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Wellfleet case
Questions & Group distribution

1. Explain Wellfleet strategy and the fit to the risk management process. 

Do you think it is appropriate?

2. What are the special challenges posed by mega-loans? Should the 

bank get involved in these loans? What are the pros and the cons of 

entering that activity? How can the bank mitigate the associate risks?

3. How does Wellfleet manage its credit risk? Explain the credit 

approval process. What are its advantages and disadvantages?

4. Compute the economic profit of the proposed Gatwick Gold loan.

5. Would you approve the loan? Explain your reasoning.

Groups 7 / 12

Group 7

Groups 7 / 12

Group 12



Credit Risk
Why is it important?
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Source: Financial Times, April 10, 2024

Exam suggestion: 
Write a short summary on: 
. the nature of the problem at stake, 
. The role the Risk unit plays in the 
Bank’s governance model
. The plus and minus of such a 
decision 

https://www.ft.com/content/6951335c-07f0-4e92-bd53-4fd69e6afa90?segmentId=b0d7e653-3467-12ab-c0f0-77e4424cdb4c
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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
REMINDER



Market risk
Trading book
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Currencies

Derivatives

Commodities

Bonds

Stocks

Trading
Book

Banking Book 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:

REMINDER Interest rate Risk
Disclaimer!

Interest rate risk should not be confused with Market risk                          
- even if market prices tend to move because of changes in interest rates
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• Net Interest Income => Earnings @ risk

• Net worth => Economic value of the bank

Interest rate risk
Impact channels

Unexpected 
changes in 

interest rates

Main source: EBA guidelines on Interest Rate Risk in the Banking Book (IRRBB), May 2015 (EBA/GL/2015/08).

Interest Rate risk 
in the 

Banking book

The current or prospective risk 
to both earnings and capital, 

in respect of the banking book 
only, arising from adverse 

movements in interest rates.
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Interest rate risk
An introduction to Euribor

Source: https://www.euribor-rates.eu/en/.

https://www.euribor-rates.eu/en/


Deposit with 6% interest rate

Loan granted at 10% interest Future interest rate = ???

4% Margin Margin ???

today

10

12 months6 months

Repricing risk
Reinvestment risk



Repricing risk
Refinancing risk

today 12 months6 months

Loan granted at 10% interest rate

Deposit with 6% interest rate Future interest rate = ???

4% Margin Margin ???

11
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Interest rate risk
Sub-components - methods

Source: EBA guidelines on Interest Rate Risk in the Banking Book (IRRBB), May 2015 (EBA/GL/2015/08).
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will mature or be repriced during the gap period
Sensitive Assets (SA) 

Sensitive Liabilities (SL)

Non Sensitive Assets (NSA) 
Non Sensitive Liabilities (NSL)

will not  be repriced during the gap period.

Every asset / liability is classified by its sensitivity  to interest rate changes in a 
given period (the gap period):

• For a 6 month gap period:

• A 30-yr maturity mortgage loan indexed to 3-month Euribor is a 
Sensitive Asset

• A 1-year term deposit is a Non Sensitive Liability (… well, not so fast!);

• Premises are Non Sensitive Assets (we consider a 0% rate for margin  
calculation).

Ex
a

m
p

le
 

Repricing Gap model



Fixed  
Spread NSAX NSL-

Fixed Margin

NII impact

Net  
Interest  
Income

Interest
Rate on
Assets

SA= X NSA+
Interest

Rate on
Liabilities

SL- NSLX +

NII
impact

Rate  
change SA= X SL-

Repricing Gap
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Interest rate fluctuations only impact on Sensitive Assets and Liabilities



overnight 1 week 1 month 3 months

Cash inflows (loan repayments) 50 300 2 000 10 000

Cash outflows (deposit withdrawals) 30 450 2 250 16 000

Net funding requirements -20 150 250 6 000

Changes in liquid assets (-) 15 -100 -100 200

Changes in purchased liquidity -5 50 150 -800

Changes in stable funding 0 0 0 7 000

Funding requirements coverage -20 150 250 6 000

(cumulative values per period)

Maturity ladder
An example

REMINDER
From session 3

on liquidity

16



Repricing Gap
Example 1
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Period SA SL Marginal Gap Cumulative Gap

0 to 1 month 200 60 140 140

1 to 3 months 30 200 -170 -30

3 to 6 months 200 80 120 90

6 to 12 months 70 160 -90 0

1 to 5 years 170 180 -10 -10

5 to 10 years 200 120 80 70

More than 10 years 130 80 50 120

Total 1 000 880

In the bucket 0 to 1 months, there are 200M assets which will see their interest rate 
changed and only 60M liabilities which will also be repriced. 

This implies the Bank will have a 140M positive gap being repriced in the 0-1 mth period. 



Repricing Gap
Example 2
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Period SA SL Marginal Gap Cumulative Gap

0 to 1 month 200 60 140 140

1 to 3 months 30 200 -170 -30

3 to 6 months 200 80 120 90

6 to 12 months 70 160 -90 0

1 to 5 years 170 180 -10 -10

5 to 10 years 200 120 80 70

More than 10 years 130 80 50 120

Total 1 000 880

In the bucket 1 to 3 months, there are 30M assets which will see their interest rate 
changed and 200M liabilities which will also be repriced. 
This implies the Bank will have a 170M negative gap being repriced in the 1-3 mth 
period, or a cumulative negative gap of 30M in the 0-3 months period. 



Positive Gap Negative Gap

Increase in interest 
rates

NII increases NII decreases

Decrease in
Interest Rates

NII decreases NII increases

Net Reinvestment Net Refinancing
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Repricing Gap
Drivers

POSITIVE gap   =>
assets being repriced in the 

given period exceed liabilities 
Impact on Interest income will be 

higher than impact on interest cost
=>



• For assets and liabilities:

• For integrated management:

Asset & Liability Management 
The heart of a bank

Objectives

• give guidance to the bank in the short term in order to achieve 
long term goals.

• deals with the management of assets, liabilities and capital - 
each one per se but also integrating the three categories.

Scope

• the price rate (return or cost); 
• volume; 
• mix; 
• volatility of rate, volume and mix

• liquidity gaps for each time period; 
• maturity imbalances; 
• repricing;
• duration gaps

20



• We need accounting information of rates and volumes so that 
we can calculate gaps.

• We need a base scenario for interest rates on assets and liabilities, 
exchange rates, prices for relevant securities. Alternative scenarios 
can be considered.

• Forecast NII of the bank based on the forecasted values for the 
main variables. This would equate to an 'unmanaged projection',
as no ALM decision is taken in consideration in this step.

• Finally, the bank has to define strategies to improve the
projection  and minimize the risks of the worse scenarios.

Asset & Liability Management 
Step by step

Measurement

Key 
assumptions

Key variables 
forecast

Strategy 
definition

21
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Repricing Gap
The concept of swap

Source: Finanzasmania.com

BANK
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Period SA SL Marginal
Gap

Cumulative
Gap

… … … … …

3 to 6 months 200 80 120 90

… … … … …

Transaction: 4 month swap, notional 120,  paying 

variable and receiving fixed. 

Impact: Increase SL (the paying  side) + no impact on SA, 

reducing the 3 to 6 month marginal gap to zero.

SWAPS

Repricing Gap
How to hedge a marginal gap
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Since income from swaps go to P&L without any underlying 
position on BS, ratios like ROA, ROE and NIM  become higher

Swaps call for less capital than a similar  position on fixed or 
floating rate instruments to shape the exposure

Banks need less money invested using swaps to shape  the risk

Swaps can be used only at the treasury desk. However, should the 
bank use long term deposits, for instance, this would require 
involving commercial/marketing/accounting/operations/IT teams, 
slowing the whole process.

Better financial 
ratios

Lower capital 
requirements

Lower liquidity 
requirements

Resources 
management

Repricing Gap
Why swaps?



Repricing gap model
BPI example

25

Nowadays, EBA 
requires a standard 

shock of 200bps



Interest rate risk
The case of SVB

Source: Financial Times, 
March 9, 2023

Source: Financial Times, March 11, 2023

Source: Financial Times, February 22, 2023

Exam suggestion: 
How would you tell the story 
of SVB’s failure in your own 
words?

https://www.ft.com/content/0387e331-61b4-4848-9e50-04775b4c3fa7
https://www.ft.com/content/47e3d4a7-70b6-4a4e-98b0-6322f8e8ba53
https://www.ft.com/content/45d5a6a9-f17a-4e6b-b72e-4dda304d8867
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Interest rate Risk
The SVB case: Basics

By way of background, a bank that acquires a bond must classify it in one of three categories under US 
GAAP: 

Held-to-maturity (“HTM”). 
• Into the HTM category goes any bond that the bank intends, and has the ability, to hold to maturity. 
• Fluctuations in the price of this bond due to interest rate changes are irrelevant for most reporting 

purposes; 
• the bank continues to show these bonds on its balance sheet at their amortized cost and ignores any 

price fluctuations when calculating its income for that period. 

Trading:
• At the other extreme, in the trading account, all fluctuations in a bond’s value appear immediately in the 

income statement, and, by extension, on the balance sheet as part of retained earnings. 
• Inclusion of a bond in this category must be accompanied by the bank’s desire to trade this bond in the 

expectation of making a quick profit. 

Available for Sale (“AFS”)
• The third and intermediate category, AFS, includes all bonds that are not classified in either the HTM 

account or the trading account. 
• This category attracts the most complex accounting treatment: fluctuations in value are immediately 

recognized on the balance sheet, but do not go through the income statement until the bond is sold.

Source: Oussama Nasr, LinkedIn post, March 14, 2023



Interest rate risk
The case of SVB

Source: Financial Times, March 17, 2023

Exam suggestion: 
Write a summary 
answering the article’s 
question. Some possible 
topics: 
. List the main concepts 
underlying the 
discussion;
. Describe the strategy 
pursued by SVB;
. Comment on whether 
something different could 
have been done to avoid 
the forced sale. 

https://www.ft.com/content/f9a3adce-1559-4f66-b172-cd45a9fa09d6
https://www.ft.com/content/f9a3adce-1559-4f66-b172-cd45a9fa09d6
https://www.ft.com/content/f9a3adce-1559-4f66-b172-cd45a9fa09d6


Interest rate risk
The case of SVB

Source: Financial Times, March 17, 2023
29



Interest rate risk
The case of SVB

Source: Financial Times, March 30, 2023

Exam suggestion: 
Write a summary describing 
the main channels via which 
banks can benefit or be 
affected by changes in 
interest rates. Discuss the 
advantages / disadvantages of 
using floating versus fixed 
rates. 

30

https://www.ft.com/content/fb4fd417-01db-4c99-bf45-c341d1d14f36


Duration Gap Model

31

• To overcome the shortfalls of the Repricing Gap model,  
we can use a Duration Gap model.

• This is an equity based model that takes into account  
the effect on the capital value due to fluctuations in 
interest rates.

For purposes of measuring Interest Rate risk, 

the change in the discounted present value of the 

bank’s expected future net cash flows without spread,    
focusing on the sensitivity of the economic values of the banking book items to interest 

rate changes 

Economic 
Value of Equity
as  per EBA’s definition



1600

1500

1400

1300

1200

1100

1000

900

800

700

600
0% 2% 4% 8% 10%

P
re

se
n

t 
va

lu
e

 o
f

A
ss

et
s

6%
Interest rates

4 year Asset

10 year Asset

32

Duration Gap Model
Impact on asset value



Interest rate risk
Methods (II)

Quantitative tools 

and models
Description Plus & minus

Risk types 

potentially 

Earnings measures
Static model
Gap analysis . Measures arithmetic  difference between nominal 

amounts of SA/SL;

. Works on the basis of certain time buckets;

. A gap can be multiplied by an assumed change in 

interest rates to yield the ~change in NII

(+) Simple method, easy to understand and 

explain

(-) based on the assumption that all positions 

within time bucket mature or reprice 

simultaneously

(-) Static model not taking into account interest 

rate sensitivity of optionality parameters

(-) Yield curve and/or basis risk cannot be 

analysed adequately

Repricing risk

Dynamic models
Earnings at risk . EaR is the difference between a base case scenario 

and an alternative scenario

. Allocation of SA/SL to time buckets is a starting 

point

. Applies to all instruments

(+) Interest rate risk profile is analyzed in a 

tailored way

(-) Results are very sensitive to assumptions on 

customer behaviour and management 

responses to designed scenarios

(-) Focus on a relatively short horizon, so 

changes in earnings outside observation period 

are ignored

Repricing risk

Yield curve risk

Basis risk

Option risk

Main source: EBA guidelines on Interest Rate Risk in the Banking Book (IRRBB), May 2015 (EBA/GL/2015/08).
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Interest rate risk
Methods (II)

Quantitative tools 

and models
Description Plus & minus

Risk types 

potentially 

Economic Value measures
Static model
Economic Value of Equity 

(Capital at risk)

. Based on the net present value of the balance 

sheet (PV assets less PV liabilities), allowing to 

calculate the change in equity caused by an interest 

rate shock

. Equity under stress is compared to base case 

equity

(+) Simple and intuitive measure

(-) NPV calculation which does not adjust for 

the impact of rate changes on cash-flows will 

not capture basis or option risks

(-) Valuation is highly dependent on timings and 

discount rate used

Repricing risk

Yield curve risk

Modified duration . Modified duration shows the relative change in 

market value for a marginal parallel shift of the 

yield curve of 1%

(+) Economic value impact of a given change in 

interest rates relating as whole in a simple way

Repricing risk

(-) It only considers parallel shifts the yield 

curve: 

- not accounting for convexity when interest 

rates changes are larger 

- not accounting for basis and option risk

(-) Static measure 

Dynamic models
Economic Value of Equity 

(Capital at risk)

. More sophisticated version of the static measure 

where cash-flows are calculated dinamically to 

account for the fact that their size and timing may 

differ under various scenarios of customer 

behaviour

(+) If stress scenarios are properly designed, it 

is a comprehensive measure of interest rate 

risk

(-) Valuation is highly dependent on timings and 

discount rate used

Repricing risk

Yield curve risk

Basis risk

Option risk

Main source: EBA guidelines on Interest Rate Risk in the Banking Book (IRRBB), May 2015 (EBA/GL/2015/08).

34



https://eba.europa.eu/single-rule-book-qa/-/qna/view/publicId/2019_4448

IRRBB
Practical questions

35

https://eba.europa.eu/single-rule-book-qa/-/qna/view/publicId/2019_4448
https://eba.europa.eu/single-rule-book-qa/-/qna/view/publicId/2019_4448
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