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FTP see Funds Transfer Pricing
Funds Transfer Pricing (FTP) 6, 157, 191, 210–8,

330–2
accrual method 213–15
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reports 14, 14
Treasury 217
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gap analysis 5, 6
gap results 325
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HJM see Heath-Jarrow-Morton models
Hull–White model 93

IBNR see Incurred But Not Reported claims
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knock-in options 59
knock-out options 59
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LGD see loss given default
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Libor market model (LMM) 36, 93, 95–6, 293
life annuity 344
life insurance 25, 335–51
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cost 338–9, 346
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MtM see mark-to-market valuation
multicurrency 204–5
multiplicity 152–3, 152
multiplier 56

natural time 7, 7, 33, 33, 291
negative amortizers 52
net exposure 110
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nonlife insurance 353–68
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pricing 361–2
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construction 69–70, 70
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NPV see net present value
numerical VaR methods 253–59
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OBS see off-balance sheet structure
off-balance sheet structure 378–80
operational considerations 206–7
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280–1
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originator 120
Ornstein–Uhlenbeck model 100
out-of-the-money options 79
over-the-counter credit swap transaction 120

PAM see principal at maturity
par rate 56, 83, 320
parallel histories 275
patterns

interest payments 54–5
principal draw-down53–4, 53

payback fee 144
payback rule 144
payback value 144, 150
PD see probability of default
PE see probability of loss event, for operational

risk
performance measurements 401–5
perpetual bonds 53
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pictograms 16
PL see profit and loss structure
plain vanilla options 51

patterns 58
plain vanilla swaps 65–6, 65–6
point-in-time 131
political risk 137–8
portfolio structures 309–11
positivity 91
post-fixing (arrears) 56
practice earning (P/E) ratio 402
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premium

gross and net for life insurance 338
in non-life insurance 355, 368

prepayment 61, 137, 143–5, 144, 145, 420
dates 143
models 184
rule 28
speed 143

present value of in-force (PVIF) 350–1
pricing 318–20
principal amortization patterns 51–3, 52
principal at maturity (PAM) 62–3, 67, 138–139,
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events 222, 224

principal draw-down patterns (step-up) 53–4, 53
principal reserve pattern 54
probabilities of default 111–13, 247, 257
probability of loss event, for operational risk 280
product rates 100–101

profit and loss structure 378–80
profit centers and FTP 210, 211

deal-making 217
protection buyer 120–121
protection seller 120–121
put option 58
puttable loans 46

quick ratio 402

rainbow options 60
RAROC see return on risk adjusted capital
rate term 56
rating agencies parameters 152
rating states 257, 258
rating validation data 268
ratings see credit ratings
ratios

activity 402
debt 402
liquidity 402
market 402
profitability 402
risk 403–5
Sharpe 404
Treynor 404

re-securitization 415
real investments 316
real production 377–9
real world expectations 106
receivables in non-life insurance 356
reconciliation 304–5
recovery 62, 111, 113, 137, 152–3, 153, 266

gross 111
net 111
parameters 153
patterns 153

regular amortizer (RGM) 65, 65
regulations 421–2
regulatory risk 262–3
reinsurance

contracts 360–1
liquidity 363–4
types 359

replication 137, 138–43
replication portfolio 140–2, 142
reporting 271
repricing 319
repricing term 56
reputation risk 30, 137–138
reserves 316

for life insurance 340–1
for non-life insurance 367–8

reserving pattern of life assurance contracts 54
reserving risk in non-life insurance 358–9
residual mortgage backed securities (RMBS) 416
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retirement benefit, choice of 346
retirement time, choice of 345
return 410
return on equity (ROE) 404
return on risk adjusted capital (RORAC) 24,

405–6
RGM see regular amortizer
risk 29, 71, 241–4, 331–3

combining 252–3
correlation 252

risk adjusted return on capital (RAROC) 404
risk analysis 23–4
risk categories 29–31
risk controlling 10
risk departments 11
risk drivers 377
risk factors 25, 29–31, 380

in unified financial language 419
risk-free investment rates 81
risk indicators approach, for operational risk 283
risk neutrality 8

limitation 9
risk premium 106

for life insurance 339–40
risk ratios 403–5
risk-neutral

expectations 106
probabilities 79
probability measure 89–90

risk-neutral (risk-adjusted) valuation 101
arbitrage-free and complete markets 102–3
arbitrage-free incomplete markets 103–5
discounting with deflators 105–7

risk-neutral view 89–90
roll-down analysis 33, 295
rolling forward risk-neutral measure 96
roll-over 295
RORAC see Return on risk adjusted capital
rule families 44
rule of 78 53
run-off analysis 33, 295

sales 61, 143–4
modeling parameters 144

savings 313–4
savings and loans (S&L) crisis 8
scenarios, what-if 97, 209, 209, 293, 386

see also Monte Carlo simulations
scrapping 140
securitization 415
security gain and loss 327
self-assessment approach, for operational risk 278
selling 135
senior tranches 121
sensitivities 71, 245–6

behavioral 226–31

interest rates 221–5
market 225–6

sensitivity 28, 219–39, 273
calculation 219–20
conditions for calculation 221, 221
dynamic simulation 331–3

sensitivity analysis 23–4
sensitivity oriented analysis 27
sensitivity reports 231–9
shifts for Solvency II 261
shock scenarios 260–1
shocked behavior 36
shocked market 36
shocks

on add-ons 261
on haircuts 261
on market conditions 260
on migration matrices 261
on prepayments 261
on replications 261

short rate models 92–3
inhomogeneous 93
time-homogeneous 92–3
two-factors 93

short rates 85
single-barrier options 59–60
Solvency II

expected defaults 249, 249
internal models 347–8, 367–8
regulation 16

special purpose vehicle (SPV) 120–1
special rates 320
specific margin, institution 213
speed factors 133
spot curve 84
spot LIBOR measure 96
spread curves 86
spread recoveries 258
spreads 56

as risk factors 87–9
St Petersburg paradox 8
Standard & Poor (S&P) 130
standard contract types 46–51

basic 47
compound 47

standard contracts, rules and mechanisms 51–62
static analysis 33, 34, 82, 383–4
static modelling 83–9

interest rates 83–5
spreads as risk factors 87–9
stocks, exchange rates and commodities 86–7

step-up 53–4, 53
stochastic market models 89–98

stock price models 89–92
stochastic market models 96–101
stock market indices 294
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stock patterns 57
stocks 22, 48, 86–7

modelling 98–100
stock price models 48, 89–92
stress assumptions 324
stress scenarios 260–1, 324
stress testing 190, 271
structural liquidity risk 30
sub-prime crisis 110, 413
subadditivity 243
super cash flow 15
surrender 137, 147–8, 342, 345

value 342
swaps 50, 182–3
Swiss Solvency test 134
systems failures 285

target 376
target amount 144
target function 144
term selection 55–6
terminal value 392–4
Thrift Bulletin 13 5, 11
through-the-cycle 129
time 31–3, 274

calendar 31–2
double existence 32–3
intervals 32

time evolution 6
time-homogeneous models 94–5
time line 5
time value of options and guarantees (TVOG) 351
TOM 31
TOM next 31
tracing 271–2
tractability 91
trading 10

and off balance sheet 314–5
tranches 121
transaction analysis 72
transaction systems 45
transaction volume 309
Treasury 10
Treasury margin 213
two-factor models 93
Type I 36–7
Type I errors 264, 265
Type II 37
Type II errors 265, 266
Type III 37
Type IV 37
Type V 37

uncollateralized exposure 109
unearned premium reserve (UPR) 355, 368
Unified Financial Language 413–22

unit linked 345
unwinding 142
upfront payment 55
used at default 153–4

valuation 5, 71, 108
alternative techniques 202–7
amortized cost 191
balance sheets and 195–7
in credit risk 189
fair value 200–1
historic 199
linear write off 202, 202
lower of cost or market 202–3, 203
mark-to-market 200–1, 201
minimal value 203, 204
nominal value 197
risk-neutral 77–81
write-off at end 299

valuation principles 191–7
coexistence 193, 193
market dependent 194, 194
overview 194–5
time dependent 194, 194

valuation, special cases
geometric 207
linear 207
operational considerations 206–7
physical investments 206
sum of digits 207
see also credit related impairments;

multicurrency
value 5, 22, 28, 34, 194–6, 275

based on constant effective yield valuation
199

based on linear write off valuation 202, 202
based on lower of cost or market valuation

202–3, 203
based on minimal value valuation 203, 204
based on MtM valuation 200–1, 201
based on nominal value 197, 197
based on write off at end valuation 199, 200
dynamic simulation 325–30
in non-life insurance 365–6
payback 144, 150

value at risk (VaR) 29, 71, 241–4
analytical methods 244–53
backtesting 265–7
Delta-gamma 245–6
Delta-normal 244–5
methods 253–59
operational risk 285–8
reports 14, 14

value date (VD) 53
value factor 144, 146
VaR see value at risk
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volatility term structure 91
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