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Why Active Credit Portfolio Management?
A Brief Introduction
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CPM Held Up During the Crisis

« “We've kept the bank open for business”

 “We are back on the map, with more ability to affect
good decision making than we have had in years”

« “Hedge strategies have proven to work well”

« “We were able to convince senior management to stay
out of the problem asset classes”
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Credit Traits: Asymmetric Outcomes

* Aloser's game”

* Primary focus: Managing
the downside

A small number of bad
outcomes can put you on
the downside

4  © 201i IACPM June 14, 2011 — China Credit Portfolio Management Forum I ‘/\C PM



Credit Traits: Correlations and “Fat Tails”

« Bad years happen more often
than we suppose “they should”

 Fat tails + long credit cycles
= The “illusion of uniqueness”

— “The credit crunch”
— “The accounting fiasco”

— “The commercial real estate
debacle”

— “The third world debt crisis”
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Credit Combines Two Distinct Activities

“Origination” “Portfolio”
« Specialization  Diversification across
iIndustries
- Expertise

* Diversification across
geographies

Relationships

 Limited concentrations

Volume
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A Summary

« Asymmetric outcomes

 Fat tails and correlations — rare (tail) events are more
common than we intuit

« Two business activities — “origination” and “portfolio”

The remedy: Active credit portfolio management and
diversification
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To Implement CPM, We Need Control Levers

Front end controls
* Policy, limits
. : L : Supporting
Transaction origination and vetting Functions
- Deal/credit committee input Notaways in CPM
rganization
- Pricing tools (RAROC, etc.)
. svndicati t al i1 CPM i ati *CPM research
yndications (not always in organization) -Reporting/Data

* Transfer price for credit Analysis

Quant
Modeling/Analytics
*Problem Loan Mgt.

Back end “Tools”

* Loan sales sLiquidity Mgt.
* Hedging (single name & “macro”
» Securitizations

« “Long book” to diversify
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Getting Started With CPM

Recognition by senior
management of need for
change
(Originate & hold vs. ACPM,;
unbundling)

Educate the organization,
change culture

Improve measurement and

management of credit risk

(Use of models and market
data)

Rationalize economics of
borrowing clients and their
use of capital

Develop
business plan
for credit

portfolio
management

Front end
control levers

Redeployment
of capital for
better risk/return
optimization

Back end Toolls ||

Every bank constructs its own CPM model!!
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Firms Apply CPM to Different Asset Mixes

. Trading - .
Corporate Loan | LeveragedLoan SME/ Middle Municipal Credit .
Book (C&l) Book Real Estate/CRE Market Co:xt:.;;::ty Risk Retail/Consumer Workouts Other

Source: IACPM 2011 Principles & Practices in CPM Survey
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Not involved
Advisory role

Firms Build Uniqgue CPM Organizations

Full and sole responsibility

Does not apply

Origination Function

Transaction origination and vetting
(e.g., pricing, hold amount, approval)

Limit and Policy Setting I

Transfer pricing of assets from
origination function to portfolio function

Market Tools

Portfolio CDS hedging

Portfolio securitization

Investing in a “long book” to create
diversification balance

Portfolio Secondary sales

Supporting Functions

CPM research (dedicated sector/ nam
research within CPM)

Portfolio Reporting and Data Analysis

Quantitative modeling and analytics

Problem loan management

Liquidity Management

Source: IACPM 2011 Principles & Practices in CPM Survey

11  © 2011 IACPM June 14, 2011 — China Credit Portfolio Management Forum I AC PM




CPM Mandate Can Vary By Firm

Main Objectives of CPM Unit  (multiple responses possible) % Rank
Improve portfolio structure, reduce concentrations 77 1
Provide portfolio information 74 2
Help guide origination 70 3
Manage Return on Equity, RAROC or analogous target(s) 60 4
Optimize Risk & Return (either quantitative or qualitative) 58 5
Manage maximum “risk appetite” target 57 6
Manage P&L volatility, absolute P&L and analogous targets 53 7
Manage use of Risk Weighted Assets (RWA) 51 8
Managing Regulatory Change 43 9
Other 21 10

Source: IACPM 2011 Principles & Practices in CPM Survey
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Portfolio Managers Use Many Controls & Tools

Relative Importance of CPM Tools (%) Most Somewhat ~ Rarely Do Not
Important  Important Used Use
Discipline at origination (e.g., concentration limits) 65 23 4 8
Single Name CDS 35 35 12 19
Loan sales/purchases 15 38 35 12
Transfer pricing 12 25 8 56
Financial guarantees 12 17 44 27
Securitizations 10 25 42 23
Index tranches, baskets, options (usually on CDS 6 16 25 50
index)
Credit insurance 0 19 40 40

Source: IACPM 2011 Principles & Practices in CPM Survey
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Management Confidence in CPM Remains High

Senior Management
Confidence in CPM Change in Senior Management Confidence

2011 2010
0
1 0% Low Significant Increase 28% 16%
0
2 4% Somewhat increased 42% 50%
3 6%
| Unchanged 28% 25%
4 6%
Somewhat decreased 2% 5%
5 38% [ gm0 o
92% Significantly decreased 0% 2%
0
6 42% Unclear 0% 2%
7 6% JHigh

Source: IACPM 2011 Principles & Practices in CPM Survey
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Seminar Agenda

* Introduction: Why Active Credit Portfolio Management? (CPM)

* Models for CPM QOrganization

« CPM at a Bank Which Emphasizes “the Front End”

« CPM at a Bank Which Makes Heavy Use of “Bank End Tools”

« Panel Discussion: Implementing CPM

* Lunch

« Afternoon Introduction

« CPM Measurement and Modeling

« How BoTMU Developed CPM in Japan

« Panel Discussion: Comparing Chinese and International Experience

5 ©201i IACPM June 14, 2011 — China Credit Portfolio Management Forum I /\C PM



