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Source: McKinsey & Company.
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How to value a client
Basics I: FTP concept

Source: Deloitte, ‘Funds Transfer Pricing: a gateway to enhanced business performance’, March 2015.

FUNDS 
TRANSFER 
PRICING

Internal mechanism via which funds are sold or purchased between the Bank’s several units / segments at 
certain pre-determined prices (normally derived from the Bank’s funding cost curve)

Most common case relates to retail Segment with Loan-to-Deposit < 100% (= excess deposits) selling 
liquidity to Corporate segment with Loan-to-Deposits > 100% (= own-generated deposits are insufficient to 
fund 100% of corporate loan book).

WRAP-UP FROM 
SESSION 4
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How to value a client
Basics II: Expected loss

REMINDER from Session 1 Cost of Risk
(EL: expected loss)

Probability 
of default

(PD)

Loss given 
default
(LGD)

Average percentage 
of obligors that 
default per rating 
grade in the course of 
one year.

Percentage of 
exposure the bank 
might lose in case 
the borrower 
defaults (as a 
percentage).

WRAP-UP FROM 
SESSION 4



ING
Questions & Group distribution

Group 16

Groups 1 / 16

Group 1

1. How has the digital disruption revolutionized the banking sector?

2. What are the advantages and disadvantages of new digital technologies for banks?

3. What are ING's current strengths and weaknesses? What opportunities and threats is the bank facing?

4. What should ING do to respond to and take advantage of the radical changes that will likely further 

disrupt the banking sector in the future? Which specific initiatives should Hamers prioritize in relation to the 

investment of €800  million that he recently revealed to investors?

5. How will the digital disruption affect ING's further internationalization? Group 1



Plus
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Strategic mergers
When does merging make sense? 

Local Market
• Excess capacity

• Opportunity

• Avoid takeover

• Opportunity
• Diversification

• Scale economies (IT, marketing,  risk 
management, branches,  etc.)

• Scope economies
• More clients to sell our products  
• Market power / reduced  

competition
• Better management

• Do you have the skills?

• Culture (market, bank)

• Integration (IT, people)

• Distraction, de-motivation
• Downsizing (branches, people)
• Customer overlap (1 + 1 = 1,5)
• Lower cost savings

New Markets

Plus
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Strategic mergers
About to happen?

https://www.ft.com/content/fc510e61-e1a6-4a7f-8495-c7ffccca40e5
https://www.ft.com/content/c15faacc-80c0-48e1-8f94-e6b19d65f975
https://www.ft.com/content/520bcab9-1da7-478c-af15-0e012742c3f5
https://www.ft.com/content/4564b66a-e491-4b77-8419-df32e36f3e13


‘Reports that say that something hasn't happened are 
always interesting to me, because as we know, there are 
known knowns; there are things we know we know. 

We also know there are known unknowns; that is to say 
we know there are some things we do not know. 

But there are also unknown unknowns - the ones we 
don't know we don't know. And if one looks throughout 
the history of our country and other free countries, it is 
the latter category that tend to be the difficult ones.’

Risk
An alternative approach

Donald Rumsfeld, US Secretary of Defence, 2001-2006
9



Unmeasurable possibility of an unexpected event taking place:
• the outcome is unexpected;
• the probability cannot be measurable.

Risk & Uncertainty
The concept

RISK

UNCERTAINTY
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Probability of an event being different from “expected” 
(in the sense of  “most probable”):

• the outcome is not certain, it can change;
• the variance of the outcome is measurable.

To say that something is ‘unthinkable’…

Is it about the event?

Is it about the probability?

This is pure uncertainty and there is nothing we can do

We cannot forecast the timing of occurrence or the  
cause but we may be prepared to deal with the effects.



When investors prefer to simply follow wider market 
trends instead of carrying an adequate risk assessment

When there is asymmetric information between buyers and 
sellers (most of the times) allowing one of the parties to be 
better off at the expense of the other. 

Aggressive risk taking driven by the knowledge that others 
rather than oneself will bear the potential cost of one’s 
actions.

Herd
behaviour

Moral 
hazard

Adverse 
selection
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Risk 
Risk inducing behaviours

• A person with a risky profession getting a life insurance without fully 
disclosing  his/her situation.

• An entrepreneur with a significant leveraged business tends to invest in riskier  
projects.

• An investor buying stock just because everybody else is buying.
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Risk & Correlation
How it may unfold

Firm Risk

Systematic Risk Firm specific risk
(idiosyncratic risk)

Industry Risk Country Risk

Industry 
specific

Risk

Global 
economic

Risk

Regional 
Risk

Industrial 
specific

Risk

Country 
specific

Risk

Source: Moody’s Analytics Asset level correlation, in Saunders & Cornett, page 339.



BANKS
DEPOSITORS

• Families
• Companies
• Investors

COMPANIES 
& FAMILIES

• Investment & 
Consumption  
funding 
requirements

Savings Credit / Funds

Trust Support 

‘Money creation’ role

Banks’ funding Banks’ assets

Banking 
Money creation role

REMINDER !!

Maturity 
transformation 

process

A bank makes money by incurring risks. 

Success requires superior risk management.

Long term 

Risk
Short term

Leverage



• Credit risk means that a claim may not  be 
paid as expected (in full).

• Credit risk can be split in individual 
credit risk and  portfolio credit risk.

• A well diversified loan portfolio suffers  
from systematic risk whereas every single 
loan bears systematic and  idiosyncratic 
risk.
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Credit

Interest Rate

Liquidity

Foreign Exchange

Off-Balance

Operational

Sovereign

Insolvency

Market

Credit Risk



Credit Risk
An example
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22 Feb 2021

29 Nov 2020

https://www.ft.com/content/66d86ba7-c32d-4310-abd8-56045e2bcda2
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Credit

Interest Rate

Liquidity

Foreign Exchange

Off-Balance

Operational

Sovereign

Insolvency

• A bank bears interest rate risk when it  
performs a maturity transformation  
function, meaning assets and liabilities  
have different maturities.

• A short-funded bank, with shorter 
maturity liabilities than assets, bears a 
refinancing  risk.

• A long-funded banks incurs reinvestment  
risk.

Market

Interest rate Risk
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Interest rate Risk
An example

26 February 2024

https://www.ft.com/content/a687031a-53b1-11ea-90ad-25e377c0ee1f
https://www.ft.com/content/04205127-40c7-42bc-b988-1094ce8ddb25


• Market risk is the possible fluctuation 
in  the price of held securities (or sold 
short).

• This risk assumes a trading purpose (a  
bond held to maturity does not incur  
market risk).

• Even with no trading, sometimes from 
the flow of business with clients might 
generate market risk, as the bank may 
have some exposure to commodities.
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Market Risk

Credit

Interest Rate

Liquidity

Foreign Exchange

Off-Balance

Operational

Sovereign

Insolvency

Market
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Market Risk
An example

26 Feb 2021

3 Mar 2023

https://www.ft.com/content/1982faaf-4cff-4e56-9b81-ce4a3e8ebcf5


• Liquidity risk occurs when debt 
holders  (deposit owners) use their 
right to  immediate payment and the 
bank may not have sufficient liquid 
assets to honor that commitment.

• When a bank faces the need to sell  
assets quickly (fire-sale), this will 
pressure prices and very often ends 
in an insolvency.

20

Liquidity Risk

Credit

Interest Rate

Liquidity

Foreign Exchange

Off-Balance

Operational

Sovereign

Insolvency

Market
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How Jamie Dimon came to rue his Bear Stearns deal, FT March 15, 2018

FT September 13, 2017

Liquidity Risk
Old acquaintances



• Foreign exchange risk arises with the  
portfolio or direct investment in 
foreign currency markets.

• The stock of foreign currency for 
trading  in a bank suffers from market 
risk, not foreign exchange risk.

• The visible effect of this type of risk is  
the “translation risk”, the accounting  
effect of disclosing earnings made  
abroad in home currency.
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Foreign Exchange Risk

Credit

Interest Rate

Liquidity

Foreign Exchange

Off-Balance

Operational

Sovereign

Insolvency

Market



• In many banks, off-balance sheet items  
are very significative in the bank’s  
business.

• Contingent assets and liabilities, like  
derivatives, have a notional value  
sometimes larger than the underlying  
business.

• Since derivatives are leveraged 
products  (a call can be replicated as a 
long  position on the asset financed by 
debt),  they magnify the risk vis-a-vis 
an  identical position in an on-balance 
sheet  asset.
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Off-balance Risk

Credit

Interest Rate

Liquidity

Foreign Exchange

Off-Balance

Operational

Sovereign

Insolvency

Market



24

Off-balance Risk

Source: Santander 2023 Annual report



• Operational risk deals with potential  
losses arising from failures due to  
systems, people (incompetence,  
negligence or fraud), suppliers,  
procedures, reputation.

• Every single day you can expect  
operational failures in a bank.

• Management of this type of risk 
depends  on frequency and severity.

25

Operational Risk

Credit

Interest Rate

Liquidity

Foreign Exchange

Off-Balance

Operational

Sovereign

Insolvency

Market



Operational Risk
An example
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https://www.ft.com/content/9921925e-5a32-48cc-a3e3-3f77042477d2


• Sovereign risk arises from  expropriations, 
capital export  restrictions, difficulty to deal 
with foreign  legal systems…

• Foreign operations of a client may  expose a 
bank to sovereign risk.

• The client may have the will and the  money 
to pay but is restricted to do so  due to 
foreign capital flow rules.
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Credit

Interest Rate

Liquidity

Foreign Exchange

Off-Balance

Operational

Sovereign

Insolvency

Market

Sovereign Risk



Sovereign Risk
An example
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https://www.ft.com/content/2387309c-cce9-11e9-99a4-b5ded7a7fe3f
https://www.ft.com/content/34a051e3-fd97-4bd0-b3ac-d2fb613b663e


• This risk happens when the value of the  
assets goes below the value of liabilities  
(and so capital is fully depleted).

• However, financial distress is a previous  
stage where losses are already  
substantial (loss of trust):

- severe difficulty to attract deposits  and other 
funding;

- even before a severe situation, some  investments 
might already been postponed, threatening the 
future  competitiveness of the bank.
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Credit

Interest Rate

Liquidity

Foreign Exchange

Off-Balance

Operational

Sovereign

Insolvency

Market

Insolvency Risk



Market Risk
Concept

Definition Risk of losses due to unexpected movements in market prices 

Risk of a price change caused by a change in the level of 
interest rates in the case of debt securities or derivatives, 
or by a general movement of the stock market.

Includes the risk that an individual debt or equity security 
moves by more or less than the  general market in day-to-
day trading and event risk (eg. shock event, risk of default).

Drivers

Calculation 
approaches

Standard

Internal Models

General 
Risk

Specific 
risk

30

For the purpose of calculating capital requirements



8 %
COMMON EQUITY TIER 1

RISK WEIGHTED ASSETS 

(Credit + MARKET + Operational Risks)

Solvency 
The capital ratio

Minimum Capital 
Required

>
Regulatory Asset 

base

Note: 8% should be seen as the minimum regulatory requirement according to Basel III regulation. However, regulation also forces banks to 
add additional capital to cover for conservation, countercyclical and systemic risks. Additionally, the regulator is allowed to impose specific 
capital charges depending on each bank’s balance sheet. Overall, European banks’ capital ratios rarely stand below 10-11%.   

REMINDER
From session 3



Market risk

In the last decade, market risk is emerging as one of the most important  
risks to measure and manage:

• because even “long term” positions are being converted into  
marketable securities (securitization of loan book);

• the incredible growth of financial derivatives, with value linked to  
market prices of underlying assets;

• the widespread of IFRS (International Financial Reporting Standards)  
that claim for mark-to-market instead of the traditional book value.

32



Market risk
Trading book

Currencies

Derivatives

Commodities

Bonds

Stocks

Trading
Book

Banking Book
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Segregation between Trading and Banking 

books is meant to avoid regulatory arbitrage 

given diferent approaches for calculating 

capital requirements

• Consists of positions in financial 
instruments and commodities held for 
trading or to hedge other elements of the 
trading portfolio;

• Positions must be valued frequently and 
the portfolio should be actively managed;

• Instruments must be negotiated without 
difficulty;

• Instruments must be completely covered.

Trading Book:



Market risk
Components

Impact on the  position value by a change in the price 
of some asset.

Added risk on top of the  linear delta risk when the 
price change is not infinitesimal.

Impact of value due to changes  in underlying asset’s 
volatility.

Impact of value due to the  reduction of time to maturity -
uncertainty is given by optionality.

Associated with changes in the  discount rate.

34

DELTA
Absolute price risk

GAMMA
Convexity risk

VEGA
Volatility risk

THETA
Time decay risk

RHO
Discount rate risk



What is the maximum loss which could be suffered over a certain 
time  period so that there is a very low probability that the actual 

loss will exceed  that amount?

Expected return
 (a profit ?)

Value at Risk 
(a loss)

99% confidence

35

Value at Risk
The inception



Value at Risk

➢ The maximum loss you can have on your portfolio in 
given period.

➢ The average loss you can have on your portfolio in a 
given period.

➢ With 1% probability you will lose more than the VaR 
in a given  period.

➢ The expected loss you can have on your portfolio, 
in the 1%  worse cases in a given period.

36

VaR
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✓ VaR assumes that returns follow a random normal distribution, where 
the volatility coefficient is stable over time. However:

• empirical studies point to the existence of fat tails;

• financial asset returns tend to have more extreme losses than extreme gains 
(negative  skewness);

✓ Short term interest rates are influenced by monetary policy, which is not 
random. The model assumes no serial autocorrelation.

✓ The computed figure is the loss by selling immediately the portfolio at the 
prevalent market  prices. Is that possible?

Beyond the confidence level, we have a black hole…

Value at Risk
Limitations

VaR
Amount of potential loss from adverse market movements over a defined time period that cannot be exceeded in x% 
ofcases.

Ex: one day 99% VaR is the maximum potential loss that a portfolio may undergo over a period of one day and a 
confidence level of 99%.



Own funds 

regulatory

requirement

MAX

• VaR (99% to 10 days of holding 
positions) of the previous day 

• Average daily VaR from the last 60 
days, multiplied by a factor.

Market Risk
Internal Models Approach

Note: the multiplier factor equal to 3 + the additional 

factor of the table in the left side. The additional 

factor is determined by the number of excesses  

obtained through the back testing.

MAX

• Last VaR in a stressed situation 

• Average of the stressed VaR of 
the last 60  days, multiplied by a
factor.

# excesses
Additional  

Factor

Less than 5 0

5 0,40

6 0,50

7 0,65

8 0,75

9 0,85

10 or more 1,00

38
Note: Regulators allow banks to use the Internal Ratings based approach once a series of requirements  has been complied with (eg: clear risk management strategy, robust backtesting, 
regular stress testing, independent model validation). Otherwise, capital requirements are calculated through fixed risk factors provided by the regulator (standard approach). 

VaR
Amount of potential loss from adverse market movements over a defined time period that cannot be exceeded in x% 
ofcases.

Ex: one day 99% VaR is the maximum potential loss that a portfolio may undergo over a period of one day and a 
confidence level of 99%.



Methods depending on 
assumptions on  the 

distribution of the risk factors

Methods depending on the 
returns & history of the 

measured portfolio

Variances and Covariances
Method

Historical Simulation

Monte Carlo Simulations

39

Market Risk
VaR model types
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Market Risk
Approaches compared
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Market Risk
A practical example

Source: BPI 2018 Annual report.
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Guest Speaker
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