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The decision-making process
apparent paradox

C

orporate decision-making processes are driven by seemingly
opposing forces.

On the one hand, the human urge to dispose of instruments emerges in
order to understand context, specific self-direction and to implement the actions
required for following the plotted course.
On the other hand, the exhortation to keep the mind open to an array of
possible future scenarios, to imagine and grasp the implications of the various
possible trajectories, to plot alternative courses according to the obstacles and
opportunities encountered, that could lead to landing places other than those
contemplated originally.
Needs that are intertwined as never before whenever the decision-maker
operates in an area such as the banking sector, that is characterised by extremely
pervasive regulatory requirements concerning the maintenance and use of
capital, liquidity management, checks on lending and distribution policies, and
that is structurally exposed to the volatility of the macroeconomic context and
financial markets, greatly increasing the range of possible scenarios.
Thus, it is far from surprising or infrequent that one of the most common
questions that CEOs ask the technical structures responsible for budgeting and
risk planning is: ‘what if’? (‘what would happen if…?’).
The problem is that, in the last few years, the ‘ifs’ at hand have rapidly
multiplied, as there has been an exponential increase in the controlling variables
for which feedback is required: Net Interest Income (NII); Cost Income ratio (C/I);
Return On Equity (ROE); Non Performing Exposure (NPE) Ratio; Liquidity
Coverage Ratio (LCR); Expected Credit Loss (ECL); Common Equity Tier 1 (CET1)
ratio, to cite but a few among the most widespread. Planning has turned into an
interdisciplinary and convoluted exercise, an issue hard to solve for CFOs and
CROs in particular (naturally, should they not operate in close cooperation).
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This greater complexity can result in the progressive loss of quality of
the banks' decision-making process, more often than not based on an
incomplete information framework, whenever some controlling variables are
unavailable, or even incorrect when there is an actual lack of information,
specialist expertise and/or the instruments required for the modelling of events.
Partial mitigating circumstances include the fact that such events, aside
from being numerous, are interdependent in their impact on the bank's results
and are particularly heterogeneous. These can in fact be exogenous (turbulence
and interference along the way) or endogenous (the actions that the helmsman
and the crew implement during navigation).
In the first case, these events are beyond the control of those responsible
for the decision-making process, determined by the evolution of the market
conditions and/or the choices of institutional subjects. As such, they are often
hard to predict in their likelihood of occurrence, intensity, timing and duration.
By nature, such phenomena are characterised by complex interactions, that make
it crucial, albeit arduous, to comprehend the cause-effect mechanisms governing
them. Lastly, their relevance is not absolute, but relative, in that it depends on
the degree of reactivity of the bank's business model and budgetary structure to
the single risk factors to which the market value of the banks' assets is exposed.
Conversely, in the case of endogenous events, uncertainty is more
correlated to the ability of the bank's top management to quantify the level of
ambition of the business actions, to assess their multiple implications, and
specifically, to the bank's actual ability to implement them within requested time
frames and terms.
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The taxonomy of banking strategic
planning

A

lthough these complexities are increasingly obvious, many banks still
remain convinced about getting started on their respective courses
with certainty, exposing themselves to a range of risks that can restrict

or irreversibly compromise the efficacy of the decision-making processes. Some
institutions are indeed persuaded that an ‘expert-based’ approach that has
always characterised their planning methodologies shall continue to be sufficient
and appropriate for steering the bank, also in future. History teaches us that
things have not always worked out that way.
These actors have yet to understand that it has now become vital to foster
the evolution of the planning process towards a model relying upon analytical
methodologies and highly sophisticated and technological instruments (risk
management, econometrics, statistics, financial engineering, …), making them
available to those that have always considered experience, business knowledge
and budgetary dynamics to be privileged instruments for making decisions.
Second mistake: many banks believe the uncertainty analysis to be wasteful
and redundant for the purposes of planning since, ultimately, the allocation of
objectives is (and will remain) based on assumptions and uniquely identified
scenarios. In this case, the risk lies in failing to understand that, in actual fact, a
broader analysis of possible scenarios contributes to better delineating the
assigned objectives, by separating the external conditions from the contribution
provided by internal actions. Moreover, testing various hypotheses and
combinations of cases makes it easier to calibrate the ‘level of managerial
ambition’, in line with the actual potential of the organisational structure and with
the full involvement of the business functions responsible for attaining the
corporate objectives.
The intersection of these two misreadings of the context results in a
different positioning of the bank, with the relative risks and opportunities.
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CERTAINTY

UNCERTAINTY

SCIENCE

ILLUMINATED

ENLIGHTENED

PRACTICE

DELUDED

MISSING

ILLUMINATED

The planning process is built upon analytical data and models developed with the
contribution of subject matter experts of different origins, which allows to consider the
impacts of a specific scenario on the bank's budget simultaneously and coherently.
Nevertheless, not only does it improve the planning of a specific item, but it disposes of
appropriate instruments to switch to a multi-scenario perspective and investigate the
relevant scenarios for management, appraising the volatility regarding the expected
results. This transition is extremely delicate: it entails a change in the way prospective
information is produced by the technical functions and subsequently channelled to the
top management and board of directors. In this context, the bank is governed via the
analysis of deterministic scenarios and the statistical analysis of the probability
distributions of the variables of interest. Leveraging this set of information (much more
abundant and articulated than the traditional one) targets, risk propensity levels and
relative alert and tolerance thresholds are established; business owners are provided not
only with the final objectives, but also with details concerning the key risk factors
(endogenous and exogenous alike) that might represent critical or success factors and
the respective probabilities of occurrence.

DELUDED

The budget planning process is characterised by the prevalence of an expert-based
approach (with a limited capacity of integrating quantitative models and methodologies,
in that not always all budget items are developed by relying on the necessary instruments
and expertise) and aimed at forecasting a single baseline scenario (the one under which
the budget objectives are to be formalised, then articulated on the organisational units
and business combinations).

ENLIGHTENED

The budgetary planning process is very accurate and incorporates specialist expertise
(often cross-functional) required to understand and transmit the interactions across the
managerial phenomena so as to ensure a full grasp of the bank's ongoing context. The
onus is chiefly on the ability to explain the phenomena inside the bank without
prejudice to the external baseline scenario, that is ‘given’ by definition.

MISSING

The planning process attempts to consider the impact of alternative scenarios as
compared to the baseline scenario, however, it is implemented on the basis of imprecise
or incomplete modelling, in that developed without the analytical foundations and
instruments required to appraise the consistency and the degree of likelihood of these
scenarios, useful tools to sustain such a serious consideration. The focus remains on the
comparison across the results produced under diverse conditions, while taking into
account the approximations used.
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Critical aspects to be faced

T

he lack of ‘science’ in strategic planning is a problem connected to the
perimeter of specialist methodologies and expertise to be included

and to the organisational model that should enable and promote collaboration
across different functions, and specifically between the Finance and Risk areas.
With respect to specialist expertise, planning functions are not omniscient.
In particular, they are not required to analytically master any methodology and
technicality that over time have become indispensable to model the prospective
dynamics and interactions of a number of variables with the budget.
It is often required, even just in the final measurement that is the starting
point for any planning exercise, access to highly specialised information and
databases, with information and granularity attributes that not always are
effectively organised and instantly usable for other purposes. These critical
aspects concern budgetary variables and risk metrics alike, such as:

Interest
margins

to model the evolution of the interest margin it is necessary to determine
the evolution of cash flows, maintaining an acceptable trade-off between
granularity of the database and methodological approximation; in
addition, in modelling, it is also necessary to take into account the
behavioural dynamics of customers in terms of persistence of sight
deposits and early redemptions/repurchases of maturing positions.
Lastly, it is necessary to define sound mechanisms to model the variation
in the cost of funding (and its dependence on the market variables) and
equally convincing ‘overturning’ mechanisms of the variations in the cost
of marginal funding on the new production of uses. Once again, it is a
case of integrating methodologies and models which are different in
nature (econometric and financial);

Credit risk
adjustments

in order to model the evolution of provisions, it is necessary to
determine the transition dynamics among credit administrative
statuses, in turn requiring the use and forecasting of the risk
parameters (default rate, danger rate, cure rate, extinction rate,
recovery rate, etc.). This implies integrating in the simulative
approaches, algorithms and/or results from the satellite models
traditionally developed and maintained by the risk management
functions.

o
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Liquidity
indicators

to model the dynamics and the liquidity indicators (LCR, NSFR, MREL,
etc.), an in-depth knowledge of the respective regulatory frameworks,
access to specific databases and attributes and the connection to the
evolution of the balance sheet are required.

Risk- Weighted
Assets Advanced
Internal-ratings
based Approach
(RWA AIRB)

RWA AIRB modelling displays problems relating to the integration of the
risk parameters mentioned above (for instance, the non-linearity of RWAs
in relation to the Probability of default, PD), as well as application issues
engendered by the granularity of the information required for a correct
methodological development, thus imposing the identification and use of
alternative approaches.

o

Other particularly widespread critical elements concern the modelling of the
impacts introduced by the transition to the IFRS 9 principle, as well as in terms of
impairment and classification of assets, FVOCI reserves consistent with the
evolution of the Fair Value of the underlying securities, the modelling of the net
fees (for instance, via the integration of satellite models developed during the 2018
EU-wide stress test) and the profit/loss from trading of financial assets.
As regards the organisational model, many large banks are still struggling
to develop an effective collaboration model across all the functions concerned:
that is to say, they have failed to develop processes appropriate for managing
interactions and grasp the possible synergies existing across the different
structures within the various simulative exercises (Strategic Plan, Budget &
Forecasting, RAF, BMA, OMR, NPE Plan, Recovery & Resolution Plan,
ICAAP/ILAAP, …).
The situation is equally critical in terms of instruments and application
platforms. Banks often invest in infrastructures (data, models and information
systems) on the basis of a ‘separate silos’ logic, developing only downstream
input/output exchange and reconciliation mechanisms. This approach has often
produced information structures unfit for sustaining integrated multi-scenario
analyses, due to fragmented databases, models not shared among the functions
and difficulties arising from the need to integrate partial outputs produced by
different calculation engines.
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The need for multi-scenario planning

T

hanks to the experience accrued alongside banks in planning and risk
management processes, we can assert that in order to overcome such

difficulties, institutions need to change their methodological approach to
budgetary and risk planning, equipping themselves with adequate instruments.
This approach provides for the transition to a multi-scenario planning,
based on a budget and risk simulation model entirely integrated across Risk
and Finance functions and on an ‘open architecture’ technological
infrastructure.
The management of multiple scenarios is accomplished via the
introduction of a scenario generator, deterministic and stochastic alike, in
compliance with the business requirements of the different simulation processes.
The satellite models of the bank are published and integrated in a library
of statistical and econometric models directly connected to the scenario
generator, that is reviewed on a regular basis via updating and recalibration
activities that keep predictive standards very high.
The budget and risk simulation model is designed by enhancing the
expertise of the various functional contributors and owners (specifically, but not
limited to, CFOs and CROs) and aims to produce a complete output in terms of
budget items, first- and second-pillar risks and managerial and regulatory Key
Performance Indicators (KPIs). Within the budgetary planning model are
modelled not only the scenario-dependency rules but also the managerial and
industrial actions the bank intends to undertake to define its strategic targets.
The budget and risk simulation model is developed according to a modular
logic (by homogeneous aggregates of assets and liabilities, single P&L items
and/or managerial indicators). Each module develops logics of simulation with
granularity of data and methodologies so as to fulfil the requirements of the
forecast variable, thus overcoming the limits that traditionally emerge when
developing a database dedicated to an integrated simulation process.
The ‘open architecture’ structure allows the managerial functions of the
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bank to fully access the budget simulation model, taking action with the utmost
flexibility to change, according to its requisites, the structure of algorithms,
parameters and simulation rules and to integrate additional simulation models.
The customisation and integration of the models does not require the
knowledge of specific programming languages: users develop and model the
variables of interest by directly using the interface and the functions of MS Excel
spreadsheets.
Once uploaded in the library, the budget and risk simulation model is also
subjected to the scenarios produced by the generator, therefore allowing to
extend the multi-scenario management as well to the variables of budget
and risk, enabling the analysis of the results from a multi-scenario and
probabilistic perspective.
The outputs of the generated simulations can finally be interrogated via
data mining functionalities, such as the identification of ‘reverse’ scenarios
corresponding to precise conditions or scenarios in which the bank shows
predefined results, and entirely returned to the front-end and reporting systems
used at the bank.
Lastly, in organisational terms, the bank's functions can cooperate through
a common application framework, based on the notion of ‘contribution’ of the
single model owners to the global simulation. Hence, it is necessary to dispose
of adequate functionalities for managing the user profiles allowing for the
attribution of differentiated read permissions (read, write, etc.) on the single
models and for the development of a structured model management process
comprising: design, development, test, release for production, validation and
maintenance phases, namely, a cardinal element to secure the simulation
environment (an outcome far from easy to ensure via traditional individual
productivity instruments).
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Conclusions

A

rapidly evolving world and increasingly binding legislative and
regulatory requirements force a radical change in the way banks

develop strategic choices.
The multitude of variables to be planned/checked requires close
collaboration across various functional areas and an increased sharing of the
respective instruments and working environment: a complete and integrated
planning framework that allows for the simultaneous planning of the evolution of
the budget and of the risk metrics is a necessary condition (though not sufficient)
to provide quality information feedback to the top management.
The ability to analyse, aside from the most likely scenario, the possible
alternative scenarios that may ensue following mutated exogenous and
endogenous conditions, constitutes a quintessential element for defining
challenging (but attainable) objectives, so as to pinpoint the adverse events,
quantify their potential detrimental impacts and their likelihood of occurrence
and to define a prudent navigation conduct.
Following an ‘enlightened’ navigation route requires investments in
methodologies, instruments and organisational processes: what exactly is at
stake?
Those that will be the first to invest in time and resources to adapt their
approach to budgetary and risk planning will have a greater chance of ensuring
to their shareholders better returns on invested capital and, in general, an
optimised long-term risk/return profile.
Conversely, those who remain anchored to traditional planning approaches
will necessarily have to resign themselves to sailing on sight. Or, to no longer
steer the course and remain at the mercy of the waves.
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Prometeia services and solutions for
Risk & Finance Integration

L

everaging the quantitative skills of its financial engineers and the
experience of its risk & planning consultants, Prometeia can guarantee

the quality of its delivery along the entire project cycle from the initial design,
through the implementation, to the final systems roll-out. Prometeia consistently
pursues state-of-the-art methodologies, with a fully dedicated team of
econometricians, financial specialists and balance sheet experts who have broad
expertise in integrating Risk and Performance Management dimensions into a
single, value-centric framework. This includes:

Risk and MIS
data governance

definition of integrated data models and
advanced processes for data quality assurance
and information workflow management, in full
compliance with BCBS 239 principles

Risk & Performance
analytics

transition from silo-based to integrated
simulation engines, leveraging the latest
technologies for Big Data management,
stochastic calculation and grid computing

Statistical and Artificial
Intelligence models

definition and validation of methodologies,
estimation of empirical models, calibration of
quantitative parameters and optimization of
analytical algorithms.

This competence mix helps clients build up a solid and comprehensive
approach to the main planning & risk integration balance sheet simulation
processes (e.g. Multi-scenario strategic planning, Risk Appetite Framework,
Recovery Planning, ICAAP/ILAAP, Reverse Stress Testing, NPE planning, …)
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Prometeia Economic Scenario Service

T

hanks to its consolidated expertise in macroeconomic research and
analysis, development of quantitative models and methodologies based

on the best technologies, and the constant interaction between teams of
economists and consultants, Prometeia has developed the Economic Scenario
Service, that allows:
→

to identify the

→

to understand

→

to assess the

possible evolution of

their relationship with

impact of alternative

the main economic

risk factors that have an

economic scenarios on

and financial variables,

impact on the structure

the prospects of your

even in conditions

of the Financial

bank or firm.

other than those

Statements, capital

expected;

adequacy and liquidity;

For more information visit
www.prometeia.it/en/research-insights/economic-scenario-service
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About us
We are a leading provider of
consulting services and software
solutions focused on Enterprise
Risk & Performance Management
Founded in 1974 as an independent institute for economic research by a group of young university professors in Bologna, in 1981 Prometeia began oﬀering analysis services to businesses and financial intermediaries.
Since the ‘90s, the company’s activities have focused
increasingly on the integration of research, analysis,
consultancy and software system development. This

distinctive mix of services has made Prometeia a leading European company in risk and wealth management
solutions, business consulting and advisory services for
institutional investors. Prometeia collaborates closely with its clients to help them maximize their performance, whether they are banks, insurance companies,
institutional investors, businesses, or public authorities.

Our combination of tech proposition,
quantitative advisory, training and
economic research makes our business
model unparalleled in today’s market
Prometeia’s approach to Enterprise Risk Management
is based on the development of quantitative models
and analysis methodologies. The production of highly
specialized software applications leverages leading
technologies, the knowledge of our subject matter

experts and our ability to successfully respond
to the growing demands of regulation. Our deep
understanding of international markets, derived from
proprietary economic research, adds a unique element
to Prometeia’s business model and value proposition.

Prometeia

-> with over 800 industry experts
-> more than 40 years of
economic expertise
-> we serve more than
200 financial institutions,
including 50 primary
banking groups in EMEA
-> in 20 diﬀerent countries
-> through a network of branches
in Europe, Russia, Turkey,
the Middle East and Africa
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