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Disclamer

¢ Theviews expressed herein are those of the
presenter and author. They do not represent the
views, policies or official standards of HSBC
Holdings Pic, HSBC North America Holdings, Inc.
or any of their affiliates.
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Agenda

¢ Two approaches to quantifying operational risk
capital

¢ The Scenario Approach as a management tool

¢ Tall events: What should we do about them?

¢ Operational risk capital: Who “owns’ 1t?
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Two Approaches to OR Quantification

¢ HSBC in North Americais an AMA bank, but we have
done things differently from other such banks.

e We built an OR ssimulation model based on ex-ante scenarios

first, working in partnership with our businesses and
functions.

e Our Loss Distribution Approach (LDA) model, based on ex-
post historical data, came second and is a separate ssimulation

model.
o “Unitsof Measure’ are very different.

+ Inthe Scenario Approach (SA), these units are individual risks
Identified by the businesses.

¢ Inthe LDA, they are what the data say they are (e.g., Basel Event
Types).
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The Scenario Approach
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The Scenario Approach
Overview of Simulation

Modeling of Risks- Monte Carlo Simulation
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The Scenario Approach
Clear Line of Sight
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The Scenario Approach as a

Management Tool

Risk
Management

Risk
Measurement

The SA allows us to have
meaningful conversations
with our businesses
about important risks, the
capital they attract and
the mitigation that can
occur.

Our LDA is a “conventional”
EVT POT model using
HSBC'’s historical data and
that of our peers. Capital is
estimated for the holding
company and legal entities.

These conversations are
much more difficult under
the LDA since most of our
business people are not
statisticians and they cannot
“see” the LDA result.

Our SA is an “unconventional”
simulation of anticipated
events. Capital is estimated
for individual risks, individual
businesses, legal entities and
the holding company. Capital
should reside in the
businesses.
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The Scenario Approach
Evaluation of Original Objectives

¢ Build on HSBC’ s qualitative approach to OR @
management

¢ Overcome a shortage of available internal data (@)

¢ Assist in the risk management process and f 9
align quantification with risk management

X

¢ Form the basis of future Pillar 1 capital
requirement for HSBC North America, Inc.
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Tall Events; What Should We Do?

¢ Asat other banks, capital for operational risk at HSBC is driven by
large, raretail events.

o Inthe LDA, these events have already occurred.

+ Will they occur again?

+ What if there are events haven't happened but might happen?

o Sensitivity of LDA result to tail and scale parameters of GPD (too much? model risk?).
o Inthe SA, these events are those that we expect to occur.

¢ We ask the businesses to tell us how bad they will be.

+ Explicit discussion on maximum potential |oss.

¢ Stresstesting under Pillar 2 ICAAP.
o Wewish to understand the drivers of risk.
o What happensif a“mega’ rogue trading event happens at HSBC?

e The SAS Isuniquely suited to answer this question (though we may not like the
answer).

o We are struggling to make the LDA work for us under the capital management
elements of Pillar I1.
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OR Capital: Who “Owns’ [t?

¢ In principle, we would like our businesses to “own”
their share of OR capital.

o Create sensible incentives, such as shareholder value creation.

o How to allocate capital to businesses, under the LDA, is not clear.
o The SA alows usto build upward from the individual risks.

o HSBC'sframework for Basel 11 Fillar 2 ICAAP.

¢ What happens if arisk istoo big for a business?
o Examples: rogue trading, natural disaster, terrorism.
o Fungibility of capital: it can move vertically, but not horizontally.
e Ispassive management of OR “tail risk” sufficient?
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