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The Risk Managenient Framework

~ An imperative in any bank is a fit-for-purpose risk management
framework (RMF), incorporating the risk appetite framework (RAF) and
risk appetite statement (RAS)

« The RMF and RAF are also subject to close scrutiny by the regulator,
particularly as part of the capital and liquidity adequacy (ICAAP /
ILAAP) submissions and onsite supervision (SREP / L-SREP) review
processes

«# The aim of the RMF is to ensure a standardised and unified approach
to risk management practice throughout the bank (and in every entity in
the group and across legal and regulatory jurisdictions for a Group
entity)

« The following slides describe, in summary form, a template RMF for a
commercial banking operation

« But before | start....

©2014,2024 BTRM/ Choudhry c
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“The balance sheet is everythmg...

ASSETS LIABILITIES

Wholesale

o
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What does a good RMF look like from the top?

Governance and Organisation

(Committees)

Strategy and Business Plan

(Stakeholder Objectives, Strategic Objectives, Risk Capacity, Culture and Values

High Level Risk Taxonomy and Risk Appetite

(Quantitative and Qualitative)

Risk Appetite Statement

(Policies, Protocls and Limits (KRIs, KPIs and EWIs))

Procedures and Processes

\ \ \

Regulatory Compliance
(Oversight, Horizon
Scanning and Relationship
Management

Risk Indicators (Lower
level metrics, Analysis
and Risk Drivers)

Risk and Control
Registers
(Granular Risk
Taxonomy)

Risk Event Reporting
and Internal Loss
Management

Risk and Compliance
Reviews (Action
Tracking)

Assurance: Reporting and Stress Testing

B
%

©2014,2024 BTRM/ Choudhry
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« This incorporates:
/  Committee structure and authority

+ Board and Board Risk + ALCO
Committees

/ Mandate + delegated authorities
/%  Holistic approach

/  Risk Management philosophy and

/  key principles

+  Link to strategic planning capital +
funding frameworks

+  Risk Culture, Values and Behaviours
+#  “Tone from the top”

+  Transparency, reporting and
disclosure

+# A Risk Appetite Statement

+  All Key Risks identified and defined
#  Quantitative Risk Bearing capacity
/  Risk Appetite and firm Limits

+  Risk Framework + Key Risk Policies

Credit Quality

Assurance

Guest Lecture May 2024 6
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Original Board, BRC, Exco and ALCO operating model
“Principles of Banking”, 1t edition (2012), Figure 18.5

« The traditional Board, BRC, Exco and ALCO operating model and
stress event governance

Board of Directors Executive Committee
(ExCo)
Executive Credit
Commitee

Board Audit & Executive Risk Committee Management Committee
Risk
Committee

Assetand LiabilityCommittee
(ALCO)

Balance SheetManagement
Committee
(BSMCO)

£33) *"/L
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For review...

 What should the Board sub-committee structure look like?

«~ “Audit, Risk and Compliance”...?
« Other risk areas?

«~ Who owns the following risks:

N\

Liabilities strategy

N\

Loan pricing

N\

Deposits pricing

N\

Cyber risk

N\

Reputational risk

N\

Operational resilience

N\

Climate change risk
+ Do they need their own committee?
~ What does the Executive committees and sub-committees structure look like?

/ The identification of all material risks, and forthcoming risks (“Strategic risk”) and
their clear ownership down to specified individuals is as important as the structure

S ‘*V/\‘>
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Risk management framework...

4 The RMF is observed and implemented via the following principles:

« Governance is maintained through the effective delegation of authority from
the Board down through the committee and management hierarchy to
specific named individuals;

 Risk management supports the safe delivery of the bank’s strategic plan
and objectives;

/ Risk management is based on the Three Lines of Defence model, in which
the business management owns and reports on the risks assumed
throughout the bank and is responsible for ensuring that these are managed
and controlled on a day-to-day basis;

 The Board and business management are engaged in and promote a
culture in which risks are identified, assessed and reported in an open,
transparent and objective manner;

« 2LoD (the Risk function) is independent of the businesses and provides
oversight, review and challenge; it also provides support and advice on the
management of risk across the business;

o
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Three or Four lines of defenc

re “Risk” and
“Compliance” part of the
ame discipline?

The Business

Risk & Compliance

Internal and External Audit

delegates to business line
heads day-to-day
responsibility for risk
management, regulatory
compliance, internal control
and conduct in running their
business areas

Oversight The Board supported by the |The Board Risk sub- The Board Audit sub-
Executive Committee and  |committee supported by committee supported by
ALCO ALCO and the Executive Internal Audit and the External
Credit Committee Auditors
Function Ownership, responsibility  |[Monitors and facilitates the |Provides assurance of (i) 1LoD
and accountability for risks |implementation of effective |and 2LoD risk management (ii)
and controls risk management. Provides |regulatory interpretation and
oversight and challenge, reporting
support, and advice
Embedding The Board, via the CEO The Board Risk sub- Internal Audit and External

committee delegates to the
Chief Risk Officer day-to-day
responsibility for oversight
and challenge to provide
assurance on the
management of risk

Audit execute independent
reviews to test that controls
are working effectively and
remain up-to-date within
current regulation

©2014,2024 BTRM/ Choudhry
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Sidebar: A crlthue of the “3 LoD” model

« The concept of “first”, “second” and “third” line of defence as part of the
risk management framework in a bank is not new, and has been in
place for two decades now

/ It remains a firm part of the RMF and the supervision process of the
regulator, and no change to it should be expected any time soon

«# That said, we should be aware of the following critique of the concept:
« Focus on defence rather than proactive risk and opportunity management

+ Scope is limited to its “defence” orientated focus and the value preservation
aspects of risk management, perhaps needs also to consider the value
creation aspect which arises from a proactive view of risk management

«# Promotes a siloed approach to risk management. Also can compromise
efficiency if there is unintended overlap in tasking

« Doesn’t account for potential overall and/or blurring of roles — so again
needs explicit clarity on roles and responsibilities

4 Maintenance of independence and objectivity of Internal Audit nowadays
addressed thru outsourcing

L
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Rlsk appetite framework
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 The Risk Appetite Framework (RAF) is the approach and process
through which the Risk Appetite Statement (RAS) of the bank is
established, communicated and implemented.

« The RAF is designed to ensure that the bank’s strategic plan is
reflected in its RAS and executed in a manner which meets the level of
risk acceptable to the Board, the bank’s regulators and its key external
stakeholders. The RAF aims to:

« Define how the bank’s executives monitor compliance with the RAS on a
day-to-day basis;

4 Document the escalation and reporting procedures to be followed if there is
a potential or actual breach of the RAS;

+ Demonstrate how the RAS is embedded within the business;

« Provide a process for updating the RAS if the bank’s strategy is amended or
there are significant changes in the prevailing political and/or economic
environment;

« Record any enhancements planned for refining the RAS.

1/ 2 Z)/
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Formulating the RAF

Set Boundaries,
Manage and Monitor

Inform / Align With
Strategic Plan

Select Key Risk
Indicators

Identify Key Risks

Select the high-level ("Tier 5 _
Set the Strategic Plan within

Identify key risks applicable 1") and lower-level KRIs h " Escalate to the appropriate
§ N 5 . the RAS, and iterate to align 5 [
to the bank's business with which to manage RAS with Strategic Plan and committees if limits are
model and Strategic Plan perfoprmance within ) X N .g exceeded
financial objectives and KPIs

agreed Risk Appetite

# If the RAS shows a level of risk which is outside the Board’s appetite,
then the Strategic Plan may need to be amended. This iterative process
ensures that, in normal and in stressed business conditions, the bank
can operate in line with the plan and not breach specified risk

boundaries.

-
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Risk Taxonomy and Risk Register

« The annual “material integrated risk assessment” (MIRA) process
reviews and confirms the bank’s specified and defined material risks,
summarised in Risk Taxonomy and Risk Register

/ The following slides shows an example of this output

e
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Risk Taxonomy

Risk taxonomy - Background and purpose

Definition The Risk Taxonomy is a catalogue of the inherent risks associated with ChoudWest Bank business, its customers and
the regulatory environment in which it operates
Rationale In order to establish and maintain the Risk Framework and its various components, it is important to agree a list of risks

(Risk Taxonomy) and associated accountabilities around which the Framework is designed and built. The Risk
Taxonomy provides a common risk language for all stakeholders whether internal or external

Preparation

The Group Taxonomy has been used as a starting point and then tailored to the ABC Bank business based on
discussion with Business and Risk stakeholders (Subject Matter Experts), coupled with a review of ABC Bank’s
strategy, including product strategy, profit and loss account and balance sheet and other related
information/documentation. This will need to change and evolve as the company’s internal and external environments
change.

Structure

There are 3 levels of risks as follows:

Level 1: These are the headline risk types common to most financial institutions eg Credit, Market and Operational.
Critically, these are the Recovery Plan automatic “trigger” indicators.

Level 2: These are the identifiable sub risks of the Level 1 for example Core Lending risk and Concentration risk are sub
risks of Level 1 Credit Risk

Level 3: These arise where Level 2 risks require to be sub-divided further into specific risks requiring risk management,
eg., exposure to Leisure & Entertainment sector as sub-risk of Level 2 concentration risk

Status

ExCo have approved the Risk Taxonomy and this will now be used when rolling out the Risk Framework

Importance for
ICAAP

The Risk Taxonomy is an important starting point for the MIRA process outlined on the next slide, which in turn is used
in the capital assessment process.

©2014,2024 BTRM/ Choudhry SNz Guest Lecture May 2024 15
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Risk Taxonomy: traditional “Level” 1 risks

The table below summarises the Level 1 risks within the risk taxonomy for ChoudWest Bank

CREDIT MD’s of each
Business area/MD
Sales & Marketing

OPERATIONAL COO, Head of HR,
Legal & CFO

IT Head of IT

COMPLIANCE ExCo members

NON TRADED Head of Treasury

MARKET

CAPITAL & CFO

STRESS TESTING

FUNDING & Head of Treasury

LIQUIDITY

REPUTATIONAL |ExCo members

BUSINESS CFO/ (+MD’s of Biz
areas/ S&M)

STRATEGIC CEO (Board)

GROUP CEO

CRO

Risk of loss from the failure of a customer to meet its obligations to settle outstanding amounts, including Concentration Risk.

The risk of loss resulting from inadequate or failed internal processes, people, or from external events, including legal risk and
supplier risk.

Loss of technology services due to loss of data, system or data centre including, where applicable, failure of back up processes and/or
a third party to restore services.

The risk of material financial costs (including rectification and remediation costs), legal and regulatory sanctions, or reputational
damage the bank may suffer as a result of its failure to comply with relevant laws, regulations, principles, rules, standards and codes
of conduct applicable to its activities, in letter and spirit. Within Compliance,

® Conduct is the risk that actions undertaken by the bank and / or its staff could lead to customer detriment, employee detriment
(outside of appetite), inappropriate control of financial crime and related activity or negative impact on market stability.

® prudential Compliance is the risk of material loss or liability, legal or regulatory sanctions, or reputational damage arising from
breaching existing relevant prudential policy, laws, or regulations, in any jurisdiction in which the entity operates.

The Market Risk arising in Non Trading assets and liabilities.

The risk of not being able to conduct business in base or stress conditions due to insufficient qualifying capital as well as the failure to
assess, monitor, plan and manage capital adequacy requirements.

The risk that the company is not able to meet its liabilities as they fall due, or has insufficient resources to repay withdrawals.

The risk of brand damage and/or financial cost due to the failure to meet stakeholder expectations of the company’s conduct and/or
performance.

The risk that the company suffers losses as a result of adverse variance in its revenues and/or costs relative to its business plan and
strategy.

The risk that the company will make inappropriate strategic choices, is unable to successfully implement selected strategies, or
changes arise which invalidate strategies. This includes all divestment programme related risks.

The dependency of the company on the Group Group for key support areas eg Funding, Liquidity, Capital, and other Back Office

©2014,2024 BTRM/ Choudhry
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Updatmg the risk register

 The most effective risk register is one that identifies risk types before
the bank is actually exposed to them

« This implies the powers of a clairvoyant...
/ In other words, we need to:

« Put in place a framework that ensures that the Risk Register
Is subject to review and update on a regular basis

~# Compared to the register one we showed at slide 16, we might expect
to add a few more...

o
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EXAMPLE: Extract of updated risk
register showing latest additional
risk types and selection of mitigating
actions....

Clear individual ownership and
appropriate governance committee
noted

This needs to be an at-least semi-
annual review process

The risk types noted on Slide 16
remain as important as always!

And today...
CIAL MEDIA RISK”...

+ Risk of negative and/or fake new
on social media going viral and
triggering an instant bank run...

/ ...with funds accessed via
smartphones instantly

©2014,2024 BTRM/ Choudhry

Risk Area Action Proposed Responsible Committee
Define regulatory reporting as a

Regulatory Reporting qlscreet s SEI Ty mt_:lu_dlng alcro BRC
risk appetite statement limits and
calibration.
Train new technology analyst

Third Party resource in 3 party CTO Exec
management

Onerational Ensure BCP training also

p . includes operational resilience  |CTO ERC
Resilience

Operational
Resilience

Develop the operational
resilience database and
dashboard

CTO

trainini

Exec

Data

Information Security Manager to
become Deputy Data Protection
Officer (DDPQO)

DPO

Exec

Conduct

Review and update Conduct
Risk Dashboard and reporting
once Mi starts following from
Deposits and Lending

CRO

ERC

Financial Crime

Implementation of TruNarrative
AML system

CCo

ERC

Climate Change

Clear plan for ‘green’ product
development

CCOo

ExCo

Climate Change

Develop the capability for
financial risk assessment and
scenario testing which  will
include consideration buying in off
benchmarking data

CFO

BRC

Data

Undertake an internal review to
ensure that all personal data is
stored securely on the network
with no data held on local
devices

CTO

ERC

Conduct

Update customer harm risk
assessment for products and
services

CRO

BRC

Climate Change

Customer Engagement plan on
emissions impact and
transitioning to net zero

CCOo

BRC

Cyber

Deliver a secure development
framework

CTO

ERC

‘,&

Climate Change

Undertake a review of our
position against emerging best
practice

CCO

BRC

£
\

BIR

Cyber

Commission a 2LoD review of
the cyber risk and control

framework

CRO

ERC

18
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Risk mdlcators

/ In defining the Board’s risk appetite, credible qualitative statements are supported
by hard quantitative metrics, allowing ALCO and Exco to monitor the bank’s
alignment with the RAS in a clear, objective manner.

 The KRIs and metrics within the RAS will also align with those stated in the bank’s
Recovery Plan

/ KRIs, EWIs and risk metrics are monitored daily and/or monthly by the business
lines, Risk & Compliance function, ALCO, Exco and the Board as appropriate.

« Thus the foundation of ensuring compliance with the bank’s risk appetite is
comprised of a series of risk metrics and risk indicators which ensure that:

V
V

V

©2014,2024 BTRM/ Choudhry

both the Board and Exco are aware of the bank’s current position relative to its risk appetite;

as the maximum desired levels of risk are approached, appropriate management action is being
taken:;

Exco and the Board are made aware of the potential breaches of risk appetite in a timely
manner;

if required, the Regulatory Authority is informed of a regulatory breach or a material adverse
event (details on procedures to be followed in the event of a materially adverse event are noted
in the Recovery Plan, and not repeated here);

the volatility and sensitivity of the level of risk within business lines are measured and reported.

BIRZEIT UNIVERSITY
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Categorising risk indicators

Form part of the Risk Appetite Statement

Monitored by Risk & Compliance function

Reported to Board Risk sub-committee monthly or when limit breached
Trigger formal management actions if approaching RAS limit

Key Risk Indicators

Risk Metrics Drivers to RAS KRIs

Monitored by Risk & Compliance function

Reported to Board Risk sub-committee monthly when adverse trends identified
Generates ALCO and Exco action when adverse trends identified

Early Warning Indicators

_y
‘
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Calibrating KRIs

. Each KRI is calibrated to four levels. These are colour-coded for ease
of interpretation, as shown:

GREEN YELLOW RED
Business as Usual Potential increase in risk Breach of risk appetite

. Each colour has associated features. These are:

« the action that must be taken by Exco, ALCO or Board Risk sub-committee
if the KRI is breached;

« the timeframe within which that action must occur;
/ the associated reporting requirements;
/ the recipients of the MI.

S ‘*V/\‘>
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RAS triggering action
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« The chart on the next slide shows the action steps as Tier 1 KRIs move
from beyond green “business as usual” status into higher risk
exposures: the formal Escalation Process for Group monitoring

« This triggers management review, management action and Board
review

« Tier 2 KRIs are included in this chart, although red status for a Tier 2
does not imply automatic invocation of Liquidity Contingency Plan /
Recovery Plan in the way a Tier 1 metric may

« KRIs for capital, liquidity, funding, interest-rate risk (IRR) and FX risk
would be owned by Group Treasury, with oversight from Treasury 2"
Line of Defence (2LOD)

+ The chart following show an extract of KRIs from “ChoudWest Bank™s
RAS, with calibration levels indicated

/’*/\D
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RAS trigger levels and escalation process

ALL INDICATORS

ALLINDICATORS

Tier 1INDICATORS

committee)

committee)

RAYG Code Business as Usual Potential Increase in Risk Approachlng R!sk Appetite Invocation Trigger Point
Limit (LCP /RP)
B B Risk - B B Risk -
Governance ALCO ALCO oard (or Board Risk sub oard (or Board Risk sub Board

Indicator Status

The bank is operating within
the boundaries expected in
a business-as-usual
environment

The bank is outside the
boundaries within which it
normally wishes to operate,
with a potential increase in
risk

Risk appetites are in danger
of being breached. The bank
is operating outside its
acceptable boundaries

Risk appetite limits may be
breached. The bank is exposed
to a level of risk that may not
be acceptable by the Board

The LCP / Recovery Plan
invocation trigger point may
have been reached. The bank
may be exposed to a capital,
liquidity or operational risk
crisis

Action

No action. The bank is
operating within expected
and acceptable boundaries

Management has the
discretion to operate
temporarily in this zone

Management must act
immediately to reduce the
risk level

Urgent remediation may be
required. A meeting of the
appropriate executive
committee must be held to
address breach. If appropriate,
Recovery reporting protocols
should be followed

Urgent remediation may be
required. A meeting of Exco
and if necessary Board must be
held to address breach. If
appropriate, Recovery
reporting protocols should be
followed

Reporting and Format

Standard MI, no comment

Standard MI, but comment
on action with time frame, or
rationale for no action and
time to restore to BAU level

Email detailing cause, actions
and time to complete
remediation, followed by an
Action Plan

Email detailing cause, actions
and time to complete
remediation, followed by a
detailed Action Plan

Email detailing cause, actions
and time to complete
remediation, followed by a
detailed Action Plan

Exco: within 24 hours

Initial report ASAP. Detailed

Initial report ASAP. Detailed

Timing of Reporti Monthl Monthl
'ming ot Reporting onthly onthly Board: Monthly planin 24 hours planin 24 hours
%4 % éalgig LY EXCO, Board, if iat
Report Recipient ALCO and EXCO ALCO and EXCO b\; EXCO, \/@&d Board oard, IT appropriate EXCO, Board, Regulator
©2014, 204 |BTRM /™ Choudhry — - 20 Regulator  Gudst Lecture May 2024 2]
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The Board risk appetite statement
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An articulated explicit risk appetite statement (RAS) of Board appetite for balance sheet
risk, incorporating qualitative and quantitative metrics and limits, becomes the most
important document the Board will sign off on

The RAS is a key part of the overall risk management framework (RMF)

The next slide is a summary of the recommended Board risk appetite framework,
including a description of each of the risk appetite pillars and a sample of the key
measures that will be used to confirm on a monthly basis that the bank is within risk
appetite

The exact set of risk metrics to select and calibrate is specific to each bank

For each of the measures identified, an overall bank-wide “macro-tolerance” is set,
which may then be broken down into limits for individual business lines (eg., Retail /
Corporate).

We set a “traffic light” zone of tolerance, with the “green” zone indicating business-as-
usual status.

Red-Amber-Yellow-Green limit zones allows for greater flexibility when implementing
management actions during times of stress, and time for actions to take effect

ALCO Ml pack: this should align the reporting format for key risk indicators (KRIs) and
early warning indicators (EWIs) to the RAS format. This allows instant confirmation that
the bank is in “green” zone

SNl
©2014,2024 BTRM/ Choudhry SNz Guest Lecture May 2024 24
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Extract from RAS qualltatlve

Strategic Objective

ChoudWest Bank aims to become the Commercial Bank that is respected and trusted by all its stakeholders providing “concierge
banking services for ultimate customer service quality", through: committed people; recognising that our long term sustainability is
dependent on having sufficient capital and liquidity to meet liabilities as they fall due through the cycle; the protection of our reputation;
and the integrity of our relationship with our customers and wider stakeholders.

Credit rating in line with ChoudWest Bank’s closest peers and UK bank average (A/A-)

Target Credit Rating

Risk appetite statement (RAS) pillars

Capital Adequacy

Maintain sufficient capital,
quantity and quality,
substantially over Regulatory
minimums, to cover existing
projected risks in extreme but
plausible scenarios

Be an agile, sustainable UK
Retail and Corporate
commercial bank that maintains
its capital adequacy in terms of
amount and quality, and hence
is able to withstand appropriate
capital related stress.

() : () —— :
table Earnings Growth Liquidity & Funding

Be an agile, sustainable UK
Retail and Corporate bank that
has stable and efficient access

to funding and liquidity, and

hence is able to withstand
appropriate liquidity related
stress, with relevant liquid asset
holdings.

Be an agile, sustainable UKK
Retail and Corporate
commercial bank that is
respected and trusted by all its
stakeholders and hence
maintains stakeholder
confidence at all times.

CET1 ratio

Total Capital Ratio
Leverage ratio
Excess over TCR

PR

©2014,2024 BTRM/ Choudhry

=

Earnings volatility
Return on Risk-Adjusted
Capital

Return on RWA
Cost-to-income ratio

1. Net Stable Funding Ratio

2. Liquidity Coverage Ratio

3. Customer Loan-Deposit
Ratio

e 2l

i tration limit

Mgholesale funding limit

BIRZEIT UNIVERSITY

Employees
Regulators
Investors
Customers
Ratings agencies
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Extract from RAS: quantitative

Executive Indicator Amber  |Yellow Green Rationale Comments RP
Responsible (EBA)
Strategic Risk Customer Loan Balance (variation [>+/-10% |>+/-5% >+/-2.5% [<+/-2.5% [Finite appetite for lending
to budget)
Customer Deposit Balance >+/-15% |>+/-10% |>+/-5% <+/-5% Finite appetite for deposit taking
(variation to budget)
Pre-tax RoC *
Capital Risk Absolute Excess Over Total Capital [<25bps <50bps <75bps >75bps Ensures the bank maintains a level
of capital above the regulatory
minimum
Common Equity Tier 1 capital <70% <72.5% <75% >75% Ensures that a minimum portion of
requirement capital is high quality CET1
CET1 ratio *
Total Capital Ratio *
Leverage Ratio <3.5% <3.75% |<4% >4% *
Credit Risk Portfolio Expected Loss (% Book) [>1.50%  [>1.25% >1.00%  |<1.00% Bank's appetite for future losses as|Reported as % and £
a % of total lending amount
Large Loan Limit >£35m Limits the bank's single name
exposure
Total Balances in Arrears (% Book) [>10% >7.5% >5% <5% A lead indicator of NPLs
NPLs (defined as arrears >90 days) [>3% >2% >1% <1% Measured as
exposures (including
fees and accrued
interest as a % of
loan portolio)
Rate of growth of NPL exposures |[QoQ>50% [QoQ>40% [QoQ>30% [QoQ<30% [Rate at which NPLs are increasing *
NPL Coverage Ratio (Stage 2 and 3 |<50% <55% <60% >60% Measure of provisioning adequacy *
Provisions/NPL Exposures) for known NPLs
Total Customer Assets Coverage >2% ?},VS(% %'/‘L‘;v‘ <1% Measures credit quality
22 2R Guest Lecture  May 2024 26
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RAS limit structure...

Customer Loan-Deposit Ratio >110% >95% >85% <85% Bank's appetite for the extent of |LDR excludes any
customer surplus funding of the  [central bank facilities
balance sheet funding

Liquidity Coverage Ratio <120% <140% <160% >180%

Survival Days <120 <150 <180 >180 Bank's appetite for how long it
would remain liquid under the
"market lockout" scenario

IRRBB IRRBB Shock loss exposure >£5m >fAm >£3m <£3m Capital loss exposure
in IRR shock scenario
(200 bps)

A Net Interest Income (200 bps >2% >1.75% >1.5% <1.5% Ais with respect to

shock) change against

baseline NIl value

A Net Interest Income (25 bps Ais with respect to

move) change against

baseline EVE value

A EVE (200 bps shock) >15% >10% >5% <5% Ais with respect to

change against
baseline NIl value

Basis Risk

RP: Recovery Plan
* Indicates referenced in EBA minimum set of indicators for Recovery Plan (RP)
# Indicates substitution against EBA minimum indicator for firm-specific relevance

20 9*%)"W
S3551 <%4
" - t "
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Example Tier 1 and Tier 2 Liquidity / Funding KRIs and EWIs

/P/

Executive Key Risk Indicator (KRI) Frequency [Green Yellow Amber Rationale LCP / RP
Responsible (EBA)
Liquidity Risk Net Stable Funding Ratio Monthly >125% <125% <115% <105% Regulatory requirement *
Tier 1 Customer Loan-Deposit Ratio Daily <85% >85% >95% >110% Bank's appetite for the extent of |#

customer surplus funding of the
balance sheet
Liquidity Coverage Ratio Daily >180% <160% <140% <120% Regulatory requirement *

Survival Days Daily >180 <180 <150 <120 Bank's appetite for how long it
wishes to liquid in a stressed
"market lockout" scenario

Early Warning Indicator (EWI) Frequency [Green Yellow Amber Rationale LCP / RP
(EBA)
Liquidity EWIs 3m LIBOR-OIS spread Daily <75 bps >75 bps >100 bps [>125bps |Early warning of money market
stress orilliquidity
Spread paid above otherwise Monthly <50 bps >50 bps >100 bps [>150bps |Early warning of firm-specific
highest customer deposit identical difficulty in raising customer
product / tenorin peer group deposits
Proportion of on-notice Daily tbc tbc tbc tbc Early warning of excessive
withdrawal balances as withdrawal of funds
percentage of total Notice Account
balances
Total Balance on Notice of Daily <7.5% <10% <13% >13% Early warning of deposit run #
Withdrawal
* Indicates referenced in EBA minimum set of trigger indicators for Liquidity Contingency Plan (LCP) and Recovery Plan (RP)
# Indicates substitution against EBA minimum indicator for firm-specific relevance
* See to download the full EBA list (Excel
2.2 P
fv\{,-' v v/w\é
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Executive  |Key Risk Indicator (KRI) Frequency |Green Yellow |Amber Rationale LCP /RP
Responsible (EBA)
Liquidity Risk Net Stable Funding Ratio Monthly >125% <125% <115% <105% Regulatory requirement */’ S urv ival DayS h as
Tier 1 Customer Loan-Deposit Ratio Daily <85% >85% >95% >110% Bank's a i extentof |# more th an one
//customersurplusfunding of the .
L balance sheet def|n|t|0n and
Liquidity Coverage Ratio | Daily—"">180% <160% <140% <120% Regulatory requirement * CaICU Ia'[iO n
Survival Days < Daily >180 <180 <150 <120 Bank's appetite for how long it
wishes to liquid in a stressed approaCh (See over
"market lockout" scenario for exam ple)
Tier2 Available unencumbered liquid Monthly >17% <17% <15% <13% Limits encumbrance of liquid
assets as % of total balance sheet assets
Available unencumbered assets as [Monthly >70% <70% <67.5%  [<65% Limits encumbrance of total assets

% of total balance sheet

Short-term (<1-yr) wholesale Daily <15% >15% >17% >20% Limits reliance on short-term

funding as share of total funding wholesale funding

Weighted-average tenor of Daily >120 <120 <110 <100 Maintains minimum tenor of

customer funding (days) funding profile

HQLA as % of total balance sheet |Monthly the thc the thc Maintains minimum appetite for
size of HQLA

HQLA as % of total deposits Monthly tbc tbc the tbc Indicator of HQLA adequacy in #
event of deposit run

Balance of Top 20 Deposit Daily <4% >4% >5% >7% Deposit concentration exposure

Customers as % of total deposits indicator

Largest exposure to a single SME  |Daily <1% >1% >1.5% >2% Limits exposure to single

customer depositor

Total exposure to SME customers  |Daily <15% <20% <25% >25% Limits concentration and exposure

with deposits over £5m (measured to large size deposits

as % of total SME balance)

Total exposure to Broker-sourced |Daily <15% <17.5% <20% >20% Limits exposure to broker-sourced

funds deposits

Total Non-Bank Financial and Daily <8% <10% <12% >12% Limits exposure to LCR 100%

Professional Practice Instant stressedoutflow deposits

Access balance

Total Deposits Maturing Less than |Daily <20% <22% <25% >25% Caps share of short-dated funding

90 days (by Original Product origination

Maturity)

Total Funding with tenor of 90 days |Daily <20% <22% <25% >25% Caps share of short-dated funding

or less

Total Funding with tenor of 1year |Daily <80% >80Z°/.ﬁ, N w‘ . |Capsshare of sub-1year funding

orless vy “w\ﬁ
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EXAMPLE: Cash-flow Survival Period

..If the bank cannot access any external sources of funds (“market
lockout”), for how long can it maintain itself as a going concern?

2,000,000,000 == nfows S Oufiows  —— Cumulative Cashiow

Compare
calculated survival
horizon with firm’s
own liquidity risk
appetite

1500,000,000

1,000,000,000

500,000,000

TRET |

-500,000,000

-1,000,000,000

-1,500,000,000

-2,000,000,000

o
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Linking the RAS KRIs across ILAAP/ICAAP, LCP and RP

KRI/ EWI levels |

Increasing stress

BAU Management Actions

Regular review and monitoring by

-- ALCO -- Access HQLA
-- Exco -- Access central bank facilities
-- Credit Committee -- Loan commitments review
-- Risk & Compliance Committee -- Deposits review
-- Board -- Pricing review

--Sell assets

-- Slow business origination
-- Wholesale funding

e
©2014,2024 BTRM/ Choudhry SN An=sC
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Setting and calibrating key risk indicators

« The Regulator will always ask the question, “Why is your such-
and-such limit set at X and not Y?”

« The RAS should specify “Tier 1” key risk indicators (KRIs), which act as
trigger metrics for the bank’s Liquidity Contingency Plan (LCP) and
Recovery Plan (RP), and Tier 2 KRIs which are also monitored and
help provide a full picture of balance sheet exposure

# The exact set of KRIs to set will be specific to each bank (although key
Tier 1 regulatory KRIs such as CET1 and LCR will be universal)

« Calibrating exactly where the KRIs red-amber-yellow-green (RAYG)
zones should lie is for the ALCO/Exco to recommend for Board
approval. The regulatory driver sets the minimum level, but not the
“green” zone minimum level — this is a function of Board risk appetite...

« ....as well as a function of a number of other factors.

« The next slide illustrates these factors and the process to adopt when
deciding what the “green” zone should be for KRIs (in this case, liquidity
risk indicators) .

7247
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Example: defining your Liquidity Risk Appetite

Regulatory +
requirements

* PRA minimum ratios

« Peer liquidity levels of
regulatory metrics

 Firm, subsidiary and
branch liquidity

« Stress test output for
30, 90 and 120 days

©2014,2024 BTRM/ Choudhry

+ Capacity to bear cost

Internal +
constraints

of funding shocks

» Capacity to absorb appetite
loss of funding
sources subsidiary)

Liquidity risk

appetite quant
limits per KRI

* Maturity mismatch
» Funding tenor
* Maturity transformation

* Funding source
concentration limits

* FX mismatch limit
¢ Minimum cmbuffer

2 9W:V.N
g-({,"" %/‘
- - 3 - /

0

BIRZEIT UNIVERSITY

» Shareholders RoC
(P&L driver)

(P&L) - Board stated risk

» Group structure (if

stakeholders’
objectives

Other external
factors

* Reputational risk

» Rating agencies

+ Desire for self-
sufficiency under all
circumstances
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Embeddmg RAS throughout the bank

« Articulating and communicating the bank’s risk appetite

 The RAS needs to be articulated in a manner that employees will understand and
can use to measure risk against. This can be achieved via the following methods:

+# The board-level RAS
+# The Risk Appetite Policy Statement, part of the RMF and the ERM framework

A series of “Mini” RAS for use in Group or multi-entity banking groups, for use at
subsidiary/divisional level. These are They are tailored statements for each
subsidiary/division based on standardised group RAS.

+ Code of Conduct. The code of conduct should clearly articulate boundaries for staff
behaviour, linked to risk appetite.

# And be plain language avoiding “platitudes”

« Key Risk Indicators (KRIs). The specific metrics (one or more for each risk type in the
risk register) and managed to calibrated quantitative limits

+ Risk Matrices. The traditional risk matrix, where risk is measured using a qualitative
assessment of likelihood and consequence, is often used as a basis of setting risk
boundaries and evaluating Risk Appetite:

« Policies, Standards and Guidelines. Internal policies, standards and guidelines are a
common way to communicate risk appetite in a meaningful way so that staff understand
the boundaries within which they neeq*;)erate

©2014,2024 BTRM/ Choudhry by/’w\" Guest Lecture May 2024 34
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Communicating the overall risk position

+ As part of embedding and operationalising the RAS, there are a

number of high level summary risk dashboards that can and are used in
banks

. There is more than one solution...

+ ...ideally, the reporting mechanism will be
# Succinct
+ Accessible
+ Give the complete picture in one or two slides

« Be forward looking

 We show the author’s own high-level risk dashboard for senior
executive distribution (see next slide) >>>

+ “The balance sheet is everything!”
/ --RBS Group Treasurer to the author, 2010

9

S
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@ Board / ALCO 1-pager

ChoudWest
BANK

www.mc.financial

21st August 2023

Key observations

Pull out concerns...

“We remain long on survival days due to continued

savings in flows and a static loan pipeline”

IRRBB EVE Delta and NIl Delta are “green” (see page 2)

- Since 2014

Surplus Cash

£125 m

£43 m

Liquid Assets 30-day 31-90 day
Loans/Deposits Loans/Deposits
Outflow Outfi

18-Aug-2023 Treasury Dashboard, Ratios & Cash

. Cash Position
£140m

Bank of England
£125m

BoE rate = 5.25%

mﬁ

S R £
P I G P \’;30 .\"’g
XY PP O

Capital Tier 1
LCR ity coverage ratio)
NSFR (et stabie runding ratio)
OLAR sir survival days)

LD R (loan-to-deposit ratio)

Weighted Average Rate

40%

358%

319%

183

72%

Lending inc. Asset Financ 7.66%

Savings

Net Wght Avr Rate

on-Notice Outflow & %
from total Savings

£12.2m

3.94%
3.72%

4.4%

O 0 o0 o o

Ops min.

<16%

>125%

>110%

>110
days

<115%

<15%

Ops trigger Board min.

o ©

<18%

>110% <110%

>110% <100%

>90
days

<90
days

>115%,
<120% >120%

>15%
©>20%
<200, 220%

Lending book =£202m

Credit approved
Pipeline =£54m

WIP HoT's accepted, 75% =£16m

60%, £121 m

32%, £65m

8%, £16 m

Asset Fixed rate Variable
Finance rate

Savings =£280m

on-Notice Outflow=£12m

48%,  52%, 4%,
£135m £144m 460, £190M
£130m I
> > &
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& & &P
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Bank failures in 2023
The old....



Bank Asset and Liability Management
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' lI m k Mission Components

T h e o I d ALCO management and reporting Formulating ALM strategy
EEE Management reporting

ALCO agenda and minutes
Assessing liquidity, gap and interest-rate risk

% ThIS IS page 328 Sce;zl:i(:)n;lanning and analysis
from B an k A Sset Interest income projection

1 HH Asset management Managing bank liquidity book (CDs, Bills)
a‘n d L I ab I I Ity Managing the FRN book

M an a_g e m e n t y Investing bank capital
published April ALM sirtegy T8 s
2007 (Wiley)

% P re- N 0] rth ern I Ensuring funding diversification I
ROCk Managing lending of funds

/ P re G F C 20 08 Risk management Formulating hedging policy
2 - ;

Interest-rate risk exposure management
Implementing hedging policy using cash and

Table 8.1 is a summary overview of the responsibilities of the ALCO,
and is essentially a banking ALM strategic overview.

Funding and liquidity management Liquidity policy
Managing funding and liquidity risk

% Pre-BaSG| I I | derivative instruments
% Pre-S|I|Con Internal treasury function Formulating transfer pricing system and level
Funding group entities
VaIIey Bank Calculating the cost of capital

Table 8.1 ALCO main mission

©2014,2024 BTRM/ Choudhry

w
N
@

el



AR R\

- \ — - *' X ’

Jn w University of Applied Sciences and Art |
Northwestern Switzerland p—

2023: a new kind of bank collapse....?

» F IRS The Death of Credit Suisse

I silicon Valley REPUB
. BANK .

CLOS}

....or did their failure all have AT LEAST ONE THING in common?
....Are there any genuinely new risks / lessons we can learn from them?

Collapse

/ “Do you remember the case, Gregson?”
+ “No, sir.”

« "Read it up - you really should. There is
nothing new under the sun. It has all been
done before.”

--- Sherlock Holmes, A Study in Scarlet,
1887 (Sir Arthur Conan Doyle)
L
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These banks’ failure was blamed by some on the rise in
rates...

 Media commentators (and some practitioners) suggested the rise was
scary and “unprecedented”....

. Fed Funds Rate 2003-2022:

Source: ICAEW 2023

o B
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Sigh.....

 Fed Funds rate: 40-

FRED ./ — resersifunds ntective Rate

Percent

200

175

150

s

wo

75

50

25

00

, 50- and 60-year history

Shaded areas indicale U.S_ recessions.

Source: Wikipedia.
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1975 1980 1985 1580 1995 2000

Source: Board of Gavernors of the Federal Reserve System (US)
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The original sin
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« Every bank in the USA (not to mention in UK and EU) had to deal with and
manage the rise in interest rates during 2022 and 2023

 The large majority of them didn’t go bust!

« The impact of rising rates exposed a flawed funding model at Silicon Valley
Bank (as it did at Signhature Bank and was shortly to at First Republic
Bank)...

/ ...as well as an inadequate b/s management governance structure (it's up
to the ALCO to communicate effectively to the Board, to provide comfort
that the b/s is in good shape and resilient to changes in external factors (or
not)

« But this requires the ALCO to have some authority and to be taken
seriously by Board and C-suite

H_Zk,‘? t%\v
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COncentrated fundmg structure

% SVB depOSIt CUStomerS were Top 50 bhanks by shlare 9f deposilts that are nlot felderally insured
CO nce ntl’ated excessive Iy I n Excludes banking giants confmlere-d systemically important
Greater share of deposits uninsured »
what the UK FSA used to call 25% 50 7 100

“Type A” deposits and 4% o1 $161 olfon sl deposts
depositors o155 bion

« Large corporates, often non-
bank FI entities

+ High proportion of “uninsured” Firet Ropublic Borregs rsortons
d e p OS i tS sl e domestic deposits

+ These are not to be considered
s “stable” funding

« But let’s take a step back...

Sources: Federal Financial Institutions Examination Council; Financial Stability Board « Notes: Data is as of
Dec. 31, 2022. Includes domestic deposits only. Excludes global systemically important banks, which are
subject to more stringent regulations, including tougher capital requirements. « By Ella Koeze

Image source: ICAEW 2023

A
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Liquidity risk management
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The UK PRA has described the concept of “Pillar 2 liquidity” guidance
There was no “Pillar 2” or equivalence for non-systemic banks in the USA
(Not that that is any kind of excuse for SVB’s Board and ALCO...!)
SVB had a high concentration of funding:

+ Concentration by depositor type (all non-bank FlIs)

+ Concentration by contractual maturity
+ Concentration by product type

SVB was not obliged to report NSFR and LCR

In any case, we note that SVB’s LCR at the time it attempted a Rights Issue was
~71%...below the 100% Basel Ill minimum

Once the bank run started, the bank was doomed

But the funding structure itself was always more vulnerable to a bank run
following loss of confidence than a bank that followed “Pillar 2” discipline

This caused the failure...the loss of confidence that leads to a bank run was not
mitigated in any way
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" p / P Silicon Valley Bank's Ex-C.E.O. Is
— “Truly Sorry’ but Deflects Blame

NEN

The culture inculcated by SVB’s Cﬂsu-—-a-—-—

«# From The New York Times (16/5/2023)

V.

In his first public remarks since Silicon Valley Bank collapsed, triggering widespread industry
turmoil, the lender’s former chief executive pointed the finger at pretty much everybody but
himself, casting blame on regulators, the media, his board of directors and even the bank’s
own depositors.

“It was bone-deep, down-to-the-marrow stupidity,” Senator John Kennedy, Republican of
Louisiana, told him.

A three-decade SVB veteran, he became chief executive in 2011 and oversaw its rapid growth
in the following years.

“I worked at a place | truly loved,” he said, calling himself “truly sorry” for what happened.

He blamed the media for raising questions about the firm’s financial disclosures, and
government officials for allowing inflation to spike to the point where rapid interest rate
increases were necessary (sic).

+ Hubris? Arrogance? Delusion? Incompetence?

V.

©2014,2024 BTRM/ Choudhry

"In a hierarchy every employee tends to rise to his level of incompetence."
(Unknown attribution)
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The culture inculcated by SVB’s CEO

oproson

| N . ) | 4
\ | > SVB's CEO ‘deeply sorry’ but assures
\ ~— he did no wrong g

« Fintech Nexus (17/5/2023)

# “Like any bank,” he wrote, SVB invested the new rash of deposits in investment securities by
making new loans. He said that SVB’s Asset Liability Management Committee (“ALCO”), of
which he was “not a member” but trusted implicitly, made a series of investments during this
time in “low-risk, highly rated government-backed securities. He called these securities “safe”
and available as collateral if the bank needed liquidity.

 Our take-away from this?

/ Incompetence? Misunderstanding? Complacency?

« The CEQO'’s view of ALCO was the traditional (pre-2008) view of the function and
importance of the ALCO pre-2008

 Note the UK PRA’s view on importance of ALCO and mandated
requirement for all C-suite to attend it

EN e ‘*U/L
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Credit Suisse

Slipping from one banana skin to another....and
another....
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Credit Suisse risk culture
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« The news stories around this particular “G-SIFI” bank had not been
particularly positive for some years now

« It reminds me of this quote from The Importance of Being Earnest, a
novella published in 1895...

“To lose one parent,
Mr. Worthing, may
be regarded as a
misfortune; to lose
both looks like
carelessness.”

Oscar Wilde (The Importance of Being Earnest)

7247
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Sanctions violations, money laundering, tax evasion, fraud...
-..the list is optically endless!
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Credit Suisse to pay €238 million fine in
France to settle fraud probe

The second largest Swiss bank agreed to pay the sum rather than be prosecuted for illegal
canvassing of clients in France and aggravated tax fraud.

Instability ratchets up
pressure on Russian president

® LIVE Elton John brings
Glastonbury 2023 to a close
with huge crowd
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WASHINGTON/NEW YORK/ZURICH (Reuters) - Credit Suisse has agreed to pay a
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CS: years of Mis-steps and Scandal

2019 — Corporate espionage: The bank hired to track two outgoing executives, including one who left to join rival
bank UBS, triggering a regulatory investigation and the departure of then CEO Tidjane Thiam in 2020. Regulators also accused the
bank of lying about the scale of the espionage.

2020 — Bulgarian money laundering: Swiss courts found Credit Suisse guilty of failing to run proper checks on clients and investigate
the source of funds linked to that laundered at least $146m between 2004 and 2008. The court found that the
bank missed clear red flags such as the funds being stuffed in suitcases and two assassinations linked to a client.

2021 — Archegos Capital: The bank faced a due to its exposure to the US hedge fund Archegos Capital Management
which collapsed in early 2021. A report published soon after blamed the losses on poor risk management practices and a “lack of
accountability”.

2021 — Greensill Capital: Crédit Suisse was forced to suspend $10bn of investor funds after the collapse of supply-chain
financing whose loans were packaged and sold to Credit Suisse clients. Senior executives overruled risk managers
to approve a $160m loan to Greensill which the finance company said there was “no conceivable way” to pay when it collapsed.

2021 — Tuna bonds scandal: The bank faced a $4750m fine for its role in the loan bribery scandal. In the scandal funds
raised through debt issuance were spent on purchasing military equipment instead of being used to invest in a tuna-fishing fleet in
Mozambique. The loans were not revealed to creditors and the IMF, triggering a crisis in Mozambique. Credit Suisse is set to face a
13-week trial in September 2023.

January 2022 — Chair resigns: as Credit Suisse chair in January after breaking Covid quarantine rules
in both Switzerland and the UK. Horta-Osoério, who was brought in to reform the company’s culture, attended Wimbledon and the
final of the men’s European championship on the same day. It was reported he also used the company’s private jet excessively.
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Credlt Sulsse and risk culture

« Banking is, first and foremost, confidence

« A loss of confidence will lead, very quickly, in a loss of viability which leads
inevitably to failure and resolution

# ltis clear that the Board and senior executive at Credit Suisse were unable — or
possibly unwilling — to address the kind of risk management environment that
enabled the bank to lurch from one bad news story to another

« Yet | can attest personally (one or two of my friends work there!) to the fact that,
optically, and on the surface, the bank’s “risk management framework” was
as comprehensive and all-encompassing as any one would observe
anywhere, at any bank.

« All G-SIFI banks have very comprehensive RMF structures, policies and
processes in place. All are under heavy regulator scrutiny. (I can attest
personally from my four years at RBS Group Treasury...!)

/ In theory the RMF at CS was fit for purpose
/ But the bank was not doing what it said it would be doing.
 So in practice it wasn't....

:k%‘,’ ! ‘% \/V‘
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Bank failures in 2023

...and the new
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Bank run comparisons...

Northwestern Switzerland

+ From the BIS paper assessing 2023 bank failures *

*I'm not convinced that 85% figure for
SVB is correct...!

©2014,2024 BTRM/ Choudhry

Table A.1: Deposit outflow of distressed banks

Graph A.1: Distressed banks and LCR outflows'®

Deposit Number
Bank outflow of days
SVB (2023)@ 85% 2
FRC (2023)@ 57% 90
SVB UK (2023) 30% 1
CS (2023) 21% 90
SBNY (2023) 20% 1
|cesave (2008) 20% 75
Northern Rock (2007) 20% 4
WaMu (2008) 10% 10
IndyMac (2008) 8% 14
LCR® 3% - 40% 30

Sources: FRB (2023), NAO (2009), Rose (2015), Zeissler et al (2019),
published accounts and Secretariat calculations.

(a) FRC deposit outflows excludes $30bn of deposits placed by
banks during Q1 23. SVB outflows include expected outflows by
management for 10 March.

(b) LCR outflow rates are the range for retail, SME, operational and
corporate deposits.

90% | Outflow rates

® SvB
80%
70%
60%

@® FRC
50%
40% ® LCR corporate
SVB UK
30% © ey
@® | CR operational
20% Northern Rock ® Cs
WaMu I LCR retail less stable Icesave
10% oy LCR retail stable
o indyMac 8 |CR retail stable insured
0 20 40 60 80 100

Number of days
Sources: FRB (2023), NAO (2009), Rose (2015), Zeissler et al (2019)
published accounts and Secretariat calculations.

(a) FRC deposit outflows excludes $30bn of deposits placed by
banks during Q1 23. SVB outflows include expected outflows by
management for 10 March.
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| agree.
The “Lesson Learned” from
2023 bank failures answer is
NOT further regulation....
...itis better risk culture
That is something that,
ultimately, only the bank
itself can address

l | /B B9 Universitvof Aoolied Sciences and Art:

“* 1_CREDIT SUISSE _Risk Net article April 2023.pdf - Adobe Acrobat Standard DC
File Edit View Window Help

Home Tools Document B@EQ @@ 1 |41 @‘ﬂ

26/04/2023, 10:36 Why tougher liquidity rules may not reduce the risk of bal

Why tougher liquidity
may not reduce the risk o@
bank runs O

EU regulator and industry experts say LCR reform is the wrong respons
to Credit Suisse and SVB

Costas Mourselas
¥ @CostasMourselas

25 Apr 2023

L Type here to search
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-i 1_CREDIT SUISSE_Risk Net article April 2023.pdf - Adobe Acrobat Standard DC
File Edit View Window Help x

Home Tools Document || (‘?)EEQ @@ 3 /n @/ @ Sign In

“The first place for regulators to look is with respect to capital and
whether it adequately reflects the risks that the bank is taking,” says
Carolyn Wilkins, external member of the BoE’s Financial Policy
Committee and former senior deputy governor of the Bank of Canada.

“As the Bank of England has highlighted, there is also a question to be
discussed on the international stage on the calibration of the liquidity
coverage ratio.”

Many sources point o " ~The Basel Committee
describes the LCR as “a minimum supervisory requirement for banks”,
and that it is up to local regulators to tailor further liquidity stress tests
for the unique features of their banks.

A veteran liquidity risk consultant and former bank treasurer says bank
executives and depositors should not assume that meeting regulatory
ratios is sufficient.

“Bank owners and managers have a different perspective from

regulators,” says the consultant. “The latter require sufficient liquidity to

£ Type here to search
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Today, an LCR for the “social media” age

« SVB case study has highlighted the existence of “social media risk” when it
comes to Liquidity Risk Management

« Silicon Valley Bank suffered a $35bin outflow in under 48 hours!

« Negative social media commentary “spread like wildfire” and hastened the
elimination of confidence in the bank

« In any future firm-specific stress event, this “bad news” doesn’t even need to be
true. A viral spread of “fake news” can be as damaging

# LCR (“Pillar 1 liquidity”) does not capture this risk speedily enough

«# Author’s takeaway from the Nubank solution (there is no regulation on this —
this is a personal opinion!):
/ A 3-or 7-day LCR metric alongside the regulator 30-day one where the numerator is composed of cash only
+  Set your assumed % outflow in first 72 hours
/  Set your assumed outflow for days 3-7 (higher outflow earlier)
«  Thefirst 48 hours is crucial (especially if it's over a weekend)

+  The ratio keeps the >100% standard LCR requirement but with the HQLA cover being held entirely in cash instant
access (essentially cash at central bank but also nostro at SIFI banks)

+ Hence, “Liquid Cash Ratio”....a minimum liquidity standard
+  Any resemblance to the Basel LCR acronym is purely coincidental ©

£33) *"/L

BIRZEIT UNIVERSITY

©2014,2024 BTRM/ Choudhry Guest Lecture May 2024 57



University of Applied Sciences and Arts
Northwestern Switzerland

III\ NE

An example stress scenario

+ Customers withdraw 36% in 7 days..
~ Day 1: 18%
 Day 2: 9%
/ Days 3-7: 1.8%

+ 2-day LCR:

 27% outflow assumption

S35 '*"/L
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A picture is worth a “thousand” metrics...

Liquid Cash as at 10 June 2023

40

35
30
25
20
15
10

5

0

Liquid Cash X-day net outflow Liquid Cash Y-day net outflow

The assumptions
behind this outflow
number are key...

o B
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Plllar 2 liquidity risk: concentratlon risk...
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..and “social media risk” impacting reputation

V.

N N\ N\

Concentration in funding is perhaps the most significant “Pillar 2” liquidity risk

« Concentration by product type (EG., instant access deposits)
+ Concentration by customer type (EG., large corporates or non-bank financial institutions)
« Concentration across tenor points (EG., overnight contractual tenor)

Banks that exhibit funding concentration — not uncommon when they are “challenger
banks”, “neo-banks” or banks with a narrow customer franchise — would benefit more
from the “3-day or 7-day Liquid Cash Ratio” (LCR) measure

The 3-day or 7-day LCR is a response to “social media risk”

It isn’t a panacea, and it isn’t an alternative to sound overall asset-liability
management discipline. It isn’t a metric that is meant to address all ALM risks!

And banks like Standard Chartered or Soc Gen don'’t really need it
But some banks will benefit from maintain it.

At the same time, this risk must be addressed by rapid and open language responses
to negative social media comment........ see next slide

:k%‘,’*t% ‘/t
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Social media and reputatlonal risk

«# Good-practice illustration from a digital challenger bank

« Social media has amplified the speed with which news spreads,
including “fake news”. Our bank is a brand that attracts much online
attention, and has been consistently targeted by journalists and
influencers in an attempt to increase their engagement. Several events
in markets recently have triggered fake narratives about their impact on
our bank. EG., the weekend after SVB's failure triggered the only two
days of net same-day outflows we have ever seen.

/ Reputational Risk is one of the main concerns for our liquidity today, as
it is one of the most plausible triggers for a stressed event liquidity run.
Observation since SVB shows that the overall sentiment of online
comments is volatile, with peaks of negative comments occurring from
time to time.

 Also, comments from influential persons with extensive social media
reach can drive swift changes in customer behaviour, especially if it's a
source with credibility in the financial sector.

EN e ‘*v/\‘>
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Managing Social Media Risk

22:14 N, Frall 28% 8

G0 Myview 2 Following  [] Saved

QiU TSOPUIIU LU 1L, VIS U LT CATLULIVEDS

said.
"NIP IT IN THE BUD"

Banks are also contacting customers who
complain on social media to address their
issues quickly.

"We want to nip it in the bud," the second
executive said.

What played out at SVB could easily happen
elsewhere, said Greg Hertrich, head of U.S.
depository strategies at Nomura.

"Any bank that doesn't pay attention to their
social media presence, and the effect it
might have on deposit behavior is doing
themselves, their stakeholders and most
importantly, their depositors, a pretty
significant disservice," Hertrich said.

@ller lenders are focused on identifying Source: Risk.net May 2023
il @] <
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SVB ALCO Governance structure

+ SVB’s asset-liability committee (ALCO) reported into the “Finance
Committee”

« The Finance Committee reported into the Board, or, depending on your
media source, the Board Risk Sub-Committee

 As we have observed with bank failures in 2007-09, this (orthodox and very
common) operating model places genuine understanding of the balance
sheet — and its risk sensitivity to changes in market factors — too far
away from the Board

« Every failed bank in 2007-08 and 2023 exhibited this similar balance sheet
management governance framework (which is one that most regulatory
authorities expect to see)...

/ ...the orthodox governance framework for managing the balance sheet
doesn’t really have a very good track record!

+ See a reference from 2017 that highlights this....

/“*/\D
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ALCO and distance from the Board

M Inbox - mooradchoudhry@gmai X | B Pretenders - Backonthe O % X [ Post | Feed | Linkedin X o+ v - o X
€ > C @ linkedin. P li:activity:70533451290754¢ Im=um%3Ali%3Acomment3%3A(ugcPost%3A7053345126579888128%2C7055943704229883904)&dashCom... 12 & M a .
% Bookmarks [P LBSBoard @ Wandle BoardPacks 4k Cintra iQ - Self Serv. L Esevier Royalty Link ) Nubank-Signin 3 ETRADE 11 Board Inteligence @ Forever Us [l Fideity Login B8 John Lewis Credit C » Other bookmarks
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The ongoing discussions about Silicon Valley Bank have, for me, confirmed yet again
the of the asset-liability (ALCO) as the steward, and guardian, @
Moorad Choudhry of a bank's balance sheet, particularly if a firm wishes to be adaptable and resilient
" when market factors change. But to be genuinely effective the ALCO needs to be
g near enough to the Board to ensure that balance sheet risk management is Moorad, explore relevant opportunities
" understood and addressed at Board level. I've modified my views since first with Multiverse
View full profile

publishing about the ALCO governance framework in 2001...in PoB1e in 2012 | was
suggesting that ALCO needs to report to the Board direct. This article, from the
Autumn 2020 issue of “Journal of Risk Management in Finandial Institutions, Vol.13
No. 4", summarises things succinctly (I hope!). | note that SVB's ALCO reported to its
“Finance Committee”, which (depending on one's source) reported either to its About  Accessibiity  Helg
Board Risk Sub-Committee or its Board. IMHO, this is not close enough to the Board Privacy & Terms ~
to ensure long-term balance sheet robustness, particularly in advance of a stress Adv
event. This topic is covered in Chapter 9 of "The Principles of Banking, 2nd Edition”.
#banking #riskmanagement #governance

Linked [T Linkedin Corporation © 2023
A bank’s ALCO and effective risk managemen

The Asset-Liability Committee (ALCO):
Ensuring effective balance sheet risk
management during a market-wide
stress event
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Article from European Financial Review (2017):
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Forthcoming in JoRMFI...— -

“Bank liquidity risk
management through
stable and volatile
markets: the role of the |
ALCO and lessons
learned for the balance
sheet governance —
operating model”

(Choudhry / Trythall / Abu
Labaan)
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Management in

Financial Institutions,
ol. 18 June 2024
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The recommended Board, BRC, Exco and ALCO operating model

J:———""“I |

e

« The recommended Board, BRC, Exco and ALCO operating model:
reflects paramount importance of the ALCO in the overall ILAAP (and
ICAAP) process

Board of Directors

Board Audit & Executive Committee Assetand LiabilityCommittee
Risk (ExCo) (ALCO)
Sub-Committee
Executive Risk Committee

Balance SheetManagement
Committee
(BSMCO)

“Principles of Banking, 2" edition (2023) Figure 9.6

-
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Conclusmns

« Traditional liquidity risk measures and processes are more than enough
to ensure b/s robustness and viability for most banks

« A bank that ignores them may fail a la Northern Rock 2007 and SVB
2023

 The ALCO is the ultimate owner of the balance sheet and responsible
for ensuring long-term robustness and viability of the balance sheet

+ Hence its genuine authority and seniority is vital to ensure continuous b/s
robustness and viability

o
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Further readmg

THE PRINCIPLES The Principles of Banking, 2"d Edition, Singapore:
John Wiley & Sons Ltd 2023, chapters 11-15

\
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\
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Moorad Choudhry Anthology: Past, Present and Future
Principles of Banking and Finance, Singapore: John

Wiley & Sons Ltd 2018, chapters 8, 10-14

Email: mooradchoudhry@gmail.com
A
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Examples of ALCO “1-pager” balance sheet
metrics summary



ji N‘ A\l \ \§ e

\‘.I‘\

University of Applied Sciences and Art:
Northwestern Switzerland

ALCO MI Deck good practice

N\

N N N\ X\ X\ X\

N\ N\

©2014,2024 BTRM/ Choudhry

Is it succinct, accessible, easy to read?

Does it give, within the first 12-20 pages, the latest balance sheet information in a way that
enables the reader to ascertain quickly what the current balance sheet risks are?

“Does it help ALCO do its job?”

“Does it help the Board do its job?”

“Does it help me do my job?”

Is it accessible enough so that it helps ALCO members to actually read it and understand it?
Is it forward-looking enough? Does it enable reader to assess granular (BUs) KPIs?

Does it link to stress / scenario analysis and impacts going forward, such that it aids decision
making today?

Is every item within it completely relevant and completely necessary?
Is it completely bereft of spurious or surplus-to-requirement content?

Is the summary risk metrics still fit-for-purpose? (Regularly updated as relevant to bank
business model and its current and expected environment)

£33) ‘*"/L
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1-page summary Dashboard at start is very helpful for all
readers from Board downwards...

 Three examples....(the first you have already seen)

e
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ALCO 1-pager
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g345urplus Cash ggat 16

6 Sep_22 6 Capital
Liquidity
Tier 2 KRI
£4.9
Savings
Liquid 30-day 1 Liquid 90-day
Assets net out Assets net Margin
flows outflows

Asset Encumberance

- IRRBB
+# Key observations
/ We are long on survival | Pipeline
days due to continued
savings in flows and a
static pipeline
+# ChoudWest Bank Banke

account has been
closed, with no impact
on the business

Large Exposures

Treasury Dash Board

Tier 1 CET Ratio

OLAR (SLR Survival days)
Operational Buffer

LCR
NSFR

Worst outcome stress test

Loans to Deposit Ratio
Proportion of deposits maturing in any one year

On-notice amount % savings book
30-day Easy Access outflow
90-day cum. Deposit outflow

Net Interest Margin

VaR £m
VaR %
EaR - NII £m

September-22
October-22
November-22
Total

ClearBank
NatWest
Coventry

Aggregated CET 1
Maximum large exposure

Operational
Minimum

Operational trigger

Regulatory or Risk Appetite
breach

16/09/2022

Board Minimum

<18% 48%

| >110-days | >90-days <90-days _
[ <eiom | <£0m 2,500,000 2,500,0C
[ >120% | >110% >100% <100% 749% 1310%
[ >110% | >100% >100% <100% 214% 207%
[ >110-days >90-days <90-days [ 208 ] 226
[ <115% [ 119%to>115% >120% 92% 99%
[ <30% | >30% 17% 17%
<15% 15% to 20% 220% 20% 6% 7.7%
5% - 9.9% >10% 210% X X
<25% 25% to 30% >30% X X
[ 379% | 3% <3% <3% 3.9%
%]
Limit Actual Headroom Actual
2991 -299 2692 Lending - Actual vs Target 805,344 5,543
0.20%
X X X
£ 4,760,250 Amount Ave. rate Prev Ral
£ 4,585,900 Easy Access 32,082,387 1.48% 1.50%
£ 1,206,400 35-day 416,196 1.12% 1.12%
£10,552,550 95-day 31,105,766 1.97% 1.98%
1-year 26,422,283 1.76% 1.60%
5-year 32,151,623 1.99% 1.99%
Total 122,178,255 1.80% 1.80%
Limit Actual Headroom
20,000,000 13,073,655 6,926,345
20,000,000 817,420 19,182,580
20,000,000 - 20,000,000
\ [ X [ l
[ [ X | |
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ALCO 1-pager

Key observations

Next capital injection of £25m has been
dialled into the cash flow in September
2023

The high liquidity levels we have been
running with for some time are now
starting to reduce.

NIM is stable

IRRBB risk is rising on the back of the
resumption in lending being almost all in
fixed rate products

Loan pipeline is growing = £44.5m plus
WIP applications = £38.9m.

Total on-notice amount is slightly
increased by £3.8m to £12.0m, which is
5.3% from total Savings.

Key asset and liability metrics - Historic Rolling 6-months

£ Capital Tier 1

Tier 1 CET Ratio

&

EEHEEEEEH

‘u
T
o
Ny
‘%
%
%,
Y
.‘b"i
',
“
S
.‘f'
o

o,
:w.
:ﬁ
4,
“k‘\-
",
%,
%,
%,
",
s,
5,
%,
o
s,

Liquidity (LCR & NSFR)

LR —NEFR

o st

ono 200%
E=

SO0

soo, F=i

00 200%

e 150%
100

10004 e

R Yy 20 ™
AT DD LD A
FF 3 A

ST I, ,’ﬁp‘{n +

Met Interest Margin®

" Thiz iz 5 Farward lacking NIM

Met Interest Margin

s.00%

— rW

.00

s

oo

pX -1

B o
A

&fvf\"f"fjéy’ivfssf\"f\’!f!vfi -+ f‘f
Pipeline
Pipeline
£50 m
£40 m
£20m
£20m
£10m
P PP PPFIR PSP
Pt

Liquidity (OLAR - SLR days)

OLAR (SLR Survival days)

5

> ‘;"4‘19'1‘5‘9'90‘?5'4‘4"1
&

I R ,f,fz’f
LOR
Loans to Deposit Ratio

1%
100%:
ar
o
o
AP
m";“#“#‘v’*"’ £ E PP

# F
P . »‘f&i’»’/.&‘f AT
IRRBE - GAP sensitivity
i mLimit W Exposure =
1 m tam
2 m am
£2m £2m)
£1m £1m)
#0 D m|

-

A S . I
A R T
Savings-on-Notice & Maturity [3 total)

On-notice outflow (% of total Savings)

14 0%
12.0%
10.0%
o
0%
e ————— ™
0%
oo .
49“ FPEFF S dFFS
# A
n*n*p* w”’*,ﬁ?ﬁ_,ﬁ? A

©2014,2024 BTRM/ Choudhry

Zy

BIRZEIT UNIVERSITY

Guest Lecture May 2024 74




Unlversnyoprplled Sciences and Anﬁ | |
Northwestern Switzerland ‘
DISCLAIMER

The material in this presentation is based on information that we consider reliable, but we do not
warrant that it is accurate or complete, and it should not be relied on as such. Opinions expressed
are current opinions only. We are not soliciting any action based upon this material. Neither the
author, his employers, any operating arm of his employers nor any affiliated body can be held liable
or responsible for any outcomes resulting from actions arising as a result of delivering this
presentation. This presentation does not constitute investment advice nor should it be considered
as such.

The views expressed in this presentation represent those of the lecturer in his or her individual
private capacity and should not be taken to be the views of any employer or any affiliated body,
including any bank that employs any member of the BTRM Faculty, or of the lecturer as an
employee of any institution or affiliated body. Either he/she or his/her employers may or may not
hold, or have recently held, a position in any security identified in this document.

This presentation is © BTRM / Moorad Choudhry 2014, 2024. No part of this presentation may
be copied, reproduced, distributed or stored in any form including electronically without express
written permission in advance from the author.
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