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accountability
achieving 14, 18, 33, 50, 84-5
business units 66, 68-9
importance of 54, 68
accounting methodologies, disclosure
204-5
actual risk appetite
expression 48, 62, 86, 112
reconciliation 48-9, 93, 131-2, 206, 208
aggregation of sensitivity 35, 36, 43, 45-7
catastrophic scenarios 47-8, 62, 133
cross-asset 115-7
cross-division 117-22
enterprise-wide 115-22
qualitative assessments 125
agility
communication and 85
development 71
alerts 58, 128-9, 179, 181
see also triggers
arbitrage pricing theory 155
arbitration 69, 74, 117
asset and liability management (ALM) 140,
149-50, 175-81
business risk analysis 176—8
convexity gaps 179-81
duration gap sensitivity 178-9, 180
margin analysis 176-8
asset liability risk 159-60
audit and control department
as referees 33—4, 69, 73, 74, 117
risk concentration monitoring 172
role 43, 734, 111, 113
transparency and 87
awareness 13, 18, 45

259

Index -

back-testing 38-9, 1)3, 129
balance sheet strutwie, disclosure 209-10
baseline scenzrios 41, 62
Basle Accouids
concenaiions 163
disclosure policy 194-5
me celling 4, 89, 90, 173
rcgulatory entanglements 231
risk aggregation 51, 52
securitization 167, 240
standardization 144
benchmarking
regulatory capital reports 204
risk concentrations 163-5, 175, 201,
231-2, 245-6, 247-50
bottom-up activity feedback 96, 97-8
certification 110-1
continuous efficiency monitoring 110
monitoring exposures 109-10
scenario feedback 111-2
business managers
accountability 66, 68-9
as risk managers 68-70, 71, 72
business resilience
dynamic risk-weightings and 93
as performance criterion 90
business risk analysis 176-8
business units
control of risk data 114
empowerment 66
hedging strategies 75-7, 110
mitigation 66, 68-9, 70, 75-7
monitoring risk exposure 109-10
risk appetite of 48
risk factor identification 33, 34-5
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business units (cont.)
risk management role 41
scenario definition 43, 45, 56, 111
sensitivity estimation 42, 534, 115-6, 117

capital adequacy
dynamic 252, 254-5
variable ratio 90
catastrophic scenarios 41-2
aggregation 47-8, 62, 133-5
definition and ownership 43, 45, 56, 247
modelling 132-5
certification 110-1
Chief Executive Officers 1, 6, 7, 79, 80
Chief Financial Officers 6-7
Chief Risk Officers 71, 80
clearing houses, risk-free 217-8
communications
agility and 85
corporate culture 9, 200
external 197-8, 221-2
funding partners 193—4, 207-10
industry representatives 193, 199-207
information workflow 97
market data availability 22-3
with public 194, 210-2
regulators 193, 199-207
risk management 198-9
shareholders 193—4, 207--10
as strategic corporate {oa' 195
concentration risk 16"—
analysis within porifolio 173
benchmarking 163-5, 175, 201, 231-2,
245-6, 247-50
categories 164-5, 249, 251
counterparty interdependence 166—7
disclosure 200-2
dynamic concentrations 163-5
enterprise view 174
information workflow 247, 248-9
managing 174-5
measuring 163—4, 165-6, 249
monitoring 172
portfolio effects 201-2
regulatory-driven 167-8, 218
reporting 201
risk policy reconciliation 173
visualisation 172
confidentiality 207, 223, 224
continuous efficiency monitoring 110
control and reporting hierarchy 85-8

convexity gaps 179-81
corporate culture
communications 9, 200
creation 11-2
definition 11
requirement for change 8
risk exposure and 17-8
risk management 15
root-risk factors and 37
corporate governance 184, 221-2
correlations
cross-market effects and 118
disclosure 202
liquidity risk and 1152, 120, 186-90
monitoring 29-3'
cost of risk management 197
countercyclical i2easures 90, 93
counterpary isk 78, 152, 166-7, 183-4
Crédit /gz.cole (CA) 18
credit ick 23, 24, 25,52
credit spreads 37-8
~ross-currency term structures 202-3, 251-2,
253
cumulative distribution functions 165

data aggregators 225, 226

data analysis 54-6

data enrichment 57-8

disaster recovery centres 110

disclosure 87
accounting methodologies 204-5
balance sheet structure 209-10
Basle Accord 194-5
capital adequacy 209-10
confidentiality 207, 223, 224
corporate governance 221-2
cross-currency term structures 202-3,

251-2,253
economic capital reports 203—4, 209
liquidity risk management 210
macro-scenarios 205-6
policies 199-213
public relations and 212-3
regulatory capital reports 203, 204, 209
risk appetite 208-9
risk concentrations 200-2
risk management framework 199-200,
201, 204

side effects 2067
stress test capital adequacy 210
see also transparency
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diversity
from innovation 216
as mitigation strategy 28, 37, 62, 168, 232,
243
preserving 255-6
vs standardization 37
duration gap sensitivity 178-9, 180
dynamic sensitivity control 76-7

economic capital, reporting 203—4, 209
education 33, 54, 62
efficient market hypothesis (EMH) 21-2, 23
emergency procedures 104-5
enterprise-wide aggregation

cross-asset 115-7

cross-division 117-22

valuation risk 119-21
European Systemic Risk Council (ESRC) 251
executive management team 1, 65, 79, 84-5
Executive Risk Committee

feedback 109

mitigation strategies 76

risk aggregation 35

role 71-2, 80

scenario preparation 43, 45
external auditors 83
external risks 28-9, 141-2, 143

FAS 157, “fair-value’ accounting 167, 240
feedback

methodologies 98

root-risk factor assessmcnt 33-9

see also bottom-up activity feedback
finance sector

importance of 2

risk management culture 9—-10
forward volatility 92-3
fraud prevention 72
fund transfer pricing (FTP) process 177
funding partners, communications with

193-4,207-10

funding risk 152, 159-68

see also liquidity risk
funding strategy 147

liquidity risk management 176

as risk profile 190-2

risk reconciliation 13941

see also liquidity

Gini index 163-4, 249
Glass-Steagall Act 1933 7, 144, 167, 231, 257

global credit/collateral exposure surveillance
scheme 223-5, 226

globalization of financial activities 2, 235-6

governance scoring 222

government involvement 235-6

Greenspan, A. 168, 241

‘Greenspan conundrum’ 23

hedging strategies and tools
business unit level 75-7, 110
certification 110-1
data requirements 66
distribution 75
dynamic nature 76-7
example 75-6
monitoring efficiency-110
operational units 77-C
stress testing 78
traditional mHaci 76
hierarchical di:eision models 127-9
high-seveiity scenarios 41
aggreoation 47-8, 62
Gecnition and ownership 43, 45, 56

«diosyncratic risk 17-27
externalising 141-2, 143, 251
identifying 18-20
nature of 26
reform proposals 231-2, 244-51

industry, communications with 193, 199-207

information
exchange 223-5, 226, 245-6
impact of technology 22-3

information systems
alerts 58
challenges 57-8
data enrichment 57-8
evolution 59-61
multiple systems 57, 59
risk monitoring 54-6
scenario storage 58
users’ needs paramount 59
see also IT infrastructure
information workflow
design 58
dynamic nature 100-1
efficiency 104, 113
evolution 59-61
frameworks compared 59-60
importance of 9-10
IT requirements 57-8
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information workflow (cont.)
pre-emptive action rules 101-2
pricing 119-22
risk-based 95-8, 112-3
technology risk 122

liquidity risk management 147-8, 149
ALM analyses and 175-81
corporate governance and 184
disclosure 210
framework 169, 170, 187

triggers and responses 967, 101-2, 105-6, FSA call for revision 185

110, 126-7
see also bottom-up activity feedback;
top-down information workflow
innovation 215-6, 255

instruments, classification 212, 216-7, 225,

257

interbank markets 1601
international regulation 241
investments, long- and short-term 91-2
IT department 78, 113, 122, 172
IT infrastructure

addition of new business 61

challenges 57-8

risk information bus 113—4

see also information systems

Jorion, Prof P. 3
JP Morgan Investment Bank 3, 18

legal department, role 70, 73
legal risk, taxonomy 227
liquidation value 155
liquidity
correlation and 118-9, 1.9
cost of 155, 160
as market efficicacy ariver 234
liquidity risk 160-1
asset liability risk 159-60
correlations 186-90
counterparty-related 152, 166-7, 183—4
external sources 152-3
identifying 267
internal balances 149-50
internal sources 150-2
management of see liquidity risk
management
market depth and 151, 156-7, 158,
182-3
over-the-counter markets 152, 157-8
regulatory-driven 152-3, 167-8, 184-6
risk concentrations 161-3, 172-5
see also concentration risk
sources 148

valuation-driven 151-2, 155-6, 159-60,

1814

regulatory risk 184-6

risk concentrations 172-5

risk profile and 190-2

risk reconciliation process 13941

root-risk factor identification 170-1

valuation risk and 1814
Long-Term Capital Manag=n.>nt 4, 69
long-term investments 5*-2
Lorenz curves 163-4, 155, 249

macro-scenarics 4%
aggregaac,33, 43
individu, ! perspectives 35
pret arxation 43
cee also scenarios
margin analysis 176-8
.narginal supply-demand curves 155
mark to time-weighted volatility 91-3
market capital charge 90
market data 22-3
see also information
market depth 151, 156-7, 158, 182-3
market efficiency
efficient market hypothesis (EMH) 21-2,
23
liquidity driven 23—4
market efficiency hypothesis (MEH) 103
selective 21-3
volatility and 66
market risk 24, 25, 52, 227
Markets in Financial Instruments Directive
(MIFID) 167, 212, 240
media, impact on information flow 22-3
MIFID see Markets in Financial Instruments
Directive
mitigation
audit of strategy 74, 110
business unit level 66, 68-9, 70, 75-7
certification of techniques 110-1
choice of tools 43
data requirements 66
disclosure 207
diversification 28, 37, 62, 168, 232, 243
dynamic tactics 106-8
liquidity risk 149
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management level 78-9
operational unit level 77-8
responsibility for 67-8
sensitivity assessment 18

model risk 52, 60

modelling
for benchmarking 247
development 3—4
limitations 21, 54, 124, 241, 246-7
reliance on 239
risk exposure by business line 51-3, 59
uses 42

new business, impact of addition 59-61
nonexecutive directors
representation of shareholders 81, 83—4
transparency and 87

operational capital charge 90
operational units, mitigation and hedging
strategies 77-8
over-the-counter markets
liquidity risk 152, 157-8
risk-free clearing 217-8
transparency 211-2
valuation 120-1

performance
objectives 10-1
risk-weighted 65-6, 89-93
Peters, E. 91, 156
prediction errors 23
price quality ratings 244
pricing
frequency 228-30
methodologies 119-22
transparency 216-7
see also valuation
processes, transparency of 218-9
products
information 2067
taxonomy 225-7, 230, 244
transparency 216-7
public, communications with 194, 210-2
public relations 212-3

Rabobank 18

regulators
challenges 233
communications with 193, 199-207
dynamic capital adequacy 254

global surveillance schemes and 224
indifference to risk 85
information workflow 10
international 168, 241
liquidity risk and 148
methodologies and 54
modelling 247
reform proposals 233, 236, 237, 238,
243
regulatory entanglements 153, 231,
240
rewarding diversity 85
role 233, 237
simulations and 259
as source of risk see reguiatery-driven risk
source of systemic rislt 135
standardization 5, 2 ¢
transparency ena 873
regulatory capi‘als >ports 203, 204, 209
regulatory-aui sen risk
introduction of 237-41
as Liauicity risk 152-3, 167-8, 184-6
wogtlatory entanglement 153, 231, 240
1isK policy reconciliation 144-5
ceporting
hierarchy 85-6
methodologies 87-8
proposed frameworks 70, 244
risk concentrations 201
to shareholders 80-1, 84, 131
traditional framework 70
transparency 87-8
see also communications; disclosure
reputational risk 25-6, 109
return on securities 21-2
risk
balance with value generation 1-2, 4
as essence of capitalism 1-2
evolution of 234-6
recategorization 234
risk appetite
actual see actual risk appetite
business units 48
disclosure 208-9
from worst case scenarios 247, 248
live information 58
reconciliation see risk reconciliation
process
shareholders see risk policies
risk assessment model for systemic
institutions (RAMSI) 258-9
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risk committees
aggregation of sensitivities 43, 45-8
role 33,43, 71, 125
sensitivity estimation 117
risk dashboards 123-5
risk exposure
awareness 13, 18
corporate roots and 17-8
detachment of assessment 53
distribution of 13, 15
estimation 34-5, 62
exchanges of information 194
information workflow 14
liquidity risk and 27
modelling by business lines 51-3, 59
monitoring by business units 109-10
reporting 84
translation to sensitivity 41
understanding 99
valuation risk and 24, 27
risk factors
addition of new business 59, 60
appropriateness 103—4
distribution 15, 334, 36, 61
granularity 34-5, 43
identifying 15, 17-31, 33, 34-5
idiosyncratic see idiosyncratic ri:k
information workflow 58
liquidity and 24
risk reconciliation 135 126-8
sensitivity source :2e sewsitivity
subdivision 33
systematic see systematic risk
systemic see systemic risk
see also root-risk factors
risk information bus 1124, 220, 221
risk intelligence
ratings 227-30
requirement for 9—-10, 199
Risk Bus 220-1
see also information workflow
risk management
‘Chinese Wall’ 65, 68
as communications media 198-9
cost 197
delegation 42, 45, 50
development 6-7
disclosure of framework 199-200, 201,
204
dynamic nature 2, 126-7
efficiency 109

establishing new culture 8, 11, 53—4, 56,
61-2
evolution 3-6, 72, 89
fundamental principles 243
hierarchy 127-9
human dimension 10-2
impact of VaR 4
isolation from business 4, 52, 65, 68, 85
proposed methodology 8, 12, 61-3
responsibility for 14-5, 18, 84-5
traditional approach 51-3, 59-60, 76
Risk Management Departments
communication 85
methodology resporsihilities 70, 74
mitigation strategies 75, 76
risk aggregaticn 35
role 33, 62,8749
scenai‘g preparation 43, 45
transp2i acy responsibilities 70, 87
risk inanagers
adaptation to culture 85
aggregation of scenarios 62
indifference to risk 85
role 54, 56, 62, 71
risk methodologies
auditing 734, 81-2, 83, 86-7
feedback 98
reporting 87-8
risk monitoring, data analysis 54—6
risk policies
compliance 89
concentrations and 173
contents 99
disclosure 199-200, 201
diversity vs standardization 37
elements 86
reconciliation 112, 135-45, 208
regulatory-driven risk 144-5
tail event reconciliation 142, 144
valuation methodologies 142, 205
risk profile
balance sheet structure and 209
cyclical factors 100
disclosure 206
exceptional factors 100
funding strategy as 190-2
liquidity risk management and 190-2
reconciliation with risk appetite 93,
99-100, 208
structural factors 100
risk ratings 257
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risk reconciliation process 13545
funding strategy 13941
information repository 58
liquidity management 139-41
qualitative factors 138-9
quantitative elements 136-8
regulatory risk 144-5
shareholders with company risk profile
99-100
systematic risk 141-4
transparency 208
risk targets
distribution 97
expression 78
management level 78-9
operational unit level 77-8
overriding limits 102
responsibility for compliance 69-70
setting 76, 86, 97
triggers and alerts 58
use 41
risk units see business units
risk-adjusted return on capital (RAROC) 84,
89
risk-adjusted return on risk-adjusted capital
(RARORAC) 89
risk-free clearing houses 217-8
risk-weighted capital 90
risk-weighted performance 89
business resilience and 93
mark to time-weighted volatility 91-3
measurement 90-3
proposed methodology 65-6
RiskMetrics 3
rogue traders 68, 72, 208
root-risk factors 20—4
back-testing 38-9
changing nature 21, 37-8
identification 35-7, 61, 162
liquidity risk management and 170-1
maintaining 37-9
monitoring 20, 21

Sarbanes Oxley Act 2002 221
scenario-based aggregations of sensitivity
(SBAS) 45-6, 47
scenarios
certification 110-1
definition and ownership 43, 45
disclosure 205-6
feedback 111-2

purpose 41-2

refinement 43, 44

as reflection of risk appetite 247, 248

risk reconciliation 136-8

sensitivity estimation 35, 36, 45, 62

storage 58

stress-testing 43, 47-8

see also catastrophic scenarios
selective market efficiency 21-3
sensitivity

aggregation 43, 45-7, 62

appropriateness 103—4

at management level 79

cross-asset aggregation 1157

cross-division aggregatica 117-22

dynamic assessment 02—

dynamic control 75/

liquidity risk cna 7

measuremen’ 05

root-ris.- factors see root-risk factors
scenwric estimations 35, 36, 45, 62
Grreshiolds 105-6, 128
vaiuation risk and 24, 27
chareholders
appetite for risk see risk policies
communications 193-4, 207-10
reporting to 80-1, 84, 131
risk control role 83—4
short-term investments 91-2
side effects, disclosure 2067
simulations, cross-industry 257-9
specific risk factors see idiosyncratic risk
Standard Chartered Bank 18
standardization see uniformity
stochastic supply curves 155
stress testing
disclosure 210
hedge performance 78
importance 105
limitations 132-3, 257-9
scenarios 43, 47-8
surveillance systems 223-5, 226
systematic risk 17, 27-31
correlation monitoring 29-31
definition 28, 141
external risks 28-9
liquidity 160-1
reform proposals 232, 251-6
risk reconciliation 1414
sources 141, 143, 241
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systemic risk 17 as risk concentrator 62, 241, 243
causes 135, 23941 as systemic risk source 37, 144, 168, 232,
cross-industry simulations 257-9 239-40, 241
cross-industry transaction control 257
exposure netting 257 valuation
reform proposals 232, 256-9 accuracy 104
standardization and 37, 144, 168, 232, frequency 229-30
239-40, 241 non-linear 151-2
over-the-counter markets 120-1
tail events reconciliation with risk policy 142, 205
effect 133 transparency 215-8
risk policy reconciliation 142, 144-5 valuation risk
successful management 104, 107 audit 87
unwilling exposure 144-5 control 96
tail risks 42, 62, 234, 243 corporate governance-and 184
see also catastrophic scenarios counterparty-related risk 183—4
Taleb, N. 3—4 enterprise-wica119-21
taxonomy of products 225-7, 230, 244 identifving 24-6
technology impact2®
impact on information flow 22-3 importance 26
as operational risk 122 as # liquidity risk 155-6, 171
thresholds 105-6, 128 liquidity risk management and 159-60,
top-down information workflow 95-6, 97 181-4
dynamic nature 1267 as liquidity risk source 151-2
example 126-7 market depth and 151, 156-7, 158,
hierarchical decision model 127-9 182-3
pre-emptive decision framework: i24-6 proposed methodology 62
risk dashboards 123—4 risk classes 228
triggers and responses 126-7 risk ratings 227-8
transparency value-at-risk (VaR) 46-7
achieving 18 convexity and 180
asset management 211 correlations 118
audits 74, 87 development 3—4
corporate governance rules 221-2 limitations 52, 103, 115, 139
counterparty risk 167 uses 53, 117, 123, 126
enhancing 194 variable capital adequacy ratio 90
external communications 221-2 volatility
importance of 215 dynamic risk management 107-8
information workflow 126 effect on markets 22
internal process and procedures 218-21 impact of timeframe 92-3
meaning 41, 215 mark to time-weighted 91-3
prices and valuations 215-8 market efficiency and 66
reporting 87-8 measurement 91-3
responsibility for 70, 87 systematic risk and 28
as strategic corporate goal 195 volatility surfaces 134

triggers 58, 96-7, 101-2, 105-6, 110, 126-7
worst case scenarios see catastrophic
UCITS 111 167, 211-2, 240 scenarios
uniformity
regulatory role 5, 241 yield curves 134





