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Principles and Practices

_CREDIT PORTFOLIO MANAGEMENT AT THE

|

s TAIL END OF THE CREDIT CYCLE

SURVEY GOAL
IACPM Members share their views on the state of CPM

today, their priorities, goals and objectives, and how the

practice is evolving and expanding in terms of structure,

reporting, tools and its role in the enterprise.
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Executive Summary

The International Association of Credit Portfolio Managers (IACPM) recently conducted its 2019 Principles and Practices
Benchmarking Survey. This Survey, conducted every other year, looks at the evolution of risk and credit portfolio management
(CPM), organizational structures, mission and mandate, tools, and outlook for the future. The goal is to allow firms

to benchmark their practices versus those of other leading financial firms. Sixty member firms globally participated. In

addition, JACPM staff conducted interviews with a number of participating firms to help inform observations.

The 2019 data shows a range of CPM business models and there is no “one size fits all” model. Approaches reflect
factors including organizational structure, nature of the portfolio, geographic location and culture. Individual firms” business

models continue to evolve over time according to their specific objectives reflecting changing constraints and priorities.

The data shows a high seniority of the CPM function within the firm which further increased between 2017
and 2019. Some 50% of respondents cited reporting within two levels of the Chief Executive Officer (CEO)

and 90% are within three levels. This compares to 40% at two levels and 76% within three levels in 2017.

KEY AREAS OF FOCUS FOR CPM
Late Stage of the Credit Cycle - Balancing Growth and Risk. The current stage of the credit cycle has heightened scrutiny

on assessing risk/return and using capital efficiently, while still working to meet overall growth and new business targets.

Increasing Alignment with Line of Business. CPM functions cite closer alignment with line of business on
portfolio and client strategy. The alignment takes a variety of forms, depending on the nature of the firm and
of the role of the CPM function within it and can include organizational reporting structures within the first

line of defense, roles in deal and capital committees, risk/return and pricing model alignment, etc.

Portfolio Risk Mitigation — Front-End vs. Back-End Tools. CPM functions use a range of risk mitigation
strategies depending on the nature of the firm and the liquidity of the portfolio. Discipline at origination (i.e.,
credit onboarding policies at the front end of the transaction) remains the top area of focus. Market tools
(i.e., risk mitigation in the markets post booking, or “back end tools”) are used where available. Syndications/
loan sales and insurance ranked most highly in this year’s survey, along with CDS and securitisation. There

are some meaningful differences in the application of tools depending on region/jurisdiction.

Strategy and Governance Roles, including ESG and Sustainability. In addition to roles in guiding origination, portfolio
reporting and market execution, CPM functions are involved in risk governance and strategy. Among these areas are:
concentration limits, emerging risk identification, stress testing and capital allocation. Notably, over 60% of responding firms

indicated co-responsibility or advisory roles in addressing environmental risks and sustainability strategy for the portfolio.

Data Strategy. Data aggregation, reporting and information analysis as a category ranks among the top three priorities for
CPM. Specific goals range from improving data quality to developing/refining dashboards for emerging risk identification

as well as expanding machine learning capabilities and accessing external sources of data for risk assessment.

Regulation, Accounting and Capital Efficiency. The new Basel requirements are a driver for capital efficiency as well

as strategic portfolio assessments. This is especially the case for European participants for whom capital efficiency / RWA
reduction ranks highest among their priorities, vs. third for North America and in a tie for top priority for Asia Pacific.
The impact of the new credit loss accounting standards, IFRS 9 and CECL, is also a priority as firms and CPM functions

continue to assess the business and strategic impacts, especially as a negative turn in the credit cycle will increase volatility.
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“There will be another financial crisis. This is almost a certainty with a

[fractional reserve banking system that relies on leverage and maturity
mismatch. Our job as regulators and supervisors is not to prevent future
crises, but to reduce their likelihood, and perbaps more importantly,
their impact on the real economy. And whether the next crisis starts
from within the banking system, the shadow banking system, central
counterparty clearing houses or another part of the financial system, it

will affect the banking system in one way or another...”

William Coen,

Secretary General of the Basel Committee on Banking Supervision
20th International Conference of Banking Supervisors

Abu Dhabi, 28 November 2018
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. Introduction

Credit risk measurement and portfolio management are
evolving within financial institutions. The late stage of the
credit cycle and concerns about credit outlook are heightening
scrutiny of the credit portfolio and the focus on industry

and concentration risks. Further, the evolving regulatory

and market environment continues to drive changes in

organizational approach and priorities.

Against this backdrop the International Association of Credit
Portfolio Managers (IACPM) conducted its 2019 Principles and
Practices Benchmarking Survey. This Survey, conducted every
other year, looks at the evolution of risk and credit portfolio
management (CPM), organizational structures, mission and
mandate, tools, and outlook for the future. The goal is to allow
firms to benchmark their practices versus those of other leading

financial firms. Sixty member firms globally participated.

Among the topics addressed are:
* Portfolio Definition and Coverage Responsibility

* Organizational Structure, Reporting Lines and

Governance

* CPM Functions, Objectives and Key Performance
Indicators (KPIs)

* Implementing the Mandate: Tools and Execution

¢ CPM in the Future: Evolution and Priorities

Note on the survey demographics:

The IACPM 2019 Principles and Practices in CPM Survey results
include responses from 60 firms globally: 49 banks, as well

as 11 re-insurance/insurance firms, multilateral development
banks, and export credit agencies with a range of balance sheet
sizes. Most observations on the survey results contained in

this paper reflect the aggregate data across all respondents; in
some instances, however, “bank only” data by size of balance
sheet and geography provides specific insights on industry
practices for those firms. The text distinguishes references to
the “bank only” results, where applicable. See appendix for full
demographics.
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I1. Portfolio Definition and Coverage Responsibility

One of the starting points for CPM and the nature of the
function at the firm is “portfolio definition,” i.e., what assets
are in the firm’s portfolio and what assets are included in
the CPM remit. The nature of the assets (large corporate,
SME, retail/ consumer etc.), their risk profile and liquidity
are key factors in determining priorities of the CPM unit

and the tools available to measure and manage the risk.

Figure 1

The top five asset classes for which banks responding to

this survey have risk management responsibilities include:
corporate loan book (94%), leveraged loan book (82%), real
estate/ CRE (80%), project/object finance (65%) and asset
finance (59%). Middle Market/SME also is well represented
(57%). Some CPM units have coverage of other assets in the
firm such as retail/consumer, trading counterparty/CVA and

HQLA book management but to a smaller degree. (Figure 1)

Percentage of Banks with Risk Management Responsibilities
for the Following Asset Classes Including Commitments

(Banks Only)

Corporate Loan Book (C&I)
Leveraged Loan Book
Real Estate / CRE
Project / Object Finance
Asset Finance

SME / Middle Market
Securitization

Trade Finance

Export Finance
Workouts

Municipal Credit Risk
Energy Structured Debt

31%
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o
Exposure / CVA 2k

HQLA Book Management 16%

o
B
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I11. Organizational Structure, Reporting Lines and Governance

REPORTING LINES FOR CPM UNITS

‘The vast majority of CPM units report to either Line of
Business or Risk, with a smaller percentage reporting to
Finance/Treasury. Larger banks (greater than USD 500

billion) have a higher percentage who report to Line of Business
vs smaller banks (less than USD 500 billion) which have a
relatively higher percentage reporting to Risk. This is true for all
geographies. Comments on the survey indicate that the nature
of the firm’s portfolio and its liquidity are one driver, while firms
active in market focused risk mitigation are largely housed within
the business unit. Smaller firms with less liquid portfolios seem
to be more likely to report to risk. Interview comments indicated
growing priorities for all firms to align with business objectives,
i.e., assessing risk/return, determining appropriate portfolio
allocation to industries and clients, and balancing business

growth objectives and credit cycle concerns prudently. (Figure 2)

FIRST LINE AND SECOND LINE
LOCATION WITHIN THE FIRM

Consistent with the above results on reporting line,
some 67% of banks over USD 500 billion in size are
located in the first line of defense while a roughly similar
percentage, 64%, of banks below USD 500 billion are
located in the second line of defense. (Figure 3)

In interviews, survey participants noted that the differences in
approach reflect both the size of the firm and the nature of

its portfolio (e.g., how concentrated, how liquid). CPM units
often include a range of functions for which alignhment may be
split between first line and second line of defense. Additional
benchmarking work may be useful to look at the specific functions
(e.g., research and dashboards, working with origination,

market execution, etc.) for location within lines of defense.

. Line of Business

Figure 2 Risk
CPM Reporting Line (Banks Only) B Finance /Treasury
. Other
g Americas 50%
5 £
£3
53 EMEA 20% 20%
S w
G2
1%}
é Americas 91%
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=N
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= Asia / Australia 100%
0% 10% 20% 30% 40% 50% 60% 70% 80% 90% 100%
% OF RESPONDENTS
Figure 3

Line of Defense (Banks Only)
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Less than
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0%

32%
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30%

. CPM unit located in the 1st Line of Defense
CPM unit located in the 2nd Line of Defense

3 Lines of Defense (3LoD) framework has been established
but CPM unit does not have a place in this framework
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13%

—————————64% SECOND LINE OF DEFENSE ———

25% 8%

100%

60%

40% 50%
% OF RESPONDENTS

60% 70% 80% 90%

. CPM unit located in 1st Line of Defense,
but also performing 2nd Line of Defense tasks

CPM unit is located in 2nd Line of Defense,
but also performing 1st Line of Defense tasks
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SENIORITY OF THE FUNCTION GOVERNANCE
WITHIN THE FIRM

Reflecting the growing seniority of the function, a significantly

Data from this year’s survey versus that of 2017 clearly higher percentage of CPM units are playing active roles on
shows that the seniority of the CPM function within banks multiple committees at their firms, either in a voting or advisory
and financial institutions has been growing steadily. In capacity. These include the Credit/Deal Committee (71% of
2019, some 50% of respondents report within two levels banks represented with 53% in a voting role). In 2017, 61% of
of the Chief Executive Officer (CEO) and 90% are within banks reported a voting or nonvoting role in this Committee.
three levels. This was up from 2017 when 40% were at Additionally, CPM roles have expanded between 2017 and

two levels and 76% within three levels. (Figure 4) 2019 in the Capital Allocation Committee, the Asset-Liability

Committee, and the Market Risk Committee. (Figure 5)

Figure 4
Reporting Levels Between Head of CPM and CEO
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Figure 5
CPM'’s Committee Representation [l Represented including Voting Rights
(Banks O?’l{y) Represented without Voting Rights
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Market Risk Committee
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IV. CPM Functions, Objectives and Key Performance Indicators

CPM FUNCTIONS: EXPANDING ROLES

CPM units are engaged in an expanding range of functions
within the firm, with growth coming primarily related to
strategic and risk governance responsibilities. The majority
of CPM units have a role in Portfolio Reporting/Modeling
and Market Tools Execution. To a lesser extent, respondents
also indicated roles in origination, primarily in transaction
vetting. These roles, which have historically been “core” for
CPM, remained fairly stable between 2017 and 2019.

Figure 6

CPM’s Strategic and Risk Governance Responsibilities

(Banks Only)
Emerging Risk
Identification /Assessments

Limit Setting
(e.g., Industry Limits)

Capital Stress Testing
(eg., CCAR/ DFAST)

RISK GOVERNANCE
INVOLVEMENT

Liquidity Stress Testing
(e.g., CLAR, LCR)

Defining a Risk
Appetite Framework

Risk Policy Development
(e.g., Leveraged Lending Guidance)

Capital Management /
Capital Allocation

Business Financial Planning

Manage Regulatory Changes
(e.g., Volcker, UK Ring Fencing)

STRATEGY
INVOLVEMENT

Environmental Risks /
Sustainability of the Portfolio

Management of the Leverage Ratio &
other Quantitative Balance Sheet Measure

Liquidity Management

=]
B3

20%

CPM units have also assumed roles in Strategic and Risk
Governance. Specific areas of responsibility include defining a risk
appetite framework, emerging risk identification, and risk policy

development (e.g., for leveraged lending strategy, etc.). (Figure 6)

[l Full and Sole Responsibility
. Co-Reponsibility
Advisory Role

40% 60% 80% 100%
% OF RESPONDENTS



LACPM

10

Principles and Practices 2019

CPM OBJECTIVES

Concentration Management/Sector and Asset Strategies

and Capital Efficiency /RWA Reduction are the top two
priorities for CPM. These are closely tied to current concerns
about the credit cycle and the intensive focus on aligning
business growth objectives with efficient use of capital.
There are, however, some differences in top objectives by
region. For European participants, Capital Efficiency /RWA
Reduction ranks highest among their priorities vs third in
importance for North America and in a tie for top priority

with concentration management for Asia Pacific. (Figure 7)

Data aggregation, reporting and information analysis as the
third ranked priority is also worthy of comment. Interviews
with respondents indicated that portfolio reporting and
information are, of course, critical to all CPM functions,

and to risk and business management within the firm.

Figure 7
CPM Top Priorities
(Banks Only)

Concentration Management /
Sector and Asset Strategies

Capital Efficiency / RWA Reduction

Dara Aggregation, Reporting
& Information Analysis

IFRS 9 / CECL Expected Credit

Loss Impact / Implementation

Impact of regulation (FRTB, IFRS 9, Basel 3
Final Implementation) on the use of market
tools (CDS, Insurance, Securitisation)

How can CPM be a catalyst for growth?
Help Guide Origination

Stress Testing

Improving Data Quality

Manage client centric organizations in face
of increased cost of financial resources

ESG objectives, e.g., integrating climate-
related risks into the credit rating process

N

Capital Efficiency / EC Reduction .

Funding Liquidity 2

o
(31

Additionally, data-driven solutions for better risk identification
are high priorities for continued development and eventual
application. This includes a range of considerations

such as machine learning, external data capture for risk

assessment and the technology to support these tools.

Environmental, Social and Governance (ESG) and
Climate Risk rank low on the CPM priority list, but in
discussions with practitioners these issues are viewed as an
emerging area of importance for CPM as firms work to
integrate their strategic views of Climate Risk as well as ESG
and associated reputational risks into more quantitative
measures. In interviews, a number of respondents cited
their assessments of a range of transition risks in front-end

client decisions and in associated portfolio risk assessment.

. Rank 1

Rank 2

. Rank 3
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— T
— B
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KEY PERFORMANCE INDICATORS (KPIs)

KPIs for assessing CPM performance include a range of Reductions and Risk Adjusted Return on Capital (RAROC)
metrics, with material differences by size of bank. For as well as Return on Equity (ROE). There was also a material
banks with greater than USD 500 billion in assets, RWA percentage of smaller banks that cited KPIs as “under
Reduction/optimization and Return on Risk Weighted Assets development”. (Figure 85) In interviews, respondents in both
(RORWA) rank most highly. (Figure 8a) For banks with size categories observed that performance assessment for
assets below USD 500 billion, the focus is on Concentration CPM includes qualitative as well as quantitative factors.
Figure 8a

Key Performance Indicators

(Banks Only - Greater than USD 500 Billion Asset Size)
RWA Reduction/ Optimization 61%

Return on Risk Weighted Assets (RORWA) 52%

Concentration Reductions 43%
(Single Name, Industry, etc.)

Net Income (P&L) 39%

Risk Adjusted Return on Capital (RAROC) 35%
Return on Equity (ROE) 35%
Shareholder Value Added (SVA) 17%

26%

Performance Assessment Under Development

o
B

% OF RESPONDENTS

Figure 8b
Key Performance Indicators

(Banks Only - Less than USD 500 Billion Asset Size)
Concentration Reductions 35%
Risk Adjusted Return on Capital (RAROC) 30%
Return on Equity (ROE) 30%

RWA Reduction / Optimization 26%
Return on Risk Weighted Assets (RORWA) 17%

Shareholder Value Added (SVA) 13%

Net Income (P&L) 9%

Performance Assessment Under Development 39%

0% 5% 10% 15% 20% 25% 30% 35% 40%
% OF RESPONDENTS

10% 20% 30% 40% 50% 60% 70%
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V. Implementing the Mandate: Tools and Execution

TOOLS AND EXECUTION

CPM units reported using both discipline at origination
(i.e., credit onboarding policies and other “front end”

risk mitigation techniques) and market tools (i.e., risk
mitigation in the markets post booking or “back end tools”)
to execute portfolio strategies. The weighting of which

tools are applied in specific situations is linked to size of
the firm and liquidity of the portfolio and availability of

market tools for the assets in the geographic region.

Discipline at origination, highest ranked in the CPM toolkit,
includes a number of policy approaches. Concentrations Limits
and Regulatory Capital Measurement tools ranked ahead of

others such as portfolio perspective in the deal decision, setting

capital allocations and economic capital measurement tools.

Market tools also include a range of options. Loan sales /
purchases rank highest and credit insurance second.
Others include single name CDS, financial guarantees
and synthetic securitisations. For banks over USD 500
billion in asset size, loan sales ranked highest, while

other market tools such as single name CDS, credit

insurance and securitisation were about evenly split.

There are some notable changes in importance for market tools
in 2019 vs 2017. Credit insurance has increased to 1.24 in
weighted importance vs 1.05 in 2017, while securitisation
is lower at 1.02 in 2019 vs 1.23 in 2017. Interviews with
participants confirmed expanding use of credit insurance
but noted some of the regulatory uncertainties about
securitisation affecting current usage. Participants indicated
that there is keen interest to resolve these uncertainties

and increase securitisation looking forward. (Figure 9)

As CPM units evaluate tools for managing risk under the
new IFRS 9 / CECL and Basel standards, loan sales were
ranked by far most efficient followed by credit insurance,

single name CDS, and synthetic securitisation.

CAPITAL
Some 71% of banks reported in 2019 that regulatory

capital is the most important measure. Economic capital
was ranked by only 29% of banks as either of more, or at
least of equal, importance. However, the data does show

a slight shift away from regulatory capital and toward
economic capital over the past two years. In 2017, 81% of
banks reported that regulatory capital was most important
and only 19% ranked economic capital either of more or at
least equal importance. Furthermore, the outlook for two
years from now indicates the expectation that this modest

shift toward economic capital will continue. (Figure 10)
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Figure 9 M 2019
Relative Importance of CPM Tools W 2017
(Banks Only)
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VI. CPM in the Future: Evolution and Priorities in Late Stage Credit Cycle

“The enemy is forgetting...”

Ben Bernanke
Former Federal Reserve Chair
Marketplace, March 13, 2018

Joint interview with Henry Paulson, former Treasury
Secretary and Timothy Geithner, former president of the

New York Federal Reserve and former Treasury Secretary.

Results of the JACPM’s 2019 Principles and Practices Survey show clearly that CPM has continued
to grow as a discipline, and in material ways. This growth reflects the changing objectives and

requirements within the firm in the evolving credit, market and regulatory environments.

PRIORITY AREAS OF FOCUS REMAIN ADDITIONAL PRIORITIES ARE EMERGING

* Late stage of the credit cycle and impact * Data Strategy, Emerging Risk Identification and
* Enhancing alignment with line of business and balancing Digitization — the continuing need to enhance emerging

risk/return while many firms are still seeking growth risk identification and integrate portfolio data across the

) S ) enterprise and maximize use of additional sources of data
* Risk mitigation as appropriate ] ]
(e.g., machine learning)

* ESG and Sustainability — the focus on transition risks
and linking reputational considerations into business

decision making, financial metrics and portfolio strategy

* Regulation and Capital Efficiency — the implementation
of IFRS 9/CECL and the impact of new Basel

requirements on business and strategy
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Appendix

DEMOGRAPHICS &
SURVEY PARTICIPATION

For the 2019 Principles and Practices Benchmarking
Survey, globally a total of 60 member firms participated,
comprised of mainly banks and investment banks.
One-fifth of all respondents are development banks,
export credit agencies or insurer/ re-insurer respectively.
(Figure 11)

In terms of size, 40% of respondents have
Approximate Total Balance Sheet Assets greater
than USD 500 billion and 33% have balance

sheet assets of USD 50 to 250 billion. (Figure 12)
Geographically by country of domicile, participants
were in Europe (43%), North America (30%), Asia
Pacific (20%) and rest of world. (Figure 13)

Figure 11
Survey Participants by Nature of Firm

. Bank / Investment Bank

Development Bank /
Export Credit Agency /
Multilateral

. Re-Insurance Company
. Credit Insurance

Figure 12

Survey Participants by Approximate Total Balance Sheet Assets

[l Less than USD 50 Billion

[l usD 50 - 250 Billion

[l usD 250 Billion - 500 Billion
. Greater than USD 500 Billion

Figure 13
Survey Participants by Region of Domicile

. North America
South America
2% . Europe
. Africa
Asia
. Australia / Oceania
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