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This note provides guidance in the application of Guideline B-2, Large Exposure Limits,
Guideline B-1, Prudent Person Approach and other related guidelines and regulations.

OSFI’s supervisory process is based on the concept of reliance on an individual financial
institution’s self-assessment of risk. Recent reviews of credit risk management practices have
shown that institutions are using differing interpretations of common risk when aggregating
exposures for the purpose of assessing compliance with the regulatory guidelines. Accordingly,
we are concerned that some Federally Regulated Financial Institutions (FRFIs) may not be
applying a suitably comprehensive interpretation and assessment of common risk.

OSFI expects that, at regular intervals, each financial institution will conduct robust analyses of
its loan portfolio and other credit exposures to determine the impact on its credit risk profile of
changes in market conditions and its own business activities. These analyses should include
extensive stress testing and should address such issues as liquidity risk and concentration by
product, business sector, location/jurisdiction, risk rating and single/related counterparties.

Multiple exposures to any single borrower are to be considered common risk. For multiple
borrowers, situations indicating common risk, and therefore a “connection”, would generally
include (but would not be limited to) any of the following:

e the expected source of repayment is the same for each exposure and/or affected entity;

e the FRFI ultimately relies upon one entity (e.g., by way of guarantee) for an exposure
granted by the FRFI to another entity;

e there is a shared credit accommodation/exposure between borrowers;

e through ownership or common management, the entity controls, or is controlled by,
another entity that has exposure(s) with the FRFI (the definition of “control” is not
limited to an ownership position of 50 per cent or greater);

e two or more entities having exposures with the FRFI are ultimately subject to
substantially common ownership or control (“control” as noted above),
notwithstanding that the owner/controlling interest may not have an exposure with the
FRFI;
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e two or more entities are materially interdependent in terms of any of markets, products,
collateral, financial or operational considerations; or

e entities are co-joined in or by partnerships, joint ventures and/or structures that create
material levels of “risk sharing” between such entities.

Common risk is to be determined on a case-by-case basis, and when determining the existence or
extent of a connection, FRFIs are expected to reference the material facts of the situation and to
exercise sound judgement.

OSFI expects that FRFIs will exhibit a preference toward assigning “common risk” (and,
therefore, “connection”) for the purpose of determining aggregate exposure under Guideline B-2;
that is: in circumstances where uncertainty arises as to whether entities should be
connected, accounts should be viewed as common risk and connected. Appropriate
documented rationale and authorization (including exception processing) for either connecting or
disaggregating exposures are to be available for OSFI review in borrower credit files, and are to
be subject to regular internal review by the FRFI as part of its own credit process.

Furthermore, consistent with the requirements of the Guideline, connection status is not
affected by the type or quality of collateral, or by risk mitigants.

In addition, in determining the amount of common risk, FRFIs should include loans, securities,
and off-balance sheet exposures, unless there is a specific exemption.

In accordance with existing guidelines, OSFI expects each FRFI’s Board of Directors to provide
oversight of the FRFI’s process, to establish appropriate limits, to monitor the application of
Guideline B-2 to counterparties or to groups of associated counterparties, and to determine
reporting requirements.

If you have any questions, please contact the Relationship Manager assigned to monitor your
FRFI.

- END -
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