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1. Background
The Vernon is subject to the provisions of the Capital Requirements Regulation (CRR)
and the Capital Requirements Directive (CRD) collectively known as CRDIV which
became effective from 1 January 2014. This framework governs the amount of capital
that banks and building societies are required to hold in order to protect their members,
depositors and shareholders. The Prudential Regulation Authority (PRA) is the body
responsible for implementing and enforcing CRDIV in the UK together with the
application of UK specific rules.
The Board has recognised the need for a further strengthening of the risk management
framework and commissioned a detailed review from an industry specialist firm. A
strategic investment has been made in implementing the recommendations of this
review and this process will be carried out during the remainder of 2016.
The CRD consists of 3 elements, or 'Pillars', which represent the key principles of the
Basel II regime:
Pillar 1
This covers the minimum capital requirements of Basel II. It principally focuses on credit
and operational risk in determining the Society’s Capital Resources Requirement (CRR).
The Society has adopted the Standardised Approach for Credit risk and the Basic
Indicator Approach for Operational risk.
Pillar 2
This covers the Internal Capital Adequacy Assessment Process (ICAAP) and the
Supervisory Review and Evaluation Process (SREP). Under Pillar 2a and within the
ICAAP the Society’s Board has undertaken an assessment of all of the key risks facing
the Society and compared these to the capital that has been provided under the Pillar 1
requirements. Pillar 2b is the capital planning buffer that ensures the Society has
sufficient capital to deal with periods of economic stress. The results of the Board’s
assessment are subject to review by the PRA.
Pillar 3
This covers the disclosures that the Society is required to make under the CRD. This
document discloses quantitative and qualitative information regarding the Society’s risk
assessment process and capital resources. The document is also required to provide
details concerning the remuneration of certain staff who have been assessed as being
subject to the requirements of the Remuneration Code (section 7).
During 2014 the PRA carried out the SREP and from this a minimum capital requirement
was calculated. The actual level of the Society’s capital has been significantly in excess
of the minimum regulatory requirements both prior to and throughout all of the
subsequent period. The Board continues to look ahead at the evolution of future capital
requirements and is working to further strengthen the Society’s position to ensure that it
continues to meet these. As part of this strengthening as noted above a detailed review
of the risk management framework is being carried out during 2016.

The figures in this disclosure document relate to the Vernon Building Society Group
which is made up of the Society and its wholly owned subsidiaries, Vernon Financial
Services Limited, The Mortgage Gateway Limited, Vernon Estates Limited and Vernon
Property Services Limited. All of these subsidiaries are dormant companies. They are
drawn from the Group’s Annual Report and Accounts as at 31 December 2015.
The Pillar 3 disclosures are updated on an annual basis, following publication of the
Annual Report and Accounts.
The Board’s Disclosure Policy for its Pillar 3 disclosures is based on its interpretation of
the requirement of BIPRU 11.4. These disclosures have been reviewed by the Group’s
Compliance and Risk Committee. There is no requirement for the disclosures to be
audited; however, some of the information within the disclosures also appears in the
Group’s audited Annual Report & Accounts.

2. Risk Management Objectives and Policies
The Board is responsible for determining a framework for risk management and control.
It has in place a formal risk management structure which includes policy statements,
exposure limits, mandates and reporting lines. It is also responsible for monitoring
balance sheet risks. It approves all policies and Committee terms of reference. As noted
above a detailed review of the risk management framework is being carried out during
2016.
The Senior Management are responsible for designing, operating and monitoring risk
management and internal control processes. The internal auditors are responsible for
undertaking checks in order to provide assurance that these processes are appropriate
and effectively applied.
The Compliance and Risk Committee consists of two non-executive Directors, the Chief
Executive, the Finance Director and the Head of Compliance and Risk. The Committee
considers the adequacy of internal controls and compliance with regulatory and other
requirements (such as codes of practice). The work of the Compliance and Risk
Committee is reviewed by the Audit Committee.
The Audit Committee, comprised solely of non-executive directors, ensures that
adequate systems of internal control are in place, and that the integrity of financial
information is maintained. It considers and recommends the appointment of the internal
and external auditors and monitors their competence, effectiveness, objectivity and
independence. Additionally it ensures that there are effective whistle-blowing
arrangements in place.
To maintain objectivity no non-executive director is a member of both committees.
The Asset & Liability Committee (‘ALCO’) is a management committee which provides a
structured platform for the day to day management of the Society’s Treasury operations,
liquidity levels and product pricing strategies within the Society’s Board approved Policy
Documents and to meet the desired capital requirements.
The Society maintains a register of the key risks to which it is exposed and includes an
assessment of their likelihood and impact, this forms a key part of the ICAAP document.
This is reviewed by the Board forming a basis for the identification of the risks and
quantifies the amount of capital that is provided under Pillar 2a.
Principal Risks
The principal business and financial risks to which the Society is exposed are Credit,
Interest Rate, Liquidity, Conduct and Operational risks. The ways in which these risks
are managed include:
•
•

the use of forecasting and stress-testing models. These help in the development
of business strategy;
the production of key risk information and indicators to measure and monitor
performance; and

•

the monitoring and control of risks by management, and by the Board and its
committees.

Credit risk
Credit risk is the risk of a customer or counterparty not meeting their obligations when
they become due. Credit risk arises primarily from mortgage loans to customers and
from investments of liquid assets as part of the Society’s treasury operations.
The largest asset the Society has is its mortgage book and the risk of default in this area
is managed by reference to a Board approved lending policy. The policy determines the
criteria that must be met by any borrower along with lending limits to ensure that the
book shows the correct risk profile.
The risk of counterparty default is managed through treasury policies with all
counterparties being approved and monitored by the Board.
A component of credit risk is concentration risk, which arises where there is a
concentration of exposures within the same category, whether it is geographical location,
product type, industry sector or counterparty type.
The Society is primarily a residential mortgage lender and is exposed only to the UK
market. An analysis of its portfolio of mortgages to individuals secured on residential
property as at 31 December 2015 (see section 5 below) indicates that its main
concentration risk is geographical, as by value 78% of its mortgages are in the
immediate area around Stockport, the Society’s core area of operation.
The Society has an exposure to commercial (5.52% of mortgage balances) and buy-tolet mortgages (16.25% of mortgage balances) and has not undertaken sub-prime
lending. Exposures are monitored regularly by the Board to ensure that policy limits are
not exceeded.
In addition to the capital provided under Pillar 1, capital is provided under Pillar 2 to
cover mortgage losses that may arise in an economic downturn.
Further information on credit risk is provided in section 5 of this disclosure document.
Interest Rate Risk
This is the risk of loss of income from movements in interest rates.
Exposure to this risk is controlled by managing the margin between administered
savings rates and the Standard Variable Mortgage Rate, through matching in the
balance sheet and through the use, where appropriate, of hedging contracts with
external counterparties, within limits set out in the Society’s Structural Risk Policy.
Further information on interest rate risk is provided in section 6 of this disclosure
document.

Liquidity risk
Liquidity risk is the risk that the Society is not able to meet its financial obligations as
they fall due. This risk is managed by acting in accordance with treasury policies that
ensure that we maintain prudent levels of liquidity at all times.
Conduct Risk
This is the risk that the Society behaves in a manner that results in poor outcomes for
customers. To manage and control this risk the Society has developed a separate risk
appetite statement in respect of Conduct Risk. This Conduct Risk Appetite Statement is
contained in the Risk Appetite statement that is included in the Society’s ICAAP
document and forms part of the overall risk management framework of the Society.
Conduct risk matters are reviewed by both the Board and by the Compliance & Risk
Committee and a six monthly Conduct MI report is presented for review by the Board
Operational risk
This is the risk of loss arising from inadequate or failed internal processes, people and
systems, or from external events. The Society operates a robust control environment to
mitigate operational losses, including the maintenance of insurance policies. Key
operational risks are identified in the register of key risks. A Contingency Plan is in place
to ensure that disruptions to the Society’s business can be appropriately managed.
Technology and cyber risk
There are risks that the technology utilised by the Society is unable to meet customer
demands or exposes the Society to the risk of illegal external access. These risks are
addressed by working with third parties who are experts in these fields to ensure that the
systems used by the Society are robust.
Other material risks
Other material risks to which the Society is exposed are:
Business/Strategic Risk
This is the risk that the Society may not be able to carry out its corporate objectives
due to changes in its operating environment. The Society manages this risk through
carefully thought-through and detailed business plans and policies. This includes a
detailed forecast covering a one-year time horizon and a medium term Corporate
Plan covering three years. The assumptions in the Corporate Plan are stress-tested
to ensure that the Society’s business model is robust enough to meet unexpected
changes in its operating environment. The ongoing review of the risk management
framework includes recommendations for changes to the assumptions used in the
current stress testing scenarios and these will be implemented as part of the project.

Claims on the Financial Services Compensation Scheme (FSCS)
Along with other deposit takers the Society is liable to any claims made on the FSCS
as a result of the failure of other deposit takers. During 2012 the Society became
liable for a capital contribution to the scheme in addition to the interest payments
being made. These amounts are fully provided for in the 2015 year end accounts and
future forecasts.
Loss of Key Personnel
Many of a building society’s activities require specialist skills which, by their nature,
can be considered to be scarce. To mitigate this risk the Society has in place a
succession plan for non-executive directors and a contingency plan for the loss of
senior staff. In addition a capital provision has been made under Pillar 2 as part of
the ICAAP to cover the cost of buying-in specialist skills, should the need arise.
Insurance Risk
This is the risk that there may be gaps in the risks covered by the Society’s
insurances, that insufficient cover is in place, or that the covenant of the insurer is
defective. Processes are in place which provide the Board with the assurance that
the Society’s insurance arrangements are robust.
Residual Risk
There are risks in any business which it may not be able to readily identify. Provision
has been made for this by applying a buffer to the sum of the Pillar 1 and Pillar 2
capital requirements identified in the ICAAP.

3. Capital Resources
The Society’s capital resources as at 31 December 2015 amounted to £20.3M. This is
made up predominantly of Tier 1 capital which is represented by general reserves
(accumulated profits), an available for sale reserve and reduced by the net book value of
intangible assets. Tier 2 capital is made up of the collective impairment for bad and
doubtful debts. Further details of these items are in the Annual Report and Accounts.
Tier 1 and Tier 2 Capital Resources
£M
Tier 1 capital
General reserves
Available for sale reserve
Intangible assets
Total tier 1 capital
Tier 2 capital
Collective impairment on loans and advances
Total capital resources

20.2
0.0
(0.0)
20.2
0.2
20.4

4. Capital Adequacy Assessment
The Society maintains a three to five year strategic planning framework which is
overseen by the Board and takes account of current and changing economic conditions.
The process culminates in the production of a Corporate Plan which reflects the Board’s
risk appetite and takes full account of the effect that planned activities are likely to have
on Capital. It is therefore consistent with the ICAAP. The combination of the Corporate
Plan, annual budget and future forecast and the ICAAP therefore ensures that the
Society’s capital resources will be sufficient to support its corporate objectives as set out
in the Corporate Plan.
In addition to identifying the Society’s current Pillar 1 Capital Resources Requirement,
the ICAAP is also the Society’s capital planning document for the period of the
Corporate Plan. It therefore includes calculations of what the Pillar 1 Capital Resources
Requirement will be for each year of the Plan. These calculations use the Standardised
Approach for credit risk and the Basic Indicator Approach for Operational Risk. A risk
weighting of 8% is applied to risk-weighted asset values calculated in accordance with
BIPRU 3 to determine the minimum Pillar 1 capital requirement for credit risk. The
minimum Pillar 1 capital requirement for operational risk is 15% of the Society’s average
net income over the previous three years.
The table below sets out the Society’s Pillar 1 capital requirement as at 31 December
2015 by asset class:
Asset

Exposure
Value
£m

Capital
requirement
£m

Central government
Financial institutions

14.3
50.7

0.8

Residential loans (performing)
Past due residential loans
Non-residential loans (performing)
Past due non-residential loans

217.2
2.8
13.0
0.0

6.4
0.2
0.8
0.0

Fixed and other assets

1.9

0.2

299.9

8.4

70.0

0.0

369.9

8.4

Credit risk:

Off-balance sheet exposures

Operational risk

0.7
9.1

5. Credit Risk
5.1 Mortgages
Under the CRD mortgages are 'past due' if repayments are 90 days or more in arrears at
the accounting date. The Society closely monitors arrears of mortgage repayments and
specific and general provisions are made if appropriate. At 31 December 2015 there
were no properties in possession.
The following table provides a reconciliation of the above table to ‘Loans and advances
to customers’ in the 2015 Annual Report and Accounts (Note 16):
£M
Residential loans (performing)
Past due residential loans
Non-residential loans (performing)
Past due non-residential loans
Fair value adjustments for credit risk

216.9
2.8
13.0
0.0
0.3
233.0

Less: collective impairment for loans and advances

(0.2)

Loans and advances per Report and Accounts

232.8

A residual maturity analysis of Loans and Advances to customers is provided at Note 16
of the Annual Report and Accounts 2015. It should be noted that the analysis may not
reflect actual experience of repayments since a number of loans and advances are
repaid early.
A geographical analysis of the mortgage book is shown below:

Region

Main operating area
North West
London and South East
Midlands
Yorkshire and North East
South
South West
East
Wales
Scotland
Total

Residential loans
Non-residential loans
Total
Performing
Past
Performi Past due
due
ng
£m
£m
£m
£m
£m
168.6
2.4
11.3
182.3
8.6
0.1
0.5
9.2
12.2
0.2
12.4
9.6
0.1
0.8
10.5
6.7
0.2
6.9
4.0
0.2
4.2
3.3
3.3
1.7
1.7
2.0
2.0
0.4
0.4
217.1
2.8
13.0
232.9

Mortgage Impairment
The Society’s accounting policy in relation to the impairment of loans and advances is
set out in full in Note 2(a), Accounting estimates and judgements, in the Annual Report
and Accounts 2015.
Full details of the movements on the impairment for mortgage losses are provided in
Note 17 to the Annual Report and Accounts 2015.
For capital adequacy purposes, collective impairment provisions are regarded as upper
tier 2 capital. The collective impairment provision as at 31 December 2015 totalled
£234,000.
5.2 Treasury
The Society’s Treasury Policy statements, which include the Treasury Operations Policy,
the Liquidity Policy, the Funding Policy and the Financial Risk Management Policy, are
used to manage the credit risk that arises from exposures to treasury counterparties.
The Treasury Operations Policy includes limits for the exposure to counterparties on
both an individual and geographical basis. Counterparty exposures are reviewed
monthly by the ALCO. The Society also produces an ILAAP which documents the
Board’s approach and appetite for liquidity risk.
The Society’s exposure to treasury counterparty risk is restricted under the Liquidity
Policy to Banks and Building Societies. To assist in determining counterparty credit
quality the Society has nominated the Fitch ratings agency as its External Credit
Assessment Institution (ECAI). Exposure limits for individual banks on the Society’s list
of authorised counterparties are set taking into account Fitch’s Short Term and Long
Term Ratings. No bank is included on the list unless it has, as a minimum, a Short Term
rating of F2 and a Long Term rating of B. Exposures to unrated counterparties are
restricted to UK Building Societies. In addition to the use of Fitch ratings, market
intelligence is used in assessing counterparty risk, in recognition that there may be a
delay between a counterparty being in difficulty and this being reflected in a
downgrading of its Fitch rating. A process is in place to reduce counterparty exposure
limits, or to remove counterparties from the approved list, immediately without reference
to the Board, but counterparties cannot be added without Board approval.
Exposures to counterparties in respect of off-balance sheet instruments are calculated
using marked to market valuations. Note 26 in the Society’s 2014 Annual Report and
Accounts provides full details on the Society’s use of off-balance sheet instruments,
including their fair value.

The following table shows the breakdown of the Society’s non-cash liquid assets by
maturity and long term Fitch rating as at 31 December 2015;
Fitch Rating

Less than
3 months
£m

3 months
to 1 year
£m

Over 1
year
£m

Total
£m

AAA
AA+ to AAA+ to ABBB+ to B
Unrated

3.0
22.0
6.2
4.5

3.8
3.0
4.0

9.7
7.5
1.0
-

9.7
14.3
25.0
7.2
8.5

Impaired deposit
(net of provision)

-

-

-

-

Total

35.7

10.8

18.2

64.7

The unrated institutions are all UK building societies.
The Society has one impaired deposit full details of which are disclosed within the
Report and Accounts.
An analysis of the residual maturity of these exposures can be found in Notes 12 and 14
to the 2015 Annual Report and Accounts.

6. Interest Rate Risk
As identified in section 2 of this disclosure document, this is the risk of loss of income
from movements in interest rates. Such losses can occur because of the differing
characteristics of the various elements within the balance sheet and mis-matches
between balances with the same characteristics on opposite sides of the balance sheet.
It has been established in the ICAAP that the interest rate risk to which the Society is
most exposed if mitigating action is not taken, is from exposures to fixed rate balances;
in particular to fixed rate mortgages and fixed rate savings balances.
This risk is managed by using a combination of on- and off-balance sheet hedges and by
the setting of exposure limits, which are set out in the Structural Risk Policy approved by
the Board. Exposures against these limits are monitored on a continuous basis. The
impact of movements in interest rates is stress-tested on a monthly basis and the results
of these ‘gap analyses’ are reported to the Board. The stress test measures the effect of
a parallel shift in interest rates of up to 2%. The Board has set a limit on the effect that a
2% parallel shift in interest rates can have on the Society’s capital, after the effect of onand off-balance sheet hedges is taken into account. Capital is provided accordingly
under Pillar 2 within the ICAAP.

7. CRD IV Disclosures
CRD IV has introduced additional disclosures for the Society, country by country
reporting and the leverage ratio. Country by country reporting is disclosed in note 33 in
the Annual Report and Accounts and separately on the Society’s website ‘CRD IV
reporting’. The leverage ratio is disclosed below.
Leverage Ratio

A requirement under CRD IV is the introduction of a leverage ratio which measures
the levels of Tier 1 capital against both on and off balance sheet exposures. CRD IV
requires a minimum ratio of 3%:
The Society’s leverage Ratio as at 31 December 2015 was 6.17%.

8. Remuneration Code Disclosures
The Society’s objective in setting remuneration policies is to ensure that they are in line
with its business strategy, risk appetite and long term objectives, and that remuneration
is set at a level to retain and attract individuals of the calibre necessary to operate an
organisation such as the Society.
The remuneration of the executive directors and other members of senior management
is determined by the Remuneration Committee, which consists of four non-executive
directors, details of whom are in the Annual Report and Accounts.
In setting remuneration, the Committee takes account of fees and salaries payable and
other benefits provided to executive directors and other senior management of Building
Societies that are similar in size and complexity to the Vernon, and other organisations
as are judged relevant.
The Committee believes that variable remuneration relating to financial and business
performance is an appropriate part of a balanced remuneration package. The general
approach to this, however, has been to set variable remuneration mindful of the need for
robust risk management in order to ensure that the outcomes achieved are beneficial to
the organisation over the long term.
The annual incentive scheme for 2015 involved an overall assessment of the Society’s
performance against budget with respect to profitability, management expenses and
asset growth and attainment of individual performance related objectives.
This scheme recognises an individual’s contribution to the Society’s annual
performance, is non-contractual, and payment has been or will be made shortly after the
year end. All payments are at the absolute discretion of the Remuneration Committee
and no elements of variable remuneration are guaranteed.

Remuneration Code Staff
The Board has determined that as at 31 December 2015, two executive directors, two
other executives and one senior manager are designated as being subject to the PRA
Remuneration Code, as set out in SYSC 19A.
It is judged that other senior members of staff could not materially affect the risk profile
of the firm in the way that the staff identified above could, as they report directly into
them or are constrained in their actions by their operating mandates as defined in the
Group’s documented policies and procedures.
Executive Directors
Information concerning the mandate of the Remuneration Committee and the decisionmaking process it uses in determining the remuneration policy for the executive
directors, and information on the link between pay and performance, is contained in the
Directors’ Remuneration Report in the Society’s Annual Report and Accounts 2015.
Other Executives
The Remuneration Committee is also responsible for determining the terms and
conditions of other members of the Executive team after consultation with the Chief
Executive. These are as follows:
Head of Sales & Marketing
Head of Compliance & Risk Management & Secretary
Head of Finance (left the Society on 8 January 2016)
Remuneration
Aggregate information on the remuneration of the five code staff for 2015 is given below:
Fixed remuneration
Variable remuneration
Total

£’000
489
50
539

9. Conclusion
This Pillar 3 disclosure document has been prepared in accordance with the
requirements of BIPRU 11 and provides information on the Society’s approach to risk
management based on its size and the complexity of its business operations.
It is updated annually within nine months of the Society’s financial year end.
If a further explanation of the disclosures is required this should be requested in writing
from:
The Secretary,
Vernon Building Society,
17 – 19 St Petersgate
Stockport
Cheshire
SK1 1HF

