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Strong funding structure

Asset and liabilities by category (end 3016 in GHF bn}

1,067 1,067 Lo
: : * Strong balance sheet structure and liquidity
gz‘frse 2e2 Repo 243 maintained; well-positioned to succeed in
Match changing regulalory environment
Encumbered

98 i
Fading aeats tunded gron pogitons 78| 44% of balance sheet is maltch funded

Funding- 152 Funding- 152| = Stable and low cost deposit base as key
neutral assets” 473t neutral liabilties™ funding advantage

= Regulatory leverage ratio at 4.3%

= 17% of balance sheet financed by long-
term debt (vs. 12% at end 2008)

* Further lengthened long-term debt protile to
h 6.6 years duration (vs. 4.9 at end 2008) ¥

velues and |
2) Includes die hemAc banks

".- Long-term debt 179

Other 181
iliguid assels

Total equity 45 3) Primanily inchades €xcess ol lunding neulral inaliies {orokerage payables) over coresponding

waels

Assels Equity & liabilities 4 Prmanlyinchdes unencumbered iading assels. investment sesuiifies and sxcess reverse rapa
aqrasments, aller haieuls

5) welghied averoge, a3suming Ihel callable securibes e redeemed 1 final malunty, lalestin 2030
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Basel lll: Leverage ratio

= Difficult to integrate in the balance sheet management process
- Only managed as limiting factor on group level

— Resulting balance shest constraints / capital requirements cannoi be aliocated to
within the banking group in a meaningful manor

— Doaes not replace the need for the detailed analysis of Ask concentrations in the B/S
* loverage ratio substantially disadvantages lower-risk business,

creating perverse incentives for banks to increase the risk levels in
their portfolios, in order to produce higher returns

» Leverage ratio disregards risk mitigation. Leads to disproportionate
constraints on lending

® While in the private sector de-leverage continues, the public sector is
re-leveraging

CREDlTSU!SSI;“ November 4, 2010 Slide 3

Basel lll: Increase in risk-weighted assets (RWA)

GHF bn Approx. (50} to

324 +130 400 (70} 330 to

350

Approx.
257 +45 270

d_

Mitigation
impact

2007 2008 2008 Basel2 Changeio Basel Changeto DBasetd Mitigation Basel3
{3010} Basef25 2.5 Basel 3 (belars imEaCl (after

mitlgation) mitigathon)

Exit businesses: RWA reduction of CHF 20-25bn

Structured products: RWA reduction of CHF 15-20bn due {o change in asset mix and risk
reductions by 2012

Emerging markets: RWA reduction of CHF 5bn achieved through a more flow-based mods|

Derivatives: RWA reduction of CHF 10-20bn related 1o uncollateralized exposures
maturing by 2012 and OTC derivatives shift to central clearing houses

LN
CREDIT SUISSE Hovernbar 4, 2010 Shs 4
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“Swiss finish”Y: Changes in capital structure (1/2)

Basel It “Swiss Finish”

Mt ©

Common Equity

Consarvation buffer -

Common equity 7.0% \ 10.0%

High-triggering CoCos

Systemic risk bufier m

) Alroady
Countercyclical buﬁerm inclodad
~ above

Total capital 2 9.5% 19%

Low-triggering CoCos

“ I To be discussed by the Swiss parltament in 2011,
CREDIT SUISSE

November 4, 2010 Slide 5

“Swiss finish”1):: Changes in capital structure (2/2)
{for illustrative purposes only) 34.1

Total 162
Senior
long-ferm 139_ Seniot lang term debt:

» Larger CaCo & equily balances imply a reduced
requirement 1o fund via senior bond markets

* Spreads on senior bonds may price lighter, as Ihe risk-
prolile of the issuer improves and the theorelical liquidation
value increases

CoCe:

= CoCo sinuctures (and excess equity) to fully substitule cusrent
subordinated capial bonds

= While iha tolal amourd of regulatory capilal will increase, the
average "unil price” may come down, depending on spread
assumplicns

Low trigger:

= 6% of HWA requitement; 5% tier 1 trigger point
= May replace existing Tier 2 capiial

High trigger;

= 3% of AWA requiremenl; 7% lier 1 trigger point
« May replace existing hybrid capilal

spread: 430
bps
= Implied annual
spread costs’
CHF 12bn

Nots, Based on CHF 240 bn of Base! 3 risk-weighted asssls * Inftaled dus Lo sizabla ssuance vaumes in 2008; would ba sround 500 bpa olherwise

"B, " To be discussed by the Swiss parliament in 2011,
CREDIT SUISSE
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For every complex problem there is an answer that

is clear, simple, and wrong.
Henry Lewis Mencken
US editor (1880 - 1956)

CREDIT SUlSSEm Navember 4, 2010 Stda 7

Questions & Answers

AN
CREDIT SUISSE November 4, 2010 Slide &
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Allianz ()

How does Risk Management add value?
Work with our businesses, finance, and other functions to

. aa_,mmm the important Qcmmﬁ_o:m
Risk - |+ IsAllianz’s risk profile and mc,mﬁme understood.
‘ooaacs_omﬁ_o: | ....c< the Bmﬁwmﬁ m:a.ﬁmﬂ_moﬁma. in our valuation
|- multiple and required capital? ;

_»_mx m:mﬂmg * Does Allianz have a clear risk and solvency
strategy and optimize its risk / reward profile
accordingly?

» Are delegated authorities set consistent with this

mqmﬁm@u\o
Risk controlling |+ Is the risk vqom_m of Allianz :m:m_omqm:ﬁ fo
.. | management? ‘
|+ Isitwithin am_m@mﬁmm m_::o_,_:mmo |
Risk + Are the risks which we want to take monqou:mﬁm_u\
underwriting structured, underwritten and priced?

 Are all other risks (e.g. operational / reputational
risk) appropriately identified and managed? :

© Allianz SE 2005
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Thomas C. Wilson, Chief Risk Officer

Implementing a Risk Culture in a
Financial Services Firm

5th Bienniat Conference on Risk Management and Supervision
Basel, November 4, 2010

Allianz @

Allianz (D
How does Risk Management add value?
Work with our businesses, finance, and other functions to

address the important guestions...

ng 3E 2008
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Allianz @)
Addressing the issues - Examples -

Examples

i H[aeE

t1hil

Risk strategy Risk appetite: EaR, CaR, RECapital
Strategic Planning, not Budgeting: TDI, SD, PD
=1 T i

-
fd :

@ a) ile

Risk » Product approval processes

underwriting = AJL or Strategic Asset Allocation processes
* Pricing guidelines
+ Underwriting minimum standards and guidelines
* Independent review

£ Mianz SE 2009

Allianz @)

Achieving impact

Examples

Risk

. ' Processes’
communjcation’

L ~ Govei’a‘r‘i:del,
Risk strategy '

Information

Risk controlling & Systems

Risk
underwriting

Focusing on the fouridations of good ERM practices
i$:an important first-step...but is it sufficient?

hian} SE 2008

T
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Necessary. . .but not sufficient!
Warren Specter, co-CQQ Bear Stearns, to the Senate Financial Crisis Inquiry Committee

You have also asked me to address risk management practices.

Risk at Bear Stearns was managed through a system of checks and balances. Each business unit was
responsible for managing its risk, and the head of each division was then responsible for managing the
aggregate risk within its units. The Executive Committee approved explicit limits for all areas of the firm
- at the trading book level, and aiso by unit and by department - which were monitored by department
heads. These limits were reviewed and monitored by the Risk Management Group, which was an
independent unit that reported ‘o the Executive Committee and met regularly with the Board's Risk
Commitiee. This group, headed by Bear Stearns’ Chief Risk Officer, served as an independent check on
the business units' own risk management function. 1i distributed daily P&L statements that highlighted
any significant gains and losses. It 2lso provided daily written reports fo senior management
commenting on changes in exposure, any unusual trades, and any concentrated positions. The Risk
Committee held weekly meetings, and the Risk Management Group made monthly presentations fo the
Executive Committee. At the weekly meetings, trading managers reported on their positions and their
risk, and the risk management teams were present to venfy the accuracy of these reporls and to express
their views. In this way, the Risk Committee and the business units served as constant checks on each
other. There was an active dialogue among senior management about the firm's overall risk appetite,
which we reviewed during both weekly and monthly meetings.

In my opinion, Bear Stearns' risk management practices were robust and
effective. During my tenure on the Executive Committee | found the Risk
Management team to be highly trained and very experienced. Overall, | thought
Bear Stearns was well-managed, and { was saddened and disappointed when
the firm collapsed.

& Albary 8 2000

Allianz (i)
Three lines of defense

| Firstlineof | t-."‘i“e‘e(:‘a::n"l":t‘ll'‘I:‘i‘‘n‘e‘of‘j
defense: defense:
Business is .-.-I-'f'iﬁ'hcti-dhsfwhit;h 1
responsible for | define f{a5méwork" ‘
both profit and - within whigh
loss, risk and |~ businessis
returns ~ allowed to work
Risk, Legal,
OEs - Compliance

seanz SE 2003
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Allianz ()
Three lines of defense

—

First line of i\\ln the next crisis, our models will
defense: . be wrong with probability 1

) : No framework which cannot be
. arbitraged

Business is
responsible for

both profitand | =2 No framework can anticipate all

business risks, etc.

loss, risk and <<
returns &l\\!o framework can withstand lack
<~ ©ofmanagement adherence
OEs ; ':3@0 analysis can make up for a
 lack of action

e.g. pricing & underwriting uidellnes,
risk measures & limits, capital allocation

“

© Alanz SE 2008

Allianz ()
What does ,risk management" really mean
in the context of the second line of defense?

Management lever

Risk controlling Risk management

Risk communication | TG
C : "/ Risk controlling b
» Define frameworks within which business can
CoL - be done 1
Risk strategy » Control risk and limits and provide transparency

v Provide technical analysis to suppori business
decisions

— R Risk management i
Risk controlling,. .- - .

Have a deep, professional understanding of the
husiness {not just the models!)

» Be close to the business, discussing key
decisions before they are faken

Risk underwriting .

Exercise professional judgement, occasicnally {
! saying ,no" if our frameworks are inadequate, if  /
\\ they are being arbitraged !

el s

I filangz SE G013
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Signs of a dysfunctional risk culture:
Golden Rule

Symptom: Make the gold, make the rules (and should not be challenged!)

Case study: AIG FP

PwC, AlG's auditor, concluded that the ability to access AlIG FP by the risk
management and other control functions "may require strengthening”.

Federal Office of Thrift Supervision (OTS), AIG FP's regulator, sent a ietter
which said that the unit "was allowed to limit access of key risk control groups
while material questions relating to the valuation of the [swap portfolio] were
mounting”.

Rep. Gary Peters (D., Mich.) asked AlG CEQ Edward Liddy during a
congressional hearing, "Where was the risk management of your company?
Where was the failure of your own internal risk-management procedures?”
Mr. Liddy's response, "We had risk-management praclices in place. They
generally were not allowed to go up into the financial-products business.”

@ Adanz SE 2008

*

Allianz ()

Signs of a dysfunctional risk culture:
,Dancing while the music is playing"

Symptom: Following the market, even when standards are deteriorating

Case study: US mortgage market

Chuck (Charles) Prince, ex-CEO of Citigroup: “When the music stops,
in terms of liquidity, things wili be complicated. But as long as the
music is playing, you've got to get up and dance. We're still dancing.”

When compared to the behaviour of a lemming at an FCIC hearing,
Mr. Prince’s reply was, "It would have been impossible to say to
bankers, we're not going to participate ... and expect to have any
people left.”

I Mignz BE 2005
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Signs of a dysfunctional risk culture;
Arbitraging the system

Symptom: Building a business based on the flaws in our models

Case study: Lehman Brothers

+ ‘Repo 105’ transactions were considered a sale of the assets under English
law,

« Court appointed examiner's report said these deals created "a materially
misleading picture of the firm’s financial condition in late 2007 and 2008" and
were "actionable balance sheet manipulation” and “nonculpable errors of
business judgment”,

« Condeoned by senior management of the firm, as the email excerpt illustrates:
- "It's basically window-dressing.”

- "I see ... s0 it's legally do-able but doesn't [ook good when we actually do it? Does

the rest of the street do it? Also is that why we have so much BS [balance sheet] to
Rates Europe?”

- “Yes, No and yes. 3)"

= Ajlanz SE 209

Allianz (i)
How much can we rely on compensation to steer
culture?

+ Dick Fuld (CEQ) is also, in some sense, a victim. He'd held on to 10
million shares of Lehman stock until the end and lost almost $1
billion*

« ,Mr Prince, whose exit was sealed late last week, already owns 1.61
million shares in Citi* which decreased in value from USD 50 to USD
5 between 2007-2009.

+ On March 14, 2008, CNBC reported that ,the value of Jimmy Cayne's
(CEO) holdings in Bear Stearns had declined from $993 million to ...
less than $15 million as a result, effectively removing him from the kst
of the wealthiest individuals in the country.”

T Alkanz SE 2009
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Achieving impact

Ho t bl
Risk strategy Culture

.. Us Supreme Court Justice Potter Stewart (or risk
Risk } culture??), 1964 Jacobellis vs. Ohio

underwriting “I shall not today attempt further to define the kinds of
! material | understand to be embraced within that

| shorthand description; and perhaps | could never

i succeed in intefligibly doing so. But | know it when |
'seeit...”

< Alilgnz SE #08
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Swiss Re
1]

Managing within risk tolerance in a
complex environment

Raj Singiht | 04 November 2010 | 5 Biennial Confarence on Risk Maliaemst i Supeivisiun, Bl

Swiss Re
Insurance risk managemant iz complex 1
anc multi-chimansionat

What makes it difficuit?

m Stakeholders have different
views on capital adequacy

m Stakeholders emphasise
different dimensions

= Different dimensions in the
steering concept send
different signals

B Baj Singh | 04 Hnvember 2010 | &% Esnnial Gorterance on Alsk Management and Sypervision, Gasel
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Swiss Re

Stakehelders often have diverging it

Interests

Today's steering environiment is complex as it consists of numerous stake holders
emphasising multiple dimensions,

ulients => payments of claims whenever due

=> protection of policyhelders against

mRegulators
consequences of insolvency

=> fulfilment of obligations to policy

mRating agencies
holders and debt holders

mlnvaestors => high risk-adjusted return

’ Having an adequate capital position is in the interests of all stakeholders

’ Different stakeholders have different perspectives on how to value assets and
liahilities and to measure capital adequacy

Riag Sinjih | 04 _chmhs-i 010§ Bitnrial Gonfutencd on Risk Managrmer .and Supetvision, Basel

Swiss He
Ty

Hlustrative

Rise in interest rates

+/-0 +/-0 t

LZ 10198y <V

of I01ey < 57

USGAMP  Feonomic  lplamel Sancyl  sar M o
it N : " ; N
equity ot Worth capital* capital capital capital

CHF -2.2 bn

Swiss Re's US GAAP shareholders’ equity Q2 2009: CHF -1.5bn
(pre-tax, as published): . E - 032009: CHF +1.3,bn

= proxy lor Solvancy (| and Swiss Sclancy Test

Impact of volatility in government bond yields on 01 2009:




FINANCIAL STABILITY INSTITUTE

’\ BANK FOR INTERNATIONAL SETTLEMENTS

Swiss Re
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Mitigating challenges for a smoother
road ahead

R $inah | 94 Nowenber 270 |

Swiss Re 7
Definition of risk tolerance must be a m
critioal element of the business ¢ye

e

m Group risk policy and tolerance

= Capital cost allocation

® Capital cost allocation
{factual}

{projected)
= Raporting of impact on = Large transaction
capital adeguacy approval

& Lirnit monitoring

& Accumulation control

B Risk model input int¢
optimisation

= Testing of risk tolerance
eriteria

w  Par of a¥ decision taking bodies
concernad with risk taking

m  Derivation of limit framework

Ish Manaigerment an
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A well-defined risk tolerance can help
miligate conflicting signals

Swiss Re risk tolerance:

Swiss Re
i

"To be able to continue to operate following an extreme loss event.”

Do we hold enough

capital {survival)?

v

L
¥

vy

Regulatory
capital

Rating
capital

Internal
capital

Capital adequacy requirements

—

Can we meet all our pbligations as they fall
due [operation)?

Liquidity stress test

Related liguidity risk

Tt Singh § 4 Novetner 2013 | &% Bleanlil Gosfargnen on Risk Manaemset and Supzonsion. Sz

Swiss Re
costchor e level ol i
faoran. e
Concept Application

Required capital at 99% Tail VaR

Haj Singh | 04 Novemder 2019 | 5" Bienrial Contarenau on Hisk Manngament ad Supnrvision, Bagel

CHF b 2008 2009
Praperty and casualty 18 7.0
8 Value at Risk {VaR)
99% VaR represents the difference between the Life and heaith 5.2 8.5
expected result and an adverse result with a frequency Financiel mark 0.0 106
of ence in one hundred years fnancial market i i
Credit 3.0 2.9
Likelihood
@ 39% VaR A Simple sum 240 259
]
: : : Giversitication effect -8 -9.9
1239% Tail VaR 1 ¢ profit and
: .
N , Swiss Re Group 149 16.0
' 1 rizom)
+- 1
1 h
Expected 3
- 1-n-100 *pecle +
1esult
year loss
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Convergence to an economic view Swriss Re
simplifies managing within a risk ifi

lolerance

Ultimate convergence, but at different speeds

time
Economic -
Rating agencies _/"“’_—‘
EU Solvency
IFRS '
US Solvency

Wustrative only, i.e. tha linas are not representative of any specific case

®» Allowing alighment of economic steering with solvency considerations

= Allowing true risk-based capital and portfolic management and pricing

> Joint effort of all stakeholder needed to move towards economic view

. Raj Sinal | 04 Rovamber 213143 § 5 Bianneal Confamnce on Risk Maranonst and Supeivision, Base

Swiss He
I3

Solvency hworking to reinforee
comHnon goals
Soivency Il promotes sound risk and capital management

- Principles of approved framework directive are economic and risk-
based

Implementation to properly reflect these principles (e.g. appropriate
recognition of risk mitigation technigues

Effective group supervision needed
Regulation must keep pace with glohalisation of business
l.arge institutions to be supervised in their entirety
Revisit group support regime after 2015

Equivalence between solvency Il and other similar regimes (e.g.
Switzerland/SST) sets the way Torward 1o global convergence

’ Opportunity 1o accelerate cooperation between regulators

|94 Mevembae 2010 § 54 Bivonial Contotence on Risk Management ana Superasion, Basel
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Swiss Re
Independent. centralized risk function i
can help prioritize differant signals

® The economic crisis highlighted the importance of a centralized
risk function

m Realizing the full benefit of an independent function requires that

v the Risk function is well embedded in the strategic steering of the
company

v CRO has an equal seat at the decision table

v Risk has the courage to raise its voice

v Risk provides an independent and transparent view of ohstacles
ahead

Swiss Re
CAOveT I a oG Ovel M toleranao i
valves roeny levals
Risk Management
m Definition of CAR framewark
m Economic capital modelling
& Limit framework
= Risk reporting
Finance &
A | BoD | ﬂisk Co. l
1D
® | Executive Committee |
=
@ Group Risk & Assaet Liability Group Products
Capital Co. Co. & Limits Co,
' -, —_—_—_————— "
H Economic value Management Bal Sheet Manag t H
! u Definltion of EVM framework m All capital views :
: m Economic income reporting u Solo and consolidated view 'l
: = Risk adjusted performance w QOperatlonal execution :
: u Planning :
' Finance function )
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Swiss Re

Assumptions and models driving your i
risk tolerance must be constantly testea

External validation for
aperational control
Risk factor models
Risk Management > R.lsk
; Figures
Developed by the business

validation for:

Expasure models
Valuation moedels
Pricing models

m integrity of p/l

n integrity of risk
measurement

u appropriateness

R Sin;g;h [434 Mowember 23113 | 5 Biannuat Confurence on Rk Maliaguiizent and Supeivssion, S

Swiss Re

suey, franeworks and analysis are W
nol rehable without acoirate data

Market Risk Domain

P&C Risk Domain

Consalidate data

| Calculate group risk ]

L&H Risk Domain

Risk integration

Liquidity Risk Domain

A

Risk Dlomain fntegration -

lAnaIysis/ graup limit comroi]

L&H

P&C

her 20HG § 5" Bleonial Cortel on Rish haanagement apd Sypemyisiun, Basol
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Swiss Re
Think ahead to envision your future risk
fandscape

w Securitized products

m Liguidity stresses
» Off balance sheet conduits
m Tail dependencies

® Sensitivities to key mode!
assumptions

m Full implications of investment
decisions

m Incentives

l‘.l 04 !(!pwemlm‘r E{EALME 4 Biannial Conte

SMacaging nakcrsvolaties lines rogug e SwissRe
oalancing conlheting signabs fram "

satious sakehiolenrs

O Integrate risk tolerance into the business cycle
=>» Risk must he fully embedded throughout the husiness

& Adhere to your risk tolerance
-2 A well-defined risk tolerance can help mitigate conflicting signals

© Embrace an economic view
2 Alignment of economic steering with solvency considerations

® Ensure Risk is independent
=2 A central independent risk function helps prioritize different signals

© Think the unthinkable
= Assumptions, models and frarneworks must be constantly tested

© RufSIngh | 04 Novimnt 2010 | § Blernlal Cantetonc on Risk Managomai and Stperatsin, Basl
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Swiss Re
m

trreseprreviner e -

b e e bbbt

Basic Copyright Notice & DHsclabmer for Bwiss Re
Prese-vtations provided to External Parties

®2009 Swiss Re. All rights reserved. You are not permitted to create any
modifications or derivatives of this presentation without the prior written
permission of Swiss Re.

This presentation is for information purposes only and contains non-binding
indications as wel! as personal judgment. It does not contain any
recommendation, advice, solicitation, offer or commitment to effect any
transaction or to conclude any legal act. Any opinions or views expressed are
of the author and do not necessarily represent those of Swiss Re. Swiss Re
makes no warranties or representations as to this presentation’s accuracy,
completeness, timeliness or suitability for a particular purpose. Anyone shall at
its own risk interpret and employ this presentation without relying on it in
isolation.

In no event will Swiss Re or one of its affiliates be liable for any loss or
damages of any kind, including any direct, indirect or consequential damages,
arising out of or in connection with the use of this presentation.

ber 2010 | 6% Bighnial Contizgeriog on Risk Managemont and Supervision, Basel
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BCG

The new era of liquidity risk regulation

Dr. Peter Neu

5th Biennial Conference on Risk Management and Supervision
Basel, Switzerland, 34 November 2010

Financial Stability Institute, Bank for International Settlements

Tur Boston CoNsSULTING GROUP

Agenda

The subprime crisis and developments in liquidity risk

Varirag Ligukdiidisoalkanieuerung 14021 10-PN-FAA_shod _2 pp1

"THE BosTon ConsuLTING (GROUP
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Reminder: Three factors were necessary to spark the
worldwide crisis — although none alone sufficient

= Condiions pre erials: ample liquidity, low
volstilty, low interest rales

- 9 2007 . P of Hqukdity
{markst Rquidity diminkehed, difficulty or

inabliity to sell aasets or ralse hunds)

ONSING
. g,\.JﬁBLEA

ebd e FaredEig

In addition, uncontrollied financial innovation
spurred the blow-up

Vormg LiquiciNarsiosieusrong: 100H0-PN-FRA_shorl_2ppt TiEe Bostow Consurme (GRoup 2
—_—

Incomplete regulatory framework facilitated risk taking
Incomplete reguiatory capital adequacy ratio and lacking regulation of liquidity risk

Capital adequacy ratio (Tier 1} Excessive and unregulated Aggregation of maturity
proved to be a poor predictor for leverage {relative t¢ common transformation and funding gap
future losses equity) enhanced banks' losses lead to growing liquidity risk

Growin of deposits and loans (in % of GDP)

o o, 4 g
Write-downs ard losses/total assets (%) Write-downs and losses/iotal assets (%) in the German markel {1556-2008)
25 2.8 9 50
Switzerland? & Syitzedand
2.0
100
15
Deposits
1.0 4 Ausiralia @
£ 4 Largest gap i 1897 prior
France ® Norway o securitization wave
057 § It.l
® Japan 3y
5.0 T ! 0.8 r - v - . y O T O OO
0 5 10 15 [ 1 2 3 4 5 5 60 65 70 75 80 B5 90 85 00 05
Tier-1 ratic (%) Common equityllolal assets (%) Years

Wola: Calculalions hased on thi sampio of banks reporling wrrte-downs and cradil kesses s repaled by Bloombarg, exciuding US bankg (whee mos| cangramerate (03568 occurted in lf-balance
sheal vebiclas 1o which Bassl caollal adequacy did not apply) Witia downs b loszes are accumulalad fiom January 2007 uhli mic-2008., Tial 1 tafios, latal assels nd common aquly wa everages of
20062008 enc-of-yaar dala (2007-2008 for Japan Tier 1 ralio} Sourca: OECI! report, *Thinklng bepond Banel Il neceseaty sofulions Ior caphal and guldty’, 26 May 2010

Vorting Linuiddatsrsikasteuensng: 140H0-PN-FRA_shor_2 ppt ‘The Bosrox Consurting Grour 3
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Many global banks tried to boost ROE by increasing leverage
and diluting regulatory capital

Ain leverage vs.

A in asset margin vs.
A in equity dilution 2004 - 2007

A in ROE 2004 - 2007

% A lavarage’ % A Bsset margin®

& 100 -
} - ( F‘n ] . =
50 e
e
40 -
\ ,../.’
. n : . ‘ = i \
- 04 | | - 150 100 . » 0 100
i 1 % & ROE*
* w P
L - 0-} * . —— .,--“
) 20 o %o, ) 40 100
. -
J . % A equity
20 dilution® 150
. ¥of  for  Jor |
? |
: Net Incoms Total Assets T1 Capital Met Income i
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1. Tolal masabsfder] cepltal 2, Thar 1 nasels 4, uﬁ!w
Source: Bankicops dals, BCG analyals following a umua anawsin Ancrew Holdans, Simon Brennan and Vacielos Madouros In “Tha Future af Finance' {LEE Hapar, 2010)
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The crisis revealed severe shortcomings in banks' liquidity
management approach

n Mistaken belief that wall of money from Chinafresource-rich countries and prolonged
low interest rates render liquidity a "non-issue™

n Overreliance on short-term debt and insufficient liquidity buffers

n Insufficient understanding of stressed markets regarding contagion and liquidity risk
+ Liquidity suppon for conduits

+ Links between collateral call and value of collateral, interest rate, and credit spread risk

n Insufficient contingency planning and pricing of liquidity
+ Treatment of contingant assets and collateral
+ Hedging strategies for structured products (e.g., TRS)

n Insufficient consideration of funding constraints in business strategies and planning
= Ovearreliance on cross-border funding to facilitate growth in emerging markets (e.g., CEE}

* Expansion in investment books at the cost of client business

n Insufficient attendance of liquidity risk in regulations {micro-prudential approach)

Vortrag LiquicHissikostatmolg MO 10-PN-F Ik _thon_2.p01 Tk Boston Consunng (Froup
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The subpome origis ang developments in lguidity risk

Regulatory response and best practice liquidity risk management

Loovealetenny
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Regulatory response to the financial crisis (Basel 3) address
all three drivers albeit some of them with great delay

Main motivation Time Line

" Beiter Quatity of .
7 chpital

Basel li Tier 1 Capilal will be replaced by Bass! Il Core Tisr 1 Capital (mainly common equily) 2015 - 2022
Characteristics of Core Tier 1 loas absorbency, permanency and flexibility of payments

P ital + Increase in RWAs malnly due 1o slricler markel risk, (re-Jescurilizalion and clpy risk regulations 2012720153
|e:;3|:::’laa; + Higher core T1 rekio 4.5% (B2: 2%), higher T1 ratio of 6% (B2: 4%), conslant lotal capilal ratio of B% {2013 -} 2015
. . 5 + Leverage ralio of 3% as backstop limit 1o calch shon-comings of risk-based capital approach (2011 =) 2018

Better risk + Enhance risk Pillar 2 issues (governance, riek eppetite/sirategy, regulatory suparvision pi }
f i —— = Improve liquiddy management: Indicator fof shotl-term (Liquidity Coverage Ralle > 100%) and (2011 =)
9 siruciural lkquidity risk {Net Stabls Funding Ratlc > 100%) 20152018
' L ~ Introduction of mandatory Core Tier 1 capital bulfers? of 2.5-5% on fop of minimum core T1 capftal {2016 -) 2019
EEIS i requirements 10 ensure capial availabiity over the businass cycle
‘pro-cyclicality + Credil provisioning based on expacied Joss and application of downlurn PDs 1o capilal cakculation the

Less + Discussion of “banks belhg toc big to fail* - requiremen for "bank resolution” plan Ibd
systemic risk « Discussions about capital markets iransaction tax and bank 1ax Ibd
¥: ] * New requirements on bonus peols and incenlivalion programs 2011

1. Loss absorbency, pamanance, hexbility of payments 2, Criteris: 5050 deductions, defarred lax aasels, kwvestments in financial hokiings, pansion deicits, revatuation reserve, minonly inferesis
3 Capilal :nnsmanlm buler (2 5%) and counlarcyclical burfler {0-2.5%) m bmes of excessiva cradi growth
Sowce’ BGA anal;

Vonllal.lquldlll.wsliwhww 140CI10-PNFRA_shon_2.ppt TiE Boston Consuring Grouve 7
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Backup

New regulatory requirements reflected in key ratios

Canservation buffer +

Cora Tier 1 capital {countercyclical buffer}
2 4.5% —_— 2 25%-5.0%
RWA RWA
Capital )
+ Core Tler-1 mtio as dominant measwre of » Consefvation buffer in upswing of 2.5%
caphtal adaquacy (e.9., hybrids and silant » Countercydical butter in times of excessive
participations excluded) cradh growih of up to 2.5%

Liguidity

"+ Inlention to ensiire jiquidity ovar i
shod term perlad of 30 days under stress

Tier-1 capital

2

Leverage Total Assets’ + 10% x 0BS?

Calcutation as average over the quarter
Raviewed after observation in H1/2017

Total Assals o bo redused by requisicry deductions thal are applied lo Tier 1 copital - addiionally Bacel i) pefing tor derhallvoy poasible 2. Ofi-Balance Eheot ilems {e.g undrewn cradi. wilflen
cns) Assuenplion; CCF of 10% raferting lo ofl OBS

Saurce, Basel cummmu on. Banking Supaivision
Vorttag | kqukanasrtsikosl suenng 140l 0-FH-FFA_shor_2opl “ThE Bosron ConsurTmg GROuF ]

New liquidity requirements are a good complement to the

2008t qualitative approach on liquidity regulation ...

Meeting 100% NSFR is still 2 challenge for most Framework still contains conceptual
German banks even after revision of the framework problems even after revision
NSFR' in % Overall

+ Framework too sirongly looking inlo Ihe past - struclures of
crises ara usually very diffarsnl

Crises arg usuaily very specific Lo indvidual institules — potential
“dilsmmias” for banks using inlernal models

Framewoik too strongiy biased against wholesale business —
maey underestimate vulnerability of relail markels

Slalic approach wilh simpla 1atios, bt huge impact — no recog-
nition tor cashilow- / multiple scenario-based inlernal models

Min. requiremen Limn 10G%
S0% B 6% o

quuld assels / Available stable funding
: = S0 High rellanca on potentlally “risky" governmenl debt
I I " Iy v Vi wil vill 1% * Inconsistency with "cemiral bank eligibiljly*
80% stablifly of retail deposits potentially too posilive tor a
specific “bank run® scenatle
Categoilzalion of deposils? lechnically ditficull to impiement

Mitigation Measures
- Replace banking bonds by eligibla bends (gov't, covered bonds, .. )

Increase share of reted deposits at 1he cost of wholesale, money Qutflow / Required funding

markets and capilal markets funding +  Unrealislically assumptions for inlerbank markets ("0%" rollover)
Enhance term funding of assets / reduce tenor of assets + Differentiation between carporate loans and corporate bonds
Encourage DCM al the cost o wholesals lean business questionabls in crisis situations

Reduce credii commilments

... but aré na réplacement for an internal, institute-specific

assessment of liquidity risk

1. Proloima calewlallon on VE 2009 data assuming lul Implementation of Besel Il wikkout nigaton maaslues 2 Skong focus on "intar-bank market bank run” 3, "SlablerLess stable”, “withd without
aparational refationstup® Note: No #slimales for Riquidity coverage rali due ta data avallablity 1. Lavorage ratio ceiculatid wilhout any neling of derivalives and ma year-and rato
Sowrca. BCG Filar 3 databaze, Bank disclosure reports, anhual tepotls 2008, Bankscops

Vorttag Liquidesististkosteusrung 14001 10-PN-FFA_shon_2.pm Tire Boston Comsurting Grous ]
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2008 Sound practices paper addresses all relevant topics
and in line with internal management of liquidity risk

planiing and steiting process
+ Eciny ok roperting and
dlsclosue

- comiunication strategy
* Limk eysiam (metrc, valuse)?

1. Rital, 'whalsssie, money and copltal markets
Souiow: BGG Pla for o & quichly cisk

voriagL 4OctHi-PH-FRA._shorl_Zppt . ‘TizE BosToN CoNSULTING GROUP 10

New BCBS-2009/2010 liquidity standards still to be
implemented at aimost all banks - high complexity expected

Adoption of coming regulations Observations

‘Principlas for Sound Liquidity Risk + Implementation of BCB5-2008
Mgml. & Supervision’ (BCBS Jun. sl takion pro " Principles apparently
2008} 0% mplamantation progress 100% progressing weill for ali banks

Liquidiy principles : & « B3 liquidity KR in most banks

not available on an automated

Elemsnts of curtent BCBS basis — significant implementation
consultation paper?{as of Dec. 2008) elod is expectad in most banks
already in use Use according to BCBS definition

Some banks report usage of

Liquidity Caverage Ratia (LCF)  [2 . 100% similar measuras 1o altain the
H same objeclive
Nel Stable Funding Ratlc (NSFR) [~ I —
Contractual Maturity Mismaich ; R
s 4
E§ Concenlralion of Funding - " - T
‘E‘ g S '
k3 Available unencumbered assels '
Market-relaled menitoring locls :

Expecied laxily with regard 3 .
M rp. com P::'nm 'gard 1o Low Complexity High

Expected comptexity

4 Avelage of provided Enswels 2, ‘Infeinabonal Iramework for Iiquidily rlsk mgml.. standards, and menllanng’, BCBS, Dacamber 2008 @ Al banks
Source: BCG-Treasury Swivay 2010

Vorithg Liguidiais ishosisuprung: 4 0C 10-6N-FRA_shon_z.peh Thz Bosron ConsuLting GRoup 11
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The suborimes orisis and devetoprents

tes Hheyuniedity risk

Baculatory response

Looking ahead

Vorlrag Liquickmasriaicatenatung 140CH -PH-FRA_shon_2 ppl

srgd est practice linnidily visk aanagemend
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Key challenges ahead for liquidity risk management

!” Matchmg liquidity risk strategy and business strategy
Impact of B3 LQ-rules con product profitability and business strategy
* Adjusting funding sources, instrumenis and funding plan
+ Adapting internal steering mechanism: Funding costs (FTP, client rate) for term liquidity,
contingent liquidity, metrics/KR!, and timits system

\/ Implementation of new regulations in banks' IT systems
* Readiness for observation period for LCR and NSFR to start in 2011/2012
+ Managing LCR and NSFR - shifting liquidity reserve, issuing sufficient debt at suitable rates, ...
* Identification of "stable" deposits and “clients with operational relationship” in IT systemns
+ Prioritizing of various “urgent” implementation topics: B3, FTP, internal model

\/ Resolution of potential contradictory steering impact
+ Intemal liquidity risk models (Pillar 2} vs. LCR/NSFR (Pillar 1) — partially contradictory approaches
* Review of cashflow modeling, scenario definittons and behavioral adjustments
« Review of liquidity risk appetite: definition and size of the liquidity reserve, time-to-insolvency

Sourca BCG annlysis

Vortrag Licuiditatarisihostuuerung: 140CH1 0. PREFA_short_2.g01 ‘Tie Boston Consurnne Grour 13
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Some homework to do for requlators and G20

Quantitative framework for liquidity regulation is fragile, simple LQ-rules can have
huge impact on markets / real economy — test phase with potential recalibration is key'

Higher required regulatory capital further incentivizes regulatory capital arbitrage —
regulators need to define early warning Indicators for excessive usage

B3 makes a shadow banking systems and the move of risks out of regulated markets
more probable — consistent regulation of risks beyond the banking sector |8 required

A more stringent regulation under Pillar 1 inevitably leads to a larger gap to Pillar 2
capital and liquidity adequacy — reguiators need to advise on how to deal with this

More Pillar 1 regulation will not fix the core of the problem - ragulators and
supervisory boards need to encourage different behavior, governance and risk culture

NN N NS

‘/ Regulation can only do parts of the job — stronger collaboration with central banks'
monetary policies and accounting rules Is required

1 E.g. 0 swong focus on a bank run &l interbank markets.
Sourcs; BCQ. analysis

Vortrag Lioukitaletsbeloyerung: WOR10-PHFRA_thort 209t The Bostox Consurrmic Grour 14

Key trends to be considered for the banking industry

Lower margins and growth, less liquidity and capital
» Efficient management of financial resources will be a competitive advantage for banks
* Growth mostly out of relative weaknesses of competitors

‘»/ Less product innovation and less complexity—traditional banking products and client
franchise will regain importance

‘/ Further interbank and internal consclidation
« Demise of wholesale funding drives fight for retail deposits and further consclidation
+ Costs reduction and lean precesses/infrastructure
« Investment decisions under increased scrutiny requiring better data and information
+ Customer may see in consolidated markets an increase in fees and prices

- Time of easy money is definitely over — banking to move more lmo

a facilitator rols for the raal sconomy 7

Source BCG anclyss . .
Vorireg Liquikdialarkshosteuarung: GG 0-PM-FRA_Shon_2 ppl Thie BosTon CoNsuLTING GROUF 15




N
\f

FINANCIAL STABILITY INSTITUTE

BANK FOR INTERNATIONAL SETTLEMENTS

Q&A

Thank you for your attention!
Questions?

Contacts:
Dr. Peter Neu
Pariner and Managing Director, The Boston Consuhing Group
An der Welle 3, D-60322 Frankiurt, Germany
Ney.Poter @beg.com +49 60 D150 21560

Vorireg Uidtisrialialeuarung- 140C-PH-FRA_shor_Zppl TiiE BostoN CoNsULTING (GROUP 16




