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Tab. 02: Investment criteria

Financials

Qualitative Criteria

Asset Position/ Development
Financial Position/ Development

Accounting and Tax Policy
Earnings Position/ Development
Cash Flow Analysis

Growth Analysis

Corporate Planning/ Strategy

Ownership/ Management/ Human
Resources

Market Position (Distribution/ Suppliers)
Products/ Technology/ Innovation
Industry Stability/ Volatility and Growth
Legal/ Regulatory/ Compliance Risk

Source: own illustration

The result is an outline of all significant investment risks and the
company's (management and owners) ability to counter them with
the support of Rantum Capital. This assessment and the risk of loss
of the invested capital derived from it ultimately determine whether
or not Rantum Capital pursues the investment object. To prevent
the Rantum management'’s preliminary work from getting out of
hand, the Investment Committee works with “pre-screeners”.

Thanks to Rantum Capital, SMEs are not only able to tap into addi-
tional growth potential but also an expert corporate governance
function during the term of the subordinated loan, including early
risk detection. Here, there is a clear identity of interests between
the owners of the company and Rantum.

Because of its position in the capital structure, Rantum takes a
more in-depth and long-term view of the company than lending
banks, for example. As a result, Rantum supports SME owners with
strategic control of their businesses. This aspect is what ultimately
gives a sustainable fund investment approach its macroeconomic
significance.

Summary

The sustainability of the investment method is a fundamental factor
in the successful provision of economic capital in the form of sub-
ordinated loans. This applies to the fund company and its investors
and also to the borrowing SME itself. As well as the ethical and eco-
nomic basis of the investment strategy, this manifests itself in the
specific implementation of the loan process, as well as in the form
and intensity of subsequent support for the borrower by the fund
company over the entire term of the loan. If a sustainable invest-
ment strategy is consistently implemented, as well as strengthening
the independence and growth capabilities of the borrower it gener-
ates net returns in the high single digit to low double digit percent-
age range, and also creates macroeconomic benefit.
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Measuring the success of compliance

Sebastian Rick | Ralf Jasny | Markus Juttner | Sebastian Koch

Companies spend huge amounts of money attempting to ensure that they do not do anything wrong when it comes
to compliance (adherence to legal and internal regulations). In recent years, banks in particular have introduced
comprehensive compliance management systems that aim to prevent and reduce misconduct. They put in place
additional controls, barriers and checks but all too often money is being thrown out of the window. To prevent
this happening in future, the Compliance Index Model enables the implementation and effectiveness of formal
compliance management systems to be effectively controlled and allows measurement of whether a change in the
compliance culture has actually occurred due to adherence to the measures adopted. This lays the foundations for

effective compliance management.

Compliance and corporate culture

Companies are advised to introduce a compliance management sys-
tem to limit and prevent misconduct. Compliance management sys-
tems can generally be characterised as formal control systems used
in companies, i.e. systems that make employee behaviour predict-
able and have the aim of achieving congruence between employee
behaviour patterns and the expectations of the organisation. In
organisational science and sociology literature, control systems
have been studied many times and a range of different dimensions
of these systems have been established. As a result, control systems
are usually differentiated according to whether they create regular-
ity in employee behaviour by enforcing particular behaviours, while
also ensuring that employees identify with collective organisational
norms and values and commit to them. In the first case, a control
system is viewed as necessary to bring employee behaviour into
congruence with the expectations of the organisation, occasionally
with the use of compulsion. In the second case, we start from the
assumption that the objectives of the organisation are such that
employees can identify with them and therefore behave in line with
the objectives, perhaps also because they are consistent with the
individual employee’s requirements, objectives or identity.

Formal compliance management systems can be characterised in a
similar way. For example, there are: (1) formal ethical or behavioural
codes, which represent an organisation’s expectations in relation to
ethical and legal standards, (2) ethics or compliance commissions,
whose task is to draw up guidelines, evaluate the actions of employ-
ees or companies and/or investigate violations and give judgements
on them, (3) communication systems (e.g. whistle blower systems,
telephone hotlines) that enable employees to report violations or
get advice, (4) a compliance officer whose duties involve coordina-
tion of measures, ongoing training of employees and investigating
suspicious incidents, (5) ongoing training measures designed to
help employees to identify ethical and legal problems and respond
to them, and (6) disciplinary procedures to punish unethical or ille-
gal behaviour.

The effects of formal compliance management systems can be very
diverse and every measure can somehow have a positive effect on
employees’ attitudes and behaviours. However, as long as the exact
mode of action of the measures is not known, these effects cannot
be controlled and verified. Therefore, the aim must be to highlight
how the measures contribute to success, so that available resources

Fig. 01: Effectively measuring and controlling the implementation and effectiveness of compliance using the Compliance Index

Index 76,1*
Index 62,5 Index 60,8
Company A Company B Company C
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the support of the Frankfurt Institute of Risk Management and Regulation (FIRM) in the peried 2016 to 2017.

Source: Internal figure




Fig. 02: Perceptions and impacts determine the priorization of measures

to effectively improve employee compliance
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(for example budget, time, personnel) can be allocated and used
optimally.

Measure of practised compliance

This objective is supported by the Compliance Index Model [see
Rick 2018]. It is the result of two empirical studies carried out at
the Frankfurt University of Applied Sciences with the support of the
Frankfurt Institute of Risk Management and Regulation (FIRM). It
highlights which measures are actually capable of effectively driving
employee compliance.

In principle, the model comprises a series of statistical procedures
that investigate complex relationship structures between measures
and employee behaviour and allow a quantitative estimation of
interdependencies. To do this, the interdependencies are repre-
sented in a linear simultaneous equation system (structural equa-
tions) and the model parameters are estimated using the partial
least squares (PLS) method [for example, see Wold 1973, 1975,
1982], in such a way that the discrepancy between empirical and
estimated case data is minimised. In principle, the PLS algorithm
used is a sequence of ordinary least square (OLS) regressions in
the form of weighted vectors that satisfy fixed point equations by
their convergence. In other words, the model formally expresses the
interdependencies between measures and employee behaviour in a
way that makes them effectively measurable and thus controllable.

The result is a Compliance Index (KPI) based on which the success
of the measures within the organisation can be measured, con-
trolled and monitored (see » Fig. 01).

The variable, measured based on anonymous employee surveys,
combines different aspects of employee compliance such as com-
pliance awareness, to create an index.

The index can also be broken down into individual components. It
thus represents an effective analysis instrument and is a powerful
controlling instrument for compliance management in a company.
The Compliance Index is used to identify strengths and weaknesses
in compliance management and, if necessary, to derive specific
measures to improve it.

To do this, model-based, specific, data-driven action portfolios can
be established, on which we should concentrate in order to uti-
lise available resources effectively (see » Fig. 02). To maintain the
measured index level, measures in the top right quadrant have to
be retained (strengths). To improve the measured index level, meas-
ures in the bottom right quadrant have to be intensified (weak-
nesses). Recurring measurements based on the Compliance Index
Model can thus be used to highlight the effectiveness of derived
measures in improving the Compliance Index over time.

Since users are adopting a quantitative approach in the Compliance
Index Model, they obtain “hard”, reliable results characterised by a
high level of objectivity and comparability. This is one way in which
we can move away from merely “more and more” towards a tar-
geted and effective approach to compliance management.

Summary

It is important for companies to measure employee compliance at
regular intervals in order to continuously improve the effectiveness
of their compliance management system. To do this, model-based,
specific, data-driven action portfolios can be established to high-



Fig. 03: Why is the Compliance Index Model useful?

Mode/
shows which measures
effectively drive employee

Objective

— Quick and affordable means of measuring and benchmarking
yees'attitudes and behaviours in relation to compliance

Compliance Index serves as an important key performance
indicator (KPl) of employee compliance in companies

Cause-and-effectrelationships between compliance measures
and employee behaviours (pred abilit

Overall measurement and management of effectiveness of
compliance measures

Unique. data-driven approach toimprove effectiveness of
compliance measures

Reduced preliminary work for subsequent activites to improve
compliance culture

In-depth external and internal benchmarking capabilities

light the impact of the different measures, including the perceived
“tone from the top”, on employee behaviour. As the results achieved
using the Compliance Index Model are comparable between differ-
ent employee groups or areas of the company, targeted measures
to improve the compliance culture can be derived and the results
provide a controlling instrument that can be used in various ways to
improve the company’s performance. Thus, the Compliance Index
Model represents a powerful tool for day-to-day compliance prac-
tice for ensuring the effectiveness of the compliance management
system, taking into account the necessary economic efficiency (see
also > Fig. 03).
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Methodology Source: Internal figure

Standardised. strictly anonymous employee surveys serve as data
input for an empirically based, causal analytical model

The survey is conducted in writing in the form of an in-depth self-
responding questionnaire

The survey participants are not required to have any compliance-
specific subjectknowledge

Measuring instruction: 10-point evaluation and intensity scales
Survey duration: approx. 15-20 minutes
The questionnaire is available in both German and English

The effect relationships
analytical PLS method |

The Compliance Index and the perform
composed through factor-analytical

Added value

Gain insights into your employees’ attitudes and behaviours
e the importance of compliance in your company

d valuable information on improving programmes

Monitor the effectiveness of programmes and measures
Raise awareness of compliance in your company

Receive results characterized by a high degree of objectivity and
comparability (“successes’)

Benefit from an empirical, tried-and-tested, quantitative model

Keep a lid on money and time spent by your company without
losing sight of your individual needs and requirements
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[taly’s banks and Target-2

Markus Krall

Systemic risk is so called because its impact can affect the stability of the entire financial and economic system. In
the past, it was almost always the case that systemic crises were not perceived before their occurrence or, if they
were, it was only by a tiny minority. In 1929, the few critics who were warning of the harmful — and foreseeable —
disastrous impacts of monetary expansion were, almost without exception, representatives of the Austrian School
of macroeconomics, which was just becoming established at that time. The longer the party of the “golden 20s”

went on, the more they were ridiculed.

In 2007, there were also just a vanishingly small group of people
who recognised the disequilibrium that decades of falling interest
rates had caused in the credit system. Apart from the US economist
Nouriel Roubini and a few others, there were no warnings from
academics. Among capital market participants, there were a few
who had used their superior analysis to earn money on a grand
scale: “The Big Short” was well-earned money, no matter how
much envy it might have provoked.

We are now in a different situation for the first time ever. What
we are currently experiencing is a crash that has been advertised in
advance. If you listen to capital market participants, the majority are
expressing fear that the ECB "experiment” will go wrong. Certainly,
the conclusion you reach is that we have to keep dancing at the
party for as long as it lasts, and then abandon ship shortly before
it finally sinks. It's behaviour reminiscent of the Titanic, where the
band carried on playing until the end.

1,000 billion Euro of bad debt

With the forced administration of the first Italian bank, Banca
Carige, with its savings deposits of over 10 billion Euro, we are now
facing a situation that will see the crisis in the European banking
industry gather momentum. Stock markets are punishing the bank-
ing industry with continuous falls in prices. For an increasing num-
ber of institutions, the ratio of market value to book value is head-
ing for the magic figure of 20 percent. In other words, the markets
are not confident that the equity capital is actually still there.

Banca Carige is just the first example of many that are set to come to
light with increasing regularity over the coming weeks and months.
The European banking system is still burdened with 1,000 billion
Euro of bad debt. The apparent reduction in this figure in 2018 may
essentially be attributable to balance sheet cosmetics. Insolvent
borrowers are being given new loans that are immediately used to
cover interest and repayment. Throwing good money after bad is

Fig. 01: Target-2 and the banks
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promoting the self-delusion that these loans can subsequently be
rated as performing again. The infamous “zombie debt”, which the
Bank for International Settlements in Basel recently rated at over
10 percent of all borrowing, is not even included in this analysis,
as these borrowers’ insolvency is still in the future and has not
occurred yet.

The Target-2 chain reaction

However, it is the banking system whose solvency will ultimately
determine whether Italy will ever be capable of meeting its liabilities
towards Northern Europe — particularly the Netherlands and Ger-
many — posted under Target-2, as illustrated in » Fig. O1.

As shown here, the lack of creditworthiness in Italian banks’ loan
portfolios is propagating itself in a kind of financial chain reaction
across the Euro system, with the ECB in the centre and on to the
Bundesbank and banks in Germany. To a certain extent, the Bun-
desbank, and the German taxpayers who own it, are acting as a
kind of risk buffer.

Representatives of the ECB and its associated institutions often
argue that Target-2 is not a liability and is merely the result of the
two-tier nature of the Euro system, in which national central banks
continue to play a role purely due to historical considerations but
lack economic authority.

The recently promulgated theory that for a long time the increase in
Target-2 balances have been caused by the impact of the bond pur-
chase programme rather than Southern Europe’s trade and capital
balance deficits, is in conflict with the realities on the financial mar-
kets. There is no ominous gravitational force causing the liquidity
injected into the markets by the bond purchase programme to flow
“to the centre of the Euro zone”, in other words: Frankfurt.

Portfolio rebalancing

It is microeconomic decisions by investors and capital market par-
ticipants that are causing a flight of capital to the North. This can
euphemistically be dubbed “portfolio rebalancing”. It changes
nothing in terms of the lack of confidence in the survival of the
Euro that is finding its expression in this capital flow. Investors are
bringing their money across the Alps because they would prefer
to have “German Marks” in their hands than Lira when the Euro
collapses. It's that simple.

Apart from the fact that the contract concluded between banks in
the Euro system to implement the Target-2 system itself unambigu-
ously refers to liabilities and not “clearing balances”, the illustration
shows that the two-tier system is not the cause of the economic

disequilibrium that is finding expression in the clinical thermometer
we call Target-2. If we exclude the Banca d’ltalia and the Bundes-
bank from our considerations, it is only the credit relationship that
changes: it is then directly between the ECB and the Italian banks.
If the banks are unable to make repayments to the ECB, in a single-
tier system the liability would flow downhill in exactly the same
way, namely to the owners of the ECB, in other words the Euro
member countries that remain solvent. And to eliminate any doubt,
they are not the ones with a Target deficit.

Summary

Disequilibrium needs a financial outlet. Its core problem is loans
issued by the Euro system to banks that are actually insolvent as
part of an increasingly aggressive liquidity supply policy. Unfor-
tunately, the fact that these debts are backed by Italian govern-
ment bonds changes nothing in terms of the risk. This is the case
because, in the event of a solvency crisis among banks in its own
country, the Italian state would also be insolvent. There is an almost
100 percent correlation between the two risks, which makes them
identical from a risk management perspective.

In 2019, or in 2020 at the latest, we will be able to watch from the
creditors’ exalted viewpoint how this “advertised crash” is reduc-
ing the promises of politicians and monetary policy in Europe to
absurdity. An experiment is coming to an end.
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Redenomination Risk, Italy’s budget
problems and market fears of a second
European sovereign debt crisis

Christoph Dieng | Tobias Basse | Frederik Kunze

The European sovereign debt crisis had a major impact on market developments on the global bond markets.
Countries whose fiscal situation was viewed more skeptically by investors had to pay significantly higher risk
premiums to cover their financing needs. After some time, investors’ concerns have receded into the background,
but the discussions about Italy’s national budget have now raised fears in the market. In this context, the study
focuses on the challenges posed by the redenomination of risk and, above all, discusses the implications for risk

management.

The original European sovereign debt crisis

Greece’s debt haircut caused financial markets to focus increas-
ingly on the credit risk of European Union countries. Events at that
time showed that even government issuers belonging to the “illus-
trious” group of member states of the Monetary Union could find
themselves in a very threatening fiscal situation. Moro provides
an overview of the crisis [see Moro 2014, p. S10ff.]. There is no
doubt that events in Greece had a major impact on the markets
for European government bonds. The risk premiums for securities
from countries with fiscal problems increased significantly during
this period [see, for example, Gruppe und Lange 2014, p. S4ff. and
Ludwig 2014, p. 812ff.]. In the meantime, there has even been

outright fear of a possible break-up of the monetary union, which
has led to a further increase in risk premiums in some states [see
for example Sibbertsen, Wegener and Basse 2014, pp. 110ff. and
Basse 2014, pp. S33ff.]. In addition, the spreads between “solid”
and “less solid” countries have widened even further due to flight-
to-quality effects [see, for example, Kunze 2014, p. 171ff.]. In any
case, the crisis has increased the focus of the financial markets on
questions of fiscal soundness. Although progress in increasing the
sustainability of public debt has now been observed in some of
the nations affected, monetary policy in the euro zone has actually
had to help mask the problems of refinancing by providing a lot
of liquidity.

Fig. 01: Exchange rate between the euro and the US dollar
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The fear of a second European sovereign debt crisis

In Italy, the early parliamentary elections in March 2018 did not lead
to a genuinely clear political situation. Various complications meant
that the Eurosceptic parties Lega and the Five-Star Movement were
not able to form a government until June 2018. However, the situ-
ation then calmed down again for the time being. From October
2018, however, the international financial markets have once again
begun to look to Rome with particular interest. The EU Commis-
sion’s criticism of Italy’s budget plans became a central stress factor
for the European single currency. As part of these market move-
ments, the exchange rate between the world'’s two leading curren-
cies even fell below the psychologically important USD 1.1400 per
EUR mark (see » Fig. 01). Italy’s government bonds also came under
significant pressure from the dispute over Rome’s budget plans.
Uncertain investors demanded significantly higher risk premiums.
Rome’s rather offensive responses to criticism from Brussels trig-
gered increasing concerns in the currency and bond markets about
the country’s possible withdrawal from the monetary union. As a
conseguence, the sentix Euro Break-Up Index rose significantly [see
Sentix 2018].

Redenomination Risk and the Bond Market

The so-called redenomination risk is a special form of exchange
rate risk. It arises from the danger that a country in a monetary
union will introduce a new and then devaluing currency in order
to counter macroeconomic and fiscal policy problems [see Klose
and Weigert 2014, p. 25ff.]. According to prevailing opinion, when
a country introduces a new currency, it is likely to convert govern-
ment bonds issued under national law to the new unit of account
as part of a currency reform (currency sovereignty, Lex Monetae).
Such a development would be particularly problematic for foreign
investors, as the value of bonds expressed in units of the original

currency would probably fall significantly in a very short period as a
result of the expected exchange rate movements. From a risk man-
agement perspective, bonds issued by a sovereign issuer under for-
eign law could, to some extent, help investors facing this problem.
For such securities, changes in the national laws of the bond issuing
nation would in principle have at least no direct impact on creditors’
rights. For example, in this context Xouridas stresses that if a mem-
ber of the monetary union withdraws from the euro, two different
currency sovereignties would have to be implemented — in Greece,
for example, a new drachma would become legal tender, while in
the remaining countries of the euro zone the euro would remain
legal tender [see Xouridas 2012, p. 379]. However, with regard to
Greece or Italy, a major problem with bonds denominated in euros
that have not been issued under the national law of the issuer of
the sovereign debt remains the question of what would happen if
the common currency were to end. In such a scenario, investors
would need to pay great attention to the details (e.g. bond pro-
spectuses) [cf. Xouridas 2012, p. 379f.].

Given the current political and economic situation in Italy, Italian
government bonds denominated in the US currency under US law
could be attractive, for legal reasons, for investors seeking exposure.
These are already foreign currency bonds issued by the country —and
in such a scenario there is no threat of an end to the US currency.
Although the credit default risk would remain, the recent experi-
ence of holders of Argentine government bonds who, after some
confusion, were ultimately able to enforce their claims against the
South American country before US courts, should probably show
that it can be advantageous for investors to hold securities issued
under US law with regard to this risk factor - but attention should
also be paid to details in this context [see, for example, Buchheit and
Gulati 2017, p. 225ff. and Colla, Gelpern and Gulati 2017, p. 67ff.].

Fig. 02: Rolling correlations of changes in bond prices

-

s

=1

04 -

06 -

08 -

~ USDITEURIT
— USDITUSDUS
= = = EURITEURD
s+eeer USDUSEURD

Source: NORD/LB Research/Economics

|169



Empirical analysis

Bradley, Cox and Gulati argue that the bond market should price the
ability of certain bond holders to defend themselves more effec-
tively against a debt haircut by a state creditor into the prices of the
corresponding securities of the countries involved [see Bradley, Cox
and Gulati 2010, p. 295]. This should also apply to redenomination
risk. In this respect, movements in the price differences between
Italian government bonds issued in US dollars in the United States
and in euros under domestic law could well be a (probably imper-
fect) indicator of the country’s redenomination risk. Here, rolling
correlations (based on 30 past data points) are calculated to exam-
ine the correlations.

We will be looking at weekly data for changes in the bond prices
in the period from 14.1.2006 to 31.08.2018. The focus is on four
securities (Italy 6,875 09/27/2023 in USD, ltaly 5,125 07/31/2024 in
EUR and, as a benchmark for the interest rate market in the USA
and Euro zone, the bonds USA 7,125 02/15/23 and Germany 6.25
01/04/2024).

» Fig. 02 shows four rolling correlations. In addition to the cor-
relation between the two lItalian securities (USDITEURIT), there is
also the correlation between the Italian bond and the respective
currency area benchmark (i.e. USDITUSDUS in the case of the US
dollar and EURITEURD for the euro) and the rolling correlation coef-
ficient between the change in the bond prices of the US bond and
the German bond (USDUSEURD). The latter time series is important
for analysis of the relationship between the two Italian securities, as
the interest rate landscapes in both currency areas also play a role in
the context considered here. More precisely, diverging yield paths in
the United States and the euro area may reduce the synchronisation
of bond prices of the Italian bonds considered here. In principle, it
can already be seen that the correlation coefficient between the
changes in the prices of the two bonds in times of crisis appears
to be rather lower and has even occasionally been negative since
2014. The recent turbulence in Rome has also been accompanied
by low levels of correlation. The time series for USDITUSDUS and
EURITEURD are also interesting. In the European sovereign debt cri-
sis, the correlation coefficient between the changes in bond prices
in Italy and Germany fell significantly. In fact, over a long period of
time, negative figures have been seen. Thus, a contrary movement
of the prices of the two securities is indicated in this phase. The
correlation between the prices of bonds from Italy and the USA also
appears to decline during periods of crisis - but to a lesser extent.
The variation of the time series USDITUSDUS from the time series
EURITEURD may indeed be seen as an indicator of the presence of
redenomination risk.

Conclusion

The political situation in Rome has triggered concerns in the market
that a new European sovereign debt crisis could arise. Investors are
again concerned about a possible break-up of the monetary union.
Redenomination risk is thus playing a role again. Investors looking
for exposure to Italian government bonds might consider buying
[talian government bonds denominated in the US currency under
US law in order to better avoid this risk. After all, these securities
are already foreign currency bonds and should therefore be less
vulnerable to currency reform. However, the financial markets are
already likely to price in the rather specific risk character of bonds,
at least to some extent. Nevertheless, investors should take appro-
priate legal considerations into account as part of their active risk
management.
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Risk Preference and Brain Structure:
Individual differences

Roopa Kalsank Pai | Alexander Niklas Hausler | Bernd Weber

Scientists and non-scientists alike are interested in studying risk-taking behavior and the reasons as to why some
individuals take risks and others do not. That's because so many of the systems and activities we have in place in
our society today depend on people to behave a certain way when they make decisions involving risk. Neuroscience
allows us to validate theoretical models of decision-making by analyzing patterns of neural activity in implicated
brain regions. A question of interest is thus how our risk attitudes are affected by differences in the structural con-
nections between brain areas that carry out different parts of the decision-making process.

Quantifying Risk Attitudes

Risk affects decisions taken in many different domains, such as rec-
reation (sports) and finance (investment). For us as neuroeconomic
researchers, it is important to determine individual and collective
beliefs and preferences regarding risk and how they are influenced.
Commercially, there is an interest (e.g. in marketing) to use this
information to influence purchasing behavior; on the other hand,
policymakers could use this information to prevent the question-
able manipulation of consumers.

Research into the neural basis of risk perception and related behav-
iors can be conducted by comparing structural and functional
neuroimaging data with self-report data (e.g. questionnaires), and
behavior in an experimental task. However, people’s comfort level
with risk can depend on both the context and their upbringing
(socioeconomic status or cultural norms). Furthermore, the phras-
ing of questions or the complexity of the behavioral task can also
affect the reliability of the indices [Hausler and Weber 2017].

With the growing belief that the attitude towards risk is a stable
personality trait, encompassing both general and context-specific
components [Frey et al. 2017], current research attempts to solve
this problem of best capturing behavior in situations involving risk
by creating indices composed of a variety of psychological and
economic variables, as well as data from behavior tasks involving
risk-laden decisions. Such indices have previously been shown to
partly explain the relationship between real-life stock trading and
the brain activity associated with it [Hausler et al. 2018].

Brain Structure

Discovering the structural and functional neural underpinnings of
the decision making process is important because, once elucidated,
they may provide an objective method to accurately gauge the
influence of events or of the manner of information presentation
on individuals. Furthermore, being able to identify inter-individual
differences may help us identify individuals that are at greater risk
of manipulation, and develop mechanisms for their protection.

Much of the information about neural activity comes from event-
related MRI studies and many structural indications come from stud-
ies with T1-weighted or diffusion-weighted imaging data (see » Box
01). Using these methods, we have identified regions involved in cal-
culating expected reward, risk, and belief-updating. Combining this
knowledge has resulted in a proposed network of regions involved
in decision making. As these regions interact with each other, it is
also of interest to characterize the connections between them.

Of particular interest to us at present are the nucleus accumbens
(NAcc) and anterior insula (Al) [Hausler and Weber 2015], and the
white matter tract connecting them. Activity in the these regions
has been correlated with financial risk seeking (NAcc) and risk aver-
sive behavior (Al) [Kuhnen and Knutson 2005]. This suggests the
possibility that individuals’ stable risk preferences may be related to
the activity in these regions, and indeed with the help of funding
from FIRM we were able to show that the correlation between Al
activation and real-life risk taking can be explained by indices of risk
preference [Hausler et al. 2018].

Box 01: Magnetic Resonance Imaging

Functional Magnetic Resonance Imaging (fMRI)

In functional magnetic resonance imaging (fMRI), the level of
blood oxygenation is used as a proxy to measure the activity of
the neurons in that region of the brain. Researchers can create
experimental tasks in which subjects are required to decide
between options that carry different levels of risk, and measu-
re brain activity at different timepoints of the decision making
process (see Fig. » 01B). With well-thought-out hypotheses,
this can help us discover which brain regions are active during a
certain part of the decision process, and whether the evidence
supports theoretical predictions from financial decision theory.

Structural Magnetic Resonance Imaging (sMRI)

The brain has millions of cells called neurons, which communi-
cate through electrical and chemical signals passed from cell
to cell via long, thin structures called axons. The “gray matter”
in a brain consists primarily of cell bodies; the “white matter”
consists of axons, which connect individual neurons, bundled
together in rope-like or fan-like structures. Using MRI, neu-
roscientists can quantitatively characterize brain structure by
methods such as T1-weighted magnetic resonance imaging and
diffusion-weighted imaging.

T1-weighted images provide an overview of brain structure,
such as whether a given area contains mainly gray matter,
white matter or cerebrospinal fluid. They can also be used to
divide the brain into anatomically defined regions and gain
quantitative information about them, such as their area, thick-
ness or volume. (see Fig. » 01C).

Diffusion-weighted images allow us to non-invasively study
white matter tracts. In this method, the diffusion of water in the
brain is used to characterize the white matter tracts connecting
gray matter regions (see Fig. » 01D).




The anterior insula (Al) and nucleus accumbens (NAcc) are
shown in A. An example of fMRI results can be seen in B,
which displays a slice similar to that in A. The yellow re-
gion indicates activity in the NAcc. C shows a processed
T1-weighted image, where each color indicates a different
cortical or subcortical region. D shows a similar slice in a
diffusion-weighted image. The colors indicate whether the
primary direction of diffusion is in the x, y or z axis.

Source: own illustration

A white matter tract directly connects the Al to the NAcc; greater
coherence in this tract has been linked to a reduced preference for
lottery-like gambles in an experimental task [Leong et al. 2016].
Current work in our lab aims to investigate whether Al-NAcc tract
coherence correlates with real-life measures of risk taking (as meas-
ured by whether participants trade stocks or not) and indices of risk
attitudes, reflecting individuals’ belief in the positive outcome of
risks as well as their tolerance for risk.

Conclusion

There is a wealth of information on how brain structure and func
tion can impact decision making. This information can be obtained
via behavioral tasks and neuroimaging data in injured and healthy
subjects, as well as on the cellular or sub-cellular level, using ani-
mal models or intracranial recordings in patients. Current research
suggests that attitude towards risk is a stable personality trait, and
that some of an individual’s preference for risk may be explained
by brain structure. After showing that real-life risk-taking behavior
is correlated to activity in brain regions previously linked to real-life
financial risk taking, we now intend to take our analysis one step
further by exploring the effect of differences in the white matter
structure connecting these regions.
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About Firm and Mission Statement

The Frankfurt Institute for Risk Management and Regulation (FIRM) was established in 2009 under the auspices of the
Society for Risk Management and Regulation, an association of members including renowned German financial institu-
tions, corporations, advisory firms and the State of Hessen. Among its founding members are Deutsche Bank AG, DZ
BANK AG and Landesbank Hessen-Thiringen, thus representing all three pillars of the German banking sector: the
privately owned banks, the publicly owned savings banks (Sparkassen), and the cooperative banks (Volksbanken and
Raiffeisenbanken). In addition to the participation of almost all major banks in Germany, FIRM also includes prominent
representation from the insurance sector through Allianz SE, and from the securities markets through Deutsche Borse AG.
FIRM cooperates with the Frankfurt School of Finance & Management, by the House of Finance of the Goethe University
of Frankfurt, and by other universities and works in teaching and research closely with these renowned institutions.

The Management Board of the Society is comprised 13 members
under the leadership of the Chairman of the Management Board,
Prof. Dr. Dr. h.c. Udo Steffens, former President and CEO of the
Frankfurt School of Finance & Management, and Deputy Chairman
Stephan Wilken, Head of Anti-Financial Crime & Group and Anti-
Money Laundering Officer of Deutsche Bank AG. The President of
the Institute is also a member of the Executive Board of the Soci-
ety. Prof. Dr. Wolfgang Koénig, Executive Director of the House of
Finance, is responsible for both research and teaching.

The Executive Board holds quarterly formal meetings, for which
preparations are made by the Working Group. Every institutional
member has the opportunity to participate through the Advisory
Board, which serves as a forum to discuss current issues in risk man-
agement, to review the results of research projects, and to present
new ideas. The Executive Board and Advisory Board, in addition,
hold a joint offsite each year in order to discuss important issues in
risk management and regulation in greater depth.

In both its research and educational activities, FIRM strives to help the
financial industry advance the state of best practice, thus improving
its international competitiveness. It is not a lobbying organisation.
The FIRM Risk Round Table has set itself the goal — building upon
the collective expertise of risk managers from major financial insti-
tutions — aims to develop, and to foster the adoption of, effective
standards for risk modelling and quantitative approaches to deal
with current issues in risk management and regulation. Four times
a year the Compliance Risk Round Table meets. An open exchange
of views on the further development and value-added implementa-
tion of a compliance risk management are here in the foreground.
The exchange between research and practice is also strengthened
by the annual research conference.

FIRM works closely with Frankfurt Main Finance, the association
committed to advancing Frankfurt’s position as a global financial
centre. Our goals and principles will guide us as we strive to con-
tinuously broaden our range of activities in the years ahead.

Our Our Our

mission statement

specific objectives

governance principles

= We will foster research and education
across all aspects of risk management and
regulation, specifically including educatio- this:
nal programmes for risk managers oriented

FIRM strives to be among European leading = We are a non-profit organisation. Our
institutions for risk management. It will achieve

expenditures are transparent and consistent
with our institutional objectives. Our
officers serve on an honorary basis.

around actual practice and in the broader
context of the financial institution.

We will encourage the understanding and
adoption of “best practice” standards for
risk management and regulation, toward
the aim of strengthening the financial
sector and thus its real economy.

= through its active involvement in, and
financial support for, research and teaching
activities in Frankfurt as well as throughout
Europe,

m by serving as the leading network for the
European risk management world, bringing
together professionals from the financial
sector, universities, and governmental and
regulatory authorities in a common forum,
and

® by encouraging a rigorous, fact-based
dialogue on issues of risk management and
regulation which respects the independent
positions of those involved.

We are an open organisation. We welcome
members and sponsors who are professi-
onally involved in risk management and
regulation from throughout the financial
sector, from academia, from industry,

and from government, including personal
members and alumni of our educational
programmes.
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Advisory Board: Review and outlook

Prof. U_db Steffens in his new roeas Chairman of FIRM.

Once again, the sun shone over the financial markets for a long time in 2018. In the second half of the year, however,
the signals heralding an end to the long boom phase intensified. These global fears were prompted by the trade
dispute between the USA and China, but also by European concerns. Chief amongst these were issues involving
ltaly, France and a disorderly Brexit. As a result, the core issues addressed by FIRM — risk management and regulation
— were making headlines again. In the new year, financial intermediaries will become more aware of these issues.

There have also been several changes within FIRM itself. Frank
Westhoff had taken over the position of Chairman on 1 August
2017 but handed it over to Professor Dr. Udo Steffens in May 2018
due to unforeseen family circumstances. Udo Steffens, who had
been President of the Frankfurt School of Finance and Management
for many years, left his position in April. We would like to take this
opportunity to thank Frank Westhoff for his exemplary cooperation
and commitment. He will continue to support and advise FIRM in
the future. Prof. Steffens had envisaged a quieter life, but immedi-
ately stepped up to face the new challenges. Our cooperation with
him has always been very fertile and constructive, and we are look-
ing forward to supporting him in the further development of FIRM.

The management of the Advisory board has also changed. The co-
chairman from the professional field, Dr. Carsten Lehr, retired from
the advisory board due to a change of employer and is now an
individual member of FIRM. Carsten Lehr performed his duties as
Chairman of the Advisory Board with huge enthusiasm and energy.
This was last demonstrated at the offsite in Glashitten in June
2018, which Carsten Lehr organized with some excellent topics.
We express our heartfelt thanks to Mr Lehr and fully expect that he
will continue to support FIRM actively in the future.

He was replaced by our Advisory Board member Manuela Better,
a member of the Board of Management of DekaBank. She was
unanimously elected Chairman of the Advisory Board in September

at the Advisory Board meeting in Munich. We thank you very much
for this clear vote.

The FIRM Advisory Board has grown again this year. It now com-
prises 48 professional members and 34 academic members. We
would like to take this opportunity to once again cordially welcome
the new members.

In March, the general meeting and the first advisory board meeting
of 2018 took place at the Frankfurt School. Prof. Erik Theissen from
Mannheim spoke about the real economic effects of bank mergers.

In June in Glashutten, the focus was on awarding the FIRM Research
Prize 2018. Three candidates who had just received their doctorates
and had previously been selected by a jury presented their research
results. The first prize went to Steffen Kriiger from the University
of Regensburg (supervised by Rosch) for his work on credit risk
management in banks. FIRM has now supported several research
projects in this department.

Elia Berdin from the Goethe University in Frankfurt was also hon-
oured for his analysis of the profitability of life insurers and Marius
Pfeuffer from the University of Erlangen-Nuremberg for his work
on the implementation of IFRS 9. Prof. J6rg Rocholl, ESMT, pre-
sented his “EURO Zone Basket” for the decoupling of government
and banking risks. Dr. Frank Schiller, Munich Re, presented a cur-



So far, the following dates have been set for 2019:

13 March 2019 (Wednesday)

m 13:30 — 15:30 h: Members’ Assembly

m 16:30 - 18:30 h: 1st Advisory board meeting
House of Finance,

Frankfurt am Main

16 May 2019 (Thursday)

m 08:30 — 16:00 h: Research conference

m 16:30 - 18:30 h: 2nd Advisory board meeting
Frankfurt School of Finance & Management,
Frankfurt am Main

17 May 2019 (Friday)

m (08:30 - 14:00 h: FIRM Offsite

Frankfurt School of Finance & Management,
Frankfurt am Main

09 October 2019 (Wednesday)

® 10:00 -12:30 h: 3rd Advisory board meeting

m 13.30 - 15.30 h: 4th Advisory board meeting
Raiffeisenlandesbank Niedertsterreich-Wien,
Vienna / Austria

(followed by a visit to a ,,Heurigen” (wine taverns))

We hope to welcome you to as many events
as possible this year!

rent issue in the world of insurance: “Big data in life insurance”. All
presentations were commented on by professional and academic
representatives and then intensively discussed. A full-page report
on the research conference was published in the Borsenzeitung
(download: https://www.firm.fm/fileadmin/user_upload/FIRM/Pub-
likationen/20180630_Forschungspreis-2018.pdf). In the subsequent
advisory board meeting, Jens Obermoller, BaFin, spoke on the highly
topical issue of cyber security.

The highlight of the day was a formal dinner at which Uwe Frohlich,
Co-Chairman of the Board of DZ Bank, spoke on current issues and
presented the research prizes.

At the FIRM Offsite, Ullrich Hartmann, PwC, discussed the benefits
of MIFID Il for consumers, capital market participants, banks and
supervisors. Sina Steidl-Ktster and Markus Kempkes, KPMG, spoke
on IT risks and cloud computing and Prof. Thomas Kaiser, KPMG
and Goethe University, talked about risk culture. The main results
of the Compliance Risk Round Table were presented by the coor-
dinators for the years 2017 and 2018. Frank Romeike presented a
review and outlook on FIRM's communication activities (including
the FIRM Yearbook and the relaunch of the FIRM website). Prof.
Wolfgang Konig reported on research and teaching on behalf of
the Goethe University and Dr. Heike Brost on behalf of the Frank-
furt School.

The third and fourth advisory board meetings took place in Septem-
ber in Munich at the offices of Oliver Wyman. We thank them very
much for their hospitality. The meeting began with a presentation
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by Dr. Kai Bender, Oliver Wyman, on digital transformation strate-
gies. Dr. Jochen Papenbrock, firamis, then spoke about machine
learning, followed by Dr. Jennifer Betz and Prof. Daniel Résch, Uni-
versity of Regensburg, on the influencing factors for NPLs.

The afternoon session was again dedicated to Brexit. Benjamin
Hartmann from the Brexit Task Force of the EU Council and Dr.
Clemens Ladenburger from the Legal Service of the European Com-
mission gave a detailed insight into the Brexit negotiations. In par-
ticular, they reported on the planned withdrawal agreement and
the central problems that had become apparent in connection with
the border between the Republic of Ireland and Northern Ireland.
Mathias Graulich, EUREX Clearing, reported on EUREX's approach
and success in euro clearing.

The board, supported by the chairmen of the advisory boards, is cur-
rently discussing the future strategy of FIRM. In order to strengthen
the added value of FIRM for its members, the aim is for members to
be more closely involved in the various activities (meetings, research
funding, research prize, round tables). In addition, current issues
are to be identified, which will then be dealt with quickly in small
working groups by relevant professional and academic representa-
tives and which will be presented to the public in short papers.
Therefore, we would like to ask you to put forward current topics
for discussion by FIRM and to make suggestions for more active
involvement of our members. We are also keen to link the various
FIRM activities more closely.

We strongly invite all advisory boards and individual mem-
bers to submit contributions for the advisory board meetings
and the offsite!

In addition, we will shortly be sending you information about the
call for entries for the Research Prize 2020. We plan to broaden the
thematic scope of the submissions and expand the target group to
include selected European universities.
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Banking Risk Round Table

Risk controllers’ extensive portfolio of duties

Even a number of years after the financial market crisis, the regula-
tory agenda is still packed. While European banks are still adjusting
to the significant changes in supervisory monitoring and auditing
practices brought about by the new interaction between the Euro-
pean Central Bank and national supervisory authorities, the final
revision of the Basel Il reform package means that the planned
revision of all equity capital measuring methods is becoming the
focal point of risk and capital management. These challenges have
to be dealt with in parallel to actual risk management duties, to
ensure that an institution has the necessary risk bearing capacity
despite the sustained low interest phase, continuing high geopo-
litical tensions and a changed competitive environment. Therefore,
the demands on risk controlling — which is where many of these
duties are performed — remain very high.

Making sure these demands are met efficiently, appropriately for
the risk level and the latest developments in bank supervision law,
but also in line with supervisory auditing practices, calls for ongo-
ing dialogue with the executive board, supervisory authorities and
external experts as well as regular dialogue between banks. Practi-
cal implementation of the multi-layered legal regulations constantly
raises new questions. How are individual aspects prioritised? How
can new requirements be efficiently translated into structures and
processes? What risk IT architecture is appropriate and flexible
enough to respond to constant change? Which tasks can be carried
out by internal project teams and where are external consultancy
services required?

Focus on broad-based dialogue

The FIRM Banking Risk Round Table makes a valuable contribution
in this area. The FIRM Banking Risk Round Table is an established
platform and, with 20 member institutions, is very representative of
the German banking sector. Its structure is also unique in Germany.
Institutions from all three sectors of the industry are represented —
savings banks, cooperative banks and private banks — in each case
by the top management level responsible for risk management.

The FIRM Banking Risk Round Table was established as a response
to the constantly increasing significance of internal bank risk bear-
ing capacity concepts and their assessment by supervisory authori-
ties. Back then, there was an initiative to bring together banks from
across the different sectors of the industry to produce a joint study.
The objective was to share opinions, adopt collective positions
and provide a basis for promoting dialogue with the supervisory
authorities. The participants in the initiative subsequently decided
to organise further meetings and the FIRM Banking Risk Round
Table was set up for this purpose in October 2011. The meetings are
held every quarter and participants view them as important events
providing an opportunity for dialogue on regulation and risk man-
agement. The body is especially valued for its lively, comprehensive,
top-level professional discussions across the different sectors. In
2016, closer discussion with the FIRM Compliance Round Table was
established to take advantage of suggestions from the more quali-
tative areas of risk management.

Important impetus for risk controllers
In addition to regulatory issues already in force, the leading risk
managers from member institutions also discuss regulatory initia-

tives that are still at the planning or consultation stage. This regula-
tory radar helps banks to take into account future requirements in
current projects, at least where it is feasible to integrate them into
existing project planning. The body also discusses issues away from
classic regulatory questions. Which new risks can be observed in
the market, or which risks need to be re-assessed due to current
developments? This is particularly important for those risks that are
not covered by the banks’ regular risk measuring methods.

Because more people provide a better view, the result is a meaning-
ful overall picture of which risks can be identified in the different
institutions. This enables strong indicators to be derived for internal
risk auditing. For the body to be accepted, therefore, it is important
that the added value outweighs the work involved. The structure of
the meetings is thus strictly regulated and timed. Important issues
are raised and discussed in turn. Abstraction of experience from
day-to-day business is a very important feature of the shared dis-
cussion culture. Where necessary, the body develops joint policy
papers, allowing it to make an active contribution to the ongo-
ing dialogue with regulators and supervisory authorities. There is
a regular review of whether there are any issues that require con-
solidated action by the FIRM Banking Risk Round Table. In view of
the new risk management duties that lie ahead, this issue will once
again be crucial in the future. It is often the case that in the maze
of regulations there will be contradictions in implementation or the
regulator will incorrectly assess the costs on the bank side. In such
instances, it is the task of the FIRM Banking Risk Round Table to
adopt a joint position.

FIRM sees itself primarily as a platform for promoting dialogue
between academics and professionals (see FIRM teaching pro-
grammes, p. 192). In this context, the members of the FIRM Risk
Round Table provide regular impetus and highlight issues that
require a more in-depth academic foundation. Representatives
from the academic world and consultants are regularly invited to
be guests at the FIRM Banking Risk Round Table and give presenta-
tions on the latest developments. This dialogue, along with access
to required data and the development of shared theses, methods or
theories are crucial factors in combining suggestions from the latest
research with the real-world requirements in risk management.
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Compliance Risk Round Table:
Topics and outcomes 2018

The Compliance Risk Round table, founded in 2015, is a well-established institution by now. Four times a year com-
pliance representatives of financial institutions as well as academics and business consultants specialized in that field
come together and discuss compliance trending topics. Participants’ list is constantly growing.

Deutsche Bank and Oliver Wyman coordinated the 2018 Compli-
ance Risk Round Table.

This year's agenda had its focal points on the key trends in Com-
pliance, Non-Financial Risk and Anti Financial Crime which are
expected to grow in importance: integrated non-financial risk man-
agement, efficiency and digital innovation, conduct and metrics.
Also on the agenda are current topics such as ECB review of internal
governance and Brexit. Overall, the Compliance Risk Round Table
served as an overarching forum for non-financial risks.

Integrated non-financial risk management
Many banks are managing their non-financial risks today using a
siloed approach, based on manual processes associated with high

efforts. Some banks have started moving into the direction of inte-
grating their compliance, anti-financial crime and operational risk
functions. In the round tables in Q1 and Q2, we discussed the pos-
sibility of an integrated risk assessment process for all non-financial
risk types. The round table in Q3 then focused on the best practices
of an integrated non-financial risk management framework.

Efficiency and digital innovation

Most banks in Germany have been under enormous cost pressure
for years. Recently the risk and control functions are increasingly
moving into the focus of cost cutting initiatives at banks. However,
when cutting costs these risk and control functions must stay effec-
tive. In addition to classical levers such as organization and mandate
review, the levers around process standardization / industrialization,

Fig. 01: Compliance function's core activities and responsibility for risks as “2nd Lie of Defense”
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automation and digitalization have becoming more important. The
topics around impact of digital technologies on the compliance
function were discussed in almost all sessions.

The main focus of the discussion was on how the different tech-
nologies can be applied for different purposes in different areas of
the compliance function. Various case studies in KYC, AML, fraud
prevention, etc. were presented (e.g. by a RegTech start up) in the
round tables.

Conduct and metrics

Conduct remained a focus topic for discussion in this year’s round
tables. We had various presentations and group discussions on cur-
rent state and challenges of conduct risk management in Germany.
The main points for discussion were: How is conduct defined in the
German market? How advanced are German banks in conduct risk
management compared with international peers?

Related to these topics the round tables in Q1 and Q4 also dis-
cussed quantitative approach for conduct measurement and moni-
toring, including case studies of applying metrics to measure and
make compliance more tangible.

Current topics

In Q1 the round table participants exchanged their experience with
the recent ECB review of internal governance. In Q3 and Q4, Brexit
was the current topic and stood on the agenda. The participants
extensively discussed the opportunities and risks associated with
Brexit for the German banking sector as well as the reactions /
preparations undertaken by German financial institutions and gov-
ernments. Finally, the question of conduct in the ECB asset quality
reviews was discussed in the last round table of 2018.

Kai-Hendrik Friese

Divisional Head of Compliance,
DZ BANK AG,
Frankfurt am Main

Norbert Gittfried

Associate Director,
Boston Consulting Group,
Frankfurt

Outlook 2019

The Compliance Risk Round Table will continue to meet four times
a year. The hosts for 2019 will be Kai-Hendrik Friese (DZ BANK AG)
and Norbert Gittfried (Boston Consulting Group). Interesting topics
are already on the agenda, such as the forthcoming 5th Money
Laundering Directive, challenges in MaRisk compliance, approaches
to fraud and corruption prevention and the effects of digitisation
on compliance. In addition, there will be close links with the scien-
tific community.
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FIRM launches Asset Management
Risk Round Table

Much has happened again in 2018. One highlight among many was certainly the start of the FIRM Asset Manage-
ment Risk Round Table on the initiative of Manuela Better (Member of the Board of Management of DekaBank
Deutsche Girozentrale, CRO) and Frank Westhoff (Member of the Board of the Association for Risk Management
and Regulation).

The members of the Round Table are committed to promoting = to place a special focus on strengthening FIRM as a leading net-
the exchange of experience on current trends and challenges work in the financial sector between science, practice, politics
in the area of risk controlling in asset management. They are and regulation;

guided by charitable values and goals as set out in the FIRM

Mission Statement and Statute. The Round Table supports these ® to promote and support studies, investigations, research and
efforts as an independent think tank. The purpose of the Round development projects aimed at the further development of risk
Table is to controlling in the common interest;

m to discuss and deepen general topics of risk controlling on a ® to make active use of the link provided by FIRM to the scientific

common platform, also against the background of the increasing
flow of regulatory innovations and changes, also with regard to
the efficient handling of existing regulations;

to discuss and develop joint positions on national and interna-
tional trends and challenges in the area of risk controlling;

to strengthen the further development of risk controlling by pro-
moting dialogue between science and industry, also with a view

research work of the participating universities and/or other suit-
able scientific institutions.In addition, the Risk Round Table can
be expanded to include a direct, informal and practical dialogue
with supervisors. There should be no overlap with association or
lobbying activities.

At its first working session on 15 October 2018 at Union Invest-
ment, the Round Table dealt with the topic of sustainability or in
short ESG — Environment, Social, Governance — and the relationship
to risk management of investment companies.

to a stronger ex-ante focus on new risks arising in the market;

Asset Management Risk Round Table, Members:
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Motivated by the final report of the HLEG Group on Sustainable
Finance of the EU Commission published at the beginning of the
year and the subsequent EU Action Plan, three speakers introduced
the topic: Mr. Carsten Loffler and Prof. Moslener, Frankfurt School
and Green and Sustainable Finance Cluster Germany, and Markus
Quick, Partner at KPMG.

Since the BaFin (Federal Financial Supervisory Authority) also asks in
its supervisory discussions about the consideration of climate risks
in the risk management of investment companies, the participants
were able to state at the end of the first meeting and intensive
discussion that in the meantime three essential drivers for change
have come together:

m Professional investors expect ESG risks to be taken into account
not only in portfolio management, but also in asset managers’
reporting and risk management.

m The EU Commission wants to live up to its self-imposed role as
a pacemaker for sustainable growth and mobilise private capital
to achieve the ambitious goals of the Paris Climate Treaty for
2050. To this end, measures in the area of financial market regu-
lation are already in the pipeline and a “technical expert group”
is already working on basic definitions and taxonomy issues.

m The European and German banking, insurance and securities
supervisors are increasingly dealing with system and climate
risks in internal working groups. Risk management issues are the
focus of attention for supervisors.

The resulting challenges for asset managers’ risk management go
far beyond the classic consideration of exclusion lists in risk control-
ling and will also include extensions to quantitative risk models. To
this end, new modeling standards will have to be created in the
future. This topic will therefore have to be taken up again by the
Round Table in future.

For further processing by the Risk Round Table, the topic “Chal-
lenges in risk controlling due to digitalisation, in particular due to
an increase in algorithm-controlled management models in asset
management” could also be appropriate. The use of digitization
to make processes more efficient is only one aspect of the consid-
erations. However, the changes that can result from the possibility
of increasingly far-reaching automation in the asset management
industry can be of strategic relevance for the further development
of risk controlling.

Both an increase in cost pressure and an increase in the quality
of algorithm-controlled management approaches can lead to their
increased use. Issues such as these could be of interest here:

m What developments are foreseeable in the industry, among other
things against the background of an increase in Robo Advisors as
an interface to the customer?

m What challenges do algorithm-controlled management
approaches pose for the methods of risk controlling as well as
for an independent model validation of the management model?
How are model errors dealt with?

m |s the job description of the risk controller changing and do we
need adapted training?

= \What supervisory requirements does BaFin see?

In the interaction between science and industry, the questions can
be examined and discussed in order to sharpen and align future
requirements for risk controlling.

If we have also aroused your interest and you also consider the
importance of creating communication platforms for risk control-
ling processes to be meaningful, we would be very pleased to
receive your feedback.
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The Personal Members’ Round Table

With interesting presentations, renowned participants and guests, lively discussions and a growing circle of partici-
pants, the Round Table of Personal Members provides a good opportunity for regular exchange on current develop-

ments in the banking sector.

The agenda 2018 of the “Personal Members’ Round Table” focused
on interest rate risk in particular and market risk in general, valua-
tion issues in the Gone Concern case, the Bank's restructuring and
liguidation, and the impact of regulatory requirements on less sig-
nificant institutions.

Objective and purpose of the body

The Round Table is intended to be a forum where personal mem-
bers of FIRM can get together for open discussion of ideas and
opinions on “best practice” in risk management and regulation in
the financial industry. It supports FIRM's efforts as an independ-
ent think tank and adheres to the FIRM constitution. In particular,
it does not engage in lobbying. Like all FIRM members and bod-
ies, the “FIRM Personal Members’ Round Table” is committed to
promoting sharing of experience and focuses on non-commercial
values and objectives, as set out in the FIRM constitution.

Specifically, the purpose of the body is to discuss and increase
understanding of general risk management and compliance issues,
to discuss and adopt common positions on nationally and inter-
nationally relevant strategic problems and issues in this area, and
where relevant to communicate the positions adopted as joint
contributions to discussions and documents under the Round Table
label. There is a particular focus on strengthening FIRM's position
as a leading network in the financial sector, bringing together aca-
demics, professionals, politicians and regulators. In this context, an
explicit objective is to utilise the link provided by FIRM to academic
research work by participating universities and/or other suitable
academic institutions.

Membership and coordination of the Round Table
Membership of the Round Table is open to all personal members
of FIRM. At present, the body has more than 30 members, with
an upward trend, who have many years of expertise and experi-
ence — up to executive board / CEO level — in their institutions or
companies, as well as excellent networks. The diversity of personal
expertise is reflected in the lively and multi-faceted discussion con-
tributions that characterise the meetings.

At their inaugural meeting in February 2017, members voted unani-
mously to hold at least one meeting of the Round Table every year.
There should be at least one other meeting per year. The meetings
planned for 2018 will be publicised at www.firm.fm. The venue
and agenda will be communicated by the two coordinators well
in advance.

Every two years, two coordinators are elected from among the
membership by simple majority and serve a two-year term. The
Round Table is currently coordinated by Prof. Martina Briick from
the University of Koblenz, representing the academic side, and Mr.
Peter Burger from Risk & More Consulting, representing the profes-
sional side.

The coordinators are responsible for the publication of results, after
appropriate agreement with the members of the Round Table.

Summary

With interesting lectures, renowned participants and guests, lively
discussions and a growing circle of participants, the Round Table
of Personal Members provides a good opportunity for regular
exchange on current developments in the banking sector. The com-
mittee currently comprises 36 members, with a rising tendency,
who have many years of expertise and experience as well as excel-
lent networks. The diversity is also reflected in the lively and multi-
faceted discussions that characterise the meeting dates.

The Round Table offers its members tangible added value. This
includes the discussion of technical issues and the very latest risk
management and compliance topics with other experts and the
opportunity for networking. It also provides personal members
with access to the FIRM Research Conference and the FIRM col-
laboration platform.
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Practice-oriented research and
teaching at Goethe Business School’s
part-time Master 1n Finance program

In the wake of the globalization of financial markets, finance has become a hugely dynamic and fascinating field,
which is not only a key driver of organizations but also of industries and markets. At the same time, finance is under-
going enormous changes, stemming mainly from disruptive technologies in the financial sector as well as from a regu-
latory wave in the aftermath of the financial crisis and the ever-increasing need for state-of-the-art risk management.

In order to take up changing market parameters in the world of finance, the well-established Master in Finance pro-
gram at Goethe Business School (GBS) has recently been revised and restructured. The innovative part-time program
provides a deep dive into the intriguing world of finance and into its main future drivers: financial technology and
risk management & regulation. The English-language program is excellently positioned to help finance professionals
manage current market drivers. The job-compatible format enables participants to fully exploit their professional
potential and the well-balanced curriculum provides specific training in individual fields of knowledge.

In the abstract available below, Master in Finance graduate Laura Niederprim discusses the sufficiency of new regu-
lations to break the vicious circle between banks and sovereigns. Inspired by her daily work, the piece illustrates the

immediate practical relevance of the program’s content while boosting students’ analytical capabilities.

Combination of rigorous academic standards with unique
practical relevance

Goethe Business School’s part-time Master in Finance program is
specifically designed for ambitious young professionals who wish
to deep dive into the latest concepts in financial technology and
risk management & regulation. A mix of fundamental theoretical
knowledge and applied concepts are incorporated, which immedi-
ately be utilized in practice to independently identify and deal with
demanding challenges in modern organizations.

The program combines all key elements of modern professional
training — academic depth and breadth, practical relevance and
international outlook. Students are thereby able to reflect on impor-
tant questions and solve them to further foster and develop their
career. To this end, the program’s faculty includes the latest results
from research and ensures that applying knowledge to professional
practice is a central element of the courses.

Graduates receive a Master of Arts in Finance degree (90 ECTS)
from the AACSB-accredited Faculty of Economics and Business
Administration at Goethe University. Students have the opportunity
to choose a specialization in either risk management & regulation,
or financial technology management. The structure of both cur-
ricula is depicted in detail in » Fig. 01 below.

While foundation courses build the basis, the additional concen-
tration courses reinforce specialist knowledge and focus on core
areas of modern finance. Elective courses then build on previously
learned material and offer in-depth exploration of specific topics.
The master thesis builds on the concepts, techniques and under-
standing students have acquired over the course of study.

Spotlight Master in Finance Thesis
In their Master in Finance thesis project, students often work on
a self-defined topic they have taken up in their daily workplace

environment and which is embedded into a theoretical context. An
example of an up-to-date topic dealt with in a Master in Finance
thesis, is the work of Laura Niederpriim, a Master in Finance Class
of 2018 graduate. Her master thesis on “The Sovereign-Banking
Nexus in the aftermath of the financial and sovereign debt crisis
— Are new regulations sufficient to break the doom-loop?” ', is
summarized in the abstract below.

‘We affirm that it is imperative to break the vicious circle
between banks and sovereigns.’
(Euro Area Summit Statement, June 2012)

With this statement the euro area leaders commenced their strate-
gic agenda in June 2012 as a reaction to the financial and sovereign
debt crisis, which was just at its peak three months after the default
of the Greek government. Six and a half years have passed since
then and financial regulation has been subject to many reforms,
most prominently the Basel Ill accord. However, while much has
been done to protect sovereigns from banking crises, e.g. by requir-
ing banks to hold sufficient amounts of liabilities which can absorb
losses in case of the bank’s resolution, the reverse contagion chan-
nel, in which sovereign debt crises endanger banks’ solvency, has
not been addressed sufficiently yet. Direct links from sovereigns to
banks mainly stem from the substantial amounts of banks' sover-
eign debt holdings, which lead to direct mark-to-market losses in
banks’ profit and loss accounts when the government’s fiscal condi-
tion is deteriorating.

» Fig. 02 above indicates that EU banks have kept their sovereign
exposures at a constantly high level since the introduction of the
CRR and CRD IV in 2014 and are still exposed to severe concentra-
tion risks due to the home bias, i.e. the phenomenon of holding a
disproportionate amount of exposures to the domestic sovereign.
This implies that if a new sovereign debt crisis with comparable
consequences as the last one hit Europe at the current stage, banks’
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solvency would again be severely threatened by the excessive sover-
eign exposures in their balance sheets.

Typically, banks invest in government bonds to hold an adequate
buffer of safe and liquid assets to reduce their exposure to adverse
liquidity and asset price shocks. Beyond that, sovereign expo-
sures benefit from a preferential regulatory treatment, particularly
by being subject to low or zero capital requirements and being
exempt from large exposure limits. Although the European debt
crisis proved that sovereign debt is not risk free, no concrete pol-
icy reforms are envisaged at the moment to revise the regulatory
framework. While the stricter capital requirements of the Basel Il
Accord have rendered banks more resilient, the preferential treat-
ment of sovereign exposures has not been touched and new liquid-
ity regulations even intensified the motivation for banks to invest in
sovereign debt. In fact, it is not surprising that governments do not
actively promote changing this situation. Due to the home bias EU
governments are highly dependent on their domestic banks when
issuing new debt as these absorb on average 20% of their debt
issuances according to the IMF's 2017 estimates of the investor base
of EU governments’ debt.

104l Frankfurt Institute for Risk Management and Regulation /SENuESYSN

But as shown by the Greek case, in which the default of the gov-
ernment in 2012 significantly affected domestic banks, it is cru-
cial to change this situation in favour of a more stable banking
system. A number of measures are currently discussed. Based on
an impact study comprising the largest EU banks, which analyses
the most prominent regulatory proposals to alleviate the transmis-
sion channel from sovereigns to banks, a combination of non-zero
risk weights and introducing a soft large exposure limit leading to
higher risk weights with increasing concentration risk appears to be
one viable solution. Although highly controversial, the regulatory
reform could be complemented with the implementation of Euro-
pean Safe Bonds or “ESBies”, which might generate an alternative
safe asset to sovereign bonds. Moreover, a fully mutualised Euro-
pean Deposit Insurance Scheme (EDIS) could benefit a regulatory
reform by mitigating the risk of bank runs resulting from solvency
problems of national governments.

Looking ahead, stricter regulations for sovereign exposures should
be implemented in the near future to tackle the excessive sovereign
debt holdings in European banks’ balance sheets. In the interest of
financial stability, governments should be willing to abandon their

Fig. 02: Evolution of selected banking systems’ claims on the public sector (shown as an index with claims as of March 2006 = 100%)
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Fig. 03: Job-compatible program and excellent infrastructure

Source: own illustration

current financing benefits resulting from the preferential regula-
tory treatment of sovereign exposures. This will be a crucial step
to reach the EU’s goal as stated in 2012 to break the vicious circle
between banks and sovereigns.

Job-compatible program format - Combining studies and work
Tailored to practitioners who want to lay the foundation for a
career in finance at early stages of their professional life, the Master
in Finance program attracts young professionals seeking to expand
their knowledge without interrupting their professional activ-
ity. The program structure provides ample scope for successfully
balancing the requirements of working and studying in parallel.
Lectures are scheduled every two weeks on Friday afternoons and
Saturdays. Thanks to the program’s format, all methods, strate-
gies and analytical tools learned in the courses can immediately be
applied at work.

Studies can be completed within 22 months. In the first two semes-
ters, students are introduced to general fundamental concepts in
finance, risk management, economics, management, accounting
and statistics. In the third semester, students can select from a
variety of elective courses and delve into topics according to their
respective specialization from a theoretical as well as an applied
perspective. The program ends with the completion of the master
thesis (14 weeks).

Infrastructure and Faculty

All lectures take place in the House of Finance on the centrally
located modern Campus Westend of Goethe University Frankfurt.
Part-time Master in Finance students are enrolled as regular stu-
dents at Goethe University and thus have access to all university
student resources on campus and online.

The House of Finance is a center for interdisciplinary research and
training activities in finance and financial law at Goethe University
and is an important platform for academics, politicians and profes-
sionals. It hosts about 200 academics in total and, accordingly, is
one of the largest groups of researchers on financial and monetary
topics in Europe.

All classes are taught by renowned faculty from academia and
practice, including professors from the AACSB-accredited Faculty
of Economics and Business Administration of Goethe University,
one of the most highly regarded business faculties in Germany, as
well as national and international practitioners from the financial
sector. The combination of international faculty and a curriculum
taught entirely in English ensures students are prepared for an inter-
national working environment.

Extracurricular lectures by renowned experts from the network of
the Frankfurt Institute for Risk Management and Regulation provide
additional impetus for a successful learning experience. The ,FIRM
Kaminabende” offer a platform for speakers, lecturers, students
and alumni to regularly discuss current topics and forge connec-
tions forming a strong network of peers.

Open and tailor-made programs available for individualized
focus

The Master in Finance curriculum is also accessible to profession-
als who would like to deepen their knowledge in specific fields
of expertise only — as part of individually and separately bookable
open programs and trainings (with or without student status). Cus-
tomized programs for companies seeking to develop their profes-
sionals are developed by the GBS Executive Education Team. The
tailor-made conception of the programs is carried out in close coor-
dination with the customer and on the basis of the agreed learning
and development goals in various fields of competence.

! Please note that the insights from the master thesis are based on
the available situation as of December 2017.

Authors
Prof. Dr. Uwe Walz

Academic Director of the GBS part-time Master
in Finance, Chair of Industrial Organization at
Goethe University Frankfurt, Director at the
Center for Financial Studies (CFS) and Director of
the Research Center SAFE

(Sustainable Architecture of Finance in Europe).

Laura Niederpriim

Graduate,
Master in Finance Class of 2018
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Education in Risk Management and
Regulation at the Frankfurt School

The pace of changes in regulation is slowing down, the relevant departments in banks and financial institutions
have been set up and business models have been largely adjusted. In short, risk management is becoming
something normal. Several years ago, the Frankfurt School of Finance & Management decided to focus academic
education in risk management on the target group of non-experienced students - as in the other areas of the

Master of Finance.

The Master of Finance is the only German programme in the world-
wide Financial Times ranking and, with around 200 students per year,
is one of the largest finance programmes in Europe. The concentra-
tion Risk Management is offered alongside the concentrations Capi-
tal Markets, Corporate Finance and Financial Accounting & Advisory.
The study programme, which is completely in English, takes two
years (120 ECTS). The use of Saturday as a normal study day and a
well-designed curriculum, tried and tested over the years, allows stu-
dents to work for up to 50% of a professional job besides studying.

In addition, Frankfurt School has developed a comprehensive and
successful range of risk management and regulation offers in the
context of executive education and development cooperation. Par-
ticipants expect differentiated and at the same time very practice-
relevant content which makes the acquired knowledge immediately
tangible.

Master of Finance, Concentration in Risk Management (M.Sc.)
The risk concentration of Frankfurt School Master’s programme is
generously supported by scholarships and grants from FIRM. Thus,
it is possible to offer students the best possible mix of general finan-
cial content and risk topics. In the Master of Finance, eight modules
are dedicated to the area of Risk Management and Compliance.
These are constantly adapted to practical requirements:

m Risk Management
(mandatory for all students)

m Responsible Management in Finance
(mandatory for all students)

m Risk Governance & Organization

m Structured Products and Interest Rate Models

= Credit Risk, Default Models & Credit Derivatives

= Risk Modelling

= Portfolio Risk Management

m FX Options and Structured Products

Risk management is unthinkable today without the sophisticated
handling of data and models. The risk training at the Frankfurt
School is therefore supplemented by modules that deal with the
handling of (big) data and machine learning. Some courses are

based on the programming language Python, which is mandatory
for all students.

Statistics and Econometrics

Financial Products & Modelling
® Data Analytics and Machine Learning in Finance

Blockchain

Algo Trading and Financial Analysis with Python
= Human and Machine Predictions

The education in risk embedded in the Master of Finance is thus not
only extensive but also future-proof.

The exchange with practice is an important element. For example,
Master of Finance students who have successfully passed the exam-
ination of the GARP Global Association of Risk Professionals and
gained the qualification as Financial Risk Manager (FRM®) gain the
credits for an elective module. Furthermore, we intensively use the
cooperation with the German GARP - Regional Chapter. There is a
regular meeting of the GARP - Chapter at the Frankfurt School. At
this meeting, Risk Concentration students get to know the current
state of the discussions taking place in practice in exchanges with
risk professionals. Master of Finance students have been participat-
ing in the PRMIA international student competition for years - the
Professional Risk Managers' International Association - the Risk
Management Challenge, where they regularly reach the European
finals (the FS team won in 2016).

Executive Education: certificates, seminars and workshops

Learning and adapting to change is a constant and unstoppable
process. This is especially true for risk managers who are well posi-
tioned with their initial academic education and work experience.
It is typical for professional work of this nature that risk managers
continue to face new regulatory requirements each year. So that risk
managers can find suitable further training, the Frankfurt School has
opted for modularized continuing executive education offerings.

The certificate programmes of the Frankfurt School with a focus on
risk management are very well received. There are two reasons
for this: On the one hand, the certificate examination can be used
to prove the acquired specialist knowledge in selected areas. And
on the other hand, the continuing education programme is seen as
an essential contribution to a reliably high standard of knowledge.
Around 100 graduates annually receive certificates as risk manag-
ers for non-financial risks, risk managers for medium-sized banks,
liquidity, market price or credit risk managers; another 870 employ-
ees attend selected specialist seminars. In order to enable a focus



on continuing education in the reporting system for an exclusively
English-speaking audience, the range of further training courses
in risk management has been expanded: since autumn 2018, 20
experts have been trained for the first time to become European
Regulatory Reporting Specialists.

The Excellence Programme for Supervisory Board Members,
with a modular structure and maximum flexibility, is the flagship
of the executive education market in this field. Participants can
choose between attending the full programme or attending indi-
vidual seminars of particular importance to them. Examples include
the specialization modules for supervisory boards in the financial
sector, which cover topics such as Full Bank Management, Over-
view of Banking Regulation and The Bank Balance Sheet - Financial
Products and their Impact on the Risk Profile of the Institution. The
specialization module Insurance, which takes into account the spe-
cial knowledge of supervisory board members in this industry is
new in the programme.

The certificate course Certified Compliance Professional (CCP),
which takes place in two semesters with a total of 22 days of
attendance and three examination days, is enjoying ever greater
demand. The combination of compulsory courses, seminars as an
elective subject and specialization allows tailor-made coordination
of training as a compliance officer with the needs of the respective
companies. The certificate course leads to the comprehensive quali-
fication needed to efficiently and effectively implement and moni-
tor the principles of good and sustainable corporate governance.

International Advisory Services

Frankfurt School’s International Advisory Services (IAS) target
developing countries and provide solutions by facilitating better
access to finance for all stakeholders. With funding from leading
international development institutions (such as ADB, EIB, EBRD,
GlzZ, IFC, KfW, World Bank) or directly from our clients, our numer-
ous Technical Assistance projects have given us the opportunity
to contribute to economic development and growth. Our position
within Frankfurt School allows us to combine academic research
with project implementation.

The strengthening of the financial sector is of utmost importance in
promoting economic prosperity and ensuring stability in developing
and transition countries and emerging markets. Well-functioning
financial systems are essential for allocating funds to the most pro-
ductive and efficient uses, leading in turn to increased economic
growth and employment as well as decreases in poverty and
income inequalities globally.

Frankfurt School’s International Advisory Services (IAS) has provided
comprehensive risk management solutions based on international
best practice and customized to the needs of the specific financial
institution and its local regulatory environment. The services span
the entire risk management landscape, including the implementa-
tion of an enterprise-wide risk management (ERM) framework with
all risk relevant tools, reporting templates, policies and guidelines
for a leasing firm in Nigeria; training for a bank in Kenya on the
Internal Capital Adequacy Assessment Process (ICAAP), as well as
liquidity risk stress-testing, and advisory on model validation and
calibration for a bank in Zimbabwe.

Within the framework of these projects, our team of experts focus
on increasing the institutional capacity of beneficiary institutions

through high-class training programmes and tailor-made consul-
tancy services.

Summary

With this multi-dimensional strategy, the Frankfurt School, in close
cooperation with FIRM, offers attractive education opportunities
for the various target groups in the area of risk management and
regulation. In cooperation with other universities, professors and
practitioners, the university contributes to the success of financial
service providers worldwide, as well as of German and European
supervision. Through its master programme, seminars, projects and
research, the Frankfurt School, in cooperation with FIRM, contrib-
utes to innovation and network building in the increasingly impor-
tant work area of risk management and regulation.

Author
Prof. Dr. Michael H. Grote

Vice-President and

Professor of Corporate Finance,

Frankfurt School of Finance & Management,
Frankfurt am Main
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Award of FIRM Research Prize 2018

and research funding

Following the established two-year cycle, the Research Prize from the Frankfurt Institute for Risk Management and
Regulation (FIRM) was awarded in 2018. It honours the best economic dissertation in the field of risk management
and regulation — including compliance — by financial institutions. The Hessian State Minister for Economic Affairs,
Energy, Transport and Regional Development, Tarek Al-Wazir, again assumed patronage.

Writers of economic dissertations which were completed summa
cum laude or magna cum laude at a German-speaking university in
2016 or 2017, and which made a significant contribution to a better
understanding of risk management and regulation in the financial
services sector, were eligible to apply for the research prize. In the
evaluation, particular emphasis is placed on the relevance of the
problem and a balanced combination of internationally recognised,
high-quality theoretical and conceptual background work and
innovative practical relevance.

In line with FIRM's mission statement, the jury was again formed to
reflect the close link between research and practice. Anja Guthoff
(DZ-Bank), Carsten Lehr (Westendbank) and Gernot Blum (d-fine)
were appointed to the jury as representatives of the professional
sector. Representing the academic side were Lutz Johanning (Wis-
senschaftliche Hochschule fur Unternehmensfiihrung, Vallendar),
Andreas Pfingsten (Westfalische Wilhelms-Universitat Munster)
and Gunter Franke (Universitat Konstanz). The jury was chaired by
Gunter Franke.

Each pair of professional and academic representatives reviewed
two dissertations. The assessment took into account various criteria,
such as the motivation for the work, the quality of the theoretical
and empirical analysis, the innovative content and the implemen-
tation potential for banks, regulators and central banks. Another
important criterion was the applicant’s documented reputation in

internationally renowned journals. After intensive discussion, the
jury ultimately shortlisted three papers.

The authors of these three papers were invited to present their key
research findings at the FIRM Research Conference, which took
place on 14 June 2018 at the Collegium Glashutten (see follow-up
report on page 201 of this yearbook). Steffen Kruger, University
of Regensburg, was the first to present his work under the title
“Advanced Dependency Modelling in Credit Risk”. Using sophis-
ticated statistical methods, he evaluates new regulatory require-
ments and accounting standards. From these, he draws conclusions
for bank management, supervisory practice and academic research.
The work was discussed in detail by Gernot Blum (professional) and
Lutz Johanning (academic) before a lively general discussion with
the participants in the research conference. Marius Pfeuffer, Uni-
versity of Erlangen-Nuremberg, then spoke about “Essays on the
Measurement of Credit Risk”. The starting point of his work is the
new IFRS 9 accounting standard, which requires estimation of the
expected default of a loan over its entire term. The panellists were
Carsten Lehr (practice) and Gunter Franke (university). Finally, Elia
Berdin, University of Frankfurt, spoke about “Essays in Micropru-
dential and Macroprudential Supervision in Insurance”. At the core
of the analysis are the effects of a prolonged period of low interest
rates and declining mortality rates on the solvency and profitabil-
ity of life insurance companies. Alexander Schalk (d-fine) for the
professional side and Heinrich Schradin, managing director of the



We hope that the next call for entries for the FIRM
Research Prize in autumn 2019 will fall on equally fertile
ground. The subject area is broad and includes micro-
and macro-prudential regulation including compliance,
financial and non-financial risks, connections between
financial intermediation and the real economy, bank
structure and monetary policy, including from a Euro-
pean perspective (e.g. banking union, capital market
union), internal organisation, processes, systems, use
of modern IT and governance in financial institutions
including shadow banks. We ask academic representa-
tives to include this call for entries in their planning now.

Institute of Insurance Science at the University of Cologne, for the
academic side, discussed the issue.

The final assessment of the three candidates was based not only
on their written work but also on the quality of their presentation
and subsequent discussion. The first prize was finally awarded to
Steffen Kriger.

Uwe Frohlich, Co-Chairman of the Board of DZ-Bank, gave the hon-
orific speeches for the three prize winners at the formal dinner and
then presented the prizes. Marius Pfeuffer received EUR 2,000 in
prize money and his supervisor Ingo Klein also received EUR 2,000
for research purposes.

Elia Berdin and his supervisor Helmut Grundl also received 2,000
EUR. Finally, Steffen Kriiger was awarded the FIRM Research Prize
and prize money of EUR 15,000 for his outstanding work, as was
his supervisor Daniel Résch.

The winners of the FIRM Research Prize and the other two speakers
at the research conference, J6rg Rocholl, ESMT, and Frank Schiller,
Munich Re, were also honoured with a full-page summary in the
Borsenzeitung (Download: https://www.firm.fm/fileadmin/user_
upload/FIRM/Publikationen/20180630_Forschungspreis-2018.pdf).

We would like to take this opportunity to once again thank the
members of the jury for their outstanding cooperation, as well as
Esther Baumann and Katharina Cripps from the FIRM office for their
wide-ranging support.

Since 2010, FIRM has financially supported a total of 33 research
projects in German-speaking countries. In 2018, the Executive
Board decided to support four applicants with total funding of EUR
211,000:

m Corporate diversification and capital structure” (Dr. Daniel
Hoang, Karlsruhe Institute of Technology);

m Sovereign risk, regulatory forbearance and bank risk taking
incentives” (Prof. Dr. Sascha Steffen, Frankfurt School of Finance
and Management);

m Systemic risk measurement and model risk” (Prof. Dr. Peter
Grundke, University of Osnabruck);

m Credit risks and payment morale in the digital age - an experi-
mental study on nudging” (Prof. Dr. Christina E. Bannier, Justus-
Liebig University GieBBen).

Among the more recently funded projects is the project “LGD
modelling, downturn forecasting and stress testing with advanced
statistical-econometric methods of risk management” by Prof. Dr.
Daniel Résch, University of Regensburg, who supervised the FIRM
award winner last year.

In the “Asset Price Bubbles and Systemic Risk” project, Prof. Dr.
Isabel Schnabel, University of Bonn, concludes that asset price bub-
bles endanger financial stability during their formation and when
they burst. This can be attributed to characteristics of both banks
and the bubbles.

The “Bank bailouts and economic growth” project by Prof. Dr.
Valeriya Dinger, University of Osnabriick, shows that monetary
policy bank bailouts increase the growth of credit-dependent
industries. This effect is smaller if the banking system is particularly
hard hit by moral hazard and if the regulator intervenes dispropor-
tionately in credit allocation.

In his project “On the Rise of FinTechs - Credit Scoring using Digital
Footprints”, Prof. Dr. Tobias Berg, Frankfurt School, finds that even
easily accessible digital footprint data provides information that is
at least as good as traditional credit scores (see the article “Digital
Footprints in Credit Scoring - Opportunities and Risks” by Tobias
Berg and Ana Gombovic on page 120).

Tobias Berg will present his results at the first advisory board meet-
ing in March 2019, while Valeriya Dinger and Isabel Schnabel will
speak at the research conference in May 2019.

Authors

Prof. Dr. Dr. h.c. Giinter Franke
Chairman
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at the Association

for Risk Management and Regulation

Prof. Dr. Wolfgang Kénig

President of FIRM,
Executive Director,
House of Finance,
Goethe University of Frankfurt
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FIRM Alumni in dialogue with CROs

Once again we look back on an eventful and exciting year. A special highlight was the event format “CRO Insights —
Behind the scenes of the Executive Board”, which was successfully established under the patronage of FIRM on the
initiative of the two FIRM Alumni Coordinators Dr. Sebastian Rick and Philip Dreher.

“CRO Insights - Behind the Scenes of the Executive Board” offers
the FIRM Alumni the unique opportunity to get in direct contact
with risk boards of the FIRM member institutes and to discuss cur-
rent trends and challenges in risk management and regulation in an
open dialogue.

On 19 April 2018 the FIRM Alumni visited the Aareal Bank in
Wiesbaden. The bank is listed in the MDAX and not only operates
structured real estate financing in Europe, North America and Asia,
but also offers software products and digital solutions for the real
estate industry. Christiane Kunisch-Wolf (Chief Risk Officer, CRO)
welcomed the FIRM Alumni together with Sylvia Trimborn-Ley and
Axel Potthast. The focus of the event was on risk controlling, compli-
ance and regulatory affairs. The event ended with a convivial lunch.

The visit to the Kreditanstalt fur Wiederaufbau (KfW Group) took
place on 24 September 2018 in Frankfurt. Based on total assets,
KfW is the third largest bank in Germany after Deutsche Bank and
DZ BANK and celebrated its 70th anniversary in 2018. Dr. Stefan
Peil3 (Chief Risk Officer, CRO) gave the FIRM Alumni an overview of
KfW'’s business model with its domestic promotional business and
international business. Bjorn Stauber presented the bank’s Three-
Lines-of-Defense approach using information security risks as an
example. Finally, Dr. Carsten Heineke explained BaFin's new risk-
bearing capacity guideline and how it is implemented within KfW.
Here, too, the exchange was continued over a joint lunch.

We want to continue to encourage active and former students from
the Frankfurt School of Finance & Management and the Goethe
Business School, whose studies involved risk management and reg-
ulation issues to apply for membership of the FIRM Alumni organi-
sation for a reduced annual fee of 50 Euro (instead of the usual 400
Euro for personal memberships). An application for membership of
the FIRM alumni organisation can be requested from FIRM at www.
firm.fm. In addition to priority access to established events such as
the FIRM Research Conference, the FIRM alumni organisation offers

its members the opportunity to network with one another and with
members of the FIRM board and the FIRM advisory council. In addi-
tion, members of the FIRM alumni organisation receive access to
the electronic issue (ePaper) of the “RISK MANAGER" journal and
unlimited access to the online archive at no extra cost. RISK MAN-
AGER is the leading German journal for risk management. Access
to the ePaper and the online archive is through the central FIRM
portal (www.firm.fm).

After continuous membership growth in recent years, we are
pleased to welcome new members in the future. We are deeply
convinced that successful alumni work thrives on the realisation
of the ideas of those involved and can only develop sustainably
through their implementation.

Authors
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Philip Dreher

DZ BANK AG,
Frankfurt am Main



OFFSITE AND RESEARCH CONFERENCE Frankfurt Institute for Risk Manage ent and chulation |201

Support, research, setting the tone

The Glashitten College promises to provide the “best outlook for your meeting” and calls itself the “centre for
communication”. So it was the perfect place for the Frankfurt Institute for Risk Management and Regulation (FIRM)
to hold its two-day event consisting of the FIRM Research Conference (June 14) and the “Annual Offsite” on June
15, 2018. Organisers of the expert conference promised discussion of the very latest issues in risk management
and regulation. The new Chairman of FIRM, Prof. Udo Steffens, opened the first day of the conference. Steffens,
the former President and Director of the Frankfurt School of Finance & Management and the new Chairman, took
over the role of FIRM Chairman from Frank Westhoff. The content of the event reflected the times of economic

and geopolitical change we are living in.

Risk is a hot topic

“The issue of risk has never been so widely discussed in society.”
That was what Uwe Frohlich, chief representative and designated
co-chairman of DZ BANK AG, stated in his honorific speech at the
award of the FIRM Research Prize 2018. With this statement, Froh-
lich gave a precise summary of the current situation facing com-
panies, politicians and the economy. The reasons? Protectionism
and Brexit, an openly pursued trade conflict with punitive tariffs
and counter-tariffs, and a disjointed currency and refugee policy
in the EU. For political and economic decision-makers, all the signs
point to uncertainty and risk. In this context, as Frohlich stated,
banks are increasingly confronted with the necessity of addressing
social and political risks. As an example, Uwe Fréhlich cited environ-
mental risks, which are “increasingly coming into focus”. “[...] As
environmental strains increase and we start to see impacts that will
destroy the basis of any economic activity in the long term without
appropriate counter-measures, the explosive nature of the problem
is at a whole new level” Fréhlich explained to around 50 business
and academic representatives.

Cyber risks and big data

Cyber risks are also hanging over banks like the Sword of Damocles.
In a presentation “Cyber security — International discussions and
focus from the BaFin perspective”, Jens Obermoller from the BaFin
outlined the threats facing the financial system and those involved
in it as a result of continuous cyber hazards. The reason is obvious.
Increasing digitalisation means that IT risks and cyber risks are rap-
idly gaining in significance. According to the BaFin expert’s presen-
tation, based on internal information there have been around 400
reported cyber risk incidents at individual institution level to date so
farin 2017/18. Wolfgang Hartmann, one of the FIRM initiators, and
former Chief Risk Officer at Commerzbank, is already convinced
that cyber crime will be the leviathan that will threaten our modern
civilisation. “There is no doubt that we are only seeing the begin-
ning of this trend, even though the known losses are already bil-
lions of Euros every year. The number of unrecorded cases is even
higher. After all, what company would want to ruin its reputation
by publicising cyber crime and the resulting losses?”, Wolfgang
Hartmann said.

Uwe Frohlich from DZ Bank made similar arguments: “As digitalisa-
tion of our business increases, we have to do much more to address
cyber risks. In its last cyber security report, auditors Deloitte con-
firmed that the number of daily attacks from the net has almost
doubled in the last five years alone.” From the perspective of the
supervisory authorities, there is a lack of monitoring of external
service providers and the supply chain, and inadequate “cyber
hygiene”. In addition, insufficient testing is carried out on people,
processes and technologies, there is a lack of strategic planning and

control in the cyber sphere and technology tends to be centralised.
This means that there is too little focus on the human factor in
cyber risks. Risk management and information security have to be a
permanent component of a company’s DNA. The process of mov-
ing towards a genuine risk culture is crucial and, at the same time, a
long road. According to Prof. Thomas Kaiser, the industry is not yet
where it needs to be on this issue.

Dr. Frank Schiller from Munich Re titled his presentation: “Big Data
Meets Disability Insurance”. He raised the question of what big data
is and how the issue is changing the world. Schiller cited Google as
one of his examples. The company’s search engine processes over
40,000 search requests per second and finds the optimum results
for each. In addition to analysis of the words, this involves a com-
parison of pages, ranking and the context of the meta information.
It is all based on intelligent algorithms.

Schiller thinks that one of the success factors for using big data is
rapid feedback loops, which facilitate analyses and learning pro-
cesses, provide consistent data and lead to an overall system that
remains within a consistent framework. For Schiller, the biggest
challenges lie in the field of life assurance, because only a compara-
tively small data basis is available. And it is not consistent. Never-
theless, the data has to be digitalised, pooled, adapted to state-of-
the-art methods and effectively interpreted. One advantage that
new methods could provide for customers would be a faster and
more efficient assessment of loss.

Risk management in the field of research

What this toolbox could look like was outlined in the presenta-
tions by the contenders for the FIRM Research Prize 2018. The
prize, under the patronage of the Hesse State Minister for Eco-
nomics, Energy, Transport and State Development, Tarek Al Wazir,
was awarded for the second time this year. The winner was Stef-
fen Krlger from the University of Regensburg with his work on
“Advanced Dependency Modelling in Credit Risk — Lessons for Loss
Given Default, Lifetime Expected Loss and Bank Capital Require-
ments”. “Financial institutions need risk-based capital reserves to
safeguard themselves against future financial losses” was one of
the motivations that Krtiger gave for his work. In his explanations,
the academic from the department of Statistics and Risk Manage-
ment described current problems in credit risk management by
banks, resulting from the conflict between regulation, account-
ing and banking practice. His study focused on measuring credit
risk, holdings of bad debts, legal assertion of credit claims and the
procyclic nature of capital requirements. For Gunter Franke, retired
Professor of International Financial Management at the University
of Konstanz and co-chairman of the FIRM advisory council, the
key strength of the research work is its high level of relevance for
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bank management and regulation. “The results should be used to
strengthen the banking sector’s resilience in times of crisis and thus
improve financial stability”, was the summary of Franke, the chair-
man of the jury. The FIRM Research Prize comes with 15,000 Euro
prize money each for Krtiger and his department.

The other prize winners included Elia Berdin (International Centre
for Insurance Regulation) and Marius Pfeuffer from the school of
business and economics at Friedrich-Alexander University Erlangen
Nuremberg (FAU). In his dissertation “Essays in Microprudential
and Macroprudential Supervision in Insurance”, Elia Berdin analy-
ses the effects of a sustained period of low interest and falling
mortality rates on the solvency and profitability of life assurance
companies. He also addresses the systemic relevance of insurance
companies. In his research entitled “Essays on the Measurement
of Credit Risk”, Marius Pfeuffer focuses on implementation of the
IFRS 9 accounting standard by critically analysing previously used
estimating methods and proposing methods for eliminating their
mathematical weaknesses. The two academics each won 2,000
Euro in prize money. The same amount went to their respective
departments.

FIRM has also strengthened its commitment to academic study
by supporting research projects. From a total of 14 submissions
from various universities in Germany, the following projects were
selected: “Corporate diversification” (Dr. Daniel Hoang, Karlsruhe
Institute for Technology), “Sovereign Risk” (Prof. Sascha Steffen,
Frankfurt School), “Systemic risk measurement and model risk”
(Prof. Peter Grunke, University of Osnabrick) and “Credit risks and
payment practices in the digital age” (Prof. Christina E. Bannier, Jus-
tus-Liebig University GieBen). The total funding provided is 211,100
Euro in 2018. FIRM is demonstrating how important it is to support
the next generation of academics in the financial sector.

OFFSITE AND RESEARCH CON CE

Uwe Frohlich says it is very fortunate that an “ecosystem has man-
aged to emerge in the Frankfurt am Main financial centre, involving
not only service providers and advisors but also an effective and
practically-focused research environment [...]". On the subject of
effective and practically focused by supporting the next generation
of academics and research projects, FIRM is smoothing the way
towards modern and sustainable risk management. And by doing
this, FIRM is giving a clear signal. It is that it is supporting a critical
and constructive discourse in risk management and setting the tone
for the future.

Author
Frank Romeike

Managing Partner of RiskNET GmbH,

board member of the Association of

Risk Management and Regulation and

editor in chief of RISIKO MANAGER magazine



Offsite and

Research
Conference 2018

4

Honorific speech by U

we Frohlich ...

Presenter of the award, Uwe Fréhlich, with the winners of the FIRM Research Prize: Marius Pfeuffer, Steffen Kriiger and Elia Berding (from right).

L

Prof. Dr. Lutz Johanning, WHU — Otto Beisheim School of Management. Monika Dissen and Hanjo Seibert, the coordinators of the
Compliance Risk Roundtable in 2018.
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Top-level presentations, such as this one by Dr. Frank Schiller (Munich Re) and his topic: “Big Data Meets Break conversations.
Disability Insurance”, made a major contribution to the quality of the conference.

R &

Manual Better, Executive Board Member, DekaBank. Discussions between Prof Helmut Griindel (Goethe Jan-Erik Kiinstler (ING-DiBa) and his positive look back at the
University of Frankfurt am Main) and Alexander Schalk Compliance Risk Round Table.
(d-fine).

Networking and conversation. Side discussion between Dr. Nader Maleki (International Bankers Forum) and
Jiirgen Sonder (Intrum Justitia).

Dr. Bettina Mohr, LBBW Landeshank Baden-Wiirttemberg. Conversation during the break between Dr. Lutz Raettig (Supervisory Board Chairman at Morgan Stanley
Bank AG, President, Frankfurt Main Finance) and Prof. Dr. Wolfgang Kénig (President of FIRM, Managing
Director, House of Finance, Goethe University of Frankfurt am Main).



Christoph Schwager (RiskNET) in conversation with Jochen Peppel Dr. Nader Maleki (International Bankers Forum), Michael Rab (Member of the Managing Board,
(Oliver Wyman). Raiffeisenlandesbank NO-Wien AG) and Rosalie Bergmann (Federal Financial Supervisory Authority, Bafin)

¥ K

Prof. Dr. Thomas Kaiser (Goethe University of Frankfurt am Main), Dr. Sebastian Fritz-Morgenthal Prof. Wolfgang Konig (Goethe University of Frankfurt am Main) presents the
(Bain & Company) and Ralf Wollenberg (Bankhaus Lampe) share their opinions. latest FIRM-research projects.

The candidates and subsequent prize winners ... ... of the FIRM Research Prize ...

... engaged the attention and stimulated discussion among the audience (here Dr. Frank Schiller, Munich Re). Prof. Dr. Thomas Kaiser, Dr. Henning Dankenbring and Frank Romeike.
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FIRM & Frankfurt Main Finance:

Partners from Day One

Frankfurt Main Finance, the association to promote the Frankfurt Main region as a global financial centre, shares a
common history with FIRM, along with a common mission. The two organisations have been fraternal partners from
day one. And both share the goal of strengthening the position of Frankfurt as a financial centre. But in furthering
this common goal, each organisation brings a very different focus and set of competencies — while Frankfurt Main
Finance is a location initiative and a mouthpiece for the city as a financial centre, FIRM is committed to promoting
research and teaching in the field of risk management and regulation.

The old saying that “in every crisis lies the seed of opportunity”
has been proved true, time and again; the key is to be able to iden-
tify this seed and make it grow, until it becomes a mighty oak.
Frankfurt Main Finance, founded in 2008, and FIRM, founded in
2009, can both, in this sense, be seen as children of the financial
crisis. The seed of opportunity which has grown into Frankfurt Main
Finance was to more effectively coordinate and aggressively com-
municate the strengths and competitive advantages of Frankfurt,
as well as the significance of the financial industry for the region’s
economic prosperity. For FIRM, the seed of opportunity was the
need to continuously find new and more intelligent ways to meet
the constantly shifting challenges of risk management and regula-
tion. If there is one “lesson learned” from the financial crisis which
stands out above all others, it is this: Banks must rethink the way
that they manage risk. This recognition becomes all the more com-
pelling when one considers that this is the nature of banking itself:
The taking on, and managing, of risks. In helping to establish FIRM,
Frankfurt Main Finance initially acted as a central point for coordi-
nation, until the pivotal moment on 3 June 2009 when the “Society
for Risk Management and Regulation” was legally registered, giving
birth to the Frankfurt Institute for Risk Management and Regula-
tion. Today, Frankfurt Main Finance and FIRM are “fraternal twins”
with cross-representation at the board level.

In the ten years since, FIRM has established itself as an essential
pillar which supports Frankfurt as a vibrant financial centre. In no
small part through its work, Frankfurt has built a pool of expertise
in risk management and financial regulation which has come to
be recognised as unique. And as the hosting city for the European
Central Bank, the European Insurance and Occupational Pensions
Authority, the European Systemic Risk Board and soon also the
European banking supervisor, Frankfurt is the undisputed cross-
roads of the European infrastructure for financial market supervi-
sion. This concentration of European institutions, which are creat-
ing an entirely new financial oversight architecture largely based
in Frankfurt, has been pivotal in establishing the image of Frank-

furt as the key European centre for financial regulation, an image
which will grow even stronger in the years ahead. With its unique
research and education infrastructure, the SAFE Research Centre
at the House of Finance at Goethe University has developed into
one of the leading centres of research for creating a sustainable
European financial architecture.

A vital instrument for communicating the strengths of our city is
the Frankfurt Finance Summit, an annual congress which Frankfurt
Main Finance and FIRM have been jointly organising since March
of 2011 and which, from its beginnings, has quickly become firmly
established as an important meeting point for the world’s risk
and regulatory community. Each year, leading figures from central
banks, from regulatory bodies supervisory authorities, from legisla-
tures and governments, from academia and from industry assemble
to exchange information and ideas on the most pressing current
issues of financial market stability. Through this event in particu-
lar, the two partner organisations have done much to boost the
position and visibility of Frankfurt as a centre for financial market
stability and banking regulation, particularly in the eurozone. The
Frankfurt Finance Summit has become an indispensable platform
for discussion and interaction which plays no small part in driving
the regulatory dialogue.

The cooperation between Frankfurt Main Finance and FIRM will also
determine the agenda of the institutions in 2019. The current issue
of Britain’s exit from the European Union is shaping the discussion
of regulation and the financial center. The significance of Frankfurt
as a financial center for the international financial sector, and with
it also for Germany, will continue to increase. In particular, shaping
relations with UK financial players will be a challenge for regulation.
In the future, FIRM and Frankfurt Main Finance will continue to
make use of synergy effects and work together to strengthen the
financial center. Frankfurt Main Finance in an effort to highlight the
advantages of Frankfurt and FIRM through initiatives that make the
offerings in the course of teaching even cleare

FIRM

Frankfurt Institute for
Risk Management and Regulation

Frankfurt
Main
Finance
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