MLI”)
which is the only total return swap (“TRS”) counterparty and the primary stock lending counterparty. 89.4%
of the residual maturity of its credit risk exposure is less than 3 months, 5.4% is on demand and 5.2% is
greater than 3 months.
The MLESA Equities desk executes stock lending trades with a number of counterparties. All of the lending
positions are collateralized. The stock lending does not involve Market Risk. The Equities desk also
executes equity total return swaps with MLI and hedge Market Risk by cash equities. There is no residual
Market Risk. The desk carries foreign exchange (“FX”) risk from small non-USD cash positions generated
by the equities trading activities.
MLESA is integrated into and adheres to the global BAC group management structure including risk
management and oversight, as adapted to reflect local business, legal and regulatory requirements (the
‘BAC Risk Framework’). BAC Risk Framework describes the five components (Risk Culture, Risk Appetite,
Risk Governance, Risk Reporting and Risk Management Processes) of its risk management approach and
the seven key risk types (Credit, Market, Operational, Liquidity, Strategic, Compliance and Reputational
Risk) faced by its businesses. This is discussed in more detail below.
The MLESA BoM confirms that the risk management arrangements outlined are adequate to facilitate the
management of risk in the context of MLESA’s profile and strategy as set out in the risk statement.

4.7 Risk Data Management, Aggregation and Reporting
Effective risk data management, aggregation and reporting is critical to provide a clear understanding of
current and emerging risks and enable BAC to proactively and effectively manage risk.
Risk Data Management, Aggregation and Reporting Principles:






Comprehensive, accurate, reliable and timely data.
Clear and uniform language to articulate risks consistently across BAC.
Robust risk quantification methods.
Timely, accurate and comprehensive view of all material risks, including appropriate
levels of disaggregation.

4.8 Risk Management Processes
The Risk Framework requires that strong risk management practices are integrated in key strategic, capital
and financial planning processes and in day-to-day business processes across BAC, thereby ensuring risks
are appropriately considered, evaluated and responded to in a timely manner.
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FLUs have primary responsibility for managing risk inherent in their businesses. BAC employs an
effective risk management process referred to as Identify, Measure, Monitor and Control as part of
their daily activities.

4.9 Key Risk Types
The risk management processes outlined above allow management of risks across the seven key risk types;
Credit, Operational, Market, Liquidity, Strategic, Reputational and Compliance.



Credit risk is the risk of loss arising from the inability or failure of a borrower or
counterparty to meet its obligations.



Operational risk is the risk of loss resulting from inadequate or failed internal processes,
people and systems, or from external events.



Market risk is the risk that changes in market conditions may adversely impact the value
of assets or liabilities, or otherwise negatively impact earnings.



Liquidity risk is the potential inability to meet expected or unexpected cash flow and
collateral needs while continuing to support businesses and customers under a range of
economic conditions.



Strategic risk is the risk that results from incorrect assumptions about external and / or
internal factors, inappropriate business plans (e.g. too aggressive, wrong focus,
ambiguous), ineffective business strategy execution, or failure to respond in a timely
manner to changes in the regulatory, macroeconomic and competitive environments, such
as business cycles, competitor actions, changing customer preferences, product
obsolescence and technology developments, in the geographic locations in which BAC
operates.



Reputational risk is the potential that negative perceptions of BAC’s conduct or business
practices may adversely impact its profitability or operations through an inability to
establish or maintain existing customer/client relationships or otherwise impact relations
with key stakeholders, such as investors, regulators, employees and the community.



Compliance risk is the risk of legal or regulatory sanctions, material financial loss or
damage to the reputation of BAC arising from the failure of BAC to comply with the
requirements of applicable laws, rules and regulations.

4.10 Internal Capital Adequacy Assessment Process (ICAAP)
MLESA performs an internal capital adequacy assessment process (“ICAAP”) in accordance with circular
CSSF 07/301. CRD IV Pillar 2 requires an establishment of a framework for banks to perform a
comprehensive assessment of the risks they face and to relate capital adequacy to these risks.
Furthermore, the capital analysis performed by banks is expected to encompass all risks, not only those
risks captured by the Pillar 1 minimum regulatory capital calculation. The BoM of MLESA shall assess all
risks at least annually during the renewal of the ICAAP.
Comprehensive review of all risks as part of the capital adequacy assessment is a guiding principle for the
ICAAP. Under the ICAAP, MLESA collectively defines the aggregate level and types of risks that MLESA
is willing to accept in order to achieve its business objectives.
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4.11 Policies for Hedging and Mitigating Risk
The day-to-day managers of MLESA, being a senior trader and the MLESA CFO, in conjunction with the
equity trading employees are responsible for ensuring that all the transactions which MLESA enters into
are compliant with the risk management policies adopted by the Board. The day-to-day managers
undertake and document their review of MLESA’s outstanding positions on a daily basis.
MLESA primarily adopts standard collateral agreements and collateralizes at appropriate levels based on
industry standard Global Master Securities Lending Agreements (“GMSLAs”).
The MLESA Equities desk executes stock lending trades with a number of counterparties. All of the lending
positions are collateralized. The stock lending does not involve Market Risk. The Equities desk also
executes equity total return swaps with MLI and hedge Market Risk by cash equities. There is no residual
Market Risk. The desk carries foreign exchange (“FX”) risk from small non-USD cash positions generated
by the equities trading activities.

4.12 Wrong Way Risk
Wrong-way risk is a concentration risk which exists when there is adverse correlation between the
counterparty’s probability of default and the market value of the underlying transaction and /or the
collateral.
BAC uses a range of policies and reports to identify and monitor wrong-way risk across the portfolio.
Forums have been established to review potential situations of wrong-way risk, and depending on the
nature of the wrong way risk, Risk Management may require pre-trade approval or apply various portfolio
limits. In keeping with BAC’s risk management framework, several processes exist to control and monitor
wrong-way risk including reviews at the Global Markets Risk Committee and Country Credit Risk
Committee.
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5 - Further details on Capital Requirement, Capital
Resources, Leverage and Capital Buffers
5.1 Market Risk
MLESA is exposed to limited market risk as a result of entering into derivatives and transacts on a fully
hedged basis. Market Risk related to the investment portfolio is covered by bilateral Total Return Swaps
(“TRS”) with MLI.
Market risk capital requirement is computed using the Pillar 1 standardised approach for Market Risk.
Given the operating model of MLESA, which is based on a fully Market Risk hedged activity, the Market
Risk arises solely on FX exposures and reset timing differences. As at 31 December 2016, the capital
requirement due to Market Risk was USD 1.0 million.
Table 8: Position Risk Requirement
(USD in Millions)

2016

Equity PRR

1

Foreign Exchange PRR

0

Total Capital

1

5.2 Credit Risk
Credit risk requirements are derived from risk-weighted exposures, determined using the standardised
approach. MLESA has credit risk exposure as a result of derivative trades, stock lending activities and
other trading and non-trading book exposures.
As part of its stock lending activities, MLESA invited counterparties to borrow from a list of available
equities and received cash and non-cash collateral in return. Only stock lending activities involved external
counterparties in 2016. MLESA receives daily report on collateral exposures to ensure that it has sufficient
collateral against the loans to external parties.
A financial asset is past due when the counterparty has failed to make a payment when contractually due.
A financial asset or group of financial assets is impaired and impairment losses are incurred only if there
is objective evidence of impairment as a result of one or more events that occurred after the initial
recognition of the asset (a "loss event") and that loss event (or events) has an impact on the estimated
future cash flows of the financial asset or group of financial assets that can be reliably estimated. As of
December 2016, MLESA did not have any impairments, past due items, provisions or value adjustments.
The following tables show the credit risk exposures by exposure class, geographic distribution, industry
groups and residual maturity. All the exposures reported in the tables below are based on the exposures
of the counterparties as at 31 December 2016.
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Table 9: Total Gross Exposure & Average Exposure by Exposure Class
2016 Average Exposure

(USD in Millions)

Gross Exposure

Central Government or Central Banks

Average Exposure

36

44

Corporate

743
17

622
17

Total

796

683

Institutions

Table 10: Total Gross Exposure by Geographic Distribution
2016

(USD in Millions)

Rest of

Georgraphic Location

Europe

Asia Pacific

Central Government or Central Banks
Institutions
Corporate
Total

36
742
14
792

0

0

0

1

3

0

3

1

World

Total

36
743
17
796

Table 11: Total Gross Exposure by Industry Group
Gross Exposure
(USD in Millions)

2016

Central Government or Central Banks

Other

36
0
758
0
2

Total

796

Credit Institutions
Other Financial institutions1
Manufacturing (Other)

'Other Financial Institutions mainly comprise of exposures to MLI

Table 12: Total Gross Exposure by Residual Maturity
Gross Exposure
(USD in Millions)

2016

Next Day
<3 months
>3 months
Total

43
712
41
796

5.2.1 Credit quality steps (CQS) before and after Credit Risk Mitigation
Table 13 analyses exposure value by asset class and Credit Quality Step (“CQS”), showing the position
Pre and Post Credit Risk Mitigation. For MLESA, Credit Risk Mitigation comprises of collateral. The
CQS is derived by referring to ECAIs including Moody’s, Fitch and S&P, where available.
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Table 13: Credit quality step analysis of pre and post CRM exposure

2016

(USD in Millions)
Exposure Class

Pre Credit Risk

Post Credit Risk

Mitigation

Mitigation

36
36
00
00
00
00
00
00
36
36

36
36
00

Central
or Central
BankBank
CentralGovernment
Government
or Central
Credit
CreditQuality
QualityStep
Step
11
22
33
44
55
66
NR -- Non
NR
NonRated
Rated
Total Exposure
Value
Total
Exposure
Value
Institutions
Institutions
Credit Quality
Step
Credit
Quality
Step
11
22
33
44
5
66
NR --Non
NR
NonRated
Rated
Total Exposure
Value
Total
Exposure
Value
Corporate
Corporate
Credit Quality
Step
Credit
Quality
Step
11
2
2
3
44
5
6
NR -- Non
NR
NonRated
Rated
Total Exposure
Value
Total
Exposure
Value

00

1,117
1,117
5 5

00
00
00
00
00
36
36

00

649649

00

55
00
00

00
89
89

00
89
89

1,212
1,212

743
743

00

00

00
00

00

00

00
00

00
00

00

00
17
17

00
17
17

17
17

17
17

5.2.2 Counterparty Credit Risk Exposure by Product
Measures for exposure value under Counterparty Credit Risk for MLESA are calculated using the mark
to market method. Counterparty Credit Risk is analysed in the table below.
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Table 14: Counterparty Credit Risk Exposure by Product
2016

(USD in Millions)
OTC Derivatives Counterparty Credit Risk

79

Gross positive fair value of contracts
Gross potential future credit exposure

77

Gross Exposure Value

156

Netting Benefits

(114)
0

Collateral Held

42

Net Current Credit Exposure
Breakdown of Collateral Held
Cash Collateral

0

Total Collateral Held

0

Counterparty Credit Risk By Product
OTC Derivatives

42

Total Counterparty Credit Risk Exposure

42

Value

5.2.3 Credit Derivatives
The following table analyses the notional value of MLESA’s credit derivative
portfolio.

Table 15: Credit Derivatives
2016

(USD in Millions)

Protection Bought Protection Sold

Credit derivative products
Credit Default Swaps Total

0

0

Return Swaps

0
0

1,285
1,285

Total Notional Value

5.3

Credit Risk Mitigants

Credit Risk is managed by reviewing and establishing limits for credit exposure, disciplined
underwriting including the establishment of covenants or monitoring triggers, maintaining collateral
and continually assessing the creditworthiness of counterparties.
Credit risk limits define the maximum credit exposure that the entity is willing to assume to a debtor
over a specified time period. The process for assigning a counterparty’s Credit Risk exposure limit is
guided by: MLESA credit policy, underwriting standards and procedures and the creditworthiness
of the counterparty or borrower as expressed by the credit rating assigned to it through use of
scorecards and judgment of experienced Credit Risk officers.
MLESA does hold eligible collateral which mitigates credit risk and uses the technique as specified in
Part IX of CSSF Circular 07/290 in order to reduce its capital requirement.
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The following table analyses exposure value Pre and Post Credit Risk Mitigation for 2016.
Table 16: Credit Risk Mitigation
2016

(USD in Millions)

Gross Exposure PreExposure Class

Credit

Net Credit Exposure

Risk

Central Government or Central Banks
Institutions
Corporate
Other Items
Total Exposure Value

5.4

Mitigation
36

1,212
17
0
1,265

36
743
17
0
796

Operational risk

The total capital requirement for operational risk is calculated by MLESA using the Basic Indicator
Approach. As at December 31,2016, the capital requirement for operational risk amounted to USD 3.1
million.

5.5
Disclosures Linked to the Equity Exposures Not Included in the Trading
Book
MLESA does not have exposures in equities from credit institutions and other commercial companies
that are not included in the trading book.

5.6
Disclosures Linked to Interest Rate Risk Exposures on Positions Not
Included in the Trading Book
MLESA applies the methodology and scenario defined by CSSF Circular 16/642 in order to monitor the
interest rate risk exposures on positions not included in the trading book.
The objective of the assessment is to determine the impact on eligible own funds due to an increase or
decrease of 200 basis points of the interest rates on the market value of exposures outside the
investment portfolio.
As at 31 December 2016, the impact of the change in interest rates as per CSSF Circular 08/338 is USD
2.3 million.

5.7

Disclosures Linked to Securitisation

MLESA does not hold any material securitisation positions so no disclosures are required.

5.8

Impact of a Credit Rating Downgrade on Collateral Posted

The full impact of a BAC credit rating downgrade on MLESA depends on numerous factors, including (1)
the type and severity of any downgrade; and (2) the reaction of counterparties, customers, and investors
who face MLESA.
Based on the terms of various OTC derivatives contracts and other trading agreements, a BAC credit
rating downgrade may require the posting of additional collateral to counterparties or counterparties
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choosing to unwind or terminate specific transactions. The materiality of such events will depend on
whether the downgrade affects long-term or short-term credit ratings, as well as whether credit ratings
drop by one or more levels.
Based on MLESA’s current activity, none of these events would be expected to have a significant impact
on the MLESA liquidity profile.

5.9

Capital Resources

The below table shows a reconciliation between the accounting balance sheet values and the regulatory
capital values of the items included in MLESA’s capital resources.
Table 17: Regulatory Capital Resources Reconciliation to Audited Financial Statements
Balance per
Financial

(Dollars in
in Millions)
Millions)
(Dollars
Share Capital
Capital
Share
Share
SharePremium
Premium
Reserves
Profitand
andLoss
LossAccount
Account
Profit
Total Own
Total
Own Funds
Funds

Statements

220.3
220.3
1.0
1.0
4.2
4.2
31.9
31.9
257.5
257.5

Adjustments to
Sheet
Items
Adjustments
toBalance
Balance
Sheet
Own
Funds
Itemsfor
forRegulatory
Regulatory
Own
Funds
Unaudited profits

0.0
0.0
0.00.0
0.0
0.0
(4.2)
(4.2)
(4.2)
(4.2)

Reclass from P&L to

Balance per
Regulatory Own
Funds

Reserves

0.0
0.0
0.0
0.0
(0.6)
(0.6)
0.6
0.0
0.0

220.3
220.3
1.0
3.6
3.6
28.4
28.4
253.3
253.3
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Table 18: Capital Instrument Features
Capital instruments main features template

1
CET1

1

Issuer

2

Unique identifier (e.g. CUSIP, ISIN or Bloomberg identifier for private placement)

3

Governing law(s) of the instrument

Merrill Lynch Equity S.ar.l.
Private Placement
Luxembourg

Regulatory Treatment
4

Transitional CRR rules

5

Post-transitional CRR rules

6

Eligible at solo/{sub-)consolidated/ solo &

7

(sub-)consolidated Instrument type (types to be specified by
each jurisdiction)

CET1
CET1
Solo
Ordinary shares with full voting
rights
$221.3 million comprising
nominal and premium
156,663,000 issued shares @
$1 .4063

8

Amount recognised in regulatory capital (currency in million, as of most recent reporting date)

9

Nominal amount of instrument

9a

Issue price

156,663,000 @ $1.4063

9b

Redemption price

10

Accounting classification

N/a
Shareholders equity
2012 (December)
Perpetual
No maturity
No
N/a
N/a

11

Original date of issuance

12

Perpetual or dated

13

Original maturity date

14

Issuer call subject to prior supervisory

15

approval
Optional call date, contingent call dates and redemption amount

16

Subsequent call dates, if applicable

Coupons / Dividends
17

Fixed or floating dividend/coupon

Floating

18

Coupon rate and any related index

19

Existence of a dividend stopper

N/a
N/a
Fully discretionary
Fully discretionary
N/a

20a
20b
21
22
23
24

Fully discretionary, partially discretionary or mandatory (in terms of timing)
Fully discretionary, partially discretionary or mandatory (in terms of amount)
Existence of step up or other incentive to redeem
Noncumulative or cumulative
Convertible or non-convertible
If convertible, conversion trigger(s)

25

If convertible, fully or partially

26

If convertible, conversion rate

27

If convertible, mandatory or optional conversion

28

If convertible, specify instrument type convertible into If

29

convertible, specify issuer of instrument it converts into

30
31
32
33
34
35
36
37

Write-down features
If write-down, write-down trigger(s) If
write-down, full or partial

Non-cumulative
Non-convertible
N/a
N/a
N/a
N/a
N/a
N/a
N/a
N/a
N/a

If write-down, permanent or

N/a
N/a
Position in subordination hierarchy in liquidation (specify instrument type immediately senior to instrument) N/a
Non-compliant transitioned features
N/a
If yes, specify non-compliant
N/a
temporary
If temporary write-down, description of write-up mechanism

(') Insert 'N/Afeatures
' if the questio n is no t applicable
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Table 19: Common Equity Tier 1 Capital Instruments and Reserves

CommonEquity
Equity
Tier
1 Capital:
Instruments
and Reserves
Common
Tier
1 Capital:
Instruments
and Reserves

(A)
(A)Amount
Amount at
at
Disclosure
Date
Disclosure Date
2016
2016

Capital instruments
instruments and
share
premium
accounts
11 Capital
andthe
therelated
related
share
premium
accounts

22
33

ofofwhich:
Ordinaryshares
shareswith
withfullfull
voting
rights
which: Ordinary
voting
rights
Retained
Retainedearnings
earnings

Accumulatedother
other
comprehensive
income
reserves,
to include
Accumulated
comprehensive
income
(and(and
otherother
reserves,
to include
unrealised
unrealised
gainsunder
and losses
under the
applicable
accounting standards)
gains
and losses
the applicable
accounting
standards)
Funds
forgeneral
generalbanking
banking
Funds for
riskrisk

3a
3a
EquityTier
Tier1 (CET1)
1 (CET1)
capital
before
regulatory
adjustments
Common Equity
capital
before
regulatory
adjustments
66 Common
CommonEquity
Equity
Tier
1 (CET1)
capital:
regulatory
adjustments
Common
Tier
1 (CET1)
capital:
regulatory
adjustments

(negative
amount)
Additionalvalue
valueadjustments
adjustments
(negative
amount)
77 Additional
taxassets
assetsthat
thatrely
relyonon
future
profitability
excluding
arising
10 Deferred
Deferred tax
future
profitability
excluding
thosethose
arising
from from
10
temporary
differences(net
(net
related
liability
where
the conditions
in Article
temporary differences
of of
related
taxtax
liability
where
the conditions
in Article
38 (3)
38
are(negative
met) (negative
are(3)
met)
amount)amount)
orlosses
losses
liabilities
valued
fairresulting
value resulting
from
changes
14
Gains or
onon
liabilities
valued
at fair at
value
from changes
in own
credit
14 Gains
in
own credit standing
standing
Of
which:0 00000
Of which:
regulatory
adjustments
to Common
equity Tier
28
28 Total
Total regulatory
adjustments
to Common
equity Tier
11 (CET1)
(CET1)
Common Equity
29
29 Common
EquityTier
Tier11(CET1)
(CET1)capital
capital
CET1++AT1)
AT1)
45
45 Tier
Tier11capital
capital (T1
(T1 == CET1

221
221
221
221
28
28
44

(B)
Regulation(EU)
(B) Regulation
(EU) No
No
575 / 2013 Article
575 Reference
/ 2013 Article
Reference
26
(1), 27, 28, 29,
26(1),27,28,29,
EBA
list 26
26(3)
(3)
EBA list
EBA list
EBA
list26
26(3)
(3)

(C)Amounts
Amounts
subjected
(C)
subjected
to preto preregulation
regulation
(EU) No 575 / 2013
(EU)
No 575or/ prescribed
2013
treatment
treatment
or prescribed
residual
amount
of regulation
residual
amount
of
(EU) No
575 / 2013
regulation
(EU) No 575 / 2013

26 (1)(c)
(1) (c)
26
26 (1)
26(1)
26 (1)
(1) (f)
26
(f)

253
253

34,105
34, 105

00
00

36 (1)(c),
(c), 38,472
38, 472 (5)
36(1)
(5)

00

33(1) (b), 33(1) (c)
33(1)(b),33(1)(c)

00
00

481
481

253
253
253
253

Tier 22 (T2)
(T2) capital:
Tier
capital:Instruments
Instrumentsand
andprovisions
provisions

Capitalinstruments
instruments
and
related
share
premium
accounts
and
thethe
related
share
premium
accounts
4646 Capital
regulatory
adjustments
Tier22(T2)
(T2)capital
capitalbefore
before
regulatory
adjustments
5151 Tier
Tier
capital:regulatory
regulatoryadjustments
adjustments
Tier 22 (T2)
(T2) capital:
57 Total
Total regulatory
regulatoryadjustments
adjustmentstotoTier
Tier2 2(T2)
(T2)capital
capital
57
58 Tier
Tier
(T2)
capital
22
(T2)
capital
58

5959 Total
Totalcapital
capital(TC
(TC==T1
T1++T2)
T2)
60
60 Total
Total risk
risk weighted
weightedassets
assets

00
00

62,63
62, 63

00
00
253
253
231
231

Capitalratios
ratiosand
andbuffers
buffers
Capital
Common Equity
Equity Tier
risk
exposure
amount)
61 Common
Tier 11 (as
(asaapercentage
percentageofof
risk
exposure
amount)
61
62 Tier
Tier 11 (as
(as aa percentage
percentageof
ofrisk
riskexposure
exposureamount)
amount)
62

63 Total
Total capital (as aa percentage
amount)
percentageofofrisk
riskexposure
exposure
amount)
64 Institution
specificbuffer
bufferrequirement
requirement
(CET1
requirement
in accordance
article
64
Institution specific
(CET1
requirement
in accordance
with with
article
92 92
(1)(a)
(a)plus
plus capital
capital consercountercyclical
buffer
requirements
, plus, plus
systemic
(1)
conser-vation
vationand
and
countercyclical
buffer
requirements
systemic
risk buffer,
buffer, plus
important
institution
buffer
(G-SII
or 0-SII
buffer),
risk
plus the
thesystemically
systemically
important
institution
buffer
(G-SII
or 0-SII
buffer),
expressed as a percentage of risk exposure amount)
expressed
as a percentage of risk exposure amount)
65 of which: capital conservation buffer requirement
65
of which: capital conservation buffer requirement
66
buffer
requirement
66 of
ofwhich:
which:countercyclical
countercyclical
buffer
requirement
systemic risk
riskbuffer
bufferrequirement
requirement
67 of
of which:
which: systemic

109.5%
109.%

9292(2)(a),
(a),465
465

109.5%
109.5%
109.5%
109.5%
6.6%
6.6%

92 (2) (c)
92(2)(c)
CRD
CRD128,129,130
128, 129, 130

2.1%
2.1%
0.0%
0.0%

67
Important
Institution
(G-SII)
67a of
of which:
which:Global
GlobalSystemically
Systemically
Important
Institution
(G-SII)
67a

or
Important
Institution
(0-SII)(0-SII)
bufferbuffer
or Other
OtherSystemically
Systemically
Important
Institution
Tier
1 available
to meet
buffers
(as a percentage
of risk exposure
68 Common
CommonEquity
Equity
Tier
1 available
to meet
buffers
(as a percentage
of risk exposure
68
amount)
amount)

92(2)
(b),465
92
(2) (b),
465

CRD 131
CRD131

101.5%
101.5%

CRD
128
CRD 128

5.10 - Leverage
5.10.1 Leverage
Approach
The leverage
ratio is a measure of Tier 1 capital as a percentage of exposure as defined under the CRR rules.
The requirement for the calculation and reporting of leverage ratios was introduced as part of CRD IV in
2014, and amended by the European Commission Delegated Act (EU) 2015/62 in 2015.
CRD IV legislation allows for the calculation of a transitional leverage ratio, permitting various adjustments
to Tier1 capital in the years leading to 2018.
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CRD IV does not currently include a minimum Leverage Ratio requirement. In November 2016 the
European Commission published a legislative proposal to amend various elements of CRDIV, which
included a binding minimum Leverage Ratio requirement of 3%, as well as a number of changes to the
calculation of the exposure measure. Based on the draft text of the proposal, it is currently expected that
these amendments will become effective at the earliest on 1 Jan 2021. MLESA’s transitional and fullyphased in leverage ratios are in excess of this at 30.10%.
5.10.2 Additional Detail on Leverage Ratio

Table 20. Summary Reconciliation of Accounting Assets and Leverage Ratio Exposures

(Dollars in Millions)
Total assets as per published financial statements
Adjustment for entities which are consolidated for accounting purposes but are outside the scope of regulatory consolidation Adjustment
for fiduciary assets recognised on the balance sheet pursuant to the applicable accounting framework but excluded from the leverage
ratio exposure measure according to Article 429(11) of Regulation (EU) NO. 575/2013
Adjustments for derivative financial instruments
Adjustments for securities financing transactions
Adjustment for off-balance sheet items
Other adjustments
Leverage ratio exposure

2016
2,454
0
0
(1,243)
(416)
47
0
842

Table 21 - Leverage Ratio Common Disclosure

(Dollars in Millions)
On-balance sheet exposures (excluding derivatives and SFTs, but including collateral)
Asset amounts deducted in determining Tier 1 capital
Total on-balance sheet exposures (excluding derivatives and SFTs)
Derivative exposures
Replacement cost associated with derivatives transactions
Add-on amounts for PFE associated with derivatives transactions
Exposure determined under Original Exposure Method
Total derivative exposures
Securities financing transaction exposures
Gross SFT Assets (With No Recognition of Netting), after Adjusting for Sales Accounting Transactions
(Netted Amounts of Cash Payables and Cash Receivables of Gross SFT Assets)
Total securities financing transaction exposures

2016
354
0
354

7
35
0

42

399
0
399

Off-balance sheet exposures
Off-balance sheet exposures at gross notional amount
Adjustments for conversion to credit equivalent amounts
Total off-balance sheet exposures

470
(423)
47

Capital and Total Exposures
Tier 1 capital - fully phased-in definition
Exposures of fin sector entities according to Article 429(4) 2nd sub paragraph of Reg (EU) No. 575/2013
Total Exposures

253
0
842

End of quarter leverage ratio
Choice on transitional arrangements for the definition of the capital measure
Amount of derecognised fiduciary items in accordance with Article 429(11) of Regulation (EUR) NO.
575/2013

30.1%
Fully phased-in
0
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Table 22 Split of On-Balance Sheet Exposures (excluding derivatives and SFTs)
(Dollars in Millions)
Total on-balance sheet exposures (exlcuding derivatives and STFs), of which:
Trading book exposures
Banking book exposures, of which:
Covered bonds
Exposures treated as sovereigns
Exposures to regional governments, MDB, international organisations and PSE not treated as sovereigns
Institutions
Secured by mortgages of immovable properties
Retail exposures
Corporate
Exposures in default
Other exposures (eg equity, securitisations and other non-credit obligation assets)

2016
354
0
354
0
36
0
318
0
0
0
0
0

5.11 - Capital Buffers
The CCYB was introduced through CRD IV and is defined as the amount of CET1 capital MLESA must hold
in accordance with CRD IV. The CCYB is equal to MLESA’s total risk exposure amount multiplied by the
weighted average of the CCYB rates that apply to exposures in the jurisdictions where MLESA’s relevant
credit exposures are located.
The aim of the CCYB is to achieve the broader macro-prudential goal of protecting the banking sector
from periods of excess aggregate credit growth that have often been associated with the build-up of
system-wide risk. The CCYB requirements may also help to limit the build-up of credit in jurisdictions in
the first place, by raising the cost of credit and dampening its demand. Thus jurisdictions will be required
to monitor credit growth in relation to measures such as GDP and assess whether growth is excessive and
leading to the build-up of system-wide risk. Based on this assessment a CCYB, ranging from 0% to 2.5%
of risk weighted assets, may be put in place for specified jurisdictions.
No detailed disclosures are made in this respect as management does not consider this risk is significant
for MLESA.
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6 - Remuneration Disclosure
Disclosures of remuneration policies required under Directive ‘REGULATION (EU) No 575/2013 OF THE
EUROPEAN PARLIAMENT AND OF THE COUNCIL, Article 450’ are separately published on BAC’s
corporate website http://investor.bankofamerica.com/. Thev should be deemed part of the Pillar 3 Disclosure
for MLESA.
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