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Preface

About the Book
Risk management is at the heart of bank management and is one of the most fascinating 
fi elds for academic research. Developments in risk measurement techniques, risk manage-
ment practices, and regulation have reinforced each other to increase the attention of a 
wider and wider public to a number of topics that in the mid-1990s would have reached 
the attention of only a few specialists. Understanding bank risk management is now rec-
ognized as a key requisite for most (if not all) of the managers working at a fi nancial 
institution. The purpose of this book is to present risk measurement methodologies and 
to discuss their implications and consequences on the bank’s decision-making process.

In fact, it would be limited to analyze and study risk management problems by focus-
ing on risk measurement methodology issues only. While measurement methodologies 
are clearly very important and research in this fi eld is crucial, a well-designed risk man-
agement process is also based on a clear and effective defi nition of risk control, perfor-
mance evaluation, and capital allocation processes. The science of risk measurement and 
the art of management are both required, and this makes risk management an attractive 
topic not only for fi nance specialists but for human resource and organization specialists 
and researchers as well.

In my personal experience as a teacher in executive risk management seminars 
designed for different target audiences, as a researcher, and sometimes as a consultant, I 
have noted how important is to consider carefully not only the technical soundness of 
risk measurement methodologies, but also the consequences their application may have 
on human behavior. Measuring a trader’s risk capital and including this number in his or 
her performance evaluation and compensation scheme sounds fi ne, but unintended con-
sequences are always possible. Bankers Trust was among the pioneers in the development 
of risk management techniques and processes, but many think that lawsuits with some 
large customers in the mid-1990s and the subsequent reputational problems were mainly 
the result of a compensation scheme making the traders focus only on short-term profi t, 
even if they were correctly measured in risk-adjusted terms.



The intent to link risk measurement methodologies with their impact on internal pro-
cesses also explains the structure of this book. The fi rst two chapters introduce the concept 
of value at risk and discuss the different types of capital that bank capital management 
has to consider (also discussing the main impacts of the Basel II Accord and the new 
IAS/IFRS accounting principles). The book then goes on to cover risk measurement. 
Besides dealing with “classic” market, credit, and operational risks (Chapters 3 to 5), it 
also discusses two crucial topics that have so far received less attention than they should: 
(1) how to measure business risk (Chapter 5) and (2) how to estimate overall economic 
capital through the aggregation of different risks (Chapter 6). The remainder of the book 
analyzes how a bank can structure risk control and risk-adjusted performance measure-
ment processes, with the fi nal chapter discussing the links between the capital allocation 
process and the budgeting and planning process.

Addressing all these issues while trying to keep the book as unifying as possible is 
not an easy task (even though suggestions for selected further reading are provided at the 
end of each chapter). Any reader can judge whether or not I have been able to fi nd the 
right balance. In any case, I hope this book may give even nonspecialists a clear picture 
of key methodologies, their critical assumptions, and their implications for bank manage-
ment while providing experienced readers with a useful critical discussion of a number 
of crucial topics that are still in their early stages of development, such as business risk, 
risk aggregation, and the defi nition of target returns for individual business units within 
the capital allocation process.
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