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stop writing and start uploading during the last five minutes. Take this into account when planning your review
and submission. There will be no time announcements.
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not followed instructions as set out above.
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QUESTION 1

You are the head of financial risk management at Rainbow Bank. The bank’s CFO has expressed
concern regarding the impact of recent changes in interest rates and has asked whether the associated
risk is being effectively managed.

i Define ‘Interest Rate Risk in the Banking Book’ (IRRBB) and explain how this risk arises. Your
explanation should be supported by a relevant example.
[4]
The bank’s CFO is concerned that recent changes in interest rates could negatively impact net interest
margins within the bank’s retail banking business.
ii.  Define ‘Net Interest Margin’ (NIM) and state what it is intended to measure.

[2]

The following table contains average portfolio sizes as well as interest income and interest expenditure
(before impairment of advances) for calendar years 2021 and 2022 for the retail portfolio:

Average Portfolio Size (m) Interest paid/earned (m)

2021 | 2022 2021 | 2022
Advances
Mortgages 100,000 108,000 5,000 9,180
Vehicle Finance 50,000 52,500 3,500 5,775
Term Loans 20,000 20,500 3,600 3,690
Revolving Credit 23,000 26,000 2,070 3,120
Deposits
Current and Savings 55,000 57,000 1,100 2,280
Call Deposits 85,000 87,000 2,550 4,350
Term Deposits 65,000 66,000 2,600 3,960

iii.  Calculate the Net Interest Margin (NIM) for the retail portfolio for 2021 and 2022.
[2]
iv.  Referring to the information contained in the table, comment on the change in NIM between 2021
and 2022, and indicate further information you would require responding to the concerns raised
by the CFO.
[15]

The CFO has asked whether you would recommend hedging some or all of the interest rate risk in the
retail banking book.

V. Outline key points that you would include in your response to the CFO.

[5]
[Total 28]
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QUESTION 2

BankXYZ is a medium-sized bank that serves a range of retail and non-retail customers. BankXYZ’s
ALCO has recently appointed a new head of liquidity risk management. They have asked her to review
the key liquidity risk metrics, identify potential areas for concern and make recommendations to address

these.

i Briefly explain the concept of Liquidity Risk and explain the importance of liquidity risk
management in a banking context.

[3]
As part of her analysis, she has identified the following key metrics, model output and report.
a. Liquidity Metrics
Metric Previous Current
Loan to Deposit Ratio (LDR) 90% 105%
NSFR 110% 105%
LCR 105% 104%
Liquidity Risk Factor (LRF') 19 23
Short Term Wholesale Funding | 24% 20%
Reliance
Liquidity Asset Buffer 120% 115%
Market Lockout? 121 118
Encumbrance Ratio 10% 11%
Type A : Type B Ratio® 25% 30%
Note:
1. Maximum acceptable LRF is 24,
2. Market Lockout internal limit is 120 days, regulatory limit is 91 days,
3. Type A : Type B ratio internal limit is 35%
b. Cumulative Liguidity Model output
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c. Concentration Report

Bank Top 5 Counterparties Previous Current
Bank A 5% 7%
Bank B 4% 5%
Bank C 3% 3%
Bank D 2% 3%
Bank E 2% 2%

Note: Maximum acceptable concentration is 5%

ii. Briefly explain the purpose of this information (the various metrics, the model output and the
concentration report), interpreting the results, and draft recommendations to the ALCO.

[21]
[Total 24]
QUESTION 3
i Define ‘Effective Interest Rate” (EIR) and explain its use in context of IFRS9.
[4]

ii.  Explain what may cause the Effective Interest Rate to differ from the interest rate specified in the
financial contract at its inception.
(3]

You are the chief risk officer for Block Bank. The prudential authority in one of the territories you
operate in has placed a competitor, Check Bank, under curatorship. The curator has indicated that she
is considering selling certain assets in the execution of her duties, and specifically the Stage 3 advances
of the bank.

The Board of Block Bank has asked the management team to evaluate the purchase of the Stage 3
portfolio as a potential opportunity.

You have gathered the following financial information from the public record:

Check Bank audited financials and supplementary information

$m 30-Jun-21 30-Jun-22
Stage 3 Advances 3000 4000
Stage 3 Impairments 1000 1000
Minimum regulatory capital: Stage 3 (IRB approach) 200 600
Write-offs in 12 month period up to reporting date 500 500
Gross interest margin on total advances 16% 20%
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Estimate a range of possible minimum offer prices for this Stage 3 portfolio based on the
information gathered, detailing the steps taken in producing the estimate range.

You may assume:

e Anovernight risk free rate of 10%
o A5 yearrisk free rate of 15%
e Block bank’s cost of capital is risk free + 10%
[19]

Detail what further information you would require to assist in assumptions setting to determine
a reasonable financial value.
[6]

Detail what further information you would request to evaluate the viability of such a transaction.
[16]

[Total 48]

[GRAND TOTAL 100]
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