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Banks provide three core services –
only one leads to asset risk

Security

• Deposits

• Safe keeping

• Risk management (FX/IR swaps, etc.)

Remittance
• Payments

• Transfers

Funding
• Capital/debt raising

• Lending/investment Asset risk



Banking risk taxonomy

Risk

Financial Risk Non-
financial Risk

Credit Risk Asset/
Liability Risk

Market Risk Business RiskOperational 
Risk

= Earnings Volatility



Asset risk is driven by a 
number of factors

Asset Risk
Lending/investing

Interest 
Rate driven

– MTM changes
– EVE changes

Equity 
price driven

Credit risk driven

• Transfer priced 
to Treasury

• Not significant 
in typical 
Australian 
balance sheets

• Most significant 
(retail and 
corporate)

Liquidity driven 
– Contingency
– Systemic



Risk profile of Australian banks 
is dominated by credit

Risk profile of Australian banks
Based on June 2012 RWA1

Market 3%

Credit 86%

IRR BB 3%

Operational 8%

1. Based on combined RWA of ANZ, CBA, NAB, MQG, WBC. Source = Banks’ Pillar 3 reports
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Credit risk is long-tailed
Australian bank impaired assets to total assets1

Quarterly experience 1994 – 2012

1. RBA statistics, Oliver Wyman analysis
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Banks think about credit risk in terms 
of PD, LGD, and EaD – as does Basel

Probability of default (PD)

Exposure at default (EaD)

Loss given default (LGD)

×

×

Core Pillar 1 components

Bank’s exposure to the borrower at the 
time of default

=
Expected loss (EL) 

from credit risk

Magnitude of likely loss on the 
exposure (expressed as a percentage 
of the exposure)

Likelihood of a default by borrower 
over a particular time horizon



Credit risk management methods

Underwriting 
standards

• Limits on Loan to value (LTV) ratio – for mortgages

• Lending restrictions based on PD

• Documentation standards

• Loan serviceability standards

• Etc. 

Portfolio action • Hedging (CDS purchase, basket trade, etc.)

Portfolio limits • Concentration limits for corporate 
(by name, industry, region)

Discussed in 
more detail



Portfolio limits – name level 
$ BN
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S&P rating

Funding limit based on $10 MM 
of regulatory capital

Typical limit structureEnron

Highest rating in year of 
collapse: BBB+ 

Total assets: $63 BN

Total debt: $31 BN

Worldcom

Rating in year prior to 
collapse: A-

Total assets: $107 BN

Total debt: $41 BN

HIH

Highest rating in year of 
collapse: BBB+ 

Total assets: $8 BN

Total debt: $7 BN



Portfolio limits – industry
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Core business
Limits determined 
granularly, based on risk 
appetite, industry risk profile 
and strategic 
considerations

Non-core business
Generic limit, e.g. 
5% of credit risk capital limit

Off-strategy industries
Low, monitored limit 
to each off-
strategy industry

Typical industry limit setting framework
Total limits exceed 100% 
of credit risk capital allocation 
to allow flexibility in business 
generation

Monitoring triggered 
at 70–80% of credit 
risk capital limit

Electricity & Gas

Mining & Minerals

Transport & Storage
Retail Trade

Financial services

Property

Industry X

Industry Y

…

Illustrative

…



Portfolio limits – country
Components of country risk

Country risk

Transfer risk Sovereign default 
risk (local or 

foreign currency)

Domestic 
macroeconomic 

risk (DMR)

Increased risk of 
lending in a more 
volatile economy or 
political environment 

Risk that a 
government will be 
unable or unwilling 
to make hard 
currency available

Risk that a 
sovereign will 
refuse to honour its 
external obligations



Caveat: loan level details still important
Non‐Recourse States Delinquency rates

Non-recourse state

• To know how to walk away from a 
mortgage in the 23 recourse states see e.g. 
www.youwalkaway.com



Concluding comments

• Asset risk: complex, and historically managed 
based on portfolio theory

• Portfolio approach creates need for risk 
transfer (e.g. through securitisation)

• Securitisation heavily tested by crisis -
expected to regain momentum with simpler 
structures and greater transparency (see e.g. 
www.marqservices.com)



Qualifications, assumptions 
and limiting conditions

This report is for the exclusive use of the Oliver Wyman client named herein. This report is not intended for general 
circulation or publication, nor is it to be reproduced, quoted or distributed for any purpose without the prior written 
permission of Oliver Wyman. There are no third party beneficiaries with respect to this report, and Oliver Wyman does 
not accept any liability to any third party. 
Information furnished by others, upon which all or portions of this report are based, is believed to be reliable but has not 
been independently verified, unless otherwise expressly indicated. Public information and industry and statistical data 
are from sources we deem to be reliable; however, we make no representation as to the accuracy or completeness of 
such information. The findings contained in this report may contain predictions based on current data and historical 
trends. Any such predictions are subject to inherent risks and uncertainties. Oliver Wyman accepts no responsibility for 
actual results or future events.
The opinions expressed in this report are valid only for the purpose stated herein and as of the date of this report. No 
obligation is assumed to revise this report to reflect changes, events or conditions, which occur subsequent to the date 
hereof. 
All decisions in connection with the implementation or use of advice or recommendations contained in this report are 
the sole responsibility of the client. This report does not represent investment advice nor does it provide an opinion 
regarding the fairness of any transaction to any and all parties. 


