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1. Introduction
st

The Capital Requirements Directive (Basel II) came into force from January 1 2007 and applies to
all UK banks. Basel II implemented improvements on the original Basel Accord, which was agreed
in 1988 by the Basel Committee on Banking Supervision, and aims to make the capital
requirements framework more risk sensitive and representative of modern banks' risk management
practices.
The Basel II framework consists of three 'pillars':


Pillar 1: defines the minimum capital requirements that firms are required to hold for credit,
market and operational risks.



Pillar 2: this builds on Pillar 1 and incorporates the Bank‟s own assessment of additional
capital resources needed in order to cover specific risks faced by the institution that are not
covered by the minimum regulatory capital resources requirement set out under Pillar 1.
The amount of any additional capital requirement is also assessed by the Financial
Services Authority (“FSA”) during its Supervisory Review and Evaluation Process (SREP)
and is used to determine the overall capital resources required by the Bank.



Pillar 3: is to improve market discipline by requiring firms to publish information on their
principal risks, capital structure and risk management.

This document outlines the capital required under Pillar 1 and in accordance with Pillar 2, details
specific risks which the Bank faces, and how these risks are managed.

2. Scope
For accounting purposes Aldermore Bank Plc (the “Bank” or “Aldermore”) has taken advantage of
the exemption, allowed under section 228 of the Companies Act 1985, not to prepare group
accounts as it is a wholly owned subsidiary of Aldermore Holdings Limited, a company
incorporated in England and Wales. Aldermore Holdings Limited has no commercial interests other
than its holding in the Bank.
The Bank has no active subsidiaries or joint ventures and all banking activities are conducted
through the Bank‟s balance sheet. Accordingly, the Pillar 3 disclosures represent the Bank only.
This Pillar 3 report is based upon the Bank‟s Annual Report and Accounts for the year ended 31
December 2010.
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3. Risk Management
3.1

Risk Management Objectives

The core objective for Aldermore is the effective management of risk to protect depositors,
borrowers, shareholders and to ensure the Bank has adequate capital and liquidity resources.
Given the nature of the activities undertaken, the principal risks faced are credit risk, liquidity risk,
interest rate risk, market risk and operational risk. Each risk has a defined risk appetite which is
supported though documented policies and is overseen by a robust governance process.
The risk management framework is outlined below, indicating the relevant governance structure
and control process.

3.2

Principal Risks

The principal risks are:


Credit Risk is the risk of principal loss arising from defaults and losses in the event of
default under mortgage, lease and loan contracts.



Liquidity Risk is the risk that Aldermore is not able to meet its financial obligations as they
fall due, or can do so only at excessive cost.



Interest Rate Risk is the risk of loss through un-hedged or mismatched asset and liability
positions sensitive to changes in interest rates.



Market Risk is the impact from movements in market prices on the value of assets and
liabilities.



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

The principal risks are covered in more detail below and the risk management framework is
designed to ensure each risk is managed, monitored and overseen through a dedicated riskspecific committee.

3.3

Risk Appetite

The Bank maintains a risk appetite for each of the key risks and performance against the risk
appetite statements is monitored and reported on a monthly basis to the Board and on a quarterly
basis to the Audit & Risk Committee.
The risk appetites are set by the Board and implemented by the Executive Committee. Group Risk
is responsible for ensuring the Bank operates within the stated risk appetites.
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Credit Risk Appetite
The Bank operates a business line specific credit risk appetite, as well as an overall credit risk
appetite for its lending activity. Expected losses are factored into the budgeting and forecast
process and will reflect management‟s expected view of lending performance, taking into account
the current economic environment.
The Bank recognises that actual losses may differ from expected or budgeted values. The credit
risk appetites are set as an upper limit on losses from credit and credit related fraud and this limit is
as a result set above the expected value for each business.
Liquidity Risk Appetite
The Board has set a liquidity risk appetite which ensures that a prudent level of liquidity is held to
cover an unexpected liquidity outflow such that the Bank will be able to meet its financial
commitments for an extended period. Additionally, reputational risks are kept low through honoring
pipeline commitments reasonably expected to complete during a three month period.
Interest Rate Risk Appetite
The Bank aims to minimise interest rate risk and has a policy to ensure at least 95% of the assets
are matched with liabilities of a comparable interest basis.
Operational Risk Appetite
The Bank aims to maintain robust operational systems and controls and seeks a low level of
operational risk.
The risk appetite statements of the Bank are designed to ensure that the business maintains
sufficient capital, liquidity and controls at all times.
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3.4

Risk Management Framework

The risk management framework is outlined below, indicating the relevant governance and control
structure for each principal risk.

Risk Management Framework

Credit risk

Operational risk

Liquidity risk

Market and
Interest Rate risk

Control
document

Credit policy

Operational risk
policy

Liquidity and
interest rate policy

Liquidity and
interest rate policy

Risk
reporting

Credit pack

Operational risk
report

ALCO and
treasury reports

ALCO and
treasury reports

Credit committee

Operating
committee

ALCO

ALCO

Principal
risk

Monitoring
committee

EXCO, Board and Audit and Risk Committee oversight

A detailed analysis of all key risks has been considered as part of the capital adequacy
assessment and is documented in the Internal Capital Adequacy Assessment Process (“ICAAP”)
report, which was approved by the Board. Liquidity risk is specifically assessed through the
Individual Liquidity Adequacy Assessment (“ILAA”). Operational risk is managed through the
Operational Risk Policy and Key Risks Registers.
The Bank operates a “three lines of defence” model for risk management:
• The first line of defence is through operational management, who manage risk by
maintaining appropriate systems and controls that are implemented and effective on a daily
basis.
• The second line of defence comprises governance and oversight. Governance and
oversight include the monitoring committees, Group Risk and the Board. These functions
cover all significant risk areas, such as credit risk, interest rate risk, operational risk and
liquidity risk. The committee structure is detailed below.
• The third line of defence is independent assurance checking and challenge. This is
provided by Internal Audit and the external audit assurance reviews. Assurance reporting is
provided to the Audit & Risk Committee.
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3.5

Risk Oversight, Monitoring and Reporting

Aldermore has a Chief Risk Officer (“CRO”) who is responsible for ensuring each risk is adequately
monitored, managed and mitigated. Through the Group Risk function, the CRO is responsible for
providing assurance to the Board and the Directors that the principal risks are adequately managed
and that the Bank is operating within its risk appetite.

Group Risk

Group Risk is an independent risk management function, and is separate from the operational side
of the Bank. Group Risk is responsible for ensuring that appropriate risk management processes,
techniques and controls are in place, and that they are sufficiently robust.
The Group Risk function provides periodic independent reports on risk positions, risk management
and performance against the risk appetite statements. Risk reports are provided to the Operating
Committee, Management and Board Credit Committees, the Board and the Audit & Risk
Committee.
The reporting and oversight process is designed to ensure the committees which form the
governance structure are informed and aware of the key risks and that there are adequate controls
in place for these risks. Reports are produced on each key risk and the frequency ranges from daily
to monthly, according to what is appropriate for the risk.
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3.6

Risk Governance Structure

The responsibility for managing the principal risks ultimately rests with the Bank‟s Board of
Directors. The Board currently comprises four Executive Directors, four non-Executive Directors
and a non-Executive Chairman.
The Bank‟s governance structure is outlined below.
Governance Structure

Board

Board Credit
Committee

Executive
Committee

ALCO

Management
Credit Committee

Pricing Committee

Nomination and
Remuneration
Committee

Operating
Committee

Audit and Risk
Committee

Chief Risk Officer

Compliance

Internal Audit

Committee Structure
This section outlines the details of the Board and principal committees which enable high-level
controls to be exercised over the Bank‟s activities. The frequency of meetings is detailed below,
although it is expected that these committees will meet more frequently as circumstances require.

3.7

Board

The Board is the primary governing body and has ultimate responsibility for setting the Bank‟s
strategy, corporate objectives and risk appetite. The strategy and risk appetites take into
consideration the interests of depositors, customers and shareholders.
The Board specifically approves the level of risk which the Bank is willing to accept to ensure there
is an adequate framework in place for the reporting and management of those risks. The Board is
responsible for maintaining a sufficient control environment to manage the principal risks, and is
responsible for ensuring the capital and liquidity resources are adequate to achieve the Bank‟s
objectives without taking undue risk. The Board also maintains a close oversight of current and
future activities, through a combination of monthly board reports including financial results,
operational reports, budgets and forecasts and periodic reviews of the main risks set out in the
ICAAP and ILAA reports.
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The Board is comprised of five non-executive directors, including the Chairman, and six executive
directors. The Board meets monthly.

Audit & Risk Committee
The Board has delegated responsibility for reviewing the effectiveness of the Bank‟s internal
controls to the Audit & Risk Committee. The Committee meets quarterly and monitors and
considers the internal control environment focusing on operational risks, internal and external audits
and compliance matters.
The Committee is chaired by a Non-Executive Director, and comprises a further three NonExecutive Directors, the Chief Executive Officer, the Chief Financial Officer, the Chief Risk Officer
and the Chief Operating Officer.
The Internal Audit function reports directly to the Audit & Risk Committee under the terms of
reference for the committee. The Audit & Risk Committee approves the terms of appointment and
receives reports from the external auditors independently from the Board.
The Audit & Risk Committee meets quarterly.

Board Credit Committee
The Board has delegated responsibility for overseeing the performance of credit risk to the Board
Credit Committee.
The committee meets on a quarterly basis to review provisioning, lending policies, new products
and monitors portfolio performance and the lending environment. The committee may also consider
individual transactions which are referred up from the Management Credit Committee.
The committee will specifically consider whether the Bank is operating within its credit risk appetite
and whether any product or criteria changes would impact this. The Bank‟s aggregate credit risk
exposures and concentration risk report are also reviewed.

Management Credit Committee
The Committee meets monthly and is responsible for monitoring portfolio performance and
reviewing policy issues, such as provisioning and lending policies and recommending these to the
Board or Board Credit Committee. It is also responsible for approving credit proposals that have
been presented to it by the business lines pursuant to its delegated authority.
Detailed credit reports are produced covering each specific business line. These are reviewed in
detail by the committee and Group Risk. The credit packs report on the quality of new lending,
credit performance, arrears and non-performing loans and also provides a significant level of detail
on the composition of the credit portfolios.
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Board Nomination and Remuneration Committee
The Committee reviews material appointments and remuneration matters and is responsible for
considering and determining the remuneration policy and reviewing its adequacy and effectiveness.
The Committee is also responsible for ensuring that the remuneration policy and process complies
st
with the Remuneration Code which came into effect from 1 January 2011.
The Committee comprises three Non-Executive Directors, Chief Executive Officer and Group HR
Director. The Board Nomination and Remuneration Committee meets quarterly.

Executive Committee
The Board has delegated responsibility for reviewing the effectiveness of the Group‟s internal
controls and risk management systems to the Audit & Risk Committee and the Executive
Committee takes day-to-day responsibility for the running of the business. The Executive
Committee implements the strategy and ensures the performance of the business is conducted in
accordance with the Board‟s instructions.
The committee meets fortnightly and reviews all aspects of business performance, including
reviewing management of the principal risks . There are seven members of the committee.

Asset & Liability Committee (“ALCO”)
The Board has delegated responsibility for managing and overseeing the Bank‟s exposure to
liquidity, interest rate and market risk to the ALCO.
The ALCO ensures that the firm adheres to the interest rate risk and liquidity policies and
objectives set down by the Board. It also has responsibility for ensuring that the policies that are
implemented are adequate to meet prudential and regulatory targets. The committee is also
responsible for the effective management of the Bank‟s assets and liabilities and the impact on
capital of management actions.
The ALCO meets monthly.

Operating Committee
The committee reviews IT, operational and compliance matters to ensure appropriate systems and
controls exist which are able to support the needs of the Bank including any projects and change
programmes.
The committee monitors operational risk, including regulatory and compliance risk, implements the
operational risk management policy and reviews operational performance, including key risk
indicator reports.
The Operating Committee meets monthly.
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4. Capital Resources
As at 31 December 2010, the Bank‟s capital base was made up of £92.61m of Tier 1 capital and
£2.1m of Tier 2 capital. Tier 1 capital consisted of fully issued ordinary shares, satisfying all the
criteria for a Tier 1 instrument as outlined in the FSA‟s regulatory document GENPRU 2.2.83 R and
audited reserves. Tier 2 capital relates to general provisions. The Bank does not hold any Tier 3
capital.
Tier 1 capital based on the 31 December 2010 audited accounts is as follows:
£'000
Share capital

3,300

Share Premium

94,725

Profit and loss reserve

(6,398)

Total Core Tier 1 capital

91,627

Total Tier 2 capital

2,090

Total capital

93,717

Less deductions:
Intangible Assets

(7,633)

Total capital less deductions

86,084

The Bank has elected to use the standardised approach for credit risk. Under Basel II, the Bank
must set aside capital equal to 8% of its total risk weighted assets to cover its „Pillar 1‟ capital
requirements. The Bank must also set aside additional „Pillar 2‟ capital to provide for additional
risks. This is calculated by multiplying the Pillar 1 capital by the Individual Capital Guidance (“ICG”)
ratio.
The ICG ratio is based on the various risks which the Bank faces and has been agreed by the FSA.
The Bank‟s capital base was significantly in excess of the minimum required under the ICG.

4.1

Capital Adequacy

As part of the Pillar 2 approach to capital adequacy, the Board is required to consider all material
risks which the firm faces and to determine whether additional capital is required in order to provide
additional protection to depositors, borrowers and to ensure the Bank is sufficiently well capitalised
to withstand a severe economic downturn.
The Board manages its internal capital levels for both current and future activities and documents
its risk appetite and capital requirements during stress scenario as part of the ICAAP.
The ICAAP represents the aggregated view on risk for the Bank and will be used by the Board,
management and shareholders to understand the levels of capital required to be held over the near
and medium term. The Bank submitted its first ICAAP to the FSA in November 2009 and received
confirmation of its Individual Capital Guidance (ICG) ratio in March 2010.

10

The Bank is required to maintain a certain level of capital to meet several requirements:





To meet minimum regulatory capital requirements and to ensure the Bank operates within
its risk appetite
To ensure the Bank can meet its objectives, including growth objectives
To ensure the Bank can withstand future uncertainty, such as a severe economic downturn
To provide level of comfort and protection to depositors, customers, shareholders and other
third parties

The Bank produces regular reports on the current and forecasted level of capital, as well as the
results of stress scenarios, to the Board and to the Audit & Risk Committee.
The key assumptions and risk drivers used to create the ICAAP are regularly monitored and
reported and any material deviation from the forecast and risk profile of the Bank will mean the
ICAAP will need to be up-dated.
The principal risks which are considered as part of the ICAAP are detailed below.

5. Principal Risks: Credit Risk
Credit risk is the risk of principal loss in the event of defaulting mortgage, lease and loan contracts
and is the most significant risk incurred by the Bank. Credit risk arises from the Bank‟s loan book
but can also arise from other off balance sheet activities. However the Bank does not trade in
financial instruments.
Credit risks associated with lending are managed through the use of a detailed lending policy which
outlines the approach to lending, underwriting criteria, credit mandates, concentration limits and
product terms. The Bank maintains a dynamic approach to credit management and will take
necessary steps if the credit performance deteriorates due to economic or sector-specific
weaknesses.
The Bank also seeks to mitigate credit risk by focusing on business sectors where it has specific
expertise and limiting exposures on larger loans, certain sectors and other factors which can
represent higher risk. The Bank also seeks to obtain security cover and where appropriate personal
guarantees from borrowers.
Due to the retail and SME markets the Bank operates in, none of the credit risk categories for
lending are calculated using external rating agencies.
Each business area has its own lending policy and a dedicated team which assesses credit risk,
supported by a divisional Risk Director having oversight of lending activities. Further information is
given below regarding the different lending areas.
Group Risk, the Management Credit Committee and Board Credit Committee have oversight
responsibility for credit risk.

5.1

Credit Risk Exposures
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The Bank uses the standardized approach in determining the appropriate level of capital to be held
for regulatory purposes.
The numerical disclosure below shows the total amount of exposures at 31 December 2010,
including off balance sheet items, after accounting offsets analysed by different type of exposure
classes, as follows:

Credit risk exposure

Government or banks
Regional governments or local authorities

Carrying

Pillar 1 Capital

value

(8% Risk Weight)

£'000

£'000

99,767

0

2,132

34

Corporates

21,050

1,652

Institutions

126,174

2,019

Retail *

203,383

12,477

Secured on real estate property

390,739

19,218

7,836

873

Past due items
Securitisation positions

35,803

573

Other items

13,870

1,110

900,755

37,955

* Retail are exposures to a person or persons or to a small or medium sized entity (SME)

The numerical disclosure below shows the total amount of exposures at 31 December 2010,
including off balance sheet items, after accounting offsets analysed by sector, as follows:
Credit risk exposure
Carrying
value
£'000

Provision
£'000

Banks

119,579

-

Property

417,522

(7,932)

Asset Finance

100,702

(3,519)

Invoice Financing

104,785

(3,113)

Asset Backed Securities

35,803

-

Other

13,870
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The numerical disclosure below shows the total amount of exposures at 31 December 2010,
including off balance sheet items, after accounting offsets analysed by maturity, as follows:
Credit risk exposure
Carrying
value
£'000
Loans & advances to Banks
- Repayable on demand

149,522

- Repayable in not more than 3 months

69,824

- Swaps

6,595

Asset Backed Securities
- Marketable

35,803

Loans & advances to Customers
- Repayable in not more than 3 months

137,423

- More than 3 months but not more than 1 year

40,350

- More than 1 year but not more than 5 years

70,180

- More than 5 years

241,563

- Specific & General Provisions

(14,564)

- Commitments & Guarantees

148,098

Regional Exposures

Region

Principal Balances
£'000

East Anglia
East Midlands
Greater London
North East
North West
Northern Ireland
Scotland
South East
South West
Wales
West Midlands
Yorkshire and Humberside
Others
Total

38,081
34,522
81,477
21,855
79,195
198
18,741
79,670
38,974
17,797
37,500
50,233
1,856
500,099

Excludes the £31m acquired portfolio of mortgages
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Past Due Balances
£'000
2,244
1,429
736
666
1,388
22
688
2,058
1,225
1,275
1,701
2,250
26
15,708

5.2

Credit Risk – Lending

The Bank targets SME and retail mortgage customers. Credit risk is managed in accordance with
lending policies, the risk appetite and risk management framework. Lending policies and
performance against risk appetites are reviewed regularly. This section provides further detail on
the specific areas which the Bank is exposed to credit risks.

Residential Mortgages
Following the launch of the residential mortgage business in 2010, the Bank now originates prime
residential and buy-to-let mortgage loans.
All applications are reviewed by an experienced team of underwriters who manually assess each
application. Applications are underwritten in accordance with the residential mortgage lending policy
and each loan has to undergo an affordability assessment, which takes into account the specific
circumstances of each borrower. Information is obtained on all loan applications from credit
reference agencies which provide a detailed insight on the applicant‟s credit history and
indebtedness which is carefully reviewed by the underwriters.
The Bank has a conservative approach to lending will only lend up to 80% loan-to-value (“LTV”) and
undertakes a full valuation on all properties which act as security. Valuations reports are produced
by an experienced panel of qualified external valuers.
The Bank does not offer any advice to mortgage borrowers and does not sell payment protection
insurance policies.

Commercial Mortgages
Aldermore has a conservative approach to underwriting commercial property loans and this has
resulted in a portfolio of low LTV loans to good quality borrowers. The small ticket, SME commercial
mortgage portfolio is expected to behave with lower levels of volatility than larger commercial
properties. A team of experienced underwriters carefully review all applications.
Properties are individually valued and a detailed report produced and this is to ensure the property
is acceptable security and will present minimal problems in the event of default, where the asset
has to be recovered and sold. Valuations are performed by highly experienced and qualified
external firms. The valuers provide commentary on the tenancy/letting of properties where the
commercial mortgages are connected to an investment property transaction.
Affordability assessments are performed on all loans and other forms of security are often obtained,
such as a personal guarantee.
Loans to commercial mortgage customers are secured on properties solely located in the UK,
although there are various sectors within the UK to which the Bank is not currently lending.
Concentration risks are closely monitored and credit exposures are well diversified by sector and
geography. Regular reviews are performed on loans in the portfolio, with particular attention paid to
larger exposures.
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Property Development
The Bank has a small portfolio of property development loans, which are predominantly for the
purpose of building and developing residential property. Given the current status of the UK property
sector, Aldermore continues to be cautious about property development finance and although the
Bank originated a small number of low-risk loans during 2010, this product line has now been
discontinued. The existing portfolio is considered stable and will run off over the near term.

Invoice finance
The invoice financing activity provides working capital finance for SME clients with a turnover
typically ranging from £100k to £25m. This activity may also include credit control and collection
services for clients.
The approval process includes a detailed review of the financial and operational strength of the
client‟s business and careful consideration is given to the quality and contractual collectability of the
underlying receivables which act as security. Information on the business and the individuals behind
the business are carefully reviewed and financial and credit information is obtained from external
credit reference agencies.
During the term of the facility, audits and reconciliations are performed to ensure the risk of fraud
and default risks associated with client failure are carefully managed. There is significant
diversification at the invoice level which heavily mitigates concentration risk.

Asset Finance
The asset finance business line originates loan and lease contracts to a diversified range of end
users and finances a range of assets. Credit risks range from public sector organizations to
corporate, SMEs and sole traders. Asset finance and leasing to smaller businesses can represent a
higher risk, although the majority of contracts will have tangible assets acting as security which can
be recovered and sold in the event of default.
The development of the Asset Finance business has led to vendor and wholesale structures being
set up, which are generally lower risk. In addition, the expansion into specifically targeted areas
such as materials handling and construction equipment has improved the quality of the asset
security supporting the leasing contracts. These developments will improve the overall quality of the
asset finance portfolio.
A team of experienced underwriters carefully review all applications. Information on the business
and the individuals behind the business are carefully reviewed and financial and credit information
is obtained from external credit reference agencies. Assets which act as security are valued and the
future resale value of assets is also considered where appropriate.
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5.3

Credit Risk – Treasury

Credit risk exists with treasury assets where the Bank has acquired securities or placed cash
deposits with other financial institutions. The credit risk of treasury assets is considered to be
extremely low. No assets are held for speculative purposes nor are actively traded.

Cash Placements
Credit risk of bank and treasury counterparties is controlled through a policy which limits the
maximum exposure by entity where the Bank can place cash deposits. All institutions need a
sufficiently high long term and short term rating, pursuant to the Counterparty Placements Policy.
Cash placements with other banks have a 20% risk-weighting using the standardized approach to
risk weighting assets.
Treasury Bills
As part of the liquidity buffer, the Bank holds a portfolio of Treasury Bills. These instruments are
AAA rated and represent sovereign risk. The amount held in Treasury Bills at 31 December 2010
was £100m. These instruments have a 0% risk-weighting.
ABS
Aldermore has a small portfolio of asset backed securities (“ABS”). These investments are in AAA
rated bonds secured on UK originated assets. All investments are in Sterling; no foreign currency
bonds were bought. As at 31 December 2010 the value of these investments was £35.8million. The
portfolio has a significant level of credit enhancement, providing substantial principal protection
against losses.

5.4

Non-performing Loans and Provisioning

Aldermore maintains a provisioning policy which applies to all lending activities within the Bank. A
general provision is raised against performing balances and a specific provision is raised against
non-performing or defaulted agreements.
Defaulted agreements are considered to be loans over 90 days in arrears, where there is an event
of agreement default or where the debtor is insolvent. Invoice finance will raise a full specific
provision for any current account balance remaining outstanding on expiry of 6 months following
commencement of a collect out. A specific provision will be raised earlier if there is an immediate
anticipation of loss.
When specific provisions are made for defaulted agreements a loan-by-loan analysis is undertaken
to understand the probability of recovery, whether the agreement can be restored to order or, if not,
what the recovery is likely to be. The majority of loans have good security, such as property, and
this will lead in most cases to a full or high level of recovery. Any potential shortfall is calculated and
this value forms the basis of the specific provision, taking into account the costs of recovery.
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There is regular monitoring of the performance of loan assets, especially where there is any sign of
potential or actual impairment. Late payments and arrears cases are reported in detail and
reviewed on a regular basis and detailed credit reports are submitted for review to the monthly
Management Credit Committee and to the Board Credit Committee on a quarterly basis.
The opening and closing position for provisions at the year-end is outlined below. The closing
specific provision balance primarily relates to certain property development loans, commercial
mortgages and the existing provision within the invoice finance business acquired during the year.

Specific and general doubtful debt provisions
Specific

General

Total

£’000

£’000

£’000

10,761

935

11,696

3,410

0

3,410

Written off

(2,032)

0

(2,032)

Charge to profit and loss account

335
12,474

1,155
2,090

1,490
14,564

Year ended 31 December 2010
31 December 2009
Purchased as part of acquisition

31 December 2010

A table of provisions by assets class is shown above in section 5.1.

6. Principal Risks: Liquidity Risk
Liquidity risk is the risk that Aldermore is not able to meet its financial obligations as they fall due, or
can do so only at excessive cost.
To protect the Bank and its depositors against liquidity risks the Bank maintains a liquidity buffer.
The liquidity buffer is monitored on a daily basis to ensure there are sufficient liquid assets at all
times to cover cash flow imbalances and fluctuations in funding and to enable the Bank to meet all
financial obligations and to support anticipated asset growth.
Through the Individual Liquidity Adequacy Assessment (“ILAA”) process, the Bank has assessed
the level of liquidity necessary to prudently cover systemic and idiosyncratic risks and the ILAA
process determines the appropriate liquidity buffer, taking into account the specific nature of the
deposit base.
The ILAA requires the Bank to consider all material liquidity risks in detail and the ILAA has
documented the Bank‟s analysis of each key liquidity risk driver and set a liquidity risk appetite
against each key liquidity risk. Liquidity risks are specifically considered by the ALCO each month.
Further information on key liquidity risks is given below.
Based on the business model of funding via retail deposits, the liquidity risk appetite as set by the
Bank is considered is appropriate, and provides assurance to the Board that the relevant liquidity
risk drivers have been considered and appropriately stressed and that the Bank is able to remain
solvent beyond the targeted survival period.
17

6.1

Liquidity Risk Drivers

This section provides an overview of the Bank‟s key liquidity risk drivers.
Retail funding risk
The retail funding risk is the primary liquidity risk driver for Aldermore and this would occur if there
was a concern by depositors over the current or future creditworthiness of the Bank. Although the
Bank seeks to operate in such a way as to protect depositors, an extremely high proportion of
deposits are protected by the government Financial Services Compensation Scheme (“FSCS”). The
recent increase in the FSCS to £85,000 has provided further protection to depositors.
Wholesale Funding
Aldermore does not have wholesale funding lines in place and finances its operations through retail
deposit taking. The Bank does have relationship banking facilities in place which are used to hedge
against currency and interest rate exposures.
Payments Systems
Aldermore does not form part of the UK payment system. However, in the event there are problems
with one of the payment systems, the Bank has access to three bank payment facilities with which
to make payments to cover liabilities when due.
Pipeline Loan Commitments
Aldermore needs to maintain liquidity to cover the outstanding pipeline of loan offers. Although
certain pipeline offers may not be legally binding, the failure to adhere to an expression of intent to
finance a loan contract brings reputational risk, therefore liquidity is held for offered contracts.
Cash Collateral Requirements
The swap Credit Support Annex (“CSA”) requires Aldermore or the swap counterparty to hold cash
in a deposit account, depending on whether the swap is in or out of the money. As Aldermore is unrated, the swap agreements are not credit rating sensitive, which removes the impact from a downgrade risk.

Contingency Funding Plan
As a regulated firm, Aldermore is required to maintain a Contingency Funding Plan (“CFP”). The
plan involves a two stage process, covering preventative measures and curative measures to be
invoked when there is a potential or actual risk to the Bank‟s liquidity position. The CFP provides a
plan for managing a liquidity situation or crisis within the Bank, caused by internal events, external
events or a combination thereof. The plan outlines what actions the Bank will take to ensure it
complies with the liquidity adequacy rule and operates within its risk appetite and limits, as set and
approved by the Board.
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7. Principal Risks: Interest Rate Risk
Interest rate risk is the risk of loss through un-hedged or mismatched asset and liability positions
sensitive to changes in interest rates. Where possible the Bank seeks to match the interest rate
structure of assets with liabilities, or deposits, creating a natural hedge. Where this is not possible
Aldermore will enter into swap agreements to convert fixed interest rate liabilities into variable rate
liabilities, which are then matched with variable interest rate assets. Interest rate risk is reviewed by
ALCO on a monthly basis.
Interest rate risk in the banking book consists of asset-liability interest rate gap risk and basis risk.

7.1 Asset-liability gap risk
Where possible the Bank seeks to match the interest rate structure of assets with liabilities, or
deposits, creating a natural hedge. Where this is not possible the Bank will enter into swap
agreements to convert fixed interest rate liabilities into variable rate liabilities, which are then
matched with variable interest rate assets. The swap agreements transform fixed interest rate
liabilities into 3 month LIBOR liabilities.
Given timing differences and the price of hedging small gaps, it is not cost effective to have an
absolute match of variable rate assets and liabilities. The risk impact of an imperfectly hedged
asset-liability interest rate profile is captured through calculating the impact of a 2.00% immediate
rise or fall in interest rates and the potential impact on the Bank‟s profitability. Each month the Bank
produces an interest rate gap report to determine the effect of a 2.00% shift of the yield curve.
A 2% shift at the 31 December 2010 would have resulted in a negative impact of £2.7m.

7.2 Basis risk
Basis risk is where there is a mismatch in the interest rate reference base for assets and liabilities.
When the Bank enters into derivative contracts to swap fixed rate deposit liabilities into variable rate
liabilities, the reference base is usually 3 month LIBOR. Certain lending products have interest rates
which are based on the prevailing Bank of England Base Rate and this different basis reference can
lead to basis risk.
The Bank has a basis risk policy in place which limits the basis risk exposure by entering into basis
swap agreements to reduce this risk.
Where the Bank uses derivative contracts to hedge interest rate risks the Bank enters into Credit
Support Annex (“CSA”) agreements which provide for cash collateralization of mark to market
value adjustments.

8. Principal Risks: Market Risk
Aldermore does not carry out proprietary trading or hold any positions that would require to be
regularly marked to market, nor does it have any intention in the foreseeable future. Any
investments in assets or equity are not actively traded.
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The Bank does however hold a small portfolio of ABS securities, as referred to above. These
securities are exposed to market price movements should any of the securities be sold. Monthly
prices are obtained to ensure the Bank is aware of any material diminution in value.
All ABS are AAA rated which carries a 20% risk weighting.

9. Principal Risks: Operational Risk
Operational risk is the risk of loss resulting from inadequate or failed internal processes, people
and systems or from external events.
Operational risk management includes the impact of IT, information security, project, outsourcing,
tax, legal, fraud and compliance risks. Aldermore aims to accept a low level of operational risk.
Through the establishment and investment in sound systems, controls and audit functions, the
Bank seeks to minimise operational failures. As part of the operational risk management process,
Aldermore has an Operational Risk Policy, maintains a key risks register and has business
continuity plans in place.
The Operating Committee meets monthly to ensure that a quality and robust IT, operations and
compliance service are delivered at all times and is capable of supporting the changing business
requirements of Aldermore. It has responsibility for monitoring all the key operational risks facing
the organisation, including compliance and operational risks. Key Risk Indicators are used to
provide an overview of the control environment and acts as a means to practically assess
performance against the Bank‟s operational risk appetite.
The Bank has grown and developed during 2010 and this has required a number of projects to be
completed. All projects are carefully managed by dedicated project managers, who facilitate
projects which are overseen by project sponsors. During 2010, many projects were successfully
completed which has enabled the Bank to achieve growth objectives without running unacceptable
operational risks.
The operational risk charge for Aldermore under pillar 1 is calculated using the basic indicator
approach, whereby a 15% multiplier is applied to the 3 year historical average net interest and fee
income. The amount calculated under this approach was £743k for 2010.

Key Risk Registers
Each lending area is required to maintain risk register which identifies and analyses the core risks
facing their business. These are maintained in conjunction with the Bank‟s Operational Risk
Manager, who provides challenge and oversight of the registers.
The business line risks are also considered as part of the Bank risk register. The Bank risk register
is maintained by Group Risk and owned by the Executive Committee. As part of the ICAAP, the key
operational risks from the Bank risk register were considered.
The Bank risk register is published monthly to the Operating Committee and is formally reviewed by
the Executive Committee and the board on a bi-monthly basis.
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Business Continuity Plans (“BCP”)
BCPs are in place for all operational locations and are updated quarterly. These plans are tested to
ensure that they are robust and fit for purpose and the Bank uses external disaster recovery sites
as back up locations for both IT servers and staff. The integrated IT system has enhanced the
Bank‟s ability to operate from various locations utilising the network of offices across the country
should the need arise.

10. Other Risks
10.1 Concentration Risks
Concentration risk exists through having high or excessive exposures to certain counterparties,
regions or sectors which can lead to a concentration of loss in the event of an adverse movement in
the strength or creditworthiness of the borrower or security.
The Bank actively assesses and monitors its exposure to a range of characteristics, including
sector, region, and security type. Concentration risks from lending activities are managed and
controlled through the adoption of a concentration risk policy. Reported exposures against policy
limits are reviewed and discussed on a monthly basis.
Although there is diversification within the Bank‟s portfolios and operations, there are certain
features of the Bank‟s activity which contains an element of concentration:
- Geography: although there are no excessive regional concentrations, the Bank only
operates within the UK.
- Asset class: notwithstanding the range of products and customer types, Aldermore has a
sector focus on SMEs and retail mortgages
- Funding: the Bank has one primary source of liquidity which is retail deposits
Although the Bank only operates within the UK and limits its focus on certain sectors, these sectors
have been targeted due to the Bank‟s expertise and/or the security and other risk mitigants
available. For instance, the Bank rarely offers unsecured lending and only does so for very short
periods to high quality borrowers (e.g. financially strong professional practices).
Concentration risk of treasury assets is managed and controlled through the counterparty
placements policy.

10.2 Insurance Risk
The Bank does not insure commercial risks such as credit, market or residual value exposures.
However, Aldermore does have insurance protection for standard business risks. These include
professional indemnity, directors and officers insurance, insurance for buildings and equipment.

10.3 Pension risk
The Bank only has a defined contribution scheme, which is expensed through the profit and loss
account. The Bank has no exposure to defined benefit pension schemes.

10.4 Residual Value Risk
The Bank does not take residual value risk. Certain agreements originated by Asset Finance are
operating leases, and where an agreement has an option to return the asset, this option must be
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matched by an agreement for Aldermore to put the asset back to a third party. This third party will
typically be the original manufacturer or a dealer. Any third party obliged to buy the asset from
Aldermore as part of a buy-back at the end of the lease term will be underwritten to ensure the party
is creditworthy and able to meet the liability.

11. Remuneration
In accordance with the principles of SYSC 19A, a firm must establish, implement and maintain
remuneration policies, procedures and practices that are consistent with and promote sound and
effective risk management. Policies and procedures must be comprehensive and proportionate to
the nature, scale and complexity of the firm‟s activities.
A firm must maintain a record of its remuneration code staff (staff whose activities may have a
material impact on the firms risk profile) and take reasonable steps to ensure they understand the
implications of the code.
The Bank has a Remuneration Committee which ensures that the Bank operates a remuneration
process and implement a remuneration policy which is consistent with the principles of SYSC 19A
and the Remuneration Code.
The Committee recognises the need to be competitive within the UK banking market, however the
Committee‟s policy is to set remuneration levels which are aligned within the overall Bank stated
risk appetite and ICAAP measures, and to ensure that the executive directors, senior management
and employees are fairly and responsibly rewarded in return for high levels of individual and
business performance.
The policy focuses on ensuring sound and effective risk management through:
 a stringent governance structure for setting goals and communicating these to employees;
 performance assessment metrics for executive and other coded staff are reviewed and
agreed by the Chief Risk Officer and include both financial and non-financial goals; and
 making all variable remuneration awards at the discretion of the Committee and subject to
individual, business unit, overall Bank performance, stated risk appetite and ICAAP
measures.
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