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Agenda
o The 3D optimisation challenge
o ALM: old school reactive and new school proactive
o Post-crash practical best-practice risk management: Strategic ALM
and aligning asset and liabilities origination

Please read and note the DISCLAIMER at the end of the presentation.
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The market environment
o The market environment is creating a 3-D optimisation challenge for
banks…
o …or at least, banks that are serious about competing and serious about
being well-respected by customers and peers alike
o “Balance sheet optimisation” is no longer what it used to mean precrash: basically doing what one needs to do to make more money /
higher RoC
o Today it has to mean structuring the balance sheet to meet the
competing needs of Regulators, Customers and Shareholders. This is
the 3D challenge
o Risk management practice is an integral part of meeting the
optimisation challenge
o Now for an interlude…(with thanks to Chris Westcott for the next 6
slides)
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How is Basel 3 Adopted into Legislation?
Basel 3

Global set of capital adequacy standards (BCBS)

European Union (EU)
Capital Requirements Directive and Regulation IV
European Commission implementation of Basel 3

National Law

Local
Local implementation of Basel 3

BCBS members:

Directive

Strong links to national law,
less prescriptive

Rest of the World

Regulation
Applies to EU member states

Transpose the directive into
National law/rules

Hong Kong
India
Indonesia
Australia
China
Japan
Singapore

USA
Brazil
Argentina
Mexico
Canada
Korea
Russia

European Technical Standards (EBA)
Binding Technical Standards & Guidelines adding additional detail
to the primary legislation
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Capital Ratio Changes and Additional Buffers
Required Capital Ratios will increase with the implementation of CRR/CRDIV
Ø The new Capital Ratios will be fully implemented in 2019, after a transition period
Ø

• PRA implemented changes to Deductions from 1 January 2014 without a transition period
• Table excludes Counter-cyclical Buffer and Systemic Risk Buffer, both of which may be 0%
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New BCBS Liquidity Rules
The Basel Committee has adopted a three pronged approach to address
the weaknesses in bank liquidity management that were evident during
the financial crisis:
Basel Committee’s ‘Principles for Sound Liquidity Risk Management and
Supervision’ (Published in September 2008 – shortly after Lehman
Brothers filed for bankruptcy!)

Two new quantitative calculations, the Liquidity Coverage Ratio and the
Net Stable Funding Ratio (published in December 2010)
A set of monitoring metrics to assist supervisors in the analysis of bankspecific and system-wide liquidity risk trends (published in December 2010)
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PRA Additional Leverage Ratio Requirement
The additional leverage buffer will look like this…
Additional leverage ratio Minimum leverage ratio
is a combination of:
(static) 3%

+ Counter-cyclical leverage
ratio

+ G-SIB / systemic
supplementary leverage
ratio

Applies to:

All PRA regulated
institutions from 2018 (but
with immediate effect for GSIBs and other major UK
banks and building
societies).

All PRA regulated institutions
from 2018

G-SIBs from 2016 and other
major domestic banks and
building societies, including
ring fenced banks (from 2019)

Additional buffer:

0%

35% of any risk weighted
countercyclical capital buffer
set by the FPC, currently 0%
in the UK

35% of applicable G-SIB
buffer, D-SIB buffer, or
Systemic risk buffer

Ratio composition:

Minimum 2.25% of total
asset exposure to be held in
CET 1 and up to 0.75% as
AT1 allowable.

CET 1

CET 1
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Cost of Basel 3 Implementation
System
changesamendments
to existing
calculations

Reporting
infrastructure, e.g.,
COREP

Data quality
improvement

Programme
Management/
Co-ordination
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QIS
Calibration
studies

System Changes
– New
Calculations,
e.g., CVA
Charge
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New Policies,
e.g., HR on
Remuneration

Restructure of
capital
instruments – inc.
legal input on
compliance

Training
and
Education
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Mitigating the Impacts of Basel 3
Increase
Resources to
Achieve
Compliance

Ø Increase holdings of
Liquid Assets
Ø Increase Capital

Decrease
Risk

Ø Adopt more
sophisticated
calculation
methodologies
(Standardised to
Advanced)
Ø Hedging
(e.g., CDS)

Re-Design
Customer
Offering

6

Manage
Balance
Sheets more
efficiently

Ø Restructure
transactions
with customers

Ø Restructure and/or
Collapse legal entities

Ø Re-design products

Ø Improve data
collection processes

Ø Review product
pricing
Ø Exit business lines

Ø Exit business lines
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Strategic ALM and Risk Management
o A single, integrated approach that ties in asset origination with liabilities
raising. The two parts of the business process – assets and liabilities –
are integrated and aligned
o No more “silo’d” organisation

o A business strategy approach at the bank-wide level driven by balance
sheet ALM considerations
o Asset type is relevant and appropriate to funding type and source…
o ….and funding type and source is appropriate to asset type
o An explicit, articulated liabilities strategy that looks to optimise the
funding mix and align to asset origination
o A high-level, strategic discipline driven from the top down…
o It addresses the 3D optimisation problem:
o Regulator requirements
o Customer franchise requirements
o Shareholder requirements
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Which means…
o Proactive balance sheet management (BSM)…
o …not the “reactive” balance sheet management philosophy of
traditional banking practice
o Consider the process by which ALM is undertaken at banks…
o Business lines – which at the large banks are many and varied and
geographically dispersed – go out and originate business according to a
supposed high level strategy that is often not clear even to the line head
o This creates the balance sheet exposure that is then “risk managed” by the
risk triumvirate of Treasury, Finance and Risk

o Proactive BSM means the asset-side product line is managed by a
business head who is closely aligned (in strategic terms) with the
liabilities-side product line head
o To be effective the process needs to look in granular detail at the
product types and how they are funded / deployed
o ONLY THEN can the bank start to think in terms of optimising the
balance sheet
© 2016 Moorad Choudhry
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Strategy setting
o Consider, even in a highly summarised manner, how “strategy setting”
in a bank is undertaken in practice (if not necessarily in theory)
o What driver sets the target rate of return? A mirage-like “cost of equity”
or “cost of capital”. Which leads to…
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Strategy setting…
Pre-crisis:

What returns do
investors (and
employees)
require

• Capital finite but available
• Funding finite but available
• Risk/reward profile

Decide on optimum
financial structure

Which markets with
which products

Resources needed
for
product-market plan
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Strategy setting post-crisis: recommended!
•
•
•
•
•

Growth?
Income?
Risk Appetite?
Capital Plan?
Funding Plan?

What returns do
investors require
..…and others

Decide on optimum
financial structure

• Capital/Allocation
• Funding Sources
• People
• Infrastructure
© 2016 Moorad Choudhry

• Post-tax Return to Shareholders
• Dividend & Capital Gain
ie, income and expectations

• …..and also Govt, Regulator

Which markets with
which products

Resources needed
for
product-market plan

• Overall Strategy?
• Business Model?
• Products: - Loan
- Deposit
- Risk
- Advice
- Payments
• Growth?
• Survival?
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Post-crash Operating Model
Framework for Governance of the
Balance Sheet

The Board risk appetite statement
o An articulated explicit statement of Board appetite for and tolerance
balance sheet risk, incorporating qualitative and quantitative metrics
and limits, becomes the most important document the Board must sign
off on….
o The next slide is a summary of the recommended Board risk appetite
framework, including a description of each of the risk appetite pillars
and the key measures that will be used to confirm on a monthly basis
that the bank is within risk appetite
o For each of the measures identified, an overall bank-wide “macrotolerance” is set, which is then broken down into tolerances for
individual business lines (eg., Retail / Corporate).
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Risk appetite framework overview template
Strategic Objective
ABC 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.

Target Credit Rating
Credit rating in line with ABC’s closest peers and UK bank average (A/A-)

Risk appetite pillars
P1

P2

Capital Adequacy

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

1. CT1 ratio
2. Leverage ratio

3. Available capital
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P3

Stable Earnings Growth

P4

Liquidity & Funding

Be an agile, sustainable UK
Be an agile, sustainable UK
Retail and Corporate bank
Retail and Corporate
that has stable and efficient
commercial bank that
access to funding and
maintains its capital
liquidity, and hence is able to
adequacy in terms of amount
withstand appropriate
and quality, and hence is able
liquidity related stress, with
to withstand appropriate
relevant liquid asset
capital related stress.
holdings.
1.
2.
3.
4.

Earnings volatility
Return on Capital
Return on RWA
Cost to income ratio

1. Loan to deposit ratio
2. Liquid asset buffer minimum
3. Coverage of net outflows

under a funding stress
4. NSFR minimum
5. Wholesale funding limits

Stakeholder Confidence
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.
Employees
Regulators
Investors
Customers
5. Ratings agencies
1.
2.
3.
4.
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6. Internal funds pricing regime

Paramount importance of ALCO
o What executive committees have a responsibility for oversight
of balance sheet risk?
o Exec ctee
o Risk Management Cttee (CRO chaired)
o Credit risk cttee
o ALCO

o The executive committee that is most closely concerned with
balance sheet risk on a strategic and integrated basis (both
sides of the balance sheet and all aspects of risk) is the AssetLiability Committee
o Given this, what is the most effective way to ensure abovesatisfactory and effective governance from Board perspective?
© 2016 Moorad Choudhry
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Recommended organisation structure*
Board

Executive Committee

ALCO

Balance sheet mangt cttee
Deposit Pricing Cttee /

Credit Risk Cttee

Product Pricing Cttee

* Does not show every committee!
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Strat ALM and external factors
Peer Group Comparison

Benchmarking with one’s peers
o To be more, rather than less, certain of best-practice demands a
benchmarking process with the market and with one’s peers
o Managing a bank in blissful ignorance, often with a belief that one
knows best, is a recipe, ultimately, for disaster
o However you wish to do it – market statistics, attending trade events,
presenting, interacting, networking, etc etc – it is a vital part of the
“proactive balance sheet management and strategic ALM” process
o It can be formal (see next slide) and/or informal but it must be done
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Funding & Capital “Heatmap”
Loan : deposit
ratio
Bank of America Merril Lynch
Citigroup
Bank of Montreal
HSBC
Standard Chartered
JP Morgan
Wells Fargo
Santander UK
UBS
Bank of Nova Scotia (Scotiabank)
RBS Group
Deutsche Bank
Credit Suisse
Royal Bank of Canada
Lloyds Banking Group
Barclays
Tornoto Dominion Bank
BNP Paribas
Grupo Santander
Societe Generale

Average
Key
High risk
Medium
Low risk

>115%
85 - 115%
<85%
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Wholesale
funding % of
Total Funding

STWF % of
Wholesale
Funding

STWF Primary
Liq Coverage

T1 Leverage %

Overall
"Score"

173%
129%
117%
104%
97%
78%

12.9%
14.1%
12.6%
13.4%
13.4%
12.6%
11.8%
14.6%
21.3%
13.6%
12.4%
15.1%
19.4%
13.1%
13.8%
13.3%
12.6%
13.6%
11.2%
12.5%

9.3%
8.7%
8.7%
9.0%
n.d.
n.d.
8.2%
11.1%
9.8%
8.6%
7.7%
8.0%
8.3%
8.4%
8.1%
8.2%
8.2%
9.9%
n.d.
n.d.

7.5%
7.9%
5.5%
6.6%
7.0%
7.2%
9.2%
4.3%
5.0%
5.5%
6.7%
4.1%
5.0%
5.1%
5.0%
5.1%
4.2%
5.1%
5.6%
4.0%

20
20
20
19
19
19
19
18
18
18
17
17
17
17
16
16
16
14
13
13

209%

42%

13.9%

8.8%

5.8%
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22%
24%
21%
23%
23%
23%
18%
33%
32%
6%
29%
28%
39%
37%
29%
38%
18%
38%
37%
46%

28%
32%
41%
47%
64%
34%
21%
20%
43%
100%
39%
53%
40%
0%
30%
43%
71%
64%
38%
65%

433%
374%
261%
242%
168%
166%
352%
253%
132%
319%
220%
188%
161%

91%

28%

44%

>45%
30 - 45%
<30%

Basel III Fully
Loaded CET %

Tier 1 %

56%
54%
43%
48%
51%
56%
77%
29%
23%
40%
53%
27%
25%
38%
36%
38%
33%
37%
48%
32%

80%
68%
84%
74%
75%
60%
78%
130%
75%
87%
100%
73%
79%
76%
121%
110%
85%
118%
120%
117%

>35%
25 - 35%
<25%

RWAs % of
Funded Assets

<100%
100 - 200%
>200%

>55%
45 - 55%
<45%

<12%
12 - 15%
>15%

<8%
8 - 10%
>10%

<5%
5 - 6%
>6%
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Conclusions
o One could say that the best way to implement “strategic ALM” – which
at heart means a proactive management of the balance sheet, such
that one arrives at a structural balance sheet position by design rather
than well-intended accident – is to have the Head of Lending sat next to
the Head of Deposits (with thanks to Colin Johnson, circa 2002…J )
o Failing that, in the Basel III era in order to meet the 3D optimisation
challenge one must seek to achieve balance sheet optimisation, and
that calls for the “triumvirate” to have a bigger influence in origination
and customer pricing
o This is now the modern approach to “risk management” in banks
o Without this approach, it will be difficult to optimise the A-L mix that
addresses the three-pipe problem of regulatory compliance, NIM
enhancement and customer franchise satisfaction
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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 Moorad Choudhry in his individual
private capacity and should not be taken to be the views of any employer or any affiliated body,
including University of Kent or BTRM, or of Moorad Choudhry as an employee of any institution or
affiliated body. Either he or his employers may or may not hold, or have recently held, a position in
any security identified in this document.
This presentation is © Moorad Choudhry 2016. 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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