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Goldman Sachs case
Questions & Group distribution

Group 51. What is the financial condition of Goldman Sachs as of the third 

quarter of 2007?

2. What is your assessment of the effectiveness of the firm’s risk 

management practices during the 2006-2007 periods?

3. Did Goldman Sachs have a conflict of interest when it sold subprime 

mortgage-based financial products to its customers while, at the same 

time, it sold subprime mortgage securities and shorted the subprime 

market? Explain.

4. Consider David Viniar’s options as he reviews the e-mail from Joshua 

Birnbaum. Should Viniar support, reject or defer judgment on the 

proposed strategy to go long in subprime mortgages?

Group 15

Groups 5/15
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• A bank makes money by 
incurring risks.

• Success requires superior 
risk management.

REMINDER
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Risk Appetite Framework
General overview



Risk Appetite Framework
General overview

•Banks shall provide information regarding overall governance framework 
and integration with risk appetite

•The governance structure must ensure integrity of overall businessand 
risk management process.

Governance 
framework

Risk 
Appetite 
Framework

• Banks should identify types of risk the they want to take on and those they 
wish to avoid. 

• Function of:

• Risk appetite/tolerance levels, thresholds  and limits set for the 
identified material risks must be defined and monitored

i) appetite to take either a high  or a low level of risk on board

ii) capacity of the organisation to take the  risk.

Policies, processes, controls 
and systems through which 

risk appetite is defined, communicated, 
and monitored. 

Alignment 
with strategy

Material and 
reputational risks



Risk profile: Point in time 
assessment of the bank’s gross and 
net risk exposure. 

Aggregate level and types of risk that  a bank 
is willing to accept, or to avoid, in order to
achieve its business objectives. 

• Qualitative statements and quantitative 

measures expressed relative to earnings, 

capital, risk measures, liquidity and other 

relevant measures as appropriate. 

• Should address more difficult to quantify 

risks (reputation; conduct risks; money 

laundering; unethical practices). 

The aggregate level and types   of risk 
a financial institution is willing to 
assume within its risk capacity to 
achieve its strategic objectives and 
business plan. 

Maximum level of risk the financial 
institution can assume given its 
current level of resources before 
breaching constraints determined by 
regulatory capital and liquidity needs. 

RISK 
LIMITS 

RISK CAPACITY

RISK PROFILE 
RISK 

APPETITE 

RISK APPETITE 
STATEMENT 

Quantitative measures relative to 
business lines, legal entities as relevant, 
specific risk categories, concentrations, 
and as appropriate, other levels. 

Risk Appetite Framework
Components



Source: ‘How a defined risk appetite can improve nonfinancial risk management’, McKinsey & Co, 25 October 2023

Risk Appetite Framework
Components



Risk Appetite Framework
A real example (I)

Source: Risk Appetite dashboard from a private bank.



Risk Appetite Framework
A real example (II)

Source: Risk Appetite dashboard from a private bank.



Risk Appetite Framework
A real example (III)

Source: Risk Appetite dashboard from a private bank.



• Business units (front office, customer-facing activity) are the first responsible for identifying, assessing and controlling the

risks of business.

• Internal policies and procedures should be clearly specified in writing and communicated to all personnel. 

• Facilitates implementation of risk management framework;
• Responsible for further identifying, monitoring, analysing, 

measuring, managing and reporting on risks (holistic view on all 
risks); 

• Challenges and assists in implementation of risk management 
measures by the business lines 
=> ensure process and controls at the first line of defence are properly 
designed and effective.

• Conducts risk-based and general audits;

• Reviews internal governance arrangements, processes and mechanisms to ascertain that they are sound and effective, 

implemented and consistently applied. 

• Carries independent review of the first two lines of defence. 

Compliance officerRisk officer

• Monitors compliance with legal and regulatory requirements and 
internal policies

• Provides advice on compliance to the management body and 
other relevant staff, 

• Establishes policies and processes to manage compliance risks 
and to ensure compliance. 

All internal control functions need to be independent of the business they control, have the appropriate financial 

and human resources to perform their tasks, and report directly to the management body.

1ST LINE: FRONT-OFFICE

2ND LINE

3RD LINE: INTERNAL AUDIT

Risk Management 
The 3-line of defence approach



Source: FSB: Thematic Review on Risk Governance - Peer Review Report 

Risk Management 
Governance



OWN FUNDS

Credit risks + 
Market risks + 

Operational Risks

8 %

Regulatory Capital* Economic Capital

Depending on the assessment of the risks entailed
in the specific business strategy & model of each
bank, the regulator may require additional capital
above the minimum thresholds.

Business 
model

Internal 
governance   

& control 
arrangements

Broader 
risks to capital 

position

Liquidity & 
liquidity 

resources
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Stress testing
A different kind of capital

* Minimum ratio excluding the several buffers plus SREP requirements.

…Moving from a BAIL-OUT to a BAIL-IN approach…
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Stress testing
For what & for whom
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SREP
With love from the regulator

https://youtu.be/hO33c11UGzQ


SREP goals

• Guide harmonization of 
banking supervision at an
European level

• Increasing the consistency 
and quality of supervision 
across the Banking Union. 

1
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SREP
General overview

Source: EBA – SREP methodology.
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SREP
Who gets involved?

Source: EBA – SREP methodology 2024.
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SREP
Risk: level versus Control

Source: EBA – SREP methodology 2024.
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9Source: EBA – SREP methodology 2024.

SREP
Risk: level versus Control
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• Business model viability
on a year time horizon?

• Strategic sustainability in 
the next 3 years?

• Main vulnerabilities that 
may impact the bank or 
lead to a situation of  
recovery/resolution?

• Adequacy of Governance
model and implemented 
controls to risk profile, 
business model, size and 
complexity of the bank?

• Compliance degree with 
requirements and  
standards of a good 
governance / internal 
control practices?

• Material risks will result in 
a grade based on the 
inherent risk and
management/ control of 
existing risks.

• This evaluation will use 
ICAAP as its main tool. The 
output will then be used 
to determine the 
adequate capital levels.

• Assessment focused on 
liquidity and funding risks & 
liquidity management / 
internal controls.

• Assessment will use ILAAP 
as its main tool;

• Assessment  can lead to 
specific measures to 
comply with the liquidity 
requirements previously 
defined.

Assessment of 
internal  

governance and  
institutional-
wide controls

Assessment of 
risks to capital

Assessment of 
risks to liquidity 

and funding

Business 
model  

analysis

SREP
Core Components
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SREP
Business Model Analysis

Source: EBA – SREP methodology 2024.
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SREP
Business Model Analysis

• Profitability drivers

• Business Environment

• Forward looking view

• Returns

• Strategy

• Trade-off between 
diversification and 
complexity

• Supervisory view over 
the cycle

• Cost allocation 
frameworks

• Funds Trasfer Pricing 
framework

• Exposure to Money    
Laundering and 
Financing of Terrorism 
risks

• Climate related risks

• Digitalisation

Source: EBA – SREP methodology 2024.



➢ 1: No discernible risk; 

➢ 2: Low risk; 

➢ 3: Medium Risk; 

➢ 4: High Risk; 

➢ F: “Failing” or “Likely to fail”.

Overall
SREP

Different supervisory measures, 
dependent on the impacted 
areas and the criticality level:
• capital and liquidity measures

• changes to business plan,
• organizational changes, 
• reduction of exposure

• etc.

• Components will be evaluated by the 
regulators on a scale from 1 to 4. 

• Overall assessment (OA) results from a 
synthesis of all components (diferent 
from a weighted  average) on the 
following scale:

Early intervention measures

Potential resolution 
(eg: OA of 4 of a bank which 

failed to implement early 
intervention measures).

Overall SREP assessment Supervisory measures

OA of 4 OR 
OA of 3 with at least 
one component 
assessed as 4.

SREP
Potential implications



2
4

SREP
When the regulator gets angry

Source: ECB -  Supervisory measures.
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SREP
2024 risk levels

Source: EBA – Aggregated results of the 2024 SREP .
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Source: EBA – Aggregated results of the 2024 SREP .

SREP
2024 risk levels 
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Source: EBA – Aggregated results of the 2024 SREP .

SREP
2024 risk levels 



SREP
The implications (I)

Source: BPI, Annual Report 2017 2
8



SREP
The implications (II)

2
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Source: company websites

Source: Millennium BCP, Annual Report 2022

Source: Santander, 2024

Source: BNP Paribas website
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Source: Guidelines on the Application of the Supervisory Review Process under  Pillar 2, CEBS, 25 Jan 2006
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ICAAP
Internal Capital Adequacy Assessment Process

Identify and assess all material risks; 
identify controls to mitigate the risks

*Identify amount and quality of internal capital in 
relation to risk profile, strategies and business plan

PRODUCE ICAAP NUMBER AND ASSESSMENT

  DIALOGUE

CHALLENGE

SREP
Supervisory Regulatory Evaluation Process

Identify, review and evaluate all risk factors 
and control factors/ RAS

*Assess, review and evaluate the ICAAP

Assess, review and evaluate compliance with 
minium standards set in Directive

SREP CONCLUSIONS

Supervisory 
evaluation of on-
going compliance 

with minimum 
standards & 

requirements

*Narrow scope supervisory review

Whole range of 
available prudential 
measures (Art. 136).

CAPITAL

Pilar 1 minimum 
regulatory capital

Capital 
allocated 

for pillar 2

Specific Own funds 
requirement

Systems & 
Controls

Provisioning
Restriction of 

business

Reduction of 
inherent risk

Results fully 
satisfactory

Results NOT fully 
satisfactory

SREP & ICAAP
Sleeping with the regulator?
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ICAAP
How do banks cope?

Source: ECB Guide to the internal capital adequacy assessment process (ICAAP) − Principles, November 2018. 



• Annual exercise of stressed financial forecasting in order to prove the bank is adequately 
capitalised over the projection period (there is a capital buffer)

• The bank defines the types of stress tests, frequency, methodological details and models used, 
governance arrangements, interaction between solvency and liquidity stress test

Stresstest Sensitivity Multi-year scenario Reverse

Objectives To investigate the impact of  
one risk driver on a  particular 
portfolio/risk type

To investigate the impact of a  
confluence of events on the bank

To understand what possible  
events could cause the bank to  
fail

Scenario The source of the shock is  
not important

A full description of the scenario,  
through time, is required

A full description of the  
scenario, through time, is  
required (if applicable)

Outputs Limited to just one variable Wide range of outputs produced Outputs will depend on the  
definition of failure

Concept

Objectives

• Evaluate the bank’s robustness under stressed environments, in particular capital adequacy.

• To allow the bank to better understand, plan and manage its risks, capital and liquidity.

• To allow for the identification of concentrations.

• To allow for the early identification of mitigating actions.

32

ICAAP
The concept

 Process

INTERNAL CAPITAL ADEQUACY ASSESSMENT PROCESS



Source: private project carried by a Big Four consultancy firm in 2014.

Type of risk Background Rationale Stress methodology
Capital 

requirements

Credit risk Largest Balance sheet exposure
Unexpected Losses

Standard + IRB

Use PDs/LGD rules as per EBA's stress 

test scenario
474 648 49,05%

Concentration risk Top20 debtors > 25% loan book

Large exposures rule: no single 

debtor can exceed 25% of own 

funds 

Simulate that Top 3 creditors increase 

exposure by 10%
62 838 6,49%

Real estate risk
Foreclosed assets = 3rd largest asset 

category

Foreclosed assets need to be 

sold

Simulate RE portfolio would need to be sold 

in less than 7 years
289 611 29,93%

Strategy risk
Asset sales (Real estate assets + non-

core subsidiaries) lagging behind

Capital ratios compliance 

depends heavily on RWA 

deleverage

Simulate that RE sales would take twice to 

be sold and that non-core subsidiaries 

would be sold with 50% discount vs budget

37 811 3,91%

Business risk
Recurrent negative deviations versus 

business plan

Simulate impact of -15% deviation in net 

income
11 830 1,22%

Liquidity risk
Too heavy reliance on short-term 

unsecured wholesale funding

Simulate that funding gap would have to be 

covered by deposits @ higher rates
17 900 1,85%

Market risk
Sovereign bond portfolio = 2nd largest 

exposoure

Recalculate VaR assuming 

worse bond price series

Simulate historic VAR assuming range of 

bond prices had shown twice the volatility 

level 

25 142 2,60%

Interest rate risk
Mismatch between rates of deposits 

(fixed rate) and loan rates (floating)

Simulate that deposits would have priced at 

higher rates because of market stress
13 122 1,36%

Operational risk
Impact from operational risk events 

(fraud/clients' complaints)
34 712 3,59%

Total capital requirements 967 614 100%

RWAs (= total capital requirements * 12,5) 12 095 175

33

ICAAP 
How it works



Scope

• Sample of 70 Banks, both EU and non-
EU

• Minimum €30bn assets

• Highest level of consolidation

• Exclusion of Insurance activities

Results

• Impact in CET1 capital

• No hurdle rate is provided

• Stress results are an input 
to  SREP

Coordination

• Initiated and coordinated by the EBA

• In cooperation with National CAs, the 
European Systemic  Risk Board (ESRB) 
and the European Commission (EC)

Assumptions

• A common macroeconomic baseline scenario 
and a common adverse  scenario. The scenarios 
cover the period 2025-2027.

• Static Balance sheet assumption

• Forecast horizon of 3 years

• No workout of defaulted asset is assumed

• Banks maintain the same business mix and model

• Roll-out of new internal models nor modifications of 
existing internal models are allowed

• Common simplified tax rate of 30%

• … 34

Stress testing
EBA 2025: purpose & scope
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Stress testing
EBA 2025: Some  highlights
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Stress testing
EBA 2025: Some  highlights
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Stress testing
EBA 2025: Some  highlights
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Stress testing
EBA 2025: Some  highlights
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Stress testing
EBA 2025: Some  highlights
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Stress testing
EBA 2025: Some  highlights



EBA 2025

Results
2021
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Stress testing
EBA 2025: In practical terms

https://tools.eba.europa.eu/interactive-tools/2021/powerbi/st21_visualisation_page_1.html

https://www.eba.europa.eu/sites/default/documents/files/document_library/Risk%20Analys
is%20and%20Data/EU-
wide%20Stress%20Testing/2023/Scenarios/1051441/FAQs%20on%202023%20EU-
wide%20stress%20test.pdf

About

FAQs

Documentation

Stress Test
2023

https://www.eba.europa.eu/publications-and-media/press-releases/eba-publishes-results-its-
2023-eu-wide-stress-test

Results

https://www.eba.europa.eu/risk-and-data-analysis/risk-analysis/eu-wide-stress-testing

https://www.eba.europa.eu/risk-and-data-analysis/risk-analysis/eu-wide-stress-testing

https://tools.eba.europa.eu/interactive-tools/2021/powerbi/st21_visualisation_page_1.html
https://www.eba.europa.eu/sites/default/documents/files/document_library/Risk%20Analysis%20and%20Data/EU-wide%20Stress%20Testing/2023/Scenarios/1051441/FAQs%20on%202023%20EU-wide%20stress%20test.pdf
https://www.eba.europa.eu/sites/default/documents/files/document_library/Risk%20Analysis%20and%20Data/EU-wide%20Stress%20Testing/2023/Scenarios/1051441/FAQs%20on%202023%20EU-wide%20stress%20test.pdf
https://www.eba.europa.eu/sites/default/documents/files/document_library/Risk%20Analysis%20and%20Data/EU-wide%20Stress%20Testing/2023/Scenarios/1051441/FAQs%20on%202023%20EU-wide%20stress%20test.pdf
https://www.eba.europa.eu/sites/default/documents/files/document_library/Risk%20Analysis%20and%20Data/EU-wide%20Stress%20Testing/2023/Scenarios/1051441/FAQs%20on%202023%20EU-wide%20stress%20test.pdf
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Stress testing
Some practical examples (I)

30 July 2021

12 Feb 2021

https://www.ft.com/content/c4207dc7-578f-428e-bb72-6aabbaf31f57
https://www.ft.com/content/a262314b-f518-4e69-8db4-fa88b6729aab
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9 Mar 2023

12 Jul 2023

Stress testing
Some practical examples (II)

https://www.ft.com/content/f03d68a4-fdb9-4312-bda3-3157d369a4a6
https://www.ft.com/content/7358e328-d912-4cc6-9fd2-ffc4cb83c65b#post-d21483f2-54d2-48d3-b87c-5a521a8454bb
https://www.ft.com/content/afeb5570-89a5-4c0d-b522-bc7337a732d8
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Stress testing
Some practical examples (III)

https://www.ft.com/content/56def327-dbf7-42f1-8aba-218259ebd4a1
https://www.ft.com/content/f42b86f6-41a1-441f-90c0-f26552235fdc


45Source: Mapping climate risk: Main findings from the EU-wide pilot 
exercise, EBA, May 2021. 

EBA Pilot stress-test exercise on Climate (2021)

1 Jan 2023

Stress testing
Expanding scope

2 Nov 2022

https://www.eba.europa.eu/sites/default/documents/files/document_library/Publications/Reports/2021/1001589/Mapping%20Climate%20Risk%20-%20Main%20findings%20from%20the%20EU-wide%20pilot%20exercise%20on%20climate%20risk.pdf
https://www.eba.europa.eu/sites/default/documents/files/document_library/Publications/Reports/2021/1001589/Mapping%20Climate%20Risk%20-%20Main%20findings%20from%20the%20EU-wide%20pilot%20exercise%20on%20climate%20risk.pdf
https://www.ft.com/content/7a1543c1-57f0-492f-b0e7-fae81f8e57ea
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✓ Easy to implemente & communicate

✓ Scenario flexibility is huge

✓ Exposes vulnerabilities that we prefer to discover under test

✓ Reverse stress testing: how bad must the scenario be for the 
bank to fail  

✓ The best outcome of the test is the learning
✓ define a strategy for a crisis
✓ have a panel with critical variables to follow

Stress testing
The plus
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✓ Endogeneity: tests ignore management reaction to the bad 
scenario  (but they are paid for that!).

✓ There are second order impacts: after a shock, the most probable  
scenario is a crisis run-off and not the historical average (model is  
autoregressive).

✓ Beware of what is tested: if a patient does a lung check-up, he may 
die from an unpredicted heart attack…Dexia failed a few weeks 
after passing the test.

✓ A pass on a test means the bank survives that test, not a stronger 
shock.

✓ No matter the test sophistication, reality is much more creative!

Stress testing
The minus
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