Banking and asset management summary
Please name the main wholesale funding sources of banks, using the segmentation reviewed in the course. Describe briefly each of the funding sources.
Wholesale funding : short term and long term, secured and unsecured.
• Main types 
» Call deposits 
» Fixed deposits (or term deposits) 
• Cost » Total rate = Interbank rates (EONIA / LIBOR / EURIBOR / SIBOR / etc, depending on the currency) + margin
• Margin 
» In basis points above interbank rates 
» Level of margin depends on elements like 
✓ Maturity 
✓ Amount 
✓ Funding cost of the bank receiving the deposit 
✓ Level of sophistication of depositor
• Call deposit 
» Deposit placed on the money market that can be 'called' by the depositor at any time depending on the agreed notice, usually short-term (e.g. from overnight to 1 week) 
» For depositors : ✓ Advantage : can withdraw deposits and gives more flexibility ✓ Disadvantage : lower interest rate 
» For banks : ✓ Advantage : interest rate can be lower ✓ Disadvantage : deposit can be withdrawn at short notice
• Fixed or term deposit » Deposit placed for a fixed period at a fixed rate of interest 
» The term, rate and currency of the deposit are agreed by both parties involved 
» Typical maturities include one week, one month, three months, six months and one year. The rate of interest is fixed for the term of the deposit and related to a major reference rate, such as Libor, Euribor or SIBOR 
» Cannot be liquidated prior to maturity (unless penalty)
 » For investors ✓ Advantage : guaranteed (higher) interest rate ✓ Disadvantage : fixed period 
» For borrowers ✓ Advantage : fixed period (more predictable) ✓ Disadvantage : guaranteed (higher) interest rate

Please name the main retail and commercial funding sources of banks, using the segmentation reviewed in the course. Describe briefly each of the funding sources.
Sight deposit : Instrument : current account (checking account, bank account) in name of a specific client.
• Current account 
» is flexible for client 
» reduces use of cash (loss, theft, destruction) 
» entails immediate impact on interest » is unpredictable for bank (though more predictable overall) • Interest rate paid by bank on sight deposit is lower than savings or term deposits 
• Value dates  actual transaction dates 
» Value date = interest earning date » Money going out : - 1 or 2 days 
» Money coming in : + 1 or 2 days 
» Reason : to compensate the bank ✓ for holding available (going out) ✓ for delay in putting money to work (coming in)
Time/Term deposit :
• Fixed amount 
• Received for a fixed period of time 
• At a fixed rate, depending on 
» Maturity 
» Amount 
» Market rates 
» Currency 
[bookmark: _GoBack]» Regulation 
• Not flexible for client (to withdraw money before maturity) and no immediate availability (or else penalty) 
• Predictable for bank (can be matched with corresponding asset) 
• In addition, in practice, many customers roll-over their deposits → in practice stable funding source over time
Saving deposit :
• Money is deposited for and indefinite period 
• Can be increased or withdrawn at any time without notice period. This is nearly as flexible as a sight deposit for the client and at the same time offers a higher rate to clients 
• In practice, stable resources for banks 
» Observed maturity of savings deposits is longer than contractual maturity (sight) 
» For example, ✓ 2-3 years for ordinary deposits / 1 year for internet savings deposits 
• Interest rate paid by bank on savings deposit is medium, reflecting the fact that effective maturity is longer 
• Sometimes tax advantage 
• Value dates  actual transaction dates
Other : 
• “Bons de caisse” – “Kasbons” in Belgium 
» Assimilated to deposits in banks’ balance sheet. In fact a type of Certificate of Deposit 
» From 1 year to 10 years 
» Issued on tap: anytime a new Certificate of Deposit can be issued 
• Holder can theoretically resell or pass on, is negotiable 
• Useful to have secondary (resale) market. Not always the case 
• Alternative product (not a banking one): Life insurance: »
 In many countries is today a way to collect savings in a « tax efficient » way. 
» In Belgium: life insurance bonds minimum 8 years, bonds with no withholding tax 
» In general: saving plan with capital repaid, interest plus bonus. Tax advantage.
What is a repo? What is a reverse repo?
A repurchase agreement (repo) is a form of short-term borrowing for dealers in government securities. In the case of a repo, a dealer sells government securities to investors, usually on an overnight basis, and buys them back the following day at a slightly higher price. That small difference in price is the implicit overnight interest rate. Repos are typically used to raise short-term capital. They are also a common tool of central bank open market operations.
Repurchase agreements are generally considered safe investments because the security in question functions as collateral. Classified as a money-market instrument, a repurchase agreement functions in effect as a short-term, collateral-backed, interest-bearing loan. The buyer acts as a short-term lender, while the seller acts as a short-term borrower. The securities being sold are the collateral. Thus the goals of both parties, secured funding and liquidity, are met.
A reverse repurchase agreement, or "reverse repo", is the purchase of securities with the agreement to sell them at a higher price at a specific future date. For the party selling the security (and agreeing to repurchase it in the future) it is a repurchase agreement (RP) or repo; for the party on the other end of the transaction (buying the security and agreeing to sell in the future) it is a reverse repurchase agreement (RRP) or reverse repo.
Reverse repurchase agreements (RRPs) are the buyer end of a repurchase agreement. These financial instruments are also called collateralized loans, buy/sell back loans, and sell/buy back loans.
Reverse repos are commonly used by businesses like lending institutions or investors to lend short-term capital to other businesses during cash flow issues. In essence, the lender buys a business asset, equipment or even shares in the seller's company and at a set future time, sells the asset back for a higher price. The higher price represents the interest to the buyer for loaning money to the seller during the duration of the deal. The asset acquired by the buyer acts as collateral against any default risk it faces from the seller. Short-term RRPs hold smaller collateral risks than long-term RRPs as over the long term, assets held as collateral can often depreciate in value, causing collateral risk for the RRP buyer.
• Borrower (in this case the bank) 
» sells « spot » securities to another party at a fixed price X and obtains funding for X 
» agrees to repurchase the securities from that party at an agreed future date and price of Y • Y > X → Y –X = repo cost 
• A form of secured borrowing, as securities are used as collateral for the loan 
• Advantages » Lower funding costs through repos (because secured) 
» Holders of securities can increase their overall returns by securing funding through a repo 
» Lower risk 
» Highly flexible and usually liquid
What are the main advantages, for banks, to finance themselves with repos? Please explain.
See answer before : mainly it’s a safe way, not too costly to secure short term financing.
What are the main differences between accounting equity and regulatory capital? Please explain.
Accounting equity =>
Ordinary shares, preferences shares, premium share / reserve / retained earning
Regulatory capital => Tier 1 capital (accounting equity, other instrument, certain deduction) and tier 2 capital (subordinated and long-dated debt instrument)
Please define and describe the main features of an overdraft facility.
Overdraft facilty
• Definition 
» Reviewable borrowing facility under which the borrower can borrow up to a certain amount of money, during a specified or not specified period of time 
» Can be drawn, repaid and then redrawn by the borrower throughout its life
 » Takes the form of an overdraft on a current account
• Cost » 2 components: per annum versus « flat » (upfront) 
» Per annum 
✓ Interest payment – depending on drawn amount and duration – calculated daily on drawn amounts, paid monthly/quarterly/yearly 
✓ Commitment fee, payable on the undrawn amount of facility, compensating the bank for the commitment of funds 
✓ Overspending fee, payable on the above-the-limit drawn amount (if overspending allowed) 
» Flat upfront 
✓ Opening fee, payable on total amount of the loan
 • Purpose 
» Fluctuating cash needs of corporates and households 
» Short term financing
Please define and describe the main features of a term loan.
• Definition 
» Loan for a specific amount for a specific period of time 
• Volume 
» Drawn down as a single amount or in a series of drawings over a limited period 
» Repaid either in a single amount at maturity or in accordance with a pre-agreed repayment schedule 
» Amounts repaid or prepaid cannot be redrawn by the borrower 
• Maturity 
» All maturities possible: from a few days to a few years 
• Cost 
» 2 components: interest payments and fees 
» Interest payments ✓ Fixed or floating rate (most common) ✓ If floating, 2 possibilities – Standard margin: same margin charged throughout the llife of the loan – Variable margin depending on margin grid (depending on financial position of borrower, as measured by some financial ratios or rating) 
» Fees: ✓ Upfront fees, payable on total amount of the loan ✓ Commitment fees, for amount committed not drawn yet
• Purpose 
» Predictible funding needs 
• Features 
» For borrower ✓ Less flexible than overdraft facility but cheaper ✓ Higher certainty of cost 
» For bank ✓ Purpose of use of funds can be specified (even if « for general corporate purposes »...)
Please define and describe the main features of a revolving credit facility.
• Credit for a specific amount for a specific period of time 
• Repaid in full by an agreed date 
• More flexible than term loan as it offers the borrower the right to drawdown, repay and redraw all or part of the loan at its discretion
• All maturities possible: from a few days to a few years
• Cost : similar to term loan
Please define and describe the main features of a buyer credit (in export finance)
Buyer's credit is a short-term loan facility extended to an importer by an overseas lender such as a bank or financial institution to finance the purchase of capital goods, services, and other big-ticket items. The importer, to whom the loan is issued, is the buyer of goods, while the exporter is the seller.
Buyer’s credit is a very useful financing method in international trade as it gives importers access cheaper funds compared to what may be available locally.
A buyer’s credit facility involves a bank that extends credit to the importer, as well as an export finance agency based in the exporter's country that guarantees the loan. Since buyer’s credit involves multiple parties and cross-border legalities, it is generally only available for large export orders with a minimum threshold of a few million dollars.
The availability of buyer’s credit also makes it possible for the seller to pursue and execute large export orders. The importer obtains the flexibility to pay for the purchase over a period of time as stipulated in the terms of the credit facility. The importer can also request funding in a major currency that is more stable than the domestic currency, especially if the latter has a significant risk of devaluation.
The export finance agency's involvement is critical to the success of the buyer’s credit mechanism. That's because its guarantee protects the financial institution making the loan from the risk of non-payment by the buyer. The export finance agency also provides coverage to the lending bank from other political, economic, and commercial risks. In return for this guarantee and risk coverage, the export agency charges a fee which is paid for by the importer.
What is a documentary credit? In which context is it used? Why is it useful? Provide an illustration.
Documentary credits facilitate international payments by providing security for both the exporter and the importer. The seller receives an advance assurance of payment upon presentation of documents conforming to the terms and conditions of the letter of credit, and the buyer is assured that the bank will not pay unless the seller has actually submitted documents strictly complying with the documentary credit. A typical procedure of a documentary credit is as follows:
· The process begins when the exporter and importer agree on a sales contract. Typically, it is the exporter that insists on payment by letter of credit because it does not want to take a credit risk, and cannot get sufficient information about the creditworthiness of the buyer to grant another form of payment.
· The importer then initiates the documentary credit mechanism by going to its bank and requesting it to open the credit.
· Subject to internal credit approval, the importer´s bank issues the credit (and is hence called the “issuing bank”), under which it agrees to pay according to the importer´s instructions. The credit is sent to the exporter or to the a bank in the exporter´s country (depending of the type of credit).
· Confirmation (optional). Commonly, under the sales contract and/or documentary credit application, the exporter´s bank (or another bank in the exporter´s country) will be requested to confirm the documentary credit, thereby committing itself to pay under the terms of the credit. Exporters may insist on confirmed credits when they want to have a trusted local payment.
· The exporter (beneficiary) is notified of the availability of the credit.
· Shipment and presentation of the documents. If the exporter agrees with the terms of the credit, it then proceeds to ship the goods. After shipment, the exporter goes to the bank nominated in the credit to effect payment an presents the documents that the importer has asked for. The exporter usually also presents a bill of exchange or draft, a document representing the bank´s payment obligation.
· Examination of documents/discrepancy/waiver. The bank examines the documents carefully to ensure that they comply with the terms of the credit. If the documents do not comply, the bank cites a documentary “discrepancy”, notifies the exporter and refuses to pay the credit. The exporter may then either correct the documents or obtain a waiver of the discrepancy from the importer.


Please define and describe the main features of a bid bond / repayment bond / performance bond.
Bid bond (or tender guarantee) 
» A bid bond is a bank guarantee requested from a company (e.g. a contractor) that is invited to take part in a public tender
 » The bid bond guarantees that the company (e.g. a contractor) , if selected, will effectively enter into the contract for the bid amount 
» Bid bonds are usually issued for 5% of the sum of the contract 
• Repayment bond or Advance payment bond 
» Guarantee provided by a company (e.g. a contractor, an exporter) that the advance payment made by the buyer will be repaid if the goods promised are not delivered or if the work requested is not carried out 
• Performance bond 
» A performance bond is provided by a company (e.g. a contractor) to guarantee a compensation to the buyer for any damage he may suffer as a result of the poor or incomplete performance of the contract
• A syndicated loan (or credit) is a loan (or credit) 
» Made by two or more lending institutions 
» On similar terms and conditions, using a common documentation
 » Arranged and structured by one or several “Bookrunners” or “Mandated Lead Arrangers”
 » Administered by a common Facility Agent
 • First, a group of banks subscribes (with a firm underwriting commitment or on a best effort basis) the total amount requested by the borrower, then the group of banks sells off portions of the loan to other banks (not necessarily with equal amounts)
3 type : underwritten deal (arrangers guarantee the entire commitment and then syndicate the credit), best effort deal (arrangers will commit a certain amount and try to find others for the rest, no guarantee it will succeed from arranger), club deal (pre-marketing to a group of relationship banks, no real syndication effort)
What is the difference between a credit and a loan?
· With a term loan you receive the full initial balance up front, and pay interest on the entire remaining balance beginning on day 1, until the full balance is paid off.
· With a line of credit (LOC) you receive no initial balance up front, and you only pay interest when you choose to use the credit.
In other words, a line of credit gives you the flexibility to decide when you want to take out a loan, how much the loan is for (up to a limit), and how long you want the term to be.

Please define a syndicated credit. What distinguishes it from a bilateral credit?
A syndicated loan is financing offered by a group of lenders—referred to as a syndicate—who work together to provide funds for a single borrower. The borrower can be a corporation, a large project, or a sovereign government. The loan can involve a fixed amount of funds, a credit line, or a combination of the two.
Syndicated loans arise when a project requires too large a loan for a single lender or when a project needs a specialized lender with expertise in a specific asset class.
Bilateral loan :
 » Loan agreement with only one lender
 » Smaller size loans than syndicated credit
 » Small or large corporates
 • Parties involved: There are only two groups involved in this general loan category: the borrower and lender.
Please mention and define the 3 types of syndication types in a syndicated credit.
1. Underwritten Deal
The underwritten deal is one of the most widely available types of syndicated loans in Europe. Under this arrangement, the lead agent or underwriter guarantees and syndicates the entire loan. If the loan has not been fully subscribed, the lead agent can opt to absorb the undersubscribed portion. Then, if market conditions are bullish, the same lead agent can sell to other investors the undersubscribed part of the loan that it has absorbed. However, if markets are bearish, the lead arranger may be forced to sell any undersubscribed portion at a discount or simply consider the whole thing as a loss.

There are several reasons why a bank may decide to become the underwriter. First, this type of loan can make a financial institution look more competitive. Next, a syndicated debt could mean huge profits for the bank because the risks involved in this type of loan can translate to higher service fees. Lastly, underwritten deals now have floating interest rates, thus the risks are no longer as high as debts with fixed rates.


2. Club Deal

This type of syndication usually entails a smaller amount, typically between $25 and $150 million. The main feature that makes this type of syndicated loan unique is the fact that the lead agent and other members of a club deal consortium all share equal, or nearly equal, parts of the fees earned from the loan facility.

3. Best-Efforts Syndication Deal

Of all the types of syndicated loans, the best-efforts syndication is the most commonly used in the United States. Under this arrangement, the lead agent does not commit or guarantee the entire amount of the loan.  Any undersubscribed portion of the loan will be filled up by taking advantage of the changes in market conditions. However, if the loan continues to be undersubscribed, the borrower may be forced to accept a lower loan amount or the loan agreement is canceled entirely.
What are the roles of a facility agent in syndicated credits?
A Facility Agent acts as the primary point of contact between the transaction parties to a syndicated loan. They are appointed to manage the communication between the borrower and the lenders in addition to handling the flow of funds and providing ongoing transaction support. As a result, the appointment of the Facility Agent is a key one in the context of loan-based transactions.
Facility Agent : 
» One of the banks in the syndicate 
» In charge of coordinating and administering all aspects of the syndicated facility once the documentation has been executed
 » Example of tasks :
 ✓ Disbursement of money from the syndicate to the borrower after satisfaction of relevant conditions precedent 
✓ Collection of money from fees and interest payments, principal repayment, etc
 ✓ Responsible for transmitting any post-closing compliance certificates, waiver requests, amendments requested by the borrower and negotiating them with the syndicate
In a syndicated credit, what is the difference between a “firm underwriting” and a “best efforts” commitment?
Underwritten deal 
» Arrangers guarantee the entire commitment, and then syndicate the credit. If the credit is not fully subscribed, the underwriters will be obliged to lend the underwritten sum of money to the borrower themselves. The underwriters may later try to sell their commitment (or part of their commitment) to investors in the secondary market. 
» Underwritten deals therefore usually attract higher fees than deals syndicated on a best-efforts basis.
 » Note that sub-underwriting is also possible (see later)
• Best effort deal
 » Not underwritten by the arrangers. 
» Arrangers will commit to a certain amount of the credit, and undertake to do their best to find other lenders to provide commitments for the remainder. However, the arrangers do not guarantee that they will succeed in this.
 » The borrower therefore bears the risk that in the event that the arrangers fail to attract commitments for the total amount of the credit, the borrower will not receive sufficient funds.
Define what RAROC is and explain how it is useful for banks.
RAROC : Risk-adjusted profitability expected by banks
Risk-adjusted return on capital (RAROC) is a modified return on investment (ROI) figure that takes elements of risk into account. In financial analysis, projects and investments with greater risk levels must be evaluated differently; RAROC thus accounts for changes in an investment’s profile by discounting risky cash flows against less-risky cash flows.
· Risk-adjusted return on capital (RAROC) is a risk-adjusted measure of the return on investment.
· It does this by accounting for any expected losses and income generated by capital, with the assumption that riskier projects should be accompanied by higher expected returns
· RAROC is most often used by banks and other financial sector companies.
Formula : 
RAROC = (Revenue – expenses – expected loss + income from capital)/capital
Where:
· Income from capital = (capital charges) x (the risk-free rate)
· Expected loss = average loss expected over a specified period of time
Please define what conditions precedent are (e.g. in the credit documentation of syndicated credits). Explain why it is useful and provide 2 examples.
Conditions precedent
 » These are requirements the borrower must satisfy before the bank has a legal obligation to fund a commitment. 
» Examples: 
✓ Completion of a specific transaction 
✓ Opinions of counsel
 ✓ Certificate of no defaults
 ✓ Resolutions of the borrower’s board of directors authorizing the transaction
 ✓ Material adverse change clause encompassing both balance sheet condition and operations (income statement and prospects) – This clause aims at protecting the lender in the case that a material adverse change occurs prior to funding and is not yet reflected in the financial statements.
Conditions precedent are used to ensure that, before a borrower draws funds which a bank has agreed to make available, the legal and commercial assumptions which the bank has based its lending decisions on are satisfied.
Conditions precedent are also a means of safeguarding the funds put at risk by the lender.  The conditions precedent will include all the necessary consents and approvals required to operate the borrower's business.  These offer comfort on two levels: first, they confirm to the lender that the borrower is able to operate its business and finance the loan repayments.  Secondly, in the event that the borrower defaults on the loan, the lender will know that it has all the necessary paperwork to continue the borrower's operations (whether by appointing an insolvency officeholder or selling the business to a third party) and repay the loan from the proceeds. 
Please define what representations and warranties are (e.g. in the credit documentation of syndicated credits). Explain why it is useful and provide 2 examples.
» When considering providing a credit, the lender relies on certain information furnished by the borrower and has thereupon made assumptions about the borrower’s legal status, creditworthiness, and business position 
» It is upon these assumptions that the bank has agreed to lend money to the borrower. The representations and warranties section documents the information and assumptions relied upon
» Examples ✓ Financial statements are correct, and there has been no material adverse change in the financial condition of the borrower
 ✓ The borrower is not subject to any litigation, pending or threatened, or party to a contract that could effect a material adverse change in the business position of the borrower 
✓ Other facts pertinent to the credit judgment are correct 
✓ No factual misstatement or omission in information furnished 
✓ Due incorporation, continued existence 
✓ The loan agreement will be legal, valid, and binding when signed
 ✓ No need for third-party consent 
✓ Corporate authority 
✓ No violation of existing agreements and laws 
» Note also: ✓ By executing the loan agreement, the borrower confirms the accuracy and truth of the information provided as of the date of execution ✓ Misrepresentation constitutes an event of default.
Please define what covenants are (e.g. in the credit documentation of syndicated credits) and describe the two types. Explain why it is useful and provide 2 examples for each of the two types of covenants.
» Covenants are a heavily negotiated part of loan agreements. 
✓ As representations and warranties verify certain statements by the borrower at the date of execution of the loan agreement, covenants carry forward the representations and warranties and establish the borrower’s ongoing obligation to maintain a certain status for the loan’s duration. 
» Covenants are clauses in the documentation setting minimum standards for a borrower’s future conduct and performance and thereby reduce the risk that the loan will not be repaid.
 ✓ Violation of a covenant creates an event of default and gives the bank the right to refuse to make additional advances. 
» Two types of covenants 
✓ Positive or affirmative covenants ✓ Negative covenants
 » The lower the credit quality of the borrower, the more complex and the stronger should the covenant package be
Example of positive covenant : compliance with laws, maintenance of insurance/properties
Negative covenant : limitation on capital expenditure, on total indebtedness, mortgage, pledge, leasing arrangements..
Please define what events of default are (e.g. in the credit documentation of syndicated credits). Provide 2 examples. What happens if an event of default is triggered?
» Circumstances in which the bank has the right to terminate the lending relationship. » Examples:
✓ Failure to pay interest or principal when due 
✓ Inaccuracy in representations and warranties 
✓ Failure to abide by covenant 
✓ Failure to pay other indebtedness when due or perform under related agreements 
✓ Cross default – Gives the bank the right to declare an event of default when the borrower is in default on another obligation. This provision is designed to prevent the bank from being placed at a disadvantage if competition to obtain repayment begins among the borrower’s creditors, i.e., the borrower has defaulted under another loan agreement and the lender is demanding payment 
✓ Change of management or ownership 
✓ Expropriation of assets 
✓ Material adverse change 
» Upon the occurrence of an event of default, the most common remedy lenders exercise is renegotiation of the loan agreement.
Please define the concept of asset management
• Generally speaking, it can be (tentatively) defined as the process of 
» Gathering money from individual or institutional investors and building portfolios
 » Managing such portfolios by investing into different asset classes according to predefined guidelines, the investment policy (stating objectives and constraints)
 » Coordinating a series of related operational tasks 
• Portfolios can be managed typically under two kinds of structures 
» (Mutual) funds :this is sometimes referred to as « collective portfolio management » services 
✓ Typically, the management of funds is performed by a separate company, called « asset management company »
 ✓ Which types of investors are buying funds? Everyone – Retail investors, through internal or external distribution networks – Private Banking investors (directly, through internal or external distribution networks, or indirectly, as investments within mandates) – Institutional investors (same as private banking) 
» Mandates (discretionary or non discretionary / advisory) 
✓ Typically, the management of manadates is performed either by a separate company (« asset management company ») or by a bank itself 
✓ Given the larger costs, in general typically targeted at – Institutional investors – Private banking investors
Advantages 
» Diversification and risk reduction
 » Access to a wider range of asset classes 
» Access to research / management by professionals 
» Reduction of transaction costs 
• Remarks 
» Asset management is performed by professionals (dedicated asset management company or bank) who in turn charge management fees to remunerate their management 
» The assets managed (by the asset management company or the bank) are totally separate / segregated (AuM not reflected in the balance sheet of the asset management company or the bank)
What are the two main types of portfolios typically managed by asset management companies? Please describe them, stressing the main differences between them.
Mutual fond
• A (mutual) fund is a separate legal entity that gathers funds from investors and collectively invests these funds in financial assets according to a pre-defined investment policy 
• A (mutual) fund is managed by the asset management company 
• The (mutual) fund may be decomposed into compartments with different investment policies
 • A detailed prospectus must be drafted and published for each (mutual) fund (the exact scope of contents and disclosure requirements are dictated by regulations) 
Mandate
• A mandate is a customized portfolio that matches unique needs of a specific investor, typically institutional investors or private banking investors, and complies with a pre-defined investment policy 
• The mandate can invest directly in different assets and/or invest in a combination of (mutual) funds
 • The investment policy and guidelines (with objectives and constraints) are fixed (and signed) in a contract, called an investment management agreement (“IMA”) 
• Two main categories of mandates : » Discretionary mandates : asset management company has full discretion » Non discretionary mandates (also called “advisory mandates”): every decision on allocations of the portfolio is made by the client and agreed with the asset management company which makes sure that this decision is compliant with the investment policy of the client 
• No official NAV is produced, but a NAV-equivalent, computed like an official NAV, representing the fair value of assets of the mandate, usually with a monthly frequency
Please describe what the NAV is and how it is used.
The net asset value (NAV) represents the net value of an entity and is calculated as the total value of the entity’s assets minus the total value of its liabilities.
Net asset value is commonly used to identify potential investment opportunities within mutual funds, ETFs or indexes. One could also use net asset value to view the holdings in their own portfolio. 
A Net Asset Value (NAV) is calculated on a regular basis for (mutual) funds by the Accountant / Fund Administrator 
» NAV per share is the sum of total (market value of) assets of the fund, minus the liabilities of the fund, divided by the number of shares of the fund 
» The NAV per share represents the fair value of each share in the fund, at which an investor is able to sell or to buy shares 
» Frequency of publication : depends on the type of funds 
✓ Usually daily 
✓ Other frequencies possible (bi-monthly / monthly / quarterly) • Share classes (within compartments) » Retail shares versus institutional shares » Distribution versus capitalisation shares » Currency hedged versus unhedged
What is the difference between active management and passive management in portfolio management?
Investors have two main investment strategies that can be used to generate a return on their investment accounts: active portfolio management and passive portfolio management.
· Active portfolio management focuses on outperforming the market in comparison to a specific benchmark such as the Standard & Poor's 500 Index.
· Passive portfolio management mimics the investment holdings of a particular index in order to achieve similar results.
As the names imply, active portfolio management usually involves more frequent trades than passive management.
Describe what a depositary is and what the main differences are between a depositary and a custodian.
A depository is a place in which things or assets are deposited for the purpose of safekeeping.
In terms of business, a depository is known as a financial institution or organization that accepts deposits and holds securities and other financial assets. A depository has legal ownership over these assets and responsible for controlling those assets according to the established rules, laws, regulations, and guidelines.
A Custodian is a person or institution that maintains the custody of assets or things.

In the business world, a custodian is usually a bank or any other financial institution that is responsible for ensuring the safety of assets that are handed over for safekeeping. Such assets include financial securities such as stocks, bonds, certificates of deposit, and other valuables such as gold, diamonds, and jewelry.

A custodian provides such safekeeping services to investors and customers. The bank or financial institution not only hold these assets safely but also provide an overview of the asset’s value over time.
Depositary versus Custodian 
✓ 4 functions of Depositary –
 (1) Holding and safeguarding the assets of the fund → safekeeping 
(2) Settlement 
(3) Asset servicing: day-to-day administration of the assets of the fund 
(4) The control of the fund’s operations: compliance with investment policies, proper creation / redemption / cancellation of the units shares issued to investors, … → supervision mission, which implies that it must have the knowledge at any time of how the assets of the fund have been invested and where and how these assets are available
What does a fund accountant do?
A Mutual Fund Accountant is primarily responsible for all aspects of day-to-day accounting for one or more assigned mutual funds and/or institutional funds.
Provides fair and accurate valuations of a portfolio’s assets using multiple pricing sources, in line with management company’s pricing policy, and calculates the Net Asset Value (NAV) for funds and mandates managed by the asset management company 
» Verifies reliability and consistency of prices by cross-checking different sources 
» Performs the whole accounting cycle in accordance with appropriate accounting norms
What are CSDs? What do they do and why are they useful?
• What are CSDs? 
» This is a specialist entity holding securities so that ownership can be easily transferred through a book entry rather than the transfer of physical securities. 
» This allows investors to hold their securities at one location where they can be available for clearing and settlement. This is usually done electronically making it much faster and easier than was traditionally the case where physical certificates had to be exchanged after a trade had been completed 
» Two types of CSDs 
✓ National CSDs (27 in the EU) 
✓ International CSDs (ICSDs): Euroclear and Clearstream in Europe
What is the difference between a primary offering of shares and a secondary offering of shares in equity capital markets transactions. 
In finance, a secondary offering is when a large number of shares of a public company are sold from one investor to another on the secondary market. In such a case, the public company does not receive any cash nor issue any new shares. Instead, the investors buy and sell shares directly from each other. It differs from a primary offering, where the company issues new shares into the market.
» Primary offering of shares: new shares are issued → increase in number of outstanding shares → proceeds go to company 
» Secondary offering of shares: existing shares are offered → no increase in number of outstanding shares → proceeds go to selling shareholders
What are rights issues in equity capital markets?
Offering of new shares to existing shareholders of a listed company 
» Existing shareholders receive the right to subscribe to a certain number of new shares (pro rata their holding)
Shareholders at the « record date » are eligible for receiving subscription rights for each share they own → 3 alternatives
 » Exercise the rights: by paying the subscription price, the participating shareholder receives new shares → no dilution 
» No exercise of the rights, but sale to third parties → dilution 
» No exercise of the rights and doing nothing: not economically interesting (value is destroyed, unless mechanism is in place to sell unexercised rights) 
• Cum-rights price: closing price of the stock on the record date 
• Ex-rights date or ex-date: first day the stock trades without the right to receive the subscription rights 
• Existing shares: the number of shares outstanding before the rights issue 
• Expiration date: last day of the subscription period, i.e. the last day the subscription rights can be exercised 
• Record date: date at which an investor must be registered as a shareholder to receive subscription rights 
• Subscription price or offer price or rights price: price at which new shares are issued
• Terms of the rights issue: number of new shares eligible shareholders receive for each number of old shares 
• TERP (theoretical ex-right price): this is the adjusted price, i.e. theoretical price of the stock on the ex-rights date

Describe the process of bookbuilding in debt capital markets.
• Bookbuilding 
» This is the process of creating a book of investor orders to purchase new securities. Typically, for frequent issuers, shortly after the announcement of the transaction, the “books are open” and bookbuilding can start. 
» This being said, there may be a longer period (from 1 hour to a few days) between the announcement of the deal and the opening of the books, to allow, for example, for an investor conference call and/or a roadshow presentation » When the books are open, a spread guidance is typically communicated to the market. For example, “150 bp area” or “140-150 bp”. 
✓ This guidance is given after having observed the secondary market spread levels of the issuer, to which an appropriate new issue premium is added. » Then, during the whole bookbuilding period, the bookrunners collect the orders from investors
 ✓ Each order typically comes with an amount and a spread that will typically come within or close to the range of the guidance
✓ When an investor does not have any spread requirement, he simply mentions “at re-offer”, meaning that he is ready to buy the bonds at the market-clearing level 
✓ Depending on the spread levels that are communicated by investors to the bookrunners, the spread guidance is further refined 
✓ Then, depending on the total amount that the issuer wants to raise, the books can be closed, and pricing and allocation can follow. 
» In most cases, for bond transactions targeted at institutional investors, bookbuilding usually last no more than a few hours (1 or 2 days in exceptional cases) 
» Investors’ orders are channelled to the syndicate desk (who centralizes and manages the whole bookbuilding process) through fixed income sales persons 
» In the particular case of retail bonds, given the underwriting of a certain amount by the syndicate of banks, the conditions of the bond (e.g. on spread, pricing, …) are usually pre-determined before marketing the bond to investors
Who are the players in the “buy side” industry and in the “sell side” industry?
Buy side : mostly investors (individual and institutional) and hedgers
Sell side : mostly dealers and brokers (provide services to the buy side, some banks provide such services) 
Dealers (or sell-sides traders) accommodate trades that their clients want to make by trading with them when their clients want to trade – they make profit when they buy low and sell high
Brokers (also called agency traders) trade on behalf of their clients and arrange trades that their clients want to make by finding other traders who will trade with their clients – they earn fees / commissions 
Many sell-side firms employ traders who both deal and broker trades → called “broker-dealer” firms
Please explain the business model and P&L drivers of dealers
BM part : 
Unless we have a « proprietary trader » (i.e. trading for his own account), a dealer will not want to keep securities for a long period in inventory 
• In the best case, he will enter a back to back deal (agency model or matched principal trading model) and have no / very limited market risk in his book… »
Historically, not the case but more and more the case (i.a. due to regulatory pressure) 
• When this is not possible, the trader will keep this asset in inventory, but he will try to sell it back as soon as possible 
» To another client 
» To another dealer 
• The dealer is here exposed to market risk in his book, i.e. fluctuation in market value of his instrument. E.g. in the case of a bond, due to 
» Changes in “risk free” IR (government bond yield, swap rates)
 » Changes in spreads
In the case of a bond in the trading book, different possibilities to reduce this market risk: 
» Do nothing… OK, but possibly risky…
 » Hedge
 ✓ Interest rate risk? Risk that IR increase and that the value of his bond decreases and he makes a loss → typically, interest rate or bond futures can be used to hedge… 
✓ Spread risk? – Not hedged → « credit » trader – Hedged, e.g. with CDS (but hedge ineffectiveness…)
For P&L
A stylised profit and loss (P&L) account suggests two broad revenue categories 
» Facilitation revenues ✓ These reflect bid and ask spreads – that is, the difference between the market-maker’s prices for buying and selling an asset, net of the cost of trading.
 » Inventory revenues. ✓ These reflect changes in the value of an asset held in inventory, plus accrued interest, and funding and hedging costs.
• Regulatory requirements will affect profits via their impact on capital, as well as the direct costs of compliance. 
• Market-makers will set their bid and ask prices based on their expectations of the cost and risk of holding assets in inventory.
• In particular
» Spreads will tend to be narrow if market-makers believe they can execute trades quickly and cheaply, or if funding and hedging costs are low. 
» A market’s liquidity depends on the depth and efficiency of related markets, such as those for funding and hedging » Difference between actual and desired inventory levels is important to market-makers, who all have risk management frameworks that set limits on holdings of different assets. When they approach those limits, they tend to adjust their quoted prices to realign their inventory. As a result, if an institution is trying to reduce risk, it may cut back on its market-making activity. If many market-makers are reducing risk at the same time, markets lose liquidity. Moreover, when market volatility rises, standard risk assessment models will signal that a market maker’s inventory has become riskier. That may prompt the market-maker to further trim its holdings. In turn, bid-ask spreads may widen, which could ultimately provoke additional volatility and diminish liquidity further Secondary markets 
• Key question: trader is most interested in his performance → how is the mark-to-market of positions done every day? 
» Usually pricing policy defined and applied consistently 
» Middle-office / risk units in charge of computing / verifying 
» Typically, 
✓ Pricing sources well defined (with hierarchy in case of data issues) 
✓ Usually mid-price levels taken into account » Important that this is done correctly, independently and controlled regularly…
In M&As, when is an auction better suited than a negotiated sale?
In M&As, when is a negotiated sale better suited than an auction?
• A M&A process is usually a complex process. Although no uniform description of such a process can be given, essentially one can make a distinction between 
» An auction 
» A negotiated sale 
• An auction is the process of selling a company by offering it for sale to a number of pre-selected potential buyers at the same time, while in a negotiated sale, discussions take place with a single prospective buyer
• Advantages of an auction 
» The seller controls the sale process and the timing
» An objective comparison of the bids, based on predefined criteria, is ensured, and value is maximized 
» Exclusivity is not granted before agreement on all key issues is reached 
» Better control of information disclosure, avoiding giving away strategical information to parties not interested in buying the company 
• Disadvantages of an auction 
» An auction is only effective in a sellers’ market with a sufficient number of equivalent buyers 
» Long and demanding process for the management of the company, possibly leading to poorer management of the business during that period 
» Price maximisation can decrease the chances of post acquisition success 
» In a badly executed controlled auction, loss of control can occur which may damage the process
• Negotiations with a single prospective buyer 
• More appropriate in situations involving a natural strategic buyer with clear synergies and strategic fit 
• Generally initiated by the buyer 
• Advantages 
» Higher degree of confidentiality » Generally less disruptive to business than an auction; flexible deal, timeline / deadlines 
» Typically fastest timing to signing
 » Minimizes « taint » perception if negotiations fail
» May be the only basis on which a particular buyer will participate in a sale process 
• Disadvantages 
» Limits seller negotiating leverage and competitive tension 
»Potential to leave « money on the table » if other buyers would have been willing to pay more 
» Still requires significant management time to satisfy buyer due diligence needs 
» Depending on buyer, may require sharing of sensitive information with competitor without certainty of transaction close 
» Provides less market data on which the target’s board of directors can rely to satisfy itself that value has been maximised
TLDR : auction when lot of potential customer (also maybe want to maximize the offer), negotiated when few. 
Please describe what correspondent banks are and how payments are settled when a customer bank chooses this approach.
A correspondent bank is a bank that provides services on behalf of another, equal or unequal, financial institution. It can facilitate wire transfers, conduct business transactions, accept deposits, and gather documents on behalf of another financial institution. Correspondent banks are most likely to be used by domestic banks to service transactions that either originate or are completed in foreign countries, acting as a domestic bank's agent abroad.
Generally speaking, the reasons domestic banks employ correspondent banks include the limited access to foreign financial markets and the inability to service client accounts without opening branches abroad.

Correspondent banks can act as intermediaries between banks in different countries or as an agent to process local transactions for clients when they are traveling abroad. At the local level, correspondent banks can accept deposits, process documentation, and serve as transfer agents for funds. The capability to execute these services relieves domestic banks of the need to establish a physical presence in foreign countries.
The accounts held between correspondent banks and the banks to which they are providing services are referred to as Nostro and Vostro accounts. An account held by one bank for another is referred to by the holding bank as a Nostro account. The same account is referred to as a Vostro account by the counterparty bank. Generally speaking, both banks in a correspondent relationship hold accounts for one another for the purpose of tracking debits and credits between the parties.
What are the 2 largest payment systems used in the euro area for large value payment systems? Explain them.
» Large-value payment systems operating in euro 
✓ TARGET2 
✓ EURO1
What is the difference between a “designated-time net settlement system” and a “real-time gross settlement system”? Explain.
A net settlement system where final settlements occur at designated times.
Net settlement is a bank's routine resolution of the day's transactions at the end of the business day.
Since many or most bank transactions are now sent electronically, this is no longer a matter of counting the cash in the drawer. Instead, the bank has to add up all of their electronic credits and debits.
The bank then sends its settlement file to a Federal Reserve Bank, which credits it with any funds that are due to be paid to it via the interbank settlement system.
Real-time gross settlement system
The term real-time gross settlement (RTGS) refers to a funds transfer system that allows for the instantaneous transfer of money and/or securities. RGTS is the continuous process of settling payments on an individual order basis without netting debits with credits across the books of a central bank. Once completed, real-time gross settlement payments are final and irrevocable. In most countries, the systems are managed and run by their central banks.
· Real-time gross settlement is the continuous process of settling interbank payments on an individual order basis across the books of a central bank.
· This system's process is opposed to netting debits with credits at the end of the day.
· Real-time gross settlement is generally employed for large-value interbank funds transfers.
· RTGS systems are increasingly used by central banks worldwide and can help minimize the risks related to high-value payment settlements among financial institutions.
The distinction between different systems such as RTGS and designated-time net settlement (DNS) systems concerns the form of settlement, not the form of transmission and processing. Like RTGS systems, many net settlement systems transmit and process payment messages in real time on a transaction-by-transaction basis, but they settle, by definition, on a net basis at discrete intervals
What is CLS? In which types of transactions is it used? How are cash flows settled?
CLS™ (Continuous Linked Settlement) eliminates the risk associated with foreign exchange (FX) settlement across time zones. Settlement of FX transactions requires the exchange of two principal currencies. Through CLS, settlements are automatically funded via your currency accounts as one net payment per currency per settlement day. This is done either as a positive or a negative net position of all settlement payments in the relevant currency.
What are the main P&L drivers of banks? For a given bank, explain the main evolution
Banks take in deposits from consumers and businesses and pay interest on some of the accounts. In turn, banks take the deposits and either invest those funds in securities or lend to companies and to consumers. Since banks receive interest on their loans, their profits are derived from the spread between the rate they pay for the deposits and the rate they earn or receive from borrowers. Banks also earn interest income from investing their cash in short-term securities like national bonds.
However, banks also earn revenue from fee income that they charge for their products and services that include wealth management advice, checking account fees, overdraft fees, ATM fees, interest and fees on credit cards.  
The primary business of a bank is managing the spread between deposits that it pays consumers and the rate it receives from their loans. In other words, when the interest that a bank earns from loans is greater than the interest it pays on deposits, it generates income from the interest rate spread. The size of this spread is a major determinant of the profit generated by a bank
What are the main items introduced by Basel II in comparison with Basel I on the computation of the capital adequacy ratio?
» Under Basel I, only credit risk RWAs were taken into account 
» Under Basel II (and III), market risk and operational risk are also taken into account
Please calculate the minimum capital requirements for a given bank, based on a set of data
More detail here : https://www.consilium.europa.eu/en/policies/banking-union/single-rulebook/capital-requirements/
Explain the main differences between the following:
· Static liquidity gap analysis
· Dynamic / structural liquidity gap analysis
· Dynamic / structural liquidity gap analysis with counterbalancing capacity
Which approach is superior? Why?
Static
• Objective: assess funding needs per maturity bucket on a marginal and cumulative basis 
• Main characteristics: 
» Every balance (and off balance) sheet item is placed in a maturity bucket according to its contractual date of maturity or call date 
» For each maturity bucket the gap is calculated 
» No assumption on refinancing, counterbalancing capacity, etc 
» Static analysis : interesting, pessimistic / conservative view but not realistic
Dynamic
• Objective: assess funding needs per maturity bucket, with more realistic assumptions 
• Main characteristics: 
» Every balance (and off balance) sheet item is placed in a maturity bucket according to its contractual date of maturity or call date 
» For products without maturity : use of liquidity model that aims to predict the liquidity profile of non-maturity deposits. 
» For each maturity bucket the gap is then calculated 
» To be ideally complemented by projections for new production of assets, drawings on existing commitments (off-BS)
With counterbalancing
• The in/out flows associated with each categories are typically broken down by maturities and aggregated into maturity buckets 
• Whenever this leads to a funding gap (i.e. when outflows outweigh inflows within a given time bucket) the gap needs to be filled by liquidity available through various funding sources, which can be referred to as counterbalancing capacity 


• What is the counterbalancing capacity ? 
» The counterbalancing capacity is a plan to hold, or have access to, excess liquidity over and above a business as usual scenario over the short, medium and long term time horizons 
» Liquidity generated via repo, tenders with central banks or asset sale (Treasury management)
Calculate cash flow coverage ratio, based on a set of data
Cash flow coverage ratio = Operating cash flow/total debt with operating cash flow (EBIT + Depreciation + Amortization)
What does asset encumbrance mean? Please provide 2 examples. Why is it important to monitor it?
Asset encumbrance is the process banks go through to secure or collateralize a claim. Banks must specify assets that creditors can take possession of if the bank fails to meet its commitments. If a borrower defaults, the lender can liquidate the asset to recover their cash. Asset encumbrance is also known as pledging or earmarking.
Exemple : debt securities, equity instruments, loans
Provide 4 examples of measures a bank can implement to improve its liquidity risk profile.
• Generally speaking, one can play on: 
» The asset side 
» The liabilities side 
• On the asset side, the following can be done: 
» Increase the liquidity of assets, e.g. by ✓ Building a treasury portfolio made up of high quality liquid assets, which can serve as cushion in case of liquidity shocks (either by selling them or by using them as collateral to secure funding) 
✓ Making liquid certain assets in the balance sheet, e.g. using securitization technique 
» Reduce economic life of assets, by increasing the speed of amortization of assets, more in line with maturity of liabilities ✓ Reduce maturity of new assets and reduce duration gap 
✓ Adapt new production volumes to more realistic levels 
✓ Control / reduce off-balance sheet exposure (e.g. undrawn committed credit lines)
• On the liabilities side, the following can be done: 
» Increase stability of funding ✓ Shift funding mix towards more stable funding sources (like customer deposits)
 ✓ Avoid concentration risk in the debt redemption schedule 
✓ Prefinance a fraction of the new production » Increase economic life of liabilities, by reducing the speed of amortization of liabilities, more in line with maturity of assets 
✓ Increase maturity of new funding and reduce duration gap 
» Secure alternative funding sources, which can be mobilized in times of stress (e.g. back-up lines)
What is the difference between the Foundation IRB and the Advanced IRB methods?
• Foundation method (FIRBA) 
» Risk weighted assets = f (PD;LGD;EAD;M) ✓ Probability of Default, Loss Given Default, Exposure at Default, Maturity. 
» Only PD is internally computed by the bank; the other factors are supervisory factors 
• Advanced method (AIRBA) » All factors (PD,LGD,EAD) are internally computed by the bank 
» Minimum qualitative requirements same as FIRBA 
» Subject to minimum requirements
Please describe the 3-pillar model under Basel
What is the objective of Pillar2? Why is it necessary?
• 3 pillars : 
» Pillar 1 : More refined quantitative requirements 
» Pillar 2 : Supervisory review 
» Pillar 3 : Market discipline 
• Pillar 1 : goes broader than credit risk… 
» Credit risk : ✓ Standardized approach (external ratings) ✓ Internal Ratings Based Approach (Foundation) ✓ Internal Ratings Based Approach (Advanced) 
» Market risks ✓ Standardized approach ✓ Internal model (VaR-based) » Operational risks : ✓ Basic Indicator Approach ✓ Standardized Approach ✓ Advanced Measurement Approach
• Other risks taken into account in pillar 2
Why Pillar 2 ?
• Pillar 1 of the Basel framework sets minimum regulatory capital requirements for credit risk, operational risk and market risk. 
• Pillar 2 can be thought of as a “catch all” aimed at ensuring that banks hold capital against all their risks, including those not fully captured under Pillar 1.
• Pillar 2 is also intended to ensure that banks not only hold adequate capital to support all their risks, but also to encourage them to develop and use better risk management techniques in monitoring and managing their risks
Why does Basel III introduce a leverage ratio? How is it defined?
• For the first time, the Basel III framework introduces a leverage ratio. It is simply defined as: 
» A measure of capital divided by a measure of assets (ie. exposures) 
» Capital being Tier 1 Capital 
• It is intended to serve as a back stop to risk based ratios, as a simple, transparent, independent measure of risk based on non weighted, non netted gross exposures. 
• It is quite a « crude » measure compared to the more sophisticated model driven calculations, and the idea is actually also partly to introduce it as an additional safeguards against model risk and measurement error.
Leverage ratio = Tier 1 Capital / Total (adjusted) assets (on and off-balance sheet) => 3%
Why does Basel III introduce a liquidity coverage ratio? How is it defined?
• Within the Basel III framework, the Basel Committee is introducing for the first time global liquidity standards. 
• The proposed standard is comprised of two measures of liquidity: 
» A short term liquidity measure, the Liquidity Coverage Ratio. This will require banks to have sufficient high-quality liquid assets to withstand a 30-day stressed funding scenario; 
» A long term liquidity measure, the Net Stable Funding Ratio, which is a longer term structural ratio to address liquidity mismatches and incentivize banks to use stable funding sources.
Liquidity coverage ratio (LCR) = Stock of high quality liquid assets/net cash outflows over next 30 days => 100% (60% in 2015)
net cash outflows over next 30 days = outflows – min [inflows; 75% of outflows]
What is the SREP? What is its outcome?
• SREP is the main supervisory instrument for addressing risks based on findings from 
» On-going supervision 
» On-site inspection 
» Other supervisory activities 
• Under the SREP, supervisors have the power to impose a wide range of measures including » Additional capital requirements 
» Additional liquidity requirements 
» Changes to risk management practices 
• These are communicated in the (annual) SREP decision
Capital adequacy ratio (CAR) :
CAR = Total own funds / (Credit Risk RWA + Market risk RWA + operational risk RWA) => (equal or bigger) 8%
Give the three major components in credit risk and give a short overview of credit risk management;
• Credit risk can be defined as the risk, for the bank, to experience larger losses than expected losses as a result of a counterparty’s default or credit deterioration
• Importance of distinguishing « expected losses » (EL) from « unexpected losses » (UL): 
» EL as such do not constitute a risk as they are in principle expected… and should be reflected in the pricing of the credits granted by the bank 
» UL are the risk… and a bank should have enough capital to absorb such UL
3 major components in credit risk 
» Exposure risk → Exposure at default (EAD), expressed in monetary terms 
» Default risk → Default probability (DP), expressed in % 
» Recovery risk → Loss Given Default (LGD), expressed in % (of EAD) 
✓ LGD = 1 – RR 
✓ RR is the Recovery Rate, in %
• EL (expressed in monetary terms): 
» EL = EAD x DP x LGD = DP x EAD x (1- recovery rate) 
• EL (expressed in % of EAD): 
» EL = DP x LGD = DP x (1- recovery rate) 
• Credit risk management is about mitigating / reducing these 3 components (EAD, DP, LGD)
A bank granted a revolving credit of EUR 2 million, of which 0.8 million are currently drawn. The bank estimates that, in case of default, the borrower will draw 75% of the undrawn amount. What is the EAD?
EAD : 800 000 + (75/100)*1 200 000 = 1 700 000
Please name three main sub-types of interest rate risk in the banking book (IRRBB) (as defined by BCBS) that all can potentially change the price / value or earnings / costs of interest rate sensitive assets, liabilities and/or off-balance sheet items. Describe briefly these risk-types and give each time an example.
Three main sub-types of IRRBB are defined for the purposes of these Principles: 
(a) Gap risk arises from the term structure of banking book instruments, and describes the risk arising from the timing of instruments’ rate changes. The extent of gap risk depends on whether changes to the term structure of interest rates occur consistently across the yield curve (parallel risk) or differentially by period (non-parallel risk). 
(b) Basis risk describes the impact of relative changes in interest rates for financial instruments that have similar tenors but are priced using different interest rate indices. 
(c) Option risk arises from option derivative positions or from optional elements embedded in a bank’s assets, liabilities and/or off-balance sheet items, where the bank or its customer can alter the level and timing of their cash flows. Option risk can be further characterised into automatic option risk and behavioural option risk. All three sub-types of IRRBB potentially change the price/value or earnings/costs of interest ratesensitive assets, liabilities and/or off-balance sheet items in a way, or at a time, that can adversely affect a bank’s financial condition.

IRRBB derives from three fundamental aspects relating to the level and structural characteristics of interest rates, and the effects on these of changes to yield curves, namely the (i) gap, (ii) basis and (iii) optionality. These aspects of interest rate risk can occur simultaneously, and therefore need to be managed holistically. 
• Gap risk arises from the term structure of banking book instruments, and describes the risk arising from the timing of instrument rate changes. Since rate resets on different instruments occur at different tenors, the risk to the bank arises when the rate of interest paid on liabilities increases before the rate of interest received on assets, or reduces on assets before liabilities. Unless hedged in terms of tenor and amount, the bank may be exposed to a period of reduced or negative interest margins, or may experience changes in the relative economic values of assets Funding margin Items at Amortised Cost Administered rate Idiosyncratic Credit Spread Market Credit Spread Market Duration Spread Market Liquidity Spread e.g. Bonds / Interest-earning Securities Sector Geography Instrument Items at Fair Value (Mark-to-Market) Funding Rate Reference Rate “Risk-free” Rate e.g. Consumer loans e.g. Corporate Loans Credit Margin General Interest Rate RBB Credit Spread RBB Interest rate risk in the banking book 35 and liabilities. The extent of gap risk depends also on whether changes to the term structure of interest rates occur consistently across the yield curve (parallel risk) or differentially by period (non-parallel risk)
Basis risk describes the impact of relative changes in interest rates for financial instruments that have similar tenors but are priced using different interest rate indices (bases) (eg an asset priced off Libor funded by a liability priced off US Treasuries). It arises from the imperfect correlation in the adjustment of the rates earned and paid on different instruments with otherwise similar rate change characteristics. 
• Option risk arises from option derivative positions or from the optional elements embedded in many bank assets, liabilities and off-balance sheet items, where the bank or its customers can alter the level and timing of their cash flows. For IRRBB purposes, option risk can be broken down into two distinct but related sub-types: o automatic option risk arising from standalone instruments, such as exchange-traded and over-the-counter option contracts, or explicitly embedded within the contractual terms of an otherwise standard financial instrument (eg a capped rate loan) and where the holder will almost certainly exercise the option if it is in their financial interest to do so; and o behavioural option risk arising from flexibility embedded implicitly or within the terms of financial contracts, such that changes in interest rates may effect a change in the behaviour of the client (eg rights of a borrower to prepay a loan, with or without penalty, or the right of a depositor to withdraw their balance in search of higher yield).
Source : https://www.bis.org/bcbs/publ/d368.pdf



What is the VaR? Please discuss this notion in at most 10 lines
VaR is a statistical measure used to measure the potential loss in a portfolio For example a common method of expressing VaR is that for a given portfolio, “there is an X % chance of losing more than Y USD in a given time horizon” The time-horizon and confidence interval used in the VaR calculation should be determined by the user appropriately VaR is expressed in monetary terms
Value at Risk (VaR) typically used by the banking industry for the determination of economic and regulatory capital, as well as for fixing risk limits (dealing rooms)
What is the difference between the Foundation IRB and the Advanced IRB methods?
• Foundation method (FIRBA) 
» Risk weighted assets = f (PD;LGD;EAD;M) 
✓ Probability of Default, Loss Given Default, Exposure at Default, Maturity. 
» Only PD is internally computed by the bank; the other factors are supervisory factors 
• Advanced method (AIRBA) 
» All factors (PD,LGD,EAD) are internally computed by the bank 
» Minimum qualitative requirements same as FIRBA 
» Subject to minimum requirements
What is the difference between unexpected losses and expected losses? Please explain intuitively how these notions are used in the RW supervisory formula in the CRR.
• Some level of risk can be expected and should be factored in the pricing → expected losses 
• Some level of risk cannot be expected → unexpected losses 
» Requirements to have enough capital to absorb unexpected losses
• Importance of distinguishing « expected losses » (EL) from « unexpected losses » (UL): 
» EL as such do not constitute a risk as they are in principle expected… and should be reflected in the pricing of the credits granted by the bank 
» UL are the risk… and a bank should have enough capital to absorb such UL
In the RW formula, the last pat (-(LGD.PD)) is the expected loss while the rest is the maximum amount of loss that we can have (stressed PD times downturn LGD), which is the sum of expected loss and unexpected loss.
Explain in large lines how you can estimate default probabilities by scoring
• A credit rating, often expressed as a letter grade, reflects the creditworthiness of a business or government. 
• A credit score is also an expression of creditworthiness, but it is often expressed in numerical form and only used for individuals and their transactions and instruments.
• In other words, when the features of the transaction are more important (warranty, term, amount, etc.), the credit worthiness is called "scoring“… 
» This is the case, for example, of mortgage loans. 
• …whereas when the most important characteristics are those of the borrower, as in the case of corporate loans, it is called credit "rating"
• There are several ways of calculating credit ratings and/or scores but the most common is by using probit (or logit) models. 
•These models are the standard way of estimating PDs based on several variables which reflect the characteristics of the borrower and/or the loan transaction in question.
• Probit (or logit) models are based on the fact that, as noted above, the default phenomenon is dichotomous, either there is a default or not, and stochastic: 
» Today it is impossible to know with certainty whether or not there will be a default in the future. 
» It is therefore natural to define a random variable Y, which takes the value of 1 if there is a default and 0 if there is none: PD = Prob(Y=1).
Briefly describe a LGD model by using a recovery process approach. Give examples and/or explanation of the different components.
• Definition of LGD(loss given default): Loss in the event of default, i.e. the amount at risk at default less recoveries (LGD = 1 – RR) (RR being recovery rate)
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Please explain and discuss “external ratings” in at most 15 lines.
• External ratings: 
» Produced by external « rating agencies » 
» Assess 
✓ the creditworthiness of an obligor with respect to a particular debt security or other financial obligation OR
✓ the general creditworthiness of an obligor 
» Materialize assessment by « coded letters » (see illustration) 
» Serve the needs of investors to have a third party view on the credit standing risk » Rank credit risk (do not value it!) 
» Type of issuers: corporate firms, financial institutions, sovereign borrowers (Beware: various types of issues) 
» Major players: ✓ Standard & Poors (S&P) ✓ Moody’s ✓ Fitch Ratings
» A rating is not a recommendation to buy or to sell a financial instrument but an opinion on the ability of a company to face, on time and in full, its financial obligations as they come due, and in practice the probability of default 
» Although it reflects the probability of default, it doesn’t express the degree of loss investors would suffer in case of effective default 
» Ratings are supposed to be forward-looking; agencies try to anticipate ups and downs of business cycle to avoid unnecessarily and too frequent rating changes 
» Issuer rating: it is an opinion of a company’s global capacity to meets its financial obligation when there is no public debt outstanding 
» Issue-specific credit rating : it reflects the capacity and willingness of an issuer to meet its financial commitment on a specific financial instrument (bond, Syndicated loan, CP, …..)
» Short and long term rating: short term rating usually applies to financial instruments not exceeding 365 days 
» Investment and non-investment grade rating: 
✓ Issues rated in the four highest categories, ‘AAA’, ‘AA’, ‘A’, ‘BBB’, generally are recognised as being investment grade. Debt rated ‘BB’ or below generally is referred to as noninvestment grade. 
✓ The terms ‘speculative grade”, “high yield” or “junk” are merely a different expression for the non-investment grade category. 
» “D” or default grade unlike other ratings, is not prospective; it is used only where a default has actually occurred.
» Rating outlooks accompanying the ratings are an assessment of the potential (and direction) of potential for change in the long term for a rating. The outlook will be positive, stable or negative.
» CreditWatch -positive or negative- appears on a rating when an event or deviation from an expected trend has occurred or is expected and additional information is necessary to take a rating action.
The scoring system is not public and customized by each bank, tendency towards harmonization of methodology.
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