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New capital charges on trading books: Overview (I)  With internal models missing major market (and credit) risks during the



recent financial crisis, the Basel Committee has suggested new capital charges for trading books  Targeted shortcomings  Differences in the underlying liquidity of trading book positions  99%/one-day or ten-day Value-at-Risk (VaR): No adequate reflection of large



default losses that occur less frequently as well as the potential for large cumulative price movements over several weeks or months



 The proposed framework has evolved since 2007, accompanied and driven



by extensive Quantitative Impact Studies (QIS)  EBA draft guidelines on IRC were published in November 2011  Focus of this talk are those new charges based on internal models, which



require validation by home regulators and are to be introduced together with other requirements (e.g., designated stress tests)



GRM Risk – IM



3



New capital charges on trading books: Overview (II)  Current market risk capital formula:*



Capital = (mc+ b) · VaR + VaR (specific)  VaR is the standard Value-at-Risk measure, based on 99% 10-day loss  mc is a model-based multiplier, mc ≥ 3  b is an additional factor, depending on VaR backtesting excesses, 0 ≤ b ≤ 1



 Coming soon:*



Capital = (mc+ b) · VaR + (ms + b)· Stressed VaR + IRC + max {CRM, Floor} + SC  Stressed VaR is VaR calibrated to financial crisis data, e.g., 2007-2008; mc/s ≥ 3  IRC is an incremental charge for default and migration risks for non-securitised
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products (at least weekly computation)  CRM is an incremental charge for correlation trading portfolios (at least weekly computation)  Floor is calculated as α times capital charge for specific risk according to the modified standardised measurement method for the correlation book (a.k.a “banking-book charge”); α = 8%  SC is standardised charge on securitisation exposures (not covered by CRM), comparable to the banking book * Ignoring the averaging over quarters etc.
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IRC and CRM: Definition  Incremental Risk Capital (IRC)  Products: flow products – bonds and CDS (if not part of CRM, as defined below);



may include listed equities  Simulated risks: credit rating migrations and default



 Comprehensive Risk Measure (CRM)  Although initially considered part of securitisation positions, correlation trading



portfolio are “carved out” of standardised charge and subject to CRM and floor (the CRM cannot be lower than 8% of the standard charge)  Products: correlation instruments and their hedges (including CDS), but without



“re-securitisation positions” (e.g., CDO2) or LSS  Simulated risks: Default and migration (as in IRC) and all price risks (multiple defaults, credit spread volatility, volatility of implied correlations, basis risks, recovery rate)



 Risk measure  Both are based on 99.9% loss quantile at 1-year capital horizon  This contrasts with VaR and stressed VaR, which are much more short-term GRM Risk – IM



 Rebalancing may be taken into account via shorter liquidity horizons coupled with



a “constant level of risk” concept  For CRM, the modelling of dynamic hedging and its cost are allowed
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IRC: Modelling default and migration (I)  The IRC charge must capture default and migration risk  Range of modelling choices, for example:  Rating-based simulation (usually through asset values/returns)  Direct simulation of spreads with migration/default barriers



 Granularity of simulation (e.g., in the case of bonds)  Guarantor/obligor  Issuer



 Parameterisation choices, for instance:  Historical vs. market-implied default (and migration) probabilities  Granularity of factors to capture asset and/or credit spread dependence



 Different possibilities regarding trade revaluation:  “As of today” or in the future; recognition of cash flows or not  Full revaluation or approximation  On-the-fly (for each scenario) vs. pre-computation



 Interpretation of the constant level of risk concept: Simplifying assumption to GRM Risk – IM



rebalance frequently or rollover the positions (at the liquidity horizon) in a manner that maintains the initial level of risk
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IRC: Modelling default and migration (II)  Example of a concrete approach:  Rating-based simulation for each obligor (e.g., CDS entity/bond guarantor)  Marginal default probabilities based on historical transition matrices (“through-



the-cycle”); differentiation between sovereigns and corporates  Dependence between obligors via multi-factor asset return model  Conversion of rating moves to credit spread moves via mapping tables Final rating
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IRC: Modelling default and migration (III)  Trade revaluation  “As of today”, i.e., no ageing of deals  Full revaluation where possible, since approximation via sensitivities, for



example, not well suited for large credit spread moves  Pre-calculation of PVs possible, given the limited number of “target” ratings  Full revaluation where possible  Par bond approximation for the rest: PV = 1001 − (S + r − C )1 − exp[− (S / (1 − R ) + r )T ] 



S / (1 − R ) + r







S – spread; r – risk free rate; C – bond coupon; R – recovery rate. Name Rating Country Industry Default X1 18 18 31 2,874,670 X2 3 1 5 -11,049,593 X3 12 17 13 -47,859,017 X4 17 16 57 -1,693,898 X5 12 11 34 41,781,103



Rating 2 1,297,345 233,159 -1,089,469 -3,346,523 -320,845



Rating 3 1,050,479 0 -581,677 -2,693,739 -407,236



… Rating 11 Rating 12 Rating 13 78,041 64,923 52,518 … … -2,498,730 -2,536,780 -2,587,099 -3,363 -6,095 … 0 -173,423 -139,470 -108,230 … -6,595 9,550 … 0



… Rating 17 Rating 18 9,343 … 0 … -2,772,410 -2,812,323 -34,720 -41,041 … 23,470 … 0 45,372 53,216 …



 Constant level of risk concept: Full “reset” of a deal at the liquidity horizon, to



the original maturity and credit quality GRM Risk – IM



IRC: Modelling default and migration (IV)  Illustration of IRC simulation with liquidity horizon of 6 months and capital



horizon of 1 year (assumed current obligor rating: Aa2): P&L



Aa2



Aa1



Aa2



0 Aa3



Aa3



… Default 6 months



GRM Risk – IM



Rebalancing



…



Total P&L 1 year



Aa1



Aaa



P&L 6 months due to default event



Aaa



P&L 6 months due to migration event



Asset returns



0



Default 6 months



 Usually high number of simulations required (1m+) to achieve stable results 9



IRC: Selected results (I)  Credit derivatives flow trading is usually less impacted by IRC since positions



are hedged in terms of credit risk  For example, positions on risky bonds will be hedged by buying protection on the



obligor  Though the overall default risk is reduced, on a large portfolio, risk might arise from positions with different durations as shown below:
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IRC: Selected results (II)  The IRC charge will usually substantially impact business lines such as IR/FX



where credit risk is dealt with differently:  For example, positions in government bonds might not be fully hedged because



the main purpose is not credit but rather interest rate and/or repo trading  Under these conditions, IRC will capture default risk. The magnitude of the impact can be significant and depends on the obligors’ ratings (recovery rate: 40%):



GRM Risk – IM
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CRM: Additional risk factors for credit correlation products  CRM is an IRC-type charge with the requirement for additional risk factors: “… a bank may incorporate its correlation trading portfolio in an internally developed approach that adequately captures … all price risks … in particular … the following risks … must be adequately captured:  the cumulative risk … from multiple defaults, including ordering of defaults …  credit spread risk, including the gamma and cross-gamma effects  volatility of implied correlations, including the cross effect between spreads and



correlations  basis risk, including both  the basis between the spread of an index and those of its constituent single names;



and  the basis between the implied correlation of an index and that of bespoke portfolios  recovery rate volatility, as it relates to the propensity for recovery rates to affect



tranche prices  to the extent the comprehensive risk measure incorporates benefits from dynamic hedging, the risk of hedge slippage and the potential costs of rebalancing such hedges.” GRM Risk – IM



Source: Basel Committee on Banking Supervision, Revisions to the Basel II Market Risk Framework, July 2009. 12



CRM: Modelling choices (I)  Modelling CRM poses a range of challenges  What to model for each risk factor and how  Choice between model inputs and market observables is often non-trivial (e.g.,



base correlations vs. tranche prices)  Values (levels) or changes in them  Match whole distribution or particular range (e.g., tail)



 Dependence between factors is crucial  Well-documented empirical evidence of correlation between some of the factors  Overall correlation vs. tail dependence  Calibration of factors is not independent: for example, given spreads and



recovery rates, implied correlations are constrained by tranche prices



 Technical  Simulated values for risk factors may need to satisfy complicated no-arbitrage



conditions  Simplified and/or accelerated pricers to be used for the complicated products involved, given the number of evaluations required GRM Risk – IM



13



CRM: Modelling choices (II)  Non-parametric or semi-parametric fit  Look at time series of chosen factor or its increments/returns over certain window  Fit distribution or estimate parameters of likely distribution (e.g., mean and



variance)  For multi-dimensional risk factors, for example, “tenor” and “strike” dimensions: Approaches such as PCA may perform well, but judgement and interpretation of signals by risk managers is severely reduced



 Parametric analysis  Choose stochastic drivers for each factor: single values or curve/surface    



GRM Risk – IM



characteristics, such as level, slope, curvature, etc. (parameterise) Assume a tractable model, amenable to calibration; introduce dependence Use stochastic model outputs to calculate observable quantities (market prices or quoted values) and fit parameters to reproduce realised time series This way we have more control of the model, but become more sensitive to validity of initial assumptions Fitting distribution and especially dependence parameters may be a tricky process
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CRM: Modelling choices (III)  Simulation-based modelling approach applied in the following:  Asset return model to capture default and migration events − as in IRC  Short-term spread volatility  Implied correlation volatility  Index-CDS basis (skew) volatility  Recovery rate volatility  Ruled out:  Basis between implied correlation of an index and that of bespoke portfolios (non-observable, better captured as reserve)  Dynamic hedging



 Trade revaluation  The multitude of risk factors prevents the use of pre-calculated P&Ls  Simplified pricers to achieve sufficient speed  No “ageing” of positions and rebalancing of hedges (conservative assumption)



 High number of simulations required (100K+) to achieve stable results, GRM Risk – IM



usually less compared to IRC since correlation trading portfolio well balanced 15



CRM: Selected examples (I)  Only the credit structured business is impacted  Example − typical “vanilla” CDO position with different hedging strategies:  Buy protection on a mezzanine bespoke tranche  3 - 7%, 5Y maturity, EUR 10m notional
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CRM: Selected examples (II) P&L DISTRIBUTION STATISTICS (EUR mm) Minimum Maximum Mean Std. deviation CRM charge Standard charge Floor



CDO only -4.2 7.0 0.8 2.0 3.7 1.9 0.2



CDO + spread hedge -4.3 3.2 0.2 0.6 2.9 56.0 4.5



CDO + spread & corr hedge -2.1 4.4 0.4 0.8 1.4 69.1 5.5



 The floor on the charge − which is based on standard charges for long and



short positions − might give entirely wrong hedging incentives (!)
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Limited backtesting feasibility (I)  High confidence levels and long projection horizons make the backtesting in



the “classical” sense hardly feasible  Monitoring over time (e.g., P&L of constant portfolio snapshots vs. IRC/CRM)



seems advisable – likely without statistically valid conclusion  Many technical obstacles, for example, how to identify a purely rating migrationinduced P&L for IRC?  “Backward-looking” backtesting (i.e., repricing of today’s portfolio over previous time periods) usually does not capture defaults
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Limited backtesting feasibility (II)  The below graph shows an example of a “backward-looking” backtesting on



CRM. Default not being captured by this method, CRM is simulated using migration only.
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Industry and regulator views (I)  EBA draft guidelines raise several points of discussion:  On defaulted names: “positions in defaulted debt held in the trading book shall be



included.[…] the risk of the price changes of defaulted debt […] shall be capitalised in all cases, ideally using the IRC mode.”  Except if the institution is trading many defaulted bond, this is a second order risk



 On the constant level of risk concept: “[…] the institution does not have to



integrate the time effect: positions keep their original residual maturities at the end of each liquidity horizon […]”.  This should be valid only for on-going activities. For trade maturing, the institution should



be able to assume ageing of the book.



 On unexpected loss: “Over the one-year capital horizon or when replacing



original positions with risk-equivalent positions […] institutions only need to model unexpected loss […].  The motivation is not clear since the unexpected loss is not always conservative  Taking into account theta effect (ageing of positions) seems more adequate



 On basis risk: “In order to reflect basis risk appropriately, valuation for the



purposes of the IRC for related positions […] must be differentiated”.  Capturing loss at the 99.9th percentile makes the basis risk immaterial.
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Industry and regulator views (II)  Shortcomings of VaR-based capital charge are recognised, and the



requirement that banks increase capital is understandable after the crisis  Furthermore, it is in the banks’ own interest to strengthen risk measurement



and management procedures – Example: CRM and VaR



 Correlation trading books are still subject to VaR-based risk calculation  Currently, a sensitivity-based approach to measure market risk in correlation



trading (complemented by stress tests and a range of risk limits) is common, with alternatives based on history or conservative simulations  A CRM-compliant model can be enhanced to create a more sophisticated VaR engine  Can add more risk factors if necessary,  Calibrate model parameters using 10-day moves to calculate 10-day VaR  Risk factor dependence is already captured better than in most live VaR systems  More accurate than sensitivity-based approach, since full revaluation is used, albeit



with simplified pricers
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Industry and regulator views (III)  At the same time, the approach to additional capital charges taken by



regulators raises questions:  Still based on loss quantiles, so inherits all the drawbacks of VaR combined with



a higher percentile  Model risk increases substantially; backtesting for such a high quantile at such a long horizon is likely to be far less accurate, if possible at all  Double-counting effect of market risks between VaR and IRC/CRM  Specifically for CRM with floor:  Exclusion rules (especially CDO2 and LSS, but not their hedges) are likely to trigger capital charge driven trading activity, rather than sound risk practices  Even though dynamic hedging is mentioned in principle, the constant level of risk concept makes it very unclear how this can be implemented in practice  Application of the banking book-style floor  severely misrepresents the risk and  gives wrong hedging incentives Concern that market activity will be focused around capital arbitrage and not sound risk management, as must have been the regulators’ intention GRM Risk – IM
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Conclusion  The introduction and regulatory approval of new internal market risk models



(“Basel 2.5”) has posed – and still poses – significant challenges for banks  Regulatory auditing finishing in many jurisdictions these days  So far missing industry standards for consistent compliant models



 Participation of the industry and work-intense QIS over the past years have



helped to achieve more coherent risk measures compared to original plans  EBA guidelines yet to be published while all European banks have already



been subject to validation missions  Concepts like  Stressed VaR and  the CRM floor based on the standardised method



are still not considered suitable approaches by the industry.  US and European banks are no longer following the same rules
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Disclaimer Information and opinions included in this document are provided to you for information purposes only. Accordingly, no representation, warranty or undertaking, express or implied, is made and no responsibility is accepted by any BNP Paribas Group Company as to or in relation to the accuracy or completeness or otherwise of the material in this document or as to the reasonableness of any assumption contained herein or any assumption contained herein or any other information made available (whether in writing or orally) to any recipient or interested party (or its advisers). The information and opinions included in this document are subject to change without notice as they are based on BNP Paribas’ understanding as of the date mentioned or based on BNP Paribas’ own appraisal of the applicable facts, law and regulations in force at the date hereof. This document is not intended to provide the sole basis of any evaluation of the financial instruments discussed herein or the treatment thereof. Information and opinions contained herein are published for the assistance of recipients, but are not to be relied upon as authoritative or taken in substitution for the exercise of judgement by any recipient. BNP Paribas assumes no responsibility or liability for the Information contained herein and is not holding out any Information as a recommendation to take (or refrain from taking) any action in respect of any financial instrument. You must consult your own advisers prior to making any decision in respect of such Information. This document is not, and should not be construed as, an offer document or an offer or solicitation to buy or sell any investments. No BNP Paribas Group Company accepts any liability whatsoever for any direct or consequential loss arising from any use of material contained herein. This document may not be reproduced (in whole or in part) to any other person. This document is not intended for Retail Clients as defined in FSA rules and should not be passed on to any such persons. By accepting this document you agree to be bound by the foregoing limitations.



© BNP Paribas (2012). All rights reserved. BNP Paribas London Branch (registered office 10 Harewood Avenue, London NW1 6AA; tel: [44 20] 7595 2000; fax: [44 20] 7595 2555) is authorised by CECEI and supervised by the Commission Bancaire; it is authorised and subject to limited regulation by the Financial Services Authority. Details of the extent of our authorisation and regulation by the Financial Services Authority are available from us on request. BNP Paribas London Branch is registered in England and Wales under no. FC13447. www.bnpparibas.com



GRM Risk – IM



24



























Empfehlen Sie Dokumente






[image: alt]





Risk Report IX - Risk Experts 

Jedes Unternehmen ist abhÃ¤ngig von seiner Lieferkette. ... Construction zur Hanjin Group gehÃ¶rende Unternehmen ..... Bereich Change Management zusam-.










 


[image: alt]





Risk Report IX - Risk Experts 

Im Handel sind vor allem Elektro und Spielzeug stark betroffen, wobei ...... und fÃ¼hrten im November 2016 eine konzertierte Aktion bei. 500 Unternehmen durch ...










 


[image: alt]





Counterparty Risk and CVA-xVA 

European School of Economics and the Indian Institute of ...... Bolsa de Santiago is Chile´s largest exchange, with a da










 


[image: alt]





Liquidity Risk 

Announcing the JOHN HULL AWARD of the 2nd Derivatives Challenge: El ...... Trabajó para Scotiabank, Casa de Bolsa y para










 


[image: alt]





supplier relationship risk management 

PDF Ebook supplier relationship risk management risikomanagement bei der elektronisch gestutzten beschaffung studien Free. Download, Save or Read ...










 


[image: alt]





Nutrient Deficiency Risk Questionnaire 

berenjenas púrpuras, batatas naranjas, y brócoli verde) en un solo día? ○Todo el tiempo. ○A menudo. ○A veces ○Nunca. 3.










 


[image: alt]





Traffic Noise and Risk of Myocardial Infarction 

28.11.2017 - Although carefully collected, accuracy cannot be guaranteed. Publisher conditions are provided by RoMEO. Differing provisions from the publisher's actual policy or licence agreement may be applicable. This publication is from a journal t










 


[image: alt]





informa Insurance Risk and Fraud Prevention GmbH 

Fax: 07221 / 50 40 â€“ 30 95 informa Insurance Risk and Fraud. Prevention GmbH. Antrag auf Selbstauskunft fÃ¼r: (die Selbstauskunft ist kostenfrei). Name: ...










 


[image: alt]





Risk Management Workshops 

eighth time in Mexico: “The Risk Management & Trading Conference”, which will .... ROOM 5. ROOM 6. ROOM 7. ROOM 8. R










 


[image: alt]





Risk Management with Copulae 

Umschalten der Navigation. edoc Publikationsserveredoc · de|en. Banner: Fassade der Humboldt-UniversitÃ¤t zu Berlin. Publikation anzeigen. edoc Startseite · Qualifikationsarbeiten · Abschlussarbeiten; Publikation anzeigen. edoc Startseite · Qualifika










 


[image: alt]





Security Risk Management: Building an Information Security Risk ... 

would bring us some food. Did we ..... Typically, a camera is used as a detective control to catch security violations, but sometimes detective controls can also ...










 


[image: alt]





DERIVATIVES VALUATION AND RISK MANAGEMENT PDF 

We have many PDF Ebook and user guide is also associated with derivatives valuation and risk management PDF Ebook, include : Der Digitale ...










 


[image: alt]





information security risk management 

PDF Ebook information security risk management risikomanagement mit isoiec ... device,whether its your laptop, Kindle or iPhone, there are more options now ...










 


[image: alt]





football inherent risk 

Se requiere un atleta para vestir todo el equipo emitido. Si el equipo está dañado o no se ajusta correctamente, el atle










 


[image: alt]





warning - risk of fire - Electrolux 

LP systems MUST use conversion kit installed by qualified technician. Improper gas installa- tion or LP conversion could










 


[image: alt]





Publikationen & VortrÃ¤ge Risk & Safety 

07.04.2017 - Turkey, October 21-23, 2015. Abstract: MÃ¼hleberg nuclear power plant (KKM) is a General Electric (GE) type BWR4 boiling water reactor plant.










 


[image: alt]





risiko und risk management aus 

risiko und risk management aus organisationswissenschaftlicher perspektive duv wirtschaftswissenschaft | Read & Download Ebook risiko und risk ...










 


[image: alt]





behavioral risk managers economics traders 

Foundational Theories if Behavioral Economics. • Types of Theories. • Rational Choice Theory. • Dual Process Theory. • F










 


[image: alt]





risiko und risk management aus 

Save this Book to Read risiko und risk management aus organisationswissenschaftlicher PDF eBook at our Online Library. Get risiko und risk management aus ...










 


[image: alt]





risk management auf spekulativen markten 

Read Online Now risk management auf spekulativen markten pcgestutzte rohstoffpreis ... Understandwhat the feature does, using it, and don't go jumping to a ...










 


[image: alt]





delving into country risk - SSRN 

Silvia Iranzo. BANCO DE ESPAÑA. (*) This work was first published as a paper included in the Working Paper series of CUN










 


[image: alt]





warning - risk of fire - Electrolux 

3 Connect to Gas or Electric. Gas Dryer. 1. Apply approved thread sealant. 2. Wrench-tighten gas line. 3. Open gas valve










 


[image: alt]





Nutrient Deficiency Risk Questionnaire - FamilyDoctor.org 

(e.g., red berries, purple eggplant, orange sweet potatoes, and green broccoli) all in one day? ○All the time ○Often ○So










 


[image: alt]





Risk Assessment for Birds and Mammals - EFSA - Europa EU 

17.12.2009 - (technical expert), Andy Hart (technical expert), and EFSA's staff member Christine FÃ¼ll for the support provided to this EFSA scientific output. The final GD was edited by Andy Hart, Robert Luttik and EFSA's staff member Christine FÃ¼l










 











Copyright © 2024 P.PDFDOKUMENT.COM. Alle Rechte vorbehalten.

Über uns |
Datenschutz-Bestimmungen |
Geschäftsbedingungen |
Hilfe |
Copyright |
Kontaktiere uns










×
Anmelden






Email




Password







 Erinnere dich an mich

Passwort vergessen?




Anmelden














