Johannes Wernz

Bank Management
and Control

Strategy, Pricing, Capital and Risk
Management

Second Edition

@ Springer



Contents

1 Outline. ... ... . .

2 Bank Management and Steering . . . . ........................

2.1 Strategy Planning: Iterative Process. . ....................

2.1.1  Processof Planning. .. ........................

2.1.2  Capital Allocation . . .. ........................

2.2 Strategy Planning: Tools. . . ...... ... ... ... .. ... .

2.2.1  EaR/CaR: Overall Aggregation. . .................

2.2.2  Scenario-Based Assessment/Stress Testing. . .........

2.3 Capital Optimization. . .. ........... ...

3 Banks and the Regulatory and Economic Environment. . . . ... ...

3.1  Economic and Political Aspects. ... .....................

32 TypesofBanks........ ... ... . ... . .

3.3 Banks in Different Legislations. . . . .....................

34 Role of the Banks’ Credit Rating. . ......................

3.5 Roleof Rating Agencies. . ............. ... ............
3.6 Role of the International Swaps and Derivatives Association

(ASDA) . . o

3.7 Regulatory Environment. . .. ........... ... . ... .. ..

371 BIS. .o

3.7.2  BIS and the Great Depression: History in a Nutshell . . . .

3.8 BasellI. ... ... ...

3.8.1  Basel III: Philosophy and Evolvement. . ............

3.8.2  Basel III: Timeline and Implementation Status. . . . . ...

3.8.3  Basel IIl: Some Spotlights. . ....................

3.8.4 Basel Ill: Capital Ratio. . . ......................

3.8.5 BasellIl: OutputFloor. .. ......................

39 ISSUC OVEIVIEW . . . . e

—_—

W O O 00 W W W

25
25
26
27
27
28

28
29
29
29
30
30
32
32
34
34
35

Xiii



Xiv

4

Contents
3.10 Issue Complexity and Risk Identification. . ................ 36
3.10.1 Sale and Leaseback Transactions. . ................ 36
3.10.2  Securitization and Subprime. . .. ........ .. ... ... 36
Risk Modeling and Capital: Credit Risk (Loans). . .. ........... 39
4.1  Pricing and Expected Loss . . . ... .. ... 39
4.1.1 Adverse Selection. . .. ... 40
4.1.2  Risk Adjusted PricingandRoE . . ........ ... ... ... 41
4.2 Loan Loss Provisioning . . . . .......... ... ..o, 42
43  Capital: Relevant Points. . . . ........ . ... .. ..., .. 42
4.3.1 Default Definition. . .. ......... . ... . . ....... 43
432  Maturity . . ..o vt 44
4.3.3  Granularity of Rating Engines. . . . ................ 46
4.3.4  Classification of Exposures as Retail or Corporate. . . . . 47
435 RecentBubbles........... .. ... ... ... ... .. 49
43.6 MissingValues. . ....... ... ... ... 50
4.4 PD-Rating Tools, LGD Tools, and EAD Estimations . . . ....... 51
4.5  Advanced Regulatory Approaches. . .................. ... 51
4.6  Rating Tools (PD Models). . ............. .. 52
4.6.1  Development of Rating Tools. . .................. 52
4.6.2  Calibration of the Rating Tools. . . ................ 55
4.6.3  Example of a Corporate Rating Tool . . .. ........... 57
4.7 LGD Models (LGD Tools) . . ... covoi i 58
4.7.1  LGD Tool for Vehicles/Machinery . . .............. 60
472 LGD Tool for Mortgages . . . .. .....ovvuwunn. . 62
4.8  Backtesting Within Credit Risk. . . ................... ... 65
4.8.1 Backtesting Versus Validation. . ................. 65
482 Backtesting. ............. i 65
4.8.3  Backtesting Framework PD. . . ... ... ... ..... 66
4.8.4  Backtesting Framework LGD . .. ................. 68

Risk Modeling and Capital: Counterparty Credit Risk
(“EPE” and “CVA”) . . ... .. 71
5.1  Cash Flows, Exposure, Pricing, and Capital . . . . ............ 71
5.1.1  “EPE” Capital Modeling/Capital Charge . . .. ........ 72
5.1.2 CVACapital Charge. . . .......... ... ... 74
52 WrongWayRisk. ........ .. 76
Risk Modeling and Capital: Credit Risk (Securitizations). .. ... ... 79
6.1  Basel III Approaches: Securitization-Related Capital . . . . . ... .. 79
6.2 History: Financial Crisis of 2007 . . . ... .................. 80
Risk Modeling and Capital: Market Risk . . . . ................. 81
T Pricing. .. ..o 81
7.2 Capital: Internal Models Approach. . ..................... 81
7.3  P&L Attribution Testing: Internal Models Approach. . .. ... ... 83

7.4  Capital: Standardized Approach. . ....................... 83



Contents XV

7.5 History: Basel 2.5.. ... .. ... ... . 84

7.6  Exposure Modeling (Pricing and Capital): Interest Rate
Derivatives . . . ..o ot 85
7.6.1  Monte Carlo Simulation. . ...................... 85
7.6.2 MarketData: Caps. . ......coov i 86
7.6.3  Fitting of Volatility Curves tothe Data. . .. ......... 86
7.6.4  Correlations: Setting . . . ........................ 87
7.6.5  Longstaff-Schwartz Regression. . . . .............. 87
7.7 Backtesting. . ... ... .. 88
8 Risk Modeling and Capital: Operational Risk . . . . .............. 89
8.1  Standardized Measurement Approach. . ................... 89
8.1.1  Business Indicator Component of the SMA . . .. ... ... 90
8.1.2  Loss Component (ILM) of the SMA. . ............. 90

8.1.3  Loss Event Taxonomy (Categories) for SMA

(and Other Approaches). .. ....... ... ... ...... 90
8.2  AMA Model (Pillar II): Modeling and Simulation. .. ......... 93
8.3 Internal Data/External Data. . .. ........................ 101
84  Controls. . ... .. 102
8.5  Cost/Benefit Considerations for Controls. . .. .............. 103
8.6 Backtesting. ........... ... 104
9 Risk Modeling: Asset Liability Management . . . ................ 105
9.1 Liquidity Coverage Ratio. .. .......................... 105
9.2 Net Stable Funding Ratio. . . .......................... 106
Appendix A: A-IRB Formulas for the Derivation of Capital . . . .. ... .. 109
A.1 Residential Mortgage Exposure. ... ...... ... .. ... ... 109
A.2 Qualifying Revolving Retail Exposures. . .. ................. 110
A3OtherRetail. .. ...... ... ... . . .. . e 110
A.4 Corporates and Bank Exposures. . .. ...................... 110
A.5 Big Banks and Financial Institutions. . . . ................... 111
A6 Corporate: SME. . ... ... . 111
Appendix B: Credit Portfolio Modeling . . . ... ... ................ 113
Appendix C: Country Risk/Issuer Risk . . . .................. .. ... 115
Appendix D: Settlement Risk . . . . ........... ... . ... . ... . ... 117
Appendix E: Historical Data. . . . ............ ... ... ........... 119
Appendix F: Specialized Lending/Project Finance . . . . ... ........ .. 123
Abbreviations . . . . ... ... 125
Bibliography . . . . . ... .. 129

GloSSary . . . ... 131



