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It can be risky to be a fashion model. Dangers are everywhere and can include falling off a catwalk,

unhealthy eating, having one's picture stolen and posted on the internet, or being ridiculed in the

press for what they are wearing. To be sure, it is tough to be a fashion model, but in the banking

industry, a different sort of modeling can also be tough. While not nearly as sexy or beautiful as the

fashion model variety; model risk in banking is important. That is because financial models are used

for so many critical bank functions that include underwriting, valuation, pricing bonds, managing

interest rate risk, calculating capital, risk management and a host of others. Whether simple or

complex, these financial models are ubiquitous in banking, so they need to be managed carefully.

That is one key reason regulators have focused some energy here. They want bankers to understand

not only where model risk may be present in the bank, but also to take specific and strong steps to

manage it. As part of this focus, regulators expect banks to be able to identify sources of model risk,

understand and measure the magnitude of those risks and have a process in place to manage them.

Put another way, different models can and will result in different risks for the bank, so you need to

manage the risk of each model around its own unique profile. To get started, you will need to identify

all the models you have operating in or supporting the bank. These should include models you control

directly and those used on an outsourced basis. Model definition can vary, but they can range from

simple spreadsheets to complex multifaceted calculation engines. To determine whether or not you

need to include something on your list, one quick way is to focus on the bigger picture first. The key is

not to get bogged down in the definitional aspects of what is and is not a model, but rather to focus

energies on asking whether it could have a material impact on your reputation (if the results were

incorrect and were used); whether decisions based on it could result in losses; or whether the model

could increase the risk of the management team making poor business decisions (if it were incorrect).

If the answer to any of these is yes, keep it on the list. Now that you have a list, the next step is to

have a structured approach for each model when it comes to development and implementation. You

need to be confident new releases not only work, but work as intended and do not compound issues

or create new ones. Ensuring you and your vendors have a robust process is critical to make sure

your bank is protected here. The third step is to make sure you periodically assess the risk inherent in

each model and in the aggregate. Is the model conceptually sound, do the results make sense and do

they make sense in context of what you see or know? If you are going to rely on a model, you should

make sure it is working properly and then periodically have it back-tested and reviewed to make sure

it functions as you expect and over a longer period of time. Another thing to do is to make sure the

person operating the model has the skills, training and proper controls around them. They should be

able to demonstrate an understanding of what is happening in the model, what is important, what is

not and where it is inaccurate. They should understand the key assumptions that drive results and

each model's limitations. Saying results or models used are conservative does not make them so.

Reports should be challenged if they create odd or unusual results. Finally, have a 3rd party come in

and check results. This should not be designed as a gotcha' process, but rather as a way to make sure

results can be relied upon. Here, reviewers should check models and modeler skills to make sure the

bank has proper policies, controls, work processes, limitations and usage documented and in place.

Assumption testing, completeness, accuracy and operational assessments are important to make
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sure the data from the model can be relied upon. No matter which model risk you are trying to

manage, knowing these things should help.

BANK NEWS

Less Biz BK

Equifax reports small business bankruptcies declined for the 4th quarter in a row in 2Q, down 17%

from 1Q.

Faster Sales

FNMA and FHLMC have issued new guidelines that are effective Nov. 1. The guidelines allow

mortgage servicers to permit homeowners to do a short sale without further approval, if the borrower

is current and has an eligible hardship (co-borrower death, divorce, disability or job relo).

Payment Protection

After a settlement was reached between BofA and a CA District Court, BofA has officially shut down

their consumer "Credit Protection Plus" product (charged consumers a fee in exchange for making a

minimum payment due to hardship non-payment). The CFPB alleged the product, in general, had so

many loopholes and outs, that it was effectively near worthless insurance.

Mortgage Loans

FHLMC reports more than 95% of all borrowers in 2Q who refinanced went into a fixed rate loan and

30% shortened their loan term

Mobile Business

California Bank & Trust ($10.9B, CA), a division of Zions Bank, released its mobile banking application

for business customers. Commercial customers can now access line of credit and credit card

transactions in addition to loan and deposit information. In related news, they also rolled out online

mobile bill pay to their consumer mobile app.

Worst & Best Rates

The latest figures from the BLS show the top 5 states with the highest unemployment are NV (11.6%);

RI (10.9%); CA (10.7%); NJ (9.6%) and NC (9.4%). Meanwhile, the top 5 states with the lowest

unemployment rates are ND (2.9%); NE (3.8%); SD (4.3%); OK (4.7%) and VT (4.7%).
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