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It was back in 2017 that then-Financial Stability Board (FSB) Chair Mark Carney made a bold statement:
“The global financial system has been reregulated—Ieaving a safer, simpler, and fairer financial system that
can support open markets and inclusive growth.” For this achievement, Carney credited the G20's rapid
creation of the FSB in the wake of the global financial crisis, “to fix the fault lines of the financial system,
working with national authorities and international standard-setting bodies.”

Fast-forward to today's bank failures, and one can safely state that the problems remain far from fixed,
with fault lines still running through the financial system. Otherwise, how does one explain the collapse
of Silicon Valley Bank (SVB), a bank whose assets almost doubled from $116 billion at the end of 2021 to
$216 billion at the end of 20227

Back in 2008, Washington Mutual witnessed a record cash outflow of 15 billion USD over a period of
12 days (between September 11-28, 2008). However, SVB recorded 42 billion USD cash outflow in just 24
hours on March 9, 2023!

The “Twitter-speed” run on SVB has left many questions unanswered, with the collective ownership of
potential systemic failures squarely resting on both sides of the aisle—the banks' as well as the regulators’.
“Default risk” by SVB was not the culprit, but rather the changing interest rate environment. In other
words, SVB's failure can largely be attributed to interest rate risk and a colossal failure of asset and liability
management (ALM).

Regulators' very purpose in introducing standards addressing interest rate risk in the banking book
(IRRBB) was to ensure that banks have appropriate capital to cover potential losses from exposures to
changes in interest rates. Equally important, they aimed to prevent regulatory arbitrage between trading
and banking book exposures. At the risk of oversimplifying, the Basel Commmittee on Banking Supervision’s
(BCBS's) IRRBB standards address two key components:

Standardized minimum capital requirement built on two metrics, both of which are measured
under six interest rate scenarios:

Economic value of equity (EVE) = Present value of assets cash flows — Present value
of liabilities cash flows

Net interest income (NII)
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Twelve guiding principles, of which the first nine address scope, governance, measurement,
reporting, and disclosure frameworks while the last three provide detailed guidance on
conducting supervisory reviews.

As witnessed by the changing interest rate landscape over the last few years, banks are required to strike
a delicate balance between NIl sensitivity to rate changes against EVE sensitivity to rate changes and
correlate those sensitivities to shareholders’ expectations. Doing so requires addressing and overcoming
fundamental practical challenges in managing the IRRBB including:

Governance (see Figure 1): An overarching ALM framework should cover governance and
allocation methodologies, with built-in regulatory requirements management, measurement,
and escalation processes. Banks should put IRRBB at the core of this framework for managing
not just the interest rate risk but also other risks such as stress testing and financial planning,
to provide a holistic view of banking and trading book activities. The right governance
framework should find the least cormmon denominator among model risk management,
the limit framework, and identification of the right roles for the right people. In essence,
a bank’s asset-liability committee (ALCO) should create a tightknit interaction among the
ALCO, ALM, and IRRBB models to ensure proper validation of the behavioral models.

ALM Governance

- Board Oversight - Roles & Responsibilities
« Management Committees - Policies & Procedures

2. ALM Processes

Risk appetite (limits) Data management and Model development Limit and threshold Actionable management Threshold breach reporting
Business planning— dynamic COA process —~ Deposit and loan behavior breach management reports Limit breaches.
annual budgets, Key rate and curve exposures assumptions On balance sheet Risk and compliance Action plan execution
long-term strategic Balance sheet composition — Market assumptions management monitoring /reporting (hedging, etc)
projections changes Cash flow forecasting Product pricing Board reporting CRO processes & reporting
Management goals Business plan changes IRR measurement and Funding profile Regulatory reporting Traceable action item
Supervisory guidance IR driver analysis scenarios—NII, EAR, EVE Contingent funding reporting/dashboard
Capital driver analysis Stress testing Hedging
3. Internal Controls
Data Model Risk Process IT/ MIS Review and Documentation | Independent
Management Management Management Challenge Review
Reconciliation controls Model inventory Roles, approval, and IT infrastructure Robust review and Policies and procedures Effective challenge
Data quality (ID weaknesses) hand-offs (RACI) Systems inventory challenge process Model documentation (Internal audit,
assessments Documentation ‘Workflow timing Access controls and Documented results Risk committee end-to-end review)
Automated exceptions Model validation security of review and challenge reporting packages Third-party and
Model monitoring specialist challenges

Back-testing

Figure 1: Asset And Liability Management Framework

An overarching ALM framework should cover governance and allocation methodologies, with built-in
regulatory requirements management, measurement, and escalation processes
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Data (see Figure 2): This is the foundational building block toward effectively managing
credit and liquidity risk. The burning question for banks ought to focus on whether they
have the aggregated and granular data required to measure interest rate risk. As witnessed
by the recent bank failures, it is highly likely that banks lack the historical data to model the
required scenarios (as outlined in BCBS principle 5) mainly because the banks have been
operating in an abnormally low interest rate environment since the 2008 global financial crisis.
One way to mitigate this challenge is to look back at the preceding years, but they may not
necessarily reflect the current clients, channels, and behavior. So, banks' corporate leaders
need to collaborate with their business line executives for the systemic collection of qualitative
information to test out various assumptions. This then becomes a proxy to demonstrate that
the bank's management is well equipped to deal with an unforeseen event.

Position data, external market, and reference data
required for treasury -risk reporting and analysis is
collected, normalized, and aggregated within an

If a treasury risk data
warehouse is not
available, a staging layer

internal treasury risk data warehouse.

is created in which
position data is
normalized and checked

Balance sheet sub-models are used to
understand balance sheet position

Position Market Reference for accuracy, consistency, Balance Sheet Zharaqtt‘zrizrics_ such ats_ custc;mer .
Data Feed Data Feed Data Feed and completeness, prior Sub-Models eposit behavior, contingent asse
to classification. \L draws, and prepayments
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Data Error

Remediation

Figure 2: Data Architecture
A successful ALM function needs to be supported by an appropriate data architecture
globally, regionally, and locally

Modeling: At its core, a bank should determine if it has appropriate models to measure
interest rate risk. If such models exist, does the bank have sufficient data to calibrate them?
To determine how an instrument’'s maturity can diverge from the instrument’s contractual
terms due to behavioral options, banks need to ask themselves questions including:
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What data do we need?
How to determine the volatile part?

How do we define and aggregate the core components of non-maturity deposit?

More often than not, banks tend to build a model that is not fit for purpose largely because of inadequate
data or improperly catalogued data. The EVE metric in particular is likely to be impacted by certain
assumptions in quantifying the risk. These might include the treatment of balances and interest flows
arising from non-maturity deposits and expectations for the embedded interest rate options by the bank
and its customers against specific interest rate shock and stress scenarios. Banks need to move away from
static modeling measures based on recent financial results and a constant balance sheet. It is time for
banks to embrace a dynamic modeling approach that allows for integrating capital planning, counterparty
credit risk, budgeting, and IRRBB.

How Treliant Can Help?
Treliant can provide comprehensive coverage of end-to-end ALM activities including:

Review of current performance management and asset and liquidity management activities
including capital and liquidity management, RWA calculations, various risk calculations
(IRR, structural FX risk, etc.), collateral management, funding management, and balance
sheet management

Integration of ICAAP, ILAAP, RAF, and budget at the corporate level to deliver a consistent
financial planning framework

Support to business lines for a sound optimization and allocation of scarce resources, and
the alignment of pre-trade and post-trade norms and methodologies for financial steering
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