Chapter 15
Funds-Transfer Pricing and the

Management of ALM Risks
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"he way we determine where the risk is located inside

ne bank is by using the Transfer Pricing Framework

he major units considered include: the lending units,

a8

ne deposit-taking units, the trading unit, and the

ALM desk
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o A% ¢ & % Jgfunds-transfer pricing, or called cost of
funds (the interest payments charged when one unit
lends funds to another), which is the framework to

move interest rate and liquidity risks between units by
affecting the accounting profitability of each unit
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Traditional Transfer Pricing and Its Problems

o Traditional transfer pricing
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e Problems :
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Introduction to Matched-Funds-Transfer Pricing

o Traditional operation for banks (p.212 Figure 15-1),
the Interest rate spread covers:
= Administrative costs
= Credit loss on the loan
= The interest rate risk from the mismatch of the maturity

e Problems:
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e Remove the structural IR risk from all business units

% p & d interbank marketd % &) (p.213 Figure 15-

2, 15-3)
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o TF]t iz 1 ALM desk = internal media » = =
internal market % aggregate individual transactions -
net amount- ‘5 d external marketf# ;i

e Every business unit interacts with the ALM desk as
If It were an external counterparty, that is the
fundamental concept of matched-funds-transfer
pricing (7= F#75 B = ehE & 0 SRGIHEALM > X
Pk B~ g 5L i interbank interest rate)

* P.214 figure 15-4
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General Rules For Matched-Funds-Transfer Pricing
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* Balance Sheet for Transfer Pricing (p.217 Figure
15-6)
= Maturity matching and option to prepay for
commercial loans

= Car loans according to prime rate are hedged with a
series of loans of different maturities

= For retail unit, the whole deposits are unlikely to be
withdrawn for at least, so the retail unit lends the
deposit funds as a mixture of loans from overnight to 2
years

s The net value of each business unit is zero

= All available capital to support the business units is
concentrated-on-the- ALM-desk
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Transfer Pricing For Indeterminate-Maturity
Products
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Allocation of Capital

o After applying fund transfer pricing - ¥ 5 3| & ¥ =
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The Roles of Organization Units Involved In
ALM
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1. Senior Risk Committee and the Asset Liability
Committee (ALCO)

+ SRC monitors all risks of the bank, especially is interested in
ALM book, fix income position in trading desk, and correlation
of interest rate risk with other risks

o ALCO monthly reviews the structural IR and liquidity
positions

o ALCO reviews transfer-pricing policy and decisions on
administered rates, ex. prime rate or retail fixed-deposit rates
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Asset Liability Manager

*

AL manager Is a trader who has the daily responsibility of
maintaining the interest-rate and liquidity profile targeted by
ALCO

It is done based on risk reports from the ALCO support group
and Is carried out by ordering trades such as swaps and
Interbank loans for the ALM books, which is an accounting
entity holding all the fictitious assets and liabilities
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3. ALCO support group
o ¥ALCO:2 AL manager#t &weekly risk report

¢ & indeterminate-maturity productsz_ effective duration > @
Pt F g sk k- 2 fund-transfer pricing

o EEHESEF 2o iEEd B A F g

-
R

4. The Money-Market Funding Desk
o ®H F £ R (ensure the daily funding requirements are
balanced)
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5. Financial Accounting Group

o report the profitability of each business unit (& % g funds-
transfer pricing)

6. Business Units

o * transfer-rate % control#* unitz_ & |72 % & » & 5 Hf 4
pe 8 A2 EC s T * gk ercapital cost k 24 business
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