Chapter 9
Calculating Capital for Market Risk




Introduction

o Three reasons for analyzing the capital
consumed by market risks:
= complying with industry regulations

= calculating economic capital to control the bank’s
default probability

= measuring risk-adjusted profitability

* VaR gives a solid foundation for assessing the amount
of capital that should be held by a bank to protect it In
the case of losses arising from market risks



Complying with Industry Regulations

e In 1996, the Basel Committee on Banking
Supervision recommended to national regulators that
the minimum capital to be set for market risks based
on VaR
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Calculating Economic Capital to Control the
Bank’s Default Probability
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Measuring Risk-Adjusted Profitability
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The use of VaR by Fund Companies

e For a fund company, there are two sets of risks to
control:

= Risks to their fund holders (dependent on the fund
portfolio)

= Risks to their shareholders (partially dependent the
performance of the fund, and also dependent on costs
and fees charged)

10



