Overview of the Risks Faced by Financial Institutions
Types of Risks

· Interest rate risk
· Credit risk
· Market risk, 
· Technology and operational risk
· Off-balance-sheet risk
· Foreign exchange risk
· Country risk
· Liquidity risk
· Insolvency risk

Interest Rate Risk

· Interest rate risk resulting from intermediation:

· Mismatch in maturities of assets and liabilities

· Refinancing risk: when the maturity of a bank’s assets is greater then the maturity of it’s liabilities
· Reinvestment risk: when the maturity of a bank’s assets is less than the maturity of it’s liabilities
· Example

A bank invested $50 million in a two-year asset paying 10 percent interest per annum and simultaneously issued a $50 million, one-year liability paying 8 percent interest per annum.  What will be the bank’s net interest income each year if at the end of the first year all interest rates have increased by 1 percent (100 basis points)?

      Net interest income is not affected in the first year, but NII will decrease in the second year.



Year 1
Year 2

     Interest income
$5,000,000
$5,000,000


     Interest expense
$4,000,000
$4,500,000

    Net interest income
$1,000,000
$500,000
· Balance sheet hedge via matching maturities of assets and liabilities is problematic for FIs

Market Risk

· Market risk arises in trading of assets and liabilities (and derivatives)

· Trend to greater reliance on trading income rather than traditional activities increases market exposure
· Examples: stock market, bond market and foreign exchange market 
Credit Risk

· Risk that promised cash flows are not paid in full

· Firm specific credit risk

· Systematic credit risk

· High rate of charge-offs of credit card debt in the 80s,  90s, 2008-2010
· Credit screening and monitoring

· Diversification of credit risk

Off-Balance-Sheet Risk

· Increased importance of off-balance-sheet activities

· Letters of credit

· Loan commitments

· Derivative positions

· Speculative activities using off-balance-sheet items create considerable risk

Technology and Operational Risk

· Risk of direct or indirect loss resulting form inadequate or failed internal processes, people, and systems or from external events

· Some include reputational and strategic risk

· Technological innovation has seen rapid growth

· Risk that technology investment fails to produce anticipated cost savings

· Economies of scale

· Economies of scope
· Risk that technology may break down
Foreign Exchange Risk 

· Changes of exchange rates can affect the value of an FI’s assets and liabilities located abroad

· A net long asset position: the value of a bank’s assets denominated in foreign currencies is greater than the value of it’s liabilities denominated in foreign currencies 
· A net short asset position: the value of a bank’s assets denominated in foreign currencies is less than the value of it’s liabilities denominated in foreign currencies 
· Undiversified foreign expansion creates  FX risk.
·    FX rates may not be correlated

·    Example: $/£ may be increasing while $/¥ decreasing

· Note that hedging foreign exposure by matching foreign assets and liabilities requires matching the maturities as well 
· Example:
Assume that a bank has assets located in UK worth £100 million on which it earns an average of 8 percent per year.  The bank has £100 million in liabilities on which it pays an average of 6 percent per year.  The current spot rate is $1.50/£. 

If the exchange rate at the end of the year is $2.00/£, given the change in the exchange rate, what is the effect in dollars on the net interest income from the foreign assets and liabilities?  Note: The net interest income is interest income minus interest expense.


Measurement in £

Interest received 
=             £8 million


Interest paid
=            £ 6 million

Net interest income
=            £2 million

Measurement in $ before $ devaluation

Interest received in dollars
=              $12 million


Interest paid in dollars
=              $9 million

Net interest income
=              $3 million

Measurement in $ after $ devaluation

Interest received in dollars
=              $16 million


Interest paid in dollars
=              $12 million

Net interest income
=              $4 million
Country or Sovereign Risk

· Result of exposure to foreign government which may impose restrictions on repayments to foreigners

· Lack usual recourse via court system
· Examples: South Korea, Indonesia, Thailand, and more recently, Argentina

Liquidity Risk

·  Risk of being forced to borrow, or sell assets in a very short period of time 

· May generate runs

· Runs may turn liquidity problem into solvency problem

· Risk of systematic bank panics
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